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ABSTRACT

This thesis examines the impact of Foreign Direct Investment (FDI) on industry in New
Zealand. The research question addressed by the thesis is “What is the impact of FDI on
New Zealand industry?”. The scope of the research incorporates the immediate, or first
round impact of FDI on the foreign-owned affiliates operating in New Zealand, and the
long-term, or second round impact on other local firms via inter-firm linkages. The
thesis operationalises the Investment Development Path (IDP) concept which links
economic development to inward and outward FDI. The IDP posits that given
appropriate receptor conditions, the unique Ownership-Location-Internalisation (OLI)
configuration of the Multinational Enterprise (MNE), via the inward FDI vehicle, might
provide the impetus for upgrading of local industry and eventually, outward FDI by
indigenous firms. This thesis assesses how this might occur at the firm-level.

A survey of all foreign-owned firms operating in New Zealand as at November 1999,
resulted in 516 useable responses from an estimated population of 1554 firms.
Descriptive statistics, multiple and logistic regression, and cluster analysis were
employed to analyse these responses. This is the only major survey of FDI in New
Zealand undertaken since the late 1960s, and thus fills a considerable gap in the existing
literature.

The results reveal that the affiliates are reliant on their foreign parent companies for
resources such as finance, technology, knowledge and innovation, that offer them
competitive advantage in New Zealand. The affiliates form a variety of linkages with
local firms. The most significant of these are indirect competitive linkages, forward
linkages with agents and customers, backward linkages to source specialised services,
and collaborative linkages. The research model relates the Degree Of Linkage (DOL)
of the affiliate within the local economy to its impact on local industry upgrading. The
results suggest that as DOL increases, the opportunities for upgrading also increase via
quasi-internalisation of ownership-specific advantages by the affiliate.

The thesis concludes that FDI has a significant impact on local industry upgrading at the
first round level by adding to the competencies of the affiliate, and at the second round
level through competitive pressure, creating demand and supply, providing assistance,
and transferring firm-specific resources to local firms. The contributions of this thesis
to existing knowledge relating to the impact of FDI are as follows. One, examination of
a broad range of linkages allows a more comprehensive assessment of the extent and
pattern of second round impact. Two, incorporating assistance and collaborative
linkages confirms that quasi-internalisation of ownership-specific advantages may occur
through intermediate organisational routes as a complement to the hierarchical routes
associated with FDI. Three, focus on the second round impact at the micro-level
demonstrates the crucial link between inward FDI, upgrading of local industry, outward
FDI, and the eventual economic development of a host country. Four, classification of
affiliates by DOL enables the identification of distinct types of FDI and thus, different
outcomes for industry upgrading. Five, analysis of the key determinants of linkage
formation and DOL, provides policymakers with a foundation from which to evaluate
the potential of FDI for upgrading in the future.
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CHAPTER ONE
INTRODUCTION

INTRODUCTION

Inward foreign direct investment (FDI) has spurred the development and growth of
specific industries in the New Zealand economy throughout its history (Akoorie,
1996a). Today, New Zealand is one of the most heavily reliant recipients of FDI in
the developed world relative to other countries (UNCTAD, 1999) and foreign-owned
companies play a significant part in New Zealand industry. In New Zealand and
worldwide, there is also increasing recognition of the importance of FDI to economic
growth and performance (UNCTAD, 1999). This is of particular concern in New
Zealand, a country which is looking to improve economic performance as well as

international competitiveness.

FDI, or direct foreign investment implies a direct or lasting interest in, and control
of an enterprise in addition to equity-based ownership (in contrast, portfolio
investment only involves ownership of equity). As FDIis the primary vehicle for the
multinational enterprise (MNE), it typically comprises a bundle of assets, including
capital, technology, market access, skills, management practices and the economies
of scale and scope associated with multinational operations. This bundle not only
enables the MNE to overcome the difficulties of operating in a foreign location, but
more importantly from the perspective of the thesis, has implications for the extent
and pattern of local development in a host country. The importance of this foreign
investment bundle of assets for a country, such as New Zealand, seeking to upgrade
and extend its existing assets cannot be overstated and offers enormous potential for

positive economic externalities.

However, beyond the evaluation of capital flows, output and employment, the nature

and extent of the contribution of inward FDI to New Zealand is not well understood.
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In fact, the available evidence on the impact of inward FDI is somewhat conflicting,
and has provoked much debate as to its merits (or otherwise) at both public and at
academic levels (Deane, 1970; KPMG, 1995; Sutch, 1972). A sharp rise in the
amount of inward FDI since government reform in the mid-1984s, including
increasing investment from non-traditional sources (i.e. Asia), and more recently, a

dramatic drop in FDI levels have only served to fuel this debate.

While the media and opponents of FDI have often played on the issues of sovereignty
and foreign domination (Fox & Roy, 1994; Legat, 1991; Rosenberg, 1998), the
contribution of FDI, namely the ability of a country to extend its production
possibility boundary through the external sourcing of resources, is increasingly being
recognised as of vital importance to a geographically-isolated country such as New

Zealand that lacks certain resources domestically (Enderwick, 1998).

The level of debate and indeed, the level of FDI in New Zealand, has not been
matched by a corresponding level of objective, academic research on the operations
of foreign-owned affiliates in New Zealand. In terms of addressing the opposing
perspectives, there are few representative studies that could support or refute claims
that MNEs are controlling New Zealand enterprises to the benefit or detriment of
New Zealand (but see KPMG, 1995), although most case study-based research

suggests that MNEs have a positive economic influence.

As aresult, research in New Zealand has not developed from established foundations
(i.e. a population of investors), but has constructed an overall impression of the
nature of FDI in rather a piecemeal fashion. This is not to say that the research to-
date has failed to achieve worthy and useful results. However, the lack of statistically
representative studies on the impact of FDI leaves objective conclusions reliant on
case study evidence that often accentuates the extreme beneficial or detrimental cases

- thus refuelling the debate.

The implications of this lack of research for New Zealand are twofold. First, while

the potential contributions of FDI are well recognised, the extent to which foreign
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investment contributes to specific areas; such as technology transfer and
development, up-skilling of domestic labour, access to resources and markets
internationally, and positive externalities on local firms for example, presents a

significant gap in the existing literature.

Second, a lack of information on the activities of MNEs in New Zealand, infers that
New Zealand has very little control over the resulting impacts of FDI. The laissez-
faire approach to FDI policy taken in New Zealand coupled with a market-oriented
economy has meant that foreign investors operate under minimal guidance or
restrictions. This allows us to examine the contributions of FDI in virtually a neutral
policy context, however, this implies that there may be opportunities to extend the
current contributions of FDI in New Zealand industry. One thing is certain - in the
absence of reliable information, the Government cannot hope to maximise the
potential that FDI holds for New Zealand as it strives to upgrade its capabilities and

meet the challenges of a globalizing economy.

The aim of this thesis, therefore, is to address the debate as to the impact of FDI on
New Zealand. To this end it builds on the findings of previous empirical, exploratory
and case based studies (see Chapter Four) by providing empirical evidence on the
extent and nature of the impact of inward FDI in New Zealand. Specifically, the
thesis focuses on examining the impact of inward FDI on the development of local
industry in New Zealand.  Its primary objective is to examine the unique
characteristics of the MNE viaits primary vehicle, FDI, and how those characteristics

might impact on the upgrading of other firms operating locally.

This chapter outlines the purpose and structure of the thesis. It begins by describing
the background and origins of foreign investment in the New Zealand context. It then
defines the broad objectives of the study in light of the limitations of existing
knowledge in the area. These objectives are clarified by three research questions that
address the specific areas of impact of FDI on New Zealand industry. The research
paradigm that underpins the study receives a brief review in the following section of

this chapter, as well as an explanation of the rationale and limitations of the research
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methodology employed. The importance of the thesis and its key contributions to the
research in New Zealand are outlined to conclude this initial discussion. Finally, the
structure of the thesis is presented by giving a brief overview of the material

contained in subsequent chapters.

BACKGROUND TO THE RESEARCH

From the late 1800s until the present day, New Zealand has had a high reliance on
foreign sources of capital (Akoorie, 1998b; UNCTAD, 1999). Deane (1970)
established in his thesis that FDI made significant contributions in areas of industry
that involved large- scale investments in plant, distribution, or research and
development. In other areas, FDI has served to complement domestic investment
either by providing previously unavailable goods and services domestically, or by

spawning a cluster of related supporting industries or firms.

Significant foreign investment first flowed into New Zealand in the 1920s, in areas
such as meat, dairying, finance, and infrastructure. The majority of direct foreign
investments prior to 1965 were either made in the 1930s or between 1955 and 1965.
These investments coincided with the implementation of government- imposed
import restrictions. For example, inward investment in the late 1930s was
encouraged by official barriers to trade. Early investments originated from the United
Kingdom and Australia and in later years, the United States. By 1964, more than one
quarter of total factory output, 20 percent of factory employment and five percent of
establishments were attributed to companies with substantial foreign interest (Deane,

1970).

Motivations behind FDI into New Zealand have traditionally centred around market
expansion and/or avoidance of government-imposed restrictions. The reduction of
government involvement in the economy following the economic reforms of 1984
onwards has prompted foreign investors to move into new areas. In particular, the

reforms provided the impetus for foreign investors to increase their control over New
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Zealand’s resources. Almost all areas typically reserved for national control in other
countries are no longer restricted to foreign ownership in New Zealand. These
include transportation-related sectors, telecommunications, insurance and banking,

government services, and natural resources.

However, in practice, minimal regulation of foreign investment in New Zealand has
meant that foreign investors subject to almost the same treatment as indigenous firms.
Evidence from other countries suggests that the potential for economic development
offered by FDI will not be reached through a laissez-faire approach to policy such
as New Zealand’s, but through careful selection and management of investment

(Dunning & Narula, 1996).

Previous research has suggested that government policy is critical to economic
development and to successful economic progression (Dunning & Narula, 1996;
Ozawa, 1996a; Porter, 1990). The role of government consists, primarily, of being
a 'fashioner' of the system in which resources and capabilities are organised.
Effectively, governments establish the institutional and policy structures that direct
and regulate the activities of firms, and in turn, influence the nature and extent of

their activities on local industry.

In light of the changes to the investment environment in New Zealand over the past
two decades, there is a lack of research that considers the impact of FDI on the
development of local industry, and on long-term economic development. Hence, this
thesis stems from a need to respond to increasing academic and public interest in
foreign investment and its economic impacts. Many of the issues raised are similar
to those in Deane's thesis (1967, cited in Deane, 1970), yet still remain topical,

controversial, and unresolved.
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OBJECTIVES OF THE RESEARCH

The primary objective of this thesis is to examine the impact of FDI on New Zealand
industry. Our main concern, therefore, is to assess the extent to which the unique
characteristics of the multinational enterprise (MNE) might influence the
development of local industry via indirect and direct linkages with local firms. This
development or upgrading might be apparent at the first round level of the foreign-
owned affiliate itself, and at the second round level of other firms that make up local
industry in New Zealand. First round effects are those aggregate benefits that accrue
to an economy from capital flows, employment creation, and technology transfers.
In addition, these benefits also flow onto the affiliate based in the host country.
Second round effects occur via linkages between the foreign affiliate and indigenous

firms.

Our first task is to assess the extent and pattern of foreign-ownership in New Zealand
using existing statistical, empirical and case study data. The evidence given in
Chapter Four reveals that New Zealand continues to be reliant on direct investment
from offshore in many of its industries. This chapter provides the grounding for the
remainder of the thesis, and suggests three general research questions. The first

research question is:

. What influence does foreign-ownership have on the characteristics, activities

and competitiveness of foreign-owned firms operating in New Zealand?

The thesis proposes that the nature and extent of the impact of FDI will depend on
the extent of internalisation of firm-specific advantages by the affiliate and the type
of investment. Internalisation is a term used to describe the use and control of assets
and resources within the MNE, rather than via other firms, essentially internalising
the market for these resources. Hence, we are concerned with the first and second
round impacts that arise from the unique bundle of skills and resources that are
transferred to the foreign-owned affiliate via the parent MNE once it has been

established in New Zealand. A detailed profile of the affiliates is presented in order
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to address these issues, and in particular, consideration is given to evaluating how
affiliation with the MNE might affect the foreign-owned affiliate operating on New

Zealand soil.

In light of this profile, we propose the following research question:

. In what ways do the activities of foreign-owned affiliates in New Zealand

contribute to the upgrading of local firms?

This question is addressed by assessing the extent and type of linkages formed
between the foreign-owned affiliates and local firms in New Zealand. For example,
we evaluate the extent to which foreign affiliates’ local operations might impact on
the ability of other local firms to compete, to increase demand or supply by having
local firms fill the roles of suppliers or agents, or to enable local firms to offer more
competitive products and services as a result of such linkages. In particular, we are
concerned with investigating the ways in which the firm-specific advantages or other
resources belonging to the affiliate, might diffuse to local firms via linkage
formation. We analyse which firm-specific and location-specific factors might help

determine the extent of linkage formation by the affiliate.

Our final research question relates to the overall degree of integration or linkage of

the affiliate with the New Zealand economy.

. Are there specific characteristics of the foreign-owned affiliates that are likely

to bring about a greater degree of linkage with the local economy than others?

The thesis proposes that the degree of linkage of the affiliate with Jocal industry will
determine the extent and nature of its overall impact on upgrading. The thesis also
addresses the issue of whether certain types of FDI are more likely to form linkages
that result in such upgrading. For instance, are the motivations for the investment,
the main activities of the affiliate, or the ownership form associated with different

linkages with the local economy?
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In summary, the degree to which the indigenous firm may profit from the diffusion
or transfer of firm-specific advantages of a MNE operating locally is central to the
thesis. The proposition that MNE activity has the potential to impact - either in a
positive or negative way - on the ability of a local firm to compete within its own
domestic industry and internationally provides the underlying basis for the thesis.
Thus, this research attempts to show that inward FDI can play an important role in
prompting or enabling host country firms to become outward investors in their own
right. We briefly review the research paradigm that gives rise to this proposition in

the following section.

RESEARCH PARADIGM

The eclectic paradigm, or Ownership, Location and Internalisation paradigm (OLI)
suggests that the extent to which FDI will impact on an economy is a function of: the
nature of the ownership (O)-specific characteristics of the investor; the location (L)-
specific characteristics of the host country; and the degree to which firms choose to
internalise (I) cross-border markets for intermediate products (Dunning, 1993, p.

265).

This paradigm is the most widely used conceptual foundation for work in this area.
It is able to address the issue of the impacts of FDI in the New Zealand context by
illustrating the relationship between the ownership, location, and internalisation
(OLI) configuration of the foreign and local firms and the progression of a country
through the five stages of the investment development path (IDP) trajectory (Dunning
& Narula, 1996).

The OLI paradigm offers a means of assessing the extent to which inward FDI
coupled with favourable receptor (L) conditions, enables a local firm to continually
upgrade and eventually undertake outward FDI. In effect, the OLI paradigm presents
a means of operationalising what is essentially a macro-level concept (i.e. the IDP)

based on a micro-level phenomena (i.e. the process of local industry upgrading). This
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is developed more fully in Chapter Two.

The paradigm suggests that MNEs (via the FDI vehicle) contribute to the
development of O-specific assets of domestic firms, which then enable those firms
to become outward investors themselves. In the process, economic progression is
achieved and the host country advances through the stages of development identified
by the IDP. The ability of local firms to benefit from indirect linkages with the MNE
will depend on the extent to which O-specific advantages are disseminated. It is
proposed that the direct transfer and indirect diffusion of foreign technology,
managerial practices, employment and organisational practices, production
processions, innovation, and research have the potential to strengthen the economic

activities of indigenous firms in the host country.

Therefore, the link between firm-level investment by a foreign entity and the
development and progression within an economy proposed by Dunning's IDP,
suggests an enormous potential for FDI. The realisation of this potential depends on
a specific country's composition of FDI, locational factors, and government policy.
Dunning and Narula (Dunning & Narula, 1996) suggest that it is through the
appropriate mix of government policy and foreign investment-led development that
many countries, such as Singapore and Ireland, developed international
competitiveness. These factors in turn, enable local firms to invest offshore and to

perpetuate both their own development and the IDP cycle.

At the level of the firm, or the foreign-owned affiliate, the impact of FDI is linked to
the O-advantages of the investing MNE. These include the firm-specific assets of the
MNE and the advantages of common governance of the MNE’s activities over many
markets. Corporate strategy and the motivation behind the investment will also
influence changes to performance at the level of the affiliate. For example, a
resource-seeking investment might incorporate the foreign-owned affiliate into a
worldwide production system to supply raw materials with little value-added. This
strategy may not further the skills or production technology of the affiliate.

Alternatively, strategic asset-seeking investment may acquire an innovative firm that
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is then given access to corporate capital, experience, and R&D to further its activities.

The combination of O-advantages and strategy of the MNE also has important
implications at the level of industry. While the affiliate may profit from the O-
specific advantages of the MNE, the thesis is concerned with whether these
advantages diffuse through to local firms. Literature suggests many reasons why this
might not occur. For instance, if the affiliate is bound by the parent company to limit
local supply arrangements then very few advantages can be expected to be transferred
to local suppliers. Or, if the local technological capability is low, local suppliers

might not be able to absorb the advantages transferred by the MNE.

However, it is generally recognised that the extent of diffusion is situation-specific
and generalisations from one context to another are difficult. There are also many
reasons why the affiliate might choose to let some advantages diffuse through to local
firms. For instance, recent studies that consider the formation of non-equity
cooperative agreements and organisational learning show that, given appropriate
circumstances, firms frequently share capabilities for mutual benefit (Inkpen, 1998;

Lei, Slocum, & Pitts, 1998).

Overall, the extent of such diffusion will depend on both the type and use of O-
specific assets of the foreign and local firms, as well as the L-specific resources and
capabilities of the host or home country (Dunning, 1993). The subsequent impact
will also be determined by government policies towards foreign investment, the type
of investment undertaken, the specific industry involved, and the capabilities of the
MNE versus those of local firms. The ability of the country to benefit from the O-
advantages of the foreign firms is highly dependent on its stage of development and
the subsequent levels of technological capability, market demand, and other L-

specific factors.
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METHODOLOGY

The positivist paradigm underlies this thesis. The research employs quantitative
methodology to answer research questions and to test research propositions. The
research questions and propositions are based on the review of existing literature, and
attempt to overcome some of the limitations associated with this literature. The
research uses a postal survey on the basis that a large number of firms (i.e. a
representative sample) would be contacted, prohibiting the use of more personal

techniques such as interviews.

The population defined for this study includes those companies which are
significantly owned and controlled by foreign investor(s) and operate within New
Zealand. In practice, this means those companies which have 25 percent or more of
their capital owned by foreign interest(s). A comprehensive database of foreign-
owned firms is constructed to conduct this research. As the only other database of
foreign-owned firms is unavailable for confidentiality reasons from Statistics New
Zealand, the research uses a number of secondary sources to determine the foreign-

owned business population in New Zealand.

The layout and administration of the questionnaire follows the Total Design Method
(TDM) (Dillman, 1978; 2000), which is a proven system for survey design that

increases response rate and quality of response.

IMPORTANCE OF THE RESEARCH

Although New Zealand businesses are aware of the changing business environment
and the necessity of remaining globally competitive, the contribution of inward FDI
to the equation is less well recognised. Foreign investment is appreciated for its
immediate benefits to the competitiveness of the affiliate through access to resources
and international markets (Enderwick, 1995). However, the impacts on locally-

owned firms through the diffusion of capital, technology, management practices,
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skills, and new products/services into the industry are not clearly understood
(Enderwick, 1998).

The need for empirical evidence is vital given there is scant evidence that addresses
this issue in New Zealand. This research offers a contribution to existing knowledge
by presenting results that demonstrate the capacity for upgrading via FDI in the New

Zealand context.

Hence, this current research is important for a number of reasons. The literature
available in New Zealand concerning FDI only provides a narrow view of the overall
situation, due to the use of techniques such as case study methodology. Previous
studies (Enderwick, Akoorie, & Duncan, 1995) have provided isolated case study
evidence of specific benefits associated with FDI, yet only one recent study has
attempted empirical research on a larger sample of companies (KPMG, 1995). In
order to reach more useful conclusions, a statistically representative population

sample is needed.

CONTRIBUTIONS OF THE RESEARCH

This thesis makes an original contribution to the existing literature in two key ways.
First, the thesis is based on a survey that was directed to all significant' foreign-
owned affiliates operating in New Zealand. This is the first time that a single
comprehensive database approximating the population of foreign-owned affiliates in
New Zealand has been constructed. The survey achieved a 33 percent response rate
from the original sample, making it the most representative research in New Zealand

to-date.

Second, the primary focus of the thesis is on the second-round effects foreign

investment has on New Zealand industry. Research has suggested that such effects

! Implies 25 percent or more foreign ownership.
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may contribute just as much to the economic development of a host economy as the
first round or immediate effects of the investment. Despite this proposition, the
measurement of such effects is often plagued with difficulties, and has limited

researchers (in New Zealand) to examining the extent of local sourcing.

As aresult, there is a dearth of empirical evidence with which to examine the nature
of such effects. This thesis addresses this gap by assessing the extent and nature of
a broad range of second round effects, ranging from indirect competitive influence
over other firms, to forward and backward linkages with local agents, customers and

suppliers, and collaborative linkages with local partners.

STRUCTURE OF THE THESIS

The second chapter of the thesis examines the existing literature which is concerned
with the impact of MINE activity (or FDI) and the relationship this has with economic
development. The evolution of the key theories of the MNE is also reviewed with
respect to impact assessment. In particular, it discusses how Dunning's eclectic
paradigm integrates streams of previous international business studies research. This
research, inter alia, considers why the MNE should choose to, and is able to, operate
beyond domestic markets and compete with local companies in their home market.
The resulting paradigm provides insight into the motivations and strategy of the MNE

which relate to its behaviour via the foreign affiliate.

Chapter Two notes that prior to the eclectic paradigm, no specific connection had
been made between inward FDI, outward FDI, and the economic development of a
country. At a micro-level, it is the MNE's ability to internationalise and internalise
firm-specific advantages, coupled with appropriate receptor conditions and the
subsequent potential for transfer and dissemination of these advantages to indigenous

firms, that provides the impetus for economic progression.



Chapter Three presents empirical evidence in support of the theoretical discussion in
Chapter Two. The key empirical studies investigate the nature, extent, and
determinants of FDI and its economic impact. Specifically, we focus on reviewing

the literature which considers the impact of MNE activity on local firm upgrading.

The purpose of Chapter Four is threefold. First, the chapter presents the current
statistics on the extent and pattern of inward FDI in New Zealand. This data provides
aclear picture as to the role of FDI in the economy and trends of inward and outward
FDI stocks and flows. New Zealand’s net outward investment position (NOI) as per

the IDP framework is also illustrated using this data.

Second, the determinants of New Zealand’s IDP trajectory are discussed. These
include the L-specific advantages of the New Zealand investment environment, the
economic systems and strategy of economic development employed in New Zealand,
and government policy and its impact on the development of L-specific advantages.
A review of previous research that considered the motivations behind foreign
investment in New Zealand, confirms which L-specific factors have the most

influence on the extent and type of investment being attracted to New Zealand.

The third section of Chapter Four examines existing empirical evidence on the impact
of FDI in New Zealand. In particular, the thesis focusses on the first and second
round effects of FDI that have been identified by previous research. The majority of
studies concentrate on the evaluation of first round effects, although some of the case
studies do mention linkages between the foreign-owned firm and indigenous firms

at the second round level.

The most recent review of FDI in New Zealand (Duncan, Yeabsley, Akoorie, &
Enderwick, 1997) found that while foreign-owned firms benefited because of their
affiliation with the MNE, they also enabled New Zealand firms to benefit from their
activities. First round impacts on capital, technology and employment were the most
tangible impacts resulting from the investment. Second round effects included

further employment creation through demand for local inputs and in the longer term

Chapter One _Introduction
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the investments had a positive impact on the competitiveness of New Zealand
business by expanding consumer choice and prompting the upgrading of domestic
business activity. However, this particular review was limited to an assessment of

twenty case-studies, previous research and official statistics.

Case studies provide a much more in-depth analysis of the impact of FDI. Perhaps
the most comprehensive and relevant to this thesis, is Akoorie’s work which
replicated and extended Dunning's IDP and the OLI paradigm specifically to the New
Zealand context using a longitudinal case study approach. Herthesis investigated the
impact of unbundled inward FDI on a domestic firm’s ability to develop its own O-

and I-advantages and subsequently become a MNE in its own right (Akoorie, 1996a).

Despite a number of useful studies in the area, Chapter Four shows clearly the
limitations of existing research in New Zealand. It confirms the need to extend and
develop certain areas such as the impact of FDI at the second round level that have

not been adequately addressed by previous research.

The model and research questions are presented in Chapter Five. The chapter begins
by proposing a process by which the upgrading of local advantages might occur. It
then sets out a series of research questions and propositions based on the objectives

of the thesis, to assess whether this process is occurring and its key determinants.

The research methodology is outlined in Chapter Six. The primary goal of the
methodology is to address some of the inadequacies of existing literature summarised
in Chapters Three and Four. The chapter discusses the data collection techniques, the
design of the questionnaire, and the construction of the database of significant foreign
investors operating in New Zealand. It then presents the measurement constructs of

each of the variables and the primary data analysis techniques.

Chapter Seven presents the results of the survey. Specifically, it gives a profile of the
foreign-owned affiliates in the sample and assesses the extent of local linkages

formed by the affiliates, such as competitive influence, forward and backward
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linkages, and collaborative agreements. The chapter then provides evidence of the
specific determinants of these linkages. Finally, the degree of linkage of the affiliates

is analysed.

Chapter Eight discusses the results with regard to the research questions and
hypotheses presented in Chapter Five. It evaluates the findings in light of existing
research in New Zealand and established theory. It also highlights possible
implications of the results both for the competitiveness of the affiliate, and for

potential upgrading by local firms as a result of the affiliate’s activities.

The final chapter reviews the development of the reasoning throughout the thesis,

from the identification of initial research problems, refinement of these issues into

testable propositions through the review of the empirical literature and the research

paradigm, to the final results and discussion. In doing so it revisits the gap in the
literature that the research sought to fill, and outlines the principal contributions of
the thesis to this body of knowledge. It reviews the principal findings and
implications of the study for New Zealand industry, and puts forward
recommendations for policy in New Zealand. Finally, the thesis concludes by

suggesting areas that the study has opened up for future research.



CHAPTER TwWO
LITERATURE REVIEW - THEORETICAL
FOUNDATION

INTRODUCTION

This chapter aims to establish the theoretical foundation for the thesis. It will review
the relevant theories and paradigms that explain the impact of multinational
enterprise (MNE) activity on economic development. It forms the first section of a

tripartite treatment of the literature, namely:

. 1) the theoretical foundation is given in this chapter;
. 2) empirical studies are reviewed in chapter three; and
. 3) New Zealand research is presented in chapter four.

The themes explored in these three chapters are therefore distinguished by their level
of focus; first, at the theoretical level, second, at the firm (industry) level and then;
finally, in a specific-country context. This distinction facilitates the identification of
significant research issues relating to MNEs and upgrading of host country
competencies. The schema for analysing the role of the MNE is illustrated by the
following classification model (Figure 2.1), and provides a guide to the discussion

in these three chapters.

Figure 2.1 Schema for Analysing the Role of MNEs in Host Country Industry
(see over)
Source: Adapted from Dunning 1993, p.xv.

Figure 2.1 illustrates the interaction between the foreign MNE and the host country
in which its affiliate(s) operate. In the following sections, each of these components
are described more fully, however, a brief summary of the model is warranted at this

point. The key players in the model, namely the foreign-owned affiliate and the host
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Figure 2.1 Schema for Analysing the Role of MNEs in Host Country Industry
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country government have their own sets of competencies or competitive advantages
that can be considered to be either specific to the firm (in the case of the MNE) or
specific to the locality (in the case of the host country). The MNE’s ownership (O)-
advantages, coupled with wider firm strategy will determine the organisational routes
taken by the affiliate in order to best organise its resources and competencies in the
host market. Government policy and the economic systems employed in that country
will also influence the choice of operational mode taken by the affiliate, as well as

the location (L)-specific advantages of the host country.

We argue that the choice of organisational route is central to understanding the
occurrence of transactional relationships (or linkages) formed between foreign
affiliates and indigenous firms. The degree to which the affiliate employs market-
based and/or inter-firm cooperative strategies for organising its resources, rather than
solely hierarchical organisational structures (i.e. internalisation (I)-advantages), will
influence the extent to which the resources and capabilities of the MNE might diffuse
to local firms. In summary, therefore, the impact of the MNE on local industry will
depend on the extent and nature of 1) linkages with the affiliate that involve the
transfer of resources, and 2) linkages with other local firms and whether the resources
remain internalised within the MNE (and the affiliate) or diffuse to local firms. The
extent to which these linkages occur is expected to be a function of the interplay
between the strategy and O-advantages of the MNE, and the policies and L-

advantages of the host country.

THE INVESTMENT DEVELOPMENT PATH (IDP)

The relationship between inward investment by foreign MNEs, and eventually
outward investment by domestic firms, and a country’s economic development has
been formalised by Dunning’s seminal work on the Investment Development Path or
IDP (Dunning, 1981b), developed further by the same author (1986; 1988), and
extended to include a fifth stage by Narula (1996). Narula describes the relationship

as symbiotic: “FDI activity is influenced by the structure of the economy, and at the
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same time influences its development” (1996, p.11). Hence, the IDP provides a
dynamic framework within which to examine the relationship between economic

growth and FDI activity, where government acts as a catalyst to change.

The IDP suggests that a country might progress through five stages of economic
development relative to the rest of the world. These stages may be identified by the
country's net outward investment (NOI) position (the stock of outward FDI less the
stock of inward FDI), where economic development is proxied by gross domestic
product (GDP) per capita. The relative position of countries on the IDP trajectory

can be further explained by:

. the extent and nature of Ownership (O) or firm-specific advantages of
indigenous firms;

. the Location-specific (L) advantages, such as resources, competencies and
assets available to all firms in the specific country; and

. the extent to which the O-advantages of both foreign and indigenous firms,
in conjunction with home and host country L-advantages, are utilized via

cross-border internalisation (I) (Dunning & Narula, 1996).

As the OLI configuration changes, so too does the country’s NOI position. In a

dynamic sense, the NOI position of a country changes as changes occur in:

. the O-advantages of its firms and its L-advantages relative to those of other
countries;
. the extent to which firms perceive these advantages are best organised within

the firm or via the market; and
. the strategy of those firms which determines their response to these changes

in the OLI configuration.

We shall now focus on the stages of IDP trajectory, and the implications of inward
and outward FDI for economic development, and go on to consider in depth the OLI

advantages in the following section of this chapter.
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Figure 2.2 Dynamics of the Stages of Growth using the Eclectic
Paradigm
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Catalysts for change

Before we go on to review each of the five stages of the IDP, we need to explain the
underlying catalysts that prompt the change from earlier to later stages of
development. Figure 2.2 shows how these catalysts may act to transform the OLI
configuration from that in stage t1, to that in stage t2, and then through future stages
(tn). These catalysts for change can be classified into two broad groups: FDI and

non-FDI factors.

Figure 2.2

Some dynamics of the stages of growth using the eclectic paradigm (see
previous page)

Source: Dunning (1993, p.278). Note: only two stages illustrated

FDI-induced change: Firm strategy and motive for investment

FDI-induced change occurs as a result of both inward FDI by foreign firms and
outward FDI by indigenous firms. These investments are typically accompanied by
O-advantages of the respective firms which are then further augmented in the host
country, a concept that will be discussed in more detail in the following section. The
exact nature of the changes depends on the OLI configuration, strategy and motive
for investment of the firms. For instance, inward investment into a developing
country by a developed- country MNE seeking low cost labour (resource-seeking
motive), may bring new technology (O-advantage) which, through demonstration
effects (internalisation strategy), eventually diffuses to local firms. Outward
investment by firms from the same developing countries may seek technology they
are lacking (asset-seeking motive). The importance of firm strategy and motive for

investment to the IDP necessitates a brief summary of each.

Firm strategy. The nature of the MNE’s and affiliate’s strategy toward local
involvement and the internalisation of its advantages will impact on the extent and
nature of local upgrading. It is important to recognise that the presence of FDI in a

host economy does not necessarily translate into benefits for the economy. For
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instance, while the foreign affiliate is expected to profit from the O-advantages
transferred by the MNE, there is no guarantee that benefits arising from those O-
advantages, or the more general activities of the affiliate, will diffuse through to local
firms - although this is what the IDP suggests might happen. The strategies of the
MNE, and the affiliate at the local level, have important implications for the extent

of diffusion of these advantages.

If an affiliate is bound by the parent company to source inputs within the MNE, the
extent of local sourcing and opportunities for spillovers will be limited. In the
extreme case, the foreign affiliate may operate under enclave conditions, using very
few locally produced inputs. In this scenario, very few advantages can be expected
to be passed on to local firms. Alternatively, the affiliate may wish to source locally,
but if local technological capability (due to inadequate educational, skill and/or
technology levels) is insufficient to produce competitive and reliable inputs, then the
affiliate may be forced to import. A third strategic response may be that the affiliate
recognises the potential for local sourcing (in the longer term) and works with local
firms. The affiliate’s willingness to commit to local suppliers, sub-contractors and
the like, to bring them up to speed, to improve supply capability and to enforce high

standards, may be the most effective means of local upgrading.

Hirschman first introduced the idea of ‘exit’ and ‘voice’ strategies (1970) as
responses to market failure. The firm could choose to use intra-firm sources of
inputs, and thus ‘exit’ the market through hierarchical internalisation. Alternatively,
the firm could employ a ‘voice’ strategy, ie. try to change the factors which were
impeding the use of local markets. The latter strategy was usually achieved by
working with existing suppliers or purchasers to reduce or eliminate market failure
(Dunning, 1995) and could have a very positive effect on local development.

However, the literature fails to make two important points explicit. First, exit and
voice strategies are given responses to market failure based on rationality and
transaction cost economies. They do not consider the purely strategic decision-
making by the firm which could, as in the example above, force intra-firm sourcing

upon the affiliate even in the absence of market failure. Second, market failure could
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also be remedied by attracting new firms (such as other MNE affiliates) to the local
market as suppliers, rather than working with existing firms, as has been the case
with Japanese vehicle manufacturers in the United States. This has considerable
implications for indigenous development, and, as we shall see in the following

chapter, has received very little attention in the empirical literature.

In sum, although it is recognised that a firm’s strategic response to any given OLI
configuration will also affect its O and I advantages in subsequent periods (Dunning,
1993), it less well recognised that a country’s O-advantages or L-advantages more

generally, may be affected by this strategic response.

Motive for investment. Table 2.1 shows four key motives for investment identified

by existing literature and consolidated in Dunning (1993).

For each of these motives, the O, L and I advantages associated with the specific type
of investment and the acitivites of the affiliate are identified. This OLI configuration
is expected to impact on the degree of linkage of the affiliate with local industry.
Table 2.1 presents the expected positive and negative impacts on a local economy
as a consequence of this OLI configuration. The degree of linkage or integration into
the local economy that is typically associated with each motive and OLI configuration

is then suggested.
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Table 2.1

Motive for Foreign Investment, OLI Configuration, Expected Impact and

Degree of Integration

Expected Impacts

Type of FDI o L | )
Degree of Linkage with local economy
Resource- Capital, Natural Stability of Positive: introduction of O-advantages,
seeking technology, resources, supply, prices employment, increased market access for
access to transport & & market exports, increase in output through
markets, communication | control utilisation of natural resources,
complementar | infrastructure, improvements to infrastructure, exports
y assets, size, | incentives
negotiating Negative: high capital intensity control over
strengths resources, market concentration
Degree of linkage: Low to moderate
Market- Capital, Material and Reduce Positive: introduction and possible transfer
seeking technology, labour costs, transaction or | or diffusion of O-advantages through local
information, market size or | information sourcing, R&D (product modification),
management characteristics, | costs, buyer import reduction, employment, g&s
& government ignorance or availability and cost improvements
organisational | policy uncertainty,
skills, surplus (regulations, protection of Negative: market concentration and
R&D & other imports, property rights | competition
capacity, EoS, | incentives)
brand loyalty Degree of Linkage: moderate
Efficiency- As above, plus | a) Economies | a) As for Positive: As above, plus market access for
seeking access to of product second exports, increased output/efficiency due to
a)products markets, specialisation category plus scale/scope economies
b)processes | economies of and gains from
scope, concentration economies of Negative: Specialisation of affiliate may
geographical b) Low labour common reduce opportunities for O-advantage
diversification, | costs, governance transfer/diffusion
sourcing of incentives b) Economies
inputs of vertical Degree of linkage: low to moderate
integration and
horizontal
diversification
Strategic Any of the first | Any of the Economies of Positive: As above, plus opportunities for
asset- three that offer | above that common transfer of O-advantages through
seeking opportunities offer governance, collaboration.
for synergy technology, competitive or
with existing markets or strategic Negative: Hollowing out of local capacity
assets assets in which | advantage, risk
the firm is reduction Degree of linkage: moderate to high
deficient

Source: Adapted from Dunning, (1993, p.82-3).

Non-FDI induced change: The ESP paradigm and the role of government

Non-FDI induced changes, on the other hand, are those which associated with specific

countries, rather than specific firms.

They relate to the economic systems and

government policies associated with a particular country. In order to illustrate these

influences, it is useful to draw on a complementary paradigm. The ESP paradigm

holds that countries can be classified according to their economic environment (E),
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economic systems (S), and government policies (P) (Dunning, 1993; Koopman &

Montias, 1971).

The economic environment (E) encompasses the country’s natural and created
resources arising from skilled labour and indigenous capabilities; the basis and stage
of economic development of the country (pre-industrialised or industrialising, resource
or service-based for example); and its cultural and historical background which
influence attitudes to work and wealth. These existing resources and capabilities can
be likened to L-advantages, and as we discuss later in this chapter, are crucial to a

country’s ability to absorb and utilize the assets that accompany inward FDL.

Economic systems (S) explain the nature of authority and governance over the
allocation of resources in an economy. Are resources allocated via central government
fiat, or via market mechanisms? Almost all countries have now moved to capitalist,
market-based economic systems whereby the majority of resources are allocated via
markets, and indeed the IDP makes the assumption of a free market economic system
(Narula, 1996). Ozawa (1992) also makes a useful distinction between the economic

orientation of an economy, either:

. outward-looking, export-oriented (OL-EO), which characterises the newly
industrialising economies (NIEs) of South-east Asia, such as Singapore; or

. inward-looking, import-substituting (IL-IS), such as New Zealand prior to
liberalisation in the mid-1980s (see Akoorie, 1998b).

The specific orientation of a country is clearly directed by government policy as it

relates to trade, investment, industry, and competition.

This brings us to the final, and perhaps the most significant, component of the ESP
configuration in terms of its impact on, and arising from, FDI. Government influence
typically extends over macro-economic areas (fiscal, monetary, and exchange rate
policies) as well as micro-economic areas (industry, trade, investment and competition

policies). These policies directly influence the activities of MNEs in the host economy
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(Dunning, 1993). They have an even more significant influence on the economic
environment, or the host economy’s L-advantages. Such policies, along with others
that determine spending on education, welfare, infrastructure, consumer and property
right protection, and R&D play a vital facilitative (or inhibiting) role in the

developmental trajectory of an economy.

In sum, therefore, the ESP configuration of a country is shaped by government forces,
and determines both the nature and impact of inward investment, and the degree to
which indigenous firms are able to upgrade their own competencies and undertake
outward investment. In the following section, we discuss how this transitional process

might occur.

The IDPstages of development

Figure 2.3 shows an idealised or typical IDP trajectory. Between stages one and four
the country’s NOI position is negative, then in stages four into five it becomes positive
and after stage five fluctuates about zero. It should be noted, before we discuss typical
characteristics of each of these stages, that each country’s IDP trajectory will be unique
depending on its ESP and OLI configurations (see Dunning & Narula, 1996, for case
studies of 11 countries). Also, there have been a number of other attempts to classify
countries into specific stages of development eg. the ESP paradigm; Porter’s (1990)
work on the competitive advantage of nations; and Ozawa’s technology development
path (TDP) which considers the role alternative organisation forms (namely licencing)

played in Japan’s development (1996b).

Ozawa (1992) has also attempted to construct a dynamic paradigm of the stages of
economic development, expanding on the IDP framework. The paradigm recognises
five structural characteristics of the world economy and the firm as explanatory factors
of the industrialisation and structural transformation of developing and newly
industrialising countries (NICs). These paradigms serve to complement the eclectic
paradigm by making the link between the firm/industry specific growth and growth of

an economy. The stages identified in these studies can be considered similar to the five
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stages of the IDP (Narula, 1996) discussed here. We make reference to these alternate

approaches where appropriate.

Figure 2.3
A Typical IDP Trajectory: Stages One to Five
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Source:(Narula, 1996, p.22).

Stage One

The initial stage of the IDP corresponds to Porter’s resource-driven stage of
development (Porter, 1990). In Stage One, a (host) country has few L-specific
advantages attractive to inward investment other than natural resources. Levels of
infrastructure, skills and training of the workforce, income and market demand are

typically low. Under these conditions the net outward investment (NOI) position is
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negative. A limited amount of inward investment is attracted to labour-intensive
manufacturing or primary industries, or for trade-supporting purposes, and there is little
or no outward investment (Narula, 1996). Indigenous firms have competencies relating
to the processing of primary resources, but the level of technology accumulation is low
and they do not typically possess sufficient O-advantages to become outward investors.
Nor can indigenous firms offer complementary assets by acting as suppliers,

subcontractors or collaborative partners with foreign investors.

Stage Two

The shift from Stage One to Stage Two is dependent on location-specific factors, and
especially government policy, rather than on the activities of the MNE. For example,
host country governments may seek to apply economic and social policies, such as’
import protection and local content requirements, to boost domestic activity. The
imposition of tariff or non-tariff barriers will also encourage inward investment by

firms previously servicing the market via exporting.

The extent of investment attracted is also a function of the extent to which the host
country can offer adequate transportation and communications infrastructure, or other
desirable L-advantages such as skilled labour (education/training) or growing market
demand. In short, while the ability of indigenous firms to undertake outward
investment increases in Stage Two, this is likely to be more a function of government-
driven improvements that develop created assets, and less due to supporting linkages

with foreign (typically primary) industry.

At this stage the NOI position worsens, as inward investment rises faster in response
tonew L-advantages, and outward investment by indigenous firms is still negligible but
beginning to emerge. Technology accumulation has increased in local firms, which are
now able to provide a supportive network in primary industries or basic consumer
goods and in some instance may undertake outward strategic asset-seeking investment
to increase their capabilities (Chen & Chen, 1998a). The latter phases of this stage

parallel those of Porter’s investment-driven countries (1990), who shift their reliance
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from primary industries, to large-scale capital intensive industry and consumer goods
(Dunning, 1993).

Stage Three

As inward investment declines slightly and outward investment rises, the NOI position
of the country improves. This is characteristic of Stage Three of the IDP. While some
L-advantages such as market demand and sophistication, income levels, skills,
innovatory capacity and infrastructure, are now very favourable in the host country,
labour costs and competition from indigenous firms is also rising. Outward investment
will be directed towards countries either in earlier stages of the IDP to counter these
rising costs and to access new markets, or towards those in Stages Three or Four for
market or strategic asset-seeking reasons. Government policy (P) plays a less

significant role in this transformation, but facilitates structural adjustment.

Indigenous firms make use of their competitive O-advantages developed, in part as a
result of inward and outward investment activities, forcing foreign firms to upgrade
technological, managerial or marketing innovations in order to compete. Animproved
stock of created assets available in the host country may encourage foreign firms to
undertake strategic asset-seeking investment. Alternatively they may form cooperative
or collaborative agreements with indigenous firms. This suggests that there are some
opportunities for indigenous firms to benefit from the diffusion of foreign O-

advantages, particularly in non-leading edge technological innovation.

Stage Four

The host country is considered to have reached the fourth stage of development when
outward FDI stock equals, then exceeds, that of inward stock and is continuing to rise.
Inward investment will continue to contribute to local upgrading where it is
accompanied by O-advantages that are lacking in the host country (Dunning, 1993),

and through linkages with local suppliers, subcontractors and partners. Indigenous
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firms will be able to compete domestically and overseas on the basis of strong created

assets developed both at home and abroad.

This stage typically characterises the developed country nation which engages in
reciprocal rationalised and strategic asset-secking investment with other developed
nations, and relocates labour intensive activities to countries at earlier stages of the IDP
(Narula, 1996). The extent to which this is able to occur will depend heavily on the set
of government policies and firm strategies that influence the utilisation and
development of home and host country resources, and encourage asset accumulation
in developing areas of industry. This stage also marks the shift from investment-driven
to innovation-driven growth (Porter, 1990). At this stage O-advantages of indigenous
firms relate to their ability to manage, organise and augment their created resources,

rather than use of natural resources as in earlier stages.

Stage Five

This fifth stage can be likened to the post-industrial or services stage of development
(Dunning, 1993), characterised by the high service component embodied in goods and
services, high levels of spending on R&D and innovation and cross-border inter- and
intra-firm linkages. In this stage, the NOI position of a country declines, then
fluctuates around zero as both inward and outward investment become more balanced.
Ozawa describes this as an “equilibration in knowledge dissemination: that is, a

narrowing of the industrial technology gap” (1996b, p.143).

Advanced industrialised countries (eg. the United States, which is both a dominant
outward and inward investor) are rapidly approaching this stage of development.

Narula (1996) notes that the two key features of this stage are: the internalisation of
cross-border transactions via the MNE collaborative agreements; and the fact that
competitive advantages of countries nearing this stage are converging. Host countries
are becoming increasingly dependent on the creation and organisation of technological
and human resources and the ability to tap new markets rather than comparative

advantage. In other words, not only do the advanced nations produce and sell similar,
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but differentiated, products, but value-chains are spread over a number of countries,

hence blurring once- distinct country-of-origin competencies.

THE ECLECTIC (OLI) PARADIGM OF INTERNATIONAL

PRODUCTION

The analytical framework used in the IDP is the eclectic (or OLI) paradigm of
international production. The paradigm suggests that both the antecedents to FDI, and
the subsequent impact of an MNE’s activities, are determined by the configuration of
the MNE'’s ownership-specific advantages (O), the location-specific advantages of both
home and host countries (L), and its propensity to internalise (I) markets for these O-
advantages in a foreign location. That is, the paradigm is concerned with both the
spatial distribution of a firm’s value-added activities and factor endowments, and the

ownership and organization of those activities.

Dunning (1979; 1980; 1981a) attempted to overcome the limitations of singular
research traditions as full explanations of MNE activity by proposing an eclectic
paradigm of internationalisation. Hence, the OLI paradigm draws on the following
three distinct research traditions: theories that explain ‘why’ international production
occurs; ‘where’ it occurs; and ‘how’ it occurs. The following discussion looks
critically at the contribution of each of these three ‘legs of the OLI stool’ to the
paradigm, their emergence from previous theories and finally, their impact on

development.

Ownership-specific advantages

Ownership-specific (O) advantages explain wiy foreign MNESs undertake international
production and are able to compete against indigenous competitors in host markets
(Dunning, 1993). A foreign entrant to such markets faces a significant number of
disadvantages relative to existing companies, such as unfamiliarity with distribution

and marketing practices, an absence of supplier and purchaser networks, as well as the
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additional costs of having to relocate and establish production facilities in a foreign
country. It is proposed, therefore, that in order to overcome these disadvantages and
still remain competitive, the firm must possess certain firm-specific advantages that,

by definition, indigenous (or other existing) firms do not possess.

O-advantages can be classified into two broad types: those advantages relating to the
MNE’s property rights or the ownership of intangible assets; and those advantages
arising from common governance of the MNE’s activities. The existence of both types
of O-advantage is a result of two types of market failure. The first is that firms are
different in terms of the resources they have ownership over and can exploit
exclusively of other firms (property rights). The second market failure relates to the
fact that those resources may be more efficiently organised (at lower cost) within the
firm hierarchy as opposed to being organised via external market transactions (common
governance). We discuss the relevance of market failure to the paradigm in more depth

in the internalisation-advantages section.

Property right and intangible asset advantages allow MNEs to enjoy efficiency
advantages via the exploitation of company-wide resources over many markets. These
resources include capital, product and production technology, human capital and
accumulated knowledge, innovative management, marketing and entrepreneurial
practices, and access to established marketing networks. These O-advantages add to
the stock of productive resources available in the economy, and utilisation of these

resources adds to economic output and development.

Advantages of common governance are concerned with the firm’s ability to organise
cross-border value-adding activities in order to achieve efficiency and lower
transaction-costs. These advantages relate to the benefits of the firm’s multiple sites
and size, such as cumulative experience gained through different affiliates, product
diversity or the ability of different affiliates to specialise in certain functions,
economies of scale, and favoured access to production inputs as well as final product

markets.
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The MNE also acquires advantage relative to uninational firms through its
multinational nature. The ability of the firm, for instance, to select the best countries
in which to site production, source inputs, gain knowledge and experience, or acquire
strategic assets can offer a ‘global’ quality to the firm’s operations. Equally, the ability
to remain flexible about these choices, to spread risks and respond to opportunities
worldwide offers further advantage to the firm. Common governance advantages may
also enable the MNE to produce or provide the product at a more competitive price
than local producers, or introduce new products that were previously unavailable

locally.

The concept of using unique firm-specific advantages as an edge over domestic rivals
when undertaking direct investment abroad was first proposed by Hymer in his seminal
thesis (1960), later published posthumously in 1976 (1976). The thesis applied an
industrial organisational approach to the theory of foreign production. The significance
of the research was not discovered until after Hymer’s death, but was crucial to
recognising the existence of market imperfections as a source of advantage, and
distinguishing the unique characteristics of direct investment, as opposed to portfolio
investment. In particular, Hymer noted that direct investment involved organisation and
transfer (but not a transfer of ownership) of a ‘package’ of resources which included
capital, technology and management practices, and was not dependent on interest rate
differentials - as was suggested by classic portfolio theory and later work by Aliber

(1970).

Later work in this area focussed on specific O-advantages, for instance, Caves (1971)
who gave product differentiation as the key source of advantage. He recognised that
FDI was motivated by the opportunity to exploit market imperfections, monopolistic
advantages (Lall & Siddharthan, 1982) and unique intangible assets (Kumar, 1990).
In the management strategy literature, Porter’s “competitive advantages” of
internationalising firms (1985), closely resemble the O-advantages in the paradigm,
except that the latter also include monopolistic rather than solely competitive

advantages.
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Finally, extensive research has been done in the area of technology as a firm-specific
advantage, particularly in its tacit form which prevents transfer or diffusion to other
firms (see Cantwell, 1992). This internalised element of technology is achieved
through continuous learning and is embodied in the collective skills and expertise of

the firm’s employees, and hence, not easily communicated to others.

Location-specific advantages

In contrast to O-advantages which are specific to a particular firm, location-specific (L)
advantages are assets which are specific to a certain location or country and are
available to all firms. L-advantages can be thought of as the competitive advantages
of countries, rather than companies. These advantages explain ‘where’ MNEs choose
to locate their activities. In simple terms, the MNE is attracted to a specific location’
because it perceives that because of that country’s unique set of L-advantages, it can

better organise its O-advantages there than in other locations.

L-advantages include natural assets (land, primary resources), created assets (skilled
labour), and the quality and price of inputs available in the host country. L-advantages
may be embodied in local industry in the form of shared knowledge and competencies

that are attractive to inward investors.

The wider cultural, legal, political and institutional environments also shape the L-
advantages of a country. For example, the level of development in an economy, in
terms of physical, financial and commercial infrastructure or market demand and
sophistication, will influence the type and level of investment that is attracted.
Government policy, in particular, plays a vital role in the manifestation of these
advantages. The imposition of tariff barriers to imports, for example, creates an
immediate incentive for the MNE to circumvent these barriers and operate in a
protected market by undertaking import-substituting investment. Other policy, such
as spending on education, will tend to have a longer-term impact on the quality and

utilization of created assets in the economy.
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The study of the ‘where’ of production originated in classical or neo-classical trade
theories (Dunning, 1993). Location was thought to play a primary role in determining
which countries would be involved in trade and FDI, and where they would invest.
Much of Kojima’s research in the area (1982; 1990), for example, took a
macroeconomic perspective to explain the extent and pattern of Japanese investment
abroad. Perhaps the most significant work in the area was that of Vernon (1966; 1974),
who proposed that the choice of location of foreign production by large North

American MNEs followed the rise and decline stages of the product life cycle.

The product life cycle (PLC) theory was significant in that it identified how L-
advantages played a critical role in determining the location of production, and
recognised the interplay between international trade and international production. The
argument was that L-advantages of the home country (in this case, the U.S.), such as"
skilled scientists and a well developed home market, encouraged the development of
innovatory products (Posner, 1961). However, as the original technology matured and
competition increased, these products became standardised. They were then produced
offshore where new markets were developing and labour costs were cheaper, to be
exported back to the home and third country markets. At each stage of the product’s
life cycle, different countries were able to offer the required L-advantages. At the time,
the theory offered a plausible explanation for the relocation of production activity by
the MNE, proposing that relocation was driven by the need to access appropriate inputs
competitively, to site production closer to emerging markets, and preempt or restrict

the emergence of competitors (Knickerbocker, 1973).

Finally, L-advantages of the home country also influence the MNE’s activities, by
contributing to the development of O-advantages. Porter (1990) suggests that a firm's
propensity to undertake FDI depends on firm-specific advantages that are the result of

home country competencies.
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Internalisation-specific advantages

Internalisation, or the organization of transactions, production, and resources within the
firm, forms the third ‘leg’ of the OLI paradigm. Internalisation can be described as the
perceived advantages of hierarchical control of activities across national boundaries
(Buckley & Casson, 1998; Casson, 1993; Dunning, 1993). If the firm perceives that
it will benefit more from adding value to its O-specific advantages itself, rather than
transferring the right to their use to other firms, then this constitutes an internalisation

(I) advantage.

The combination of O- and L-advantages alone can explain why an MNE is able to
compete against foreign competitors, and may choose to relocate production offshore,
perhaps exporting final products back to the home country. However, it is only through
an understanding of ‘how’ the MNE is able to organize cross-border activities that we
gain a full explanation of ‘why’, ‘where’ and ‘how’ international production takes

place.

In sum, internalisation theory explains ‘how’ a international firm may choose to
organise its activities through vertical and horizontal integration in terms of the costs
and benefits of doing so, in relation to the costs and benefits of market transactions.
The eclectic paradigm expands on this theory by explaining that it is not only the firm’s
assets, say technology, that give it a competitive edge, but the ability to realise the
benefits from integrating this advantage with other resources, such as entrepreneurial
skill, to achieve inter alia, economies of scale and lower transaction costs across

international markets.

Put another way, I-advantages are concerned with protecting the firm against, or
exploiting, market failure. Theory suggests where market failure exists or external
transaction costs are high, the MNE will choose to internalise its advantages (Hennart,
1989). Transactional market failure occurs when the market is unable to organise
transactions in an optimal way (Dunning, 1993). This may be due to either imperfect

information and uncertainty arising from say, political risk, unreliability of supply,
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potential dissipation of proprietary via arm’s-length transactions; or due to difficulties

in valuing the asset or transaction or achieving economies of scale (Magee, 1977).

For instance, where a firm wishes to produce in another country where ‘the market’ is
unable to provide a satisfactory licencing or contracting agreement (for whatever
reason), the firm may choose to internalise the production activity within the firm
hierarchy by undertaking FDI. Or, intra-firm trade may allow the firm to counter or
minimise the effects of exogenous market imperfections such as trade barriers, capital
controls and differing tax rates (Jenkins, 1987). These are examples of avoiding

market failure and thus improving market efficiency through internalisation.

However, the firm may also choose to exploit or even create market failure by using
O-advantages (including the ability to organise its resources more efficiently than other
firms) as a source of competitive advantage over local competitors (Barnet &
Cavanagh, 1994; Barnet & Muller, 1974). Structural market failure, therefore, is
concerned with the capture of what Hymer referred to as ‘monopoly’ rents (1960)
through existing, or created barriers to entry toward other firms. In other words, the
more a foreign firm possesses O-advantages over indigenous firms in a potential
recipient country, the more imperfect the market is for the transfer of these intangible
assets, and hence the more likely that firms will choose to deploy them in the host
country via FDI (Dunning, 1986b). Ultimately, the creation of market failure may
involve restrictive business practices, or even acquisition of competitors and
subsequent internalisation of their O-advantages (Dunning, 1993). As Jenkins notes
“the existence of oligopolistic markets means that firms enjoy considerable
discretionary powers rather than being the atomistic firms of neo-classical theory which

respond to market conditions” (1987, p.21).

The origins of the theory of internalisation in Hymer’s (1960) thesis and later work by
Kindleberger (1969), can be traced back to the founder of modern transaction cost
economics, Coase (1937). Coase recognised the anomaly of the firm which was
governed by market forces externally, but allocated resources internally through top

management organisation and planning. Research on the MNE undertaken in the
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1970s focussed on the theory of the firm and organisation theory, with internalisation
theory being the most popular. The “markets versus hierarchies” concept of
internalisation theory was revisited by Williamson (1975) who expanded on existing
theory by suggesting that effective internal organisation by the firm enabled it to

internationalise while maintaining control and economies of scale.

The focus on internalisation and the firm as an “organisational hierarchy” was
continued by the neo-classicists in the late 1970s and early 1980s, including Buckley
and Casson (1976; 1985) and Hood and Young (1979) who termed this the
contemporary orthodox approach, and then Caves (1982), and Rugman (1981) who
referred to internalisation as the transactional approach (for an excellent review of the

internalisation literature during this period see Rugman (1980)).

The internalisation strand of research continued to grow in popularity throughout the
1980s and into the 1990s (for a review see Dunning, 1993). Hennart (1982; 1986;
1991), for example, focussed on transaction cost theory as an explanation for the
MNE's internal organisation of transactions internationally. Teece (1986b) also drew
on this theory with a specific focus on the transfer of technology via the FDI
mechanism, and was later to consider alternate mechanisms for organising resources

other than FDI or arm’s-length trade (Teece, 1992).

Finally, while proponents argue that internalisation theory forms a complete theory of
FDI, they have acknowledged that location-specific variables need to be integrated to
explain the organisation of resources beyond home country boundaries (Casson, 1987).
In addition, one of the major limitations of internalisation theory and the OLI paradigm,
is the lack of consideration of the organisation of transactions beyond pure hierarchical
or pure market forms. In the following section we consider how the internalisation
concept may be moderated to encompass the emerging collaborative or ‘quasi-

internalised’ forms of transaction and inter-firm relationships.
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QUASI-INTERNALISATION AND TRANSACTIONAL
RELATIONSHIPS

Traditional industrial organisation theory correctly asserts that MNEs benefit from
internalising transactions within the firm hierarchy, across national borders. However,
as indicated by figure 2.1 in this chapter, the OLI paradigm refers to the organizational
routes taken by the firm, suggesting a distinct choice of organisation of value-activities.
One would expect that where the net value of externalising transactions via the market
is higher than that of internalising these transactions within the firm, then the firm will

choose the former route.

Such an outcome has been referred to as ‘quasi-internalisation’, and the concept is
crucial to the thesis, as it endeavours to assess 7ow MNE activity may contribute to the
upgrading of indigenous firms, given the nature of its transactional relationships in the
host country. So, in this section we introduce a line of argument, based on existing and
emerging theory, that suggests a divergence from traditional transaction-cost
hierarchical capitalism and full-internalisation under FDI, toward alliance capitalism

and quasi-internalisation (see Dunning, 1995, for a discussion on alliance capitalism).

There are several emerging areas of theory that suggest clearly there are opportunities
for some activities to be contracted out via market transactions - even as a complement
to FDI rather than a substitute. These theories recognise that firms are pursuing
flexibility through alternate organisational forms that blur the distinction between
markets and hierarchies (Ghoshal & Bartlett, 1990). These organisational forms reflect
the responses of many MNEs to the increasing volatility of the global business
environment. In order to remain competitive, firms may pursue the requisite flexibility
and responsiveness through specialisation and streamlining of their operations
(Dunning, 1995), outsourcing and undertaking collaborative agreements that augment,
as well as exploit, existing and complementary assets (Buckley & Casson, 1998; Teece,
1992), and lowering the costs of R&D and technology (Dunning, 1995). There is also
considerable disincentive for firms who contract out non-core activities to other firms

to do this via arm’s-length transactions. Instead, they need to maintain influence over
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the price, quality, design and innovation processes associated with products included
in their value chain. This frequently requires inter-firm cooperative agreements, or on-

going interaction and support of suppliers and sub-contractors.

The organizational capability (OC) view of the firm expands the traditional concept of
boundary and governance decisions. According to transaction cost theory these
boundaries are determined on the basis of the real or potential cost of externalising via
arm’s-length transactions versus internalisation within the MNE (Hennart, 1989).
However, the OC view proposes that “firms do not compete on the basis of cost alone
but, rather, on the basis of value” (Madhok, 1996, p.588). Richardson (1972) for
instance, argues that cooperation will be more beneficial to firms that engage in

dissimilar, but complementary activities.

In other words, quasi-internalisation of activities via groups of networked firms,
collaborative partners, or even individual subcontractors and agents, is based on the
perceived ability of the outside firm to provide more net value (more value at less cost)
than would be possible via internal markets within the MNE. For instance, alliances
may be undertaken for market-seeking reasons, drawing on the local firm’s knowledge
of the domestic market and allowing the MNE rapid entry into unfamiliar territory
(Dunning, 1995). The value of these types of agreement is wide-reaching - they may
allow the MNE to concentrate on core activities, source inputs from reliable suppliers
without having to internalise these transactions, take advantage of local firm experience
and knowledge of the market, and develop their O-advantages in collaboration with

other firms.

Firms and governments alike recognise that competitive market forces alone do not
always optimise growth in this dynamic, technology-driven environment. An
increasing emphasis on cooperative, rather than just competitive strategy is evidence
of the inability of firms to remain solely reliant on intra-firm resources for
competitiveness. In the past decade, the majority of FDI was undertaken for strategic

asset-seeking (Wesson, 1999) or asset-augmenting investment reasons (Dunning,
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1998b). Merger and acquisition activity in the 1980s and early 1990s sought to acquire

complementary assets embodied in local firms, especially competitors.

However, if these resources could not be acquired directly, came at too high a price, or
otherwise encumbered the recipient, then the MNE sought alternative (often
collaborative) mechanisms, such as strategic alliances or technology-sharing
agreements. This altered the firm’s response from a more traditional ‘exit’ manoeuver
via horizontal or vertical integration, to a ‘voice’ strategy intended to maximise the
benefits from joint or quasi-internalisation of inter-related activities (Dunning, 1995).
The benefits included reduction of transaction and coordination costs, and the ability

to leverage O-advantages of partners.

If competencies were intrinsic to a specific industry or area (such as innovatory
capability in the U.S., for example) then the firm could choose to locate in close
proximity to the source. Research into industrial districts, regional or spatial clusters
and networks of firms (Gerlach, 1992; Hakansson & Johanson, 1993), has found
evidence of quasi-internalisation of firm-specific assets via higher-order linkages
(Ivarsson, 1999). The mutual upgrading of spatially clustered firms and their
contribution to economic development is well recognised by network theorists and
economic geographers. The geographical proximity of the firms in the cluster allows
them to gain agglomerative economies - a concept first considered by Marshall (1920).
Within this agglomeration of related industries, firms which possess complementary
resources (such as technology) are able to collaborate in order to develop their dynamic
capabilities (Porter, 1990). This, in turn, leads to competitive upgrading in the region
oreconomy. Regional clusters have been accredited with the accumulation of national

competitive advantage (see Porter, 1996; 1998).

Networks of firms are a dominant feature of Japanese MNEs (Gerlach, 1992), where
multiple firms are linked through co-operative, although not uncompetitive,
arrangements. This integration facilitates the transfer of knowledge and innovation
between firms necessary to assist the common strategic outputs of the group. A flatter,

leaner organisational structure maximises the firm's ability to respond to change while
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the network of interlinked firms maintains strategic cohesion. The hierarchy of
organisation passes beyond the boundaries of the firm to incorporate suppliers, alliance
and joint venture partners. Hence, the firm becomes a controller of a network of
interrelated activities both within and outside of the firm. In terms of internalisation
theory, these higher-order linkages with the local economy effectively open internal

markets which were previously closed within the firm (Buckley & Casson, 1998).

Technology accumulation theory (Cantwell, 1989; 1994) offers a compatible
illustration of the gradual, and diffuse process of innovation-led growth evident in
clusters of firms with congruous capabilities. The theory suggests that technological
upgrading is an evolutionary process that may be facilitated by the creation of such
higher-order linkages as alliances or technology development agreements, to exchange
complementary firm-specific assets such as technology, and so minimise research,
development and commercialisation costs. Similarly, the asset accumulation and
restructuring paradigm (an extension of the model of cumulative technological change
developed by (Cantwell, 1989; Pavitt, 1987)) seeks to explain the cumulation of asset
capabilities (eg. innovatory capability) of firms, industries or countries over time

(Dunning, 1993).

A spatial cluster may also play host to smaller firms with less developed resources (i.e.
few complementary capabilities) which offer ancillary support and specialised services
to larger firms, and are attracted by opportunities for upgrading firm-specific assets.
For instance, as the flagship firm’s technology matures, there are fewer reasons to
retain this technology within the firm, thus opening other appropriate avenues of
exploitation via firms who are less technologically competent but may fulfil the role
of licencee or subcontractor (Magee, 1977). Similarly, strategic linkage theory explains
the foreign investment decision as an attempt by follower firms lacking in certain
capabilities, to link with existing host-country competencies in certain industries (Chen

& Chen, 1998a; Nohria & Garcia-Pont, 1991).

In terms of the eclectic paradigm, location-specific industries are used as a source of

competitive advantage for the MNE (Enright, 1998; Porter, 1996; Storper & Scott,
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1995). The transfer or sharing of O-specific assets is occurring with mutual consent
between firms, in order to minimise the costs of research and development, and
maximise the benefits gained through the sharing of best practices in production and
management, labour, innovation and the like. The change to more cooperative firm
strategy in light of increased competition and the need to achieve greater flexibility,
economies of scale, and continuous upgrading of O-advantages, suggests that research
can no longer focus on pure hierarchies or pure markets as the only organisational

choices.

Table 2.2
Incentives for Linkage Formation: Direct Linkages and Partial Internalisation

Incentives to | To lower commitment at initial entry stage

form direct To assist use of product by customers

linkages To capitalise on local firm knowledge and experience of markets/distribution
To make up for deficiencies in firm-specific assets (ie. smaller firms)

Where standardised inputs, components, finished products can be sourced more
conveniently and competitively from local suppliers

To subcontract non-core activities locally

Where local firms/government control supply of inputs (ie. natural resources)
Where local content requirements are enforced

If government, industry or institutional support is available for linkage creation
To provide competitive discipline on internal transfer prices

To enhance firm flexibility

Incentives for | Any of the above, plus:

quasi- Concentration on core business, streamlining of activities
internalisation | Where knowledge (or any O-advantage) acts as a catalyst
of To enable consistent marketing effort to be undertaken by local firms

O-advantages | To enable local supply of certain inputs

To assist suppliers, subcontractors to meet quality standards, improve productivity,
reliability, delivery times etc.

Where co-operative arrangements are a requirement for market entry

If contracts may be gained through local partnership

Where competitors or other local firms possess complementary and/or unique assets
To achieve economies of synergy and/or scale

To decrease costs of internalising intermediate product markets; communication,
organisation, production and commitment of additional resources and capabilities

It also suggests that consideration of a singular act of foreign investment via a singular
hierarchy, but multiple activities that encompass non-equity relationships with other
firms (Dunning, 1993). These theories also suggest that host-countries have the

potential to benefit from FDI, not only at the level of the affiliate or through local
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sourcing, but via linkage formation with local firms that encourages quasi-
internalisation of O-advantages. Table 2.2 shows a summary of reasons why the
foreign affiliate may not only form direct linkages with local firms, but also engage in

quasi-internalisation of O-advantages.

LIMITATIONS OF THE IDP AND THE ECLECTIC PARADIGM AS
A FRAMEWORK FOR IMPACT ASSESSMENT

The IDP explains the relationship between a country's stages of economic development,
government policy, and the extent of inward and outward foreign investment activity
(Dunning & Narula, 1996). Advancement through the five stages is triggered by
improvements to the investment environment, accompanied by appropriate inward FDI
that fosters further development. The underlying value of the model is its recognition
of a significant link between inward FDI and the eventual development of O-
advantages in indigenous firms. The model recognises that it is these O-advantages
that ultimately enable indigenous firms to undertake outward FDI, independently. It
suggests that given appropriate receptor conditions, inward inward FDI provides the
impetus for the upgrading of indigenous advantages through the introduction of new
technologies, critical skills and knowledge, competitive effects, and linkages with local

enterprises.

However, one of the limitations of the IDP as a framework for impact assessment is its
focus on changes at the aggregate level, both in terms of investment (measured by
aggregate levels of FDI flows/stocks) and development (proxied by gross domestic
product or GDP per capita). The IDP concept, therefore, makes a rather uneasy
transition from the analysis of economic development of countries at a macro level, to
the upgrading of competitiveness of firms at a micro level. Hence, while measurement
of both the inputs (inward investment) and the outputs (GDP and outward investment)
is at the macro-level, the actual process (local firm upgrading) which is anticipated to

result in these outputs takes place at the micro-level.
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Another distinct limitation of the IDP framework for the study of economic
development, is its slant towards the MNE as a reactive rather than developmental,
agent. Throughout the stages the firm responds to both its own needs and abilities, and .
what the host country is able to offer. This suggests that it is the government's role to
entice the MNE and to initiate the development process by upgrading domestic assets.
While Dunning and Narula (1996) state that “the growing stock of created assets of the
host country [is] due to increased expenditure on education, vocational training and
innovatory activities” (p.5), it is unclear as to what extent this can be attributed to the
role of government, the MNE or both. It appears that government contributes more in
the initial stages, and then MNEs (both foreign and domestic) in the later stages, as

inward and outward investment and linkages between firms increase.

Innovatory capacity rises in the host country as FDI increases and local firms upgrade.
their ownership specific advantages. However, the exact process of the latter is not
explained by the framework. Similarly, the extent to which MNEs contribute to
indigenous firms' competitiveness is not quantified nor adequately distinguished from

the contributions of the host government.

As a consequence of these limitations, the IDP fails to explain the process by which
local firms upgrade their O-advantages, via interaction with inward investment and
L-advantages, and ultimately become outward investors themselves. This process may
be likened to the black box of the IDP, in that the IDP explains what happens, but does
not explain how it happens. For instance, local upgrading may occur through the
purposeful transfer of certain O-advantages from the MNE affiliate to a local alliance
partner, or alternatively, the gradual diffusion of new ideas, technology or practices to
local competitors. Hence, the IDP, and the majority of its associated literature, has
sought to explain the changes to investment activity over time, rather than the process
of local upgrading which occurs as a consequence. Chapters Three and Four show that
the process by which indigenous firms develop their capabilities and subsequently
become outward investors has received insufficient empirical attention largely due to

the difficulties in measuring this dynamic relationship (Enderwick, 1998).
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Another limitation is that the implications for development of reciprocal investments
between developed countries, characteristic of stages Four and Five are not clearly
specified. While a technology or capability gap exists between firms from home and
host countries, the potential impact is more clearly defined. As this gap narrows, and
competitive advantages converge, the implications for upgrading become less distinct.
Nor does the IDP explore the potential for decline through the stages, in other words,
where countries reverse the development process. The exact nature of the path
(vis-a-vis investment) given this scenario, and the resulting impact on development,
has not been discussed in the literature. For instance, could local industry be subject

to ‘hollowing out’ by foreign MNEs undertaking strategic asset-seeking investment?

The inability of the IDP and the eclectic paradigm to adequately capture alternate,
non-equity forms of organising transactions, limits their usefulness as frameworks for
assessing the developmental implications of MNE activity. The eclectic paradigm has
hierarchical capitalism as its base. This implies that the O-advantages of the firm are
considered to be endogenous being created and developed independently from their
dealings with other firms, and that reasons for internalization are primarily an exit

response to market failure (Dunning, 1995).

These assumptions exclude alternative modes of organising transactions that fall
between the poles of hierarchies or markets, and may complement, rather than
substitute, FDI activity. Some of these alternate modes, eg. collaborative and
networking activities, have received considerable attention in recent theoretical and
empirical literature. However, the relationship between such micro-organisational
strategies and economic upgrading has not been made explicit. Equally, while an
attempt has been made to systematically incorporate quasi-internalisation and inter-
firm collaborative arrangements into the eclectic paradigm on a conceptual level
(Dunning, 1995), there has been little empirical research which operationalises, or
indeed substantiates the MNE’s use of organisational modes as a complement to FDI;

or which considers the resultant impact on local firm upgrading.
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The eclectic paradigm of international production operationalises the IDP, suggesting
that the extent to which FDI will impact on an economy is a function of the nature of
the ownership-specific characteristics of the investor, the location-specific
characteristics of the host country, and the degree to which firms choose to internalise
cross-border markets for intermediate products (Dunning, 1993, p. 265). The paradigm
is able to address the issue of the impacts of MNE activity in a country-specific
context, as it illustrates the linkage between the ownership, locational, and
internalisation configuration of the foreign firm; and, at the macro level, the
progression of a country through the five stages of the investment development path

trajectory (Dunning & Narula, 1996).

The value of the eclectic paradigm in this thesis is that it offers a means of assessing
the extent to which inward FDI enables the local, internationalising firm to undertake
outward FDI. The paradigm suggests that MNEs (via the inward FDI vehicle)
contribute to the development of O-assets of domestic firms, which then enables those
firms to become outward investors themselves. In the process, economic progression
is achieved and the host country advances through the stages of development identified
by the IDP. However, if local upgrading is to occur, some of these advantages need to
diffuse through to local firms, either directly via buy/supply relationships, or indirectly
via competitive or demonstration effects. The diffusion of foreign technology,
managerial, employment and organisational practices, production processes, innovation
and research has the potential to augment local O-advantage, or contribute more

generally to industry-specific L-advantages.

As the following chapter will demonstrate, the existing O-advantages of indigenous
firms combined with the L-advantages of the host country will determine whether or
not these advantages are diffused to local industry. The complementarity of local and
foreign O-advantages will determine the extent and quality of linkage formation by the
foreign affiliate. L-advantages in the host country are also crucial to the extent of local
linkage formation. They influence both the type of FDI attracted, and the extent of
local created assets. In turn, these factors help determine the degree to which local

firms are able to act as suppliers or agents, absorb new technologies, and increase their
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competitiveness. Finally, the mode of organising transactions employed by the MNE;
either viamarket transactions, hierarchical intra-firm transactions, or some intermediate
mode (such as a network relationship or an alliance), will also determine the extent and

nature of linkages formed with local firms.

Although helpful to assess the determinants of linkage formation, the OLI paradigm
does not elucidate the how the process of local upgrading might occur. In other words,
it does not explain how linkages which engender diffusion or direct transfer of O-
advantages, lead to subsequent upgrading by indigenous firms. This fundamental
process is not given sufficient consideration by the paradigm, thus limiting its potential

utility for assessing MNE impact on local upgrading and economic development.

Thus, despite the paradigm’s usefulness as a conceptual framework by which the level, A
structure and impact of foreign value-added activities of firms can be assessed in light
of location-specific factors and firm strategy, it is not a theory of the MNE as such
(Dunning, 1993). This makes it difficult to formulate, operationalise and empirically
test a set of propositions about the nature and form of relationships between MNE

activities and the impact on a host-country’s firms.

CONCLUSION

The IDP (Dunning, 1981b; Dunning & Narula, 1996) suggests that countries may
progress through five stages of development, and that the cycle of development is
facilitated by the interplay of host country receptor conditions, inward FDI and then
outward FDI. The link between the MNE's ability to internalise O-advantages across
national boundaries, and the subsequent potential for transfer and dissemination of
these advantages to indigenous firms had not been clearly explicated in literature prior
to Dunning’s work on the eclectic paradigm (1979; 1980; 1981b; 1995; 1998b). This
was despite the fact that considerable research had already been carried out in the areas
of O, L, and I advantages. Development theories had clearly linked MNE activity to

specific impacts in host nations, yet prior to the eclectic paradigm there was no definite
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connection made between inward FDI, outward FDI and economic development of a

country.

Theoretical arguments suggest that relative to the uninational firm, the MNE represents
adistinct enterprise with a specific set of characteristics that are pivotal when analysing
the impact of FDI on host countries. These characteristics may be defined by a MNE’s
unique configuration of O, I, and L specific advantages. In this sense, the eclectic
paradigm which incorporates these three elements is useful as a broad framework for
the analysis of MNE impact on local industry, despite the focus of the paradigm on the
foreign firm. However, as we have suggested in this chapter, the paradigm also needs
to be moderated by other theories and paradigms that suggest alternatives to full-
internalisation. Emerging research in the area of cooperative forms of organising
transactions suggests that there are growing incentives for foreign affiliates to employ
flexible strategies with other firms, and subsequently increased opportunities fdr

spillovers from their activity.

Despite these developments, the international business literature has not paid sufficient
attention to the role of the MNE in the process of upgrading of ancillary firms. As a
framework for linkage analysis, the literature is deficient in several respects. First, the
focus of current research remains on the strategy of the MNE as it seeks to acquire and
exploit resources or locate in a specific area rather than the effects of this on linked
local firms. Second, the literature considers either the international joint venture or
strategic alliance as an alternative to FDI, rather than considering a wider range of

inter-firm linkages as a complement to FDI.

In conclusion, the IDP explains what happens when MNE activity impacts on the
economic development of a country and gives evidence to support this. The OLI or
eclectic paradigm explains why it happens given the antecedents and outcomes of the
investment. The gap that this thesis attempts to explain is how it happens, i.e., the
process of upgrading through both direct and indirect firm interaction. In order to
better understand the process by which countries progress through the stages of the

IDP, it is necessary to understand the nature and extent of the impact of MNEs'
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activities on indigenous industry. We suggest that the operationalisation of the IDP and
the eclectic paradigm may be facilitated by a better understanding of how and why
process occurs. The following chapter looks at how the eclectic paradigm, or more
specifically the configuration of OLI advantages might translate into specific areas of

impact on the upgrading of local industry in a host economy.



CHAPTER THREE
LITERATURE REVIEW - EMPIRICAL EVIDENCE

[TThe findings of a large number of studies over the past 30 years are
virtually unanimous that the presence of foreign-owned firms has
helped raise the standards and productivity of many domestic
suppliers, and that this has often had beneficial spillover effects on the
rest of their operations (Dunning, 1993, p. 456).

INTRODUCTION

Foreign direct investment (FDI) is recognised as a mechanism by which a host country
can upgrade the competitiveness of its resources and capabilities. Chapter Two
reviewed the IDP concept which suggests economic development is facilitated by the
interplay of appropriate host country receptor conditions with inward and then

outward FDI (Dunning, 1981b; Dunning & Narula, 1996).

Research has sought to explain the changes to net levels of investment and economic
development at the aggregate or macro-level. However, there is a lack of literature
that considers the process of firm upgrading at the micro-level which occurs as a
consequence of this inward investment. In addition, empirical assessment of the
impact of FDI has focussed almost exclusively on the immediate or first round effects
of capital, employment and technology transfer, without a corresponding emphasis on

longer-term, second round effects on local industry.

This chapter reviews empirical literature that investigates the nature, extent and
determinants of the economic impact of the MNE with a view to operationalising a
macro-level concept (the IDP and economic development) to investigate a micro-level
phenomenon (local firm upgrading). We review recent research that looks at the
impact of MNE activity on the affiliate, and linkages between foreign and indigenous

firms. Finally, the chapter reviews the literature that looks at the determinants of
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these linkages. The relevance of this literature to the thesis is two-fold. First, it
provides support for existing theory as discussed in Chapter Two. Second, it clarifies
the need to explore certain avenues of research further. In particular, the existing
literature is evidence of the lack of thorough and systematic study of the impact of

the MNE on local firms.

THE IMPACT OF MNE ACTIVITY

There are three principal ways in which the MNE's operation may impact the host
country. The first and most immediate impact occurs at the level of the foreign-
owned affiliate. The intra-firm transfer of O-advantages; the ability to restrict the use
of these to the firm through internalisation, and exploitation of L-advantages in a host
country may enable the firm to enjoy monopolistic advantages while upgrading its
competencies in the local market. The changes at the level of the affiliate are
important because they reflect the transfer of O-advantages to the host economy, the
resultant performance and competitive advantages of the affiliate relative to local
firms, and ultimately, changes to levels of competition and the standard of output in

the industry.

It is also important to consider how the inward FDI might have aggregate benefits for
the economy, from inflows of capital, technology and changes to employment that
may occur via the MNE’s activities. These aggregate first round benefits have been
the focus of the majority of impact-related studies, and, although we consider the
relevant literature briefly in this chapter, these aggregate effects are not the focus of

this thesis.

The second impact occurs at the industry level through linkages between foreign and
indigenous firms. The MNE’s presence may encourage local firms to respond to
increased competition or increased demand for local inputs, possibly upgrading their
O-advantages in the process. In addition, direct linkages between the foreign affiliate

and local suppliers and customers may encourage improvement to standards of output,
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technological sophistication of production processes and the like. However, the
means and process by which upgrading might occur due to these second round effects,
has received insufficient attention in the extant literature. The majority of this
chapter, therefore, will be spent examining the extent and types of linkages formed

between foreign and local firms, and the possible determinants of those linkages.

Third, at the level of the economy, the accumulative effects of the MNE's activities
will ultimately lead to changes in the structure and nature of industry, the output and
productivity of the nation's firms, and the overall competitiveness of the host country.
Again, investigation of these longer-term, aggregate, third round effects are beyond

the scope of this thesis.

Theory suggests that relative to the uninational firm, the MNE represents a distinct
enterprise with a specific set of characteristics that will determine the impact of FDI
on host countries. These characteristics are defined by a MNE’s unique configuration
of ownership (O), home and host location (L), and internalisation (I) advantages. The
impacts that are of most concern in this thesis are those that arise as a result of the

unique characteristics of the MNE.

This last point must be emphasised as many studies that have sought to measure
impacts of foreign ownership on an economy, do so at an aggregate level. This type
of analysis does not capture the impacts that result from the bundle of assets and
organisational competences that are transferred from the parent company to the
affiliate. The FDI bundle typically comprises any of the following assets: capital;
technology; employment-related resources in the form of human resources and skills;

managerial and organisational practices; and favoured access to markets and inputs.

The introduction of these resources via the affiliate may have an impact at the level
of the firm, industry or the economy. Over time, according to the IDP concept, they
might also influence the capability of local firms to invest overseas. For our purposes
in this thesis, it is useful to classify these effects into the two categories of first and

second round effects.
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FIRST ROUND EFFECTS ON THE HOST ECONOMY

Firstround, orimmediate, effects are the aggregate benefits that accrue to an economy
from capital flows, employment creation and technology transfers (Enderwick, 1998).
These effects tend to occur immediately following the investment and can be directly
associated with the activities of the MNE. They are measurable at both the firm and
aggregate levels, and as a consequence have attracted more attention in the literature

(see Dunning (1993), and for a review of developing countries see Jenkins (1990)).

From the host country’s perspective, introduction and utilisation of bundled resources
by the foreign affiliate lead to changes in industry such as increased output,
productivity, and trade; and ultimately, accrue economic benefits such as GDP growth

and development (Enderwick, 1998).

Foreign capital. This may serve to narrow the savings gap and add to the stock of
domestic capital available for investment, particularly where domestic capital markets
are limited, as in the case of New Zealand (Scott-Kennel, 1998a). The effect of
inward FDI on a host country’s capital formation is dependent on the size of that

investment and whether it adds to, or substitutes for, domestic investment activity.

The extent to which the MNE has a positive or negative impact on a host country’s
balance of payments depends on its strategy towards sourcing of capital, as well as
importing and exporting activity. This is often influenced by government policy. For
instance, a protectionist policy stance by government might encourage import-
substituting investment intended to serve local markets. Alternatively, where policies
are more liberal towards trade and investment, and domestic markets are limited (as
in New Zealand), the MNE might engage in more importing of inputs and exporting

to third country markets.

The degree to which local sourcing replaces imports depends on L-advantages (e.g.

labour, materials and intermediate products), being favourable to local production.
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Empirical evidence is mixed as to whether the net impact of inward FDI is positive
under such different conditions, however, it is more likely to be favourable under
conditions of free trade (Agosin & Prieto, 1993; Dunning & Narula, 1996; Lloyd,
1996; Ozawa, 1992).

Employment. While the contribution of MNESs to worldwide employment is a mere
three percent, MNEs account for a considerable portion of paid employment in
manufacturing and services (UNCTAD, 1994). The entry mode and type of
investment have significant bearing on the changes to employment in a host country.
Acquisition (and restructuring) of an existing company will have less impact on
employment numbers than the establishment of a greenfield venture which creates
new jobs. Investment in primary industries might use low-skilled labour in
conjunction with capital-intensive processes to extract resources to be processed
offshore, whereas service or manufacturing related investments typically draw more

on local sources of un/skilled labour.

In terms of employment generation by the foreign-owned affiliate, consideration of
the counterfactual position is important. Consider a scenario where the technology
gap between the home and the host countries is wide. Capital-intensive foreign
investment may involve less employment than more labour-intensive domestic
investment. If this foreign investment crowds out domestic investment then the
overall impact on employment is negative. However, if that domestic investment
would not have occurred in the absence of inward FDI, then the foreign investment
can still be thought of as making a contribution to employment. In the case of
acquisition and rescue of a local company experiencing difficulties, subsequent
downsizing by the new foreign owners may reduce local employment significantly.
However, the counterfactual scenario may have involved a greater loss of employment

through the closure of the company.

MNEs may also make a valuable contribution to the quality of employment and the
development of human resources in the affiliate. Empirical evidence suggests that on

average, wages are higher, jobs more skilled and employees given more training than
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in uninational firms (Baldwin, 1994; Campbell, 1994; UNCTAD, 1994; Zhao, 1998).
The ability of the MNE to offer such superior conditions is based on their ability to
access the O-advantages of the parent-company, including firm-specific assets and the

advantages of multinationality and common governance.

Technology. This one of the key sources of competitiveness for the MNE. It
encompasses both hard (physical, codifiable) forms such as machinery or products,
and soft (tacit, non-codifiable) forms such as knowledge, managerial innovation and
processes (Grosse, 1988). MNEs are heavily involved in the creation, development
and transfer of technology, and account for an estimated 75-80 percent of all civilian
R&D expenditure (Dunning, 1993). Commercialisation of the majority of new
technologies is also the domain of the MNE, where the largest 700 industrial firms

(mostly MNEs) account for about half of the all commercial patents (Cantwell, 1994).

For a host country, the presence of a technologically superior MNE provides an
opportunity for leadership and improved economic performance, either directly via
the affiliate or through industry linkages with local firms. In fact, there are few
alternative sources that can offer the scope and diversity of technology embodied in
MNESs, while simultaneously circumventing the costs and risks of invention,
adaptation and innovation. Reliance on technology via the inward FDI vehicle has
been high for countries such as Singapore, Hong Kong, Thailand, China and, more
recently, Ireland, although there are also notable exceptions of countries that
successfully relied on licencing rather than inward FDI as a source of technology, such

as Japan and Korea.

It is generally agreed in the literature that technology is the key determinant of
economic growth and the net impact tends to be positive, particularly for
industrialising and developed countries (Cantwell & Dunning, 1991; Chesnais, 1988;
Ozawa, 1996b). MNEs may bring advanced technology unavailable via alternate
sources, or improve the efficiency with which current technologies are used. The type
and extent of technology transfer will again depend on the strategy of the MNE, the

type and motive for the investment, which in turn are influenced by L-advantages.
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The ability of a country to benefit from transferred technology is dependent on the

level of skills, education and experience of the workforce.

Increasing competitive pressures, advances in technology and liberalisation and pro-
active regulatory frameworks have encouraged MNEs to relocate R&D activities
offshore (UNCTAD, 1995), particularly in advanced industrialised countries, where
complementary capabilities exist. The implications of this trend for host countries are
increased competition, technological capacity and upgrading, and potential spillovers
to local industry. However, the vast majority of R&D activity is still undertaken in
the home rather than the host countries (Dunning, 1998), especially where those

countries are developing (Jenkins, 1990).

The predominant focus of existing literature has been on the transfer of scientific and
engineering knowledge from parent to affiliate (see Caves, 1982, for a review). The
impact of such transfer on host countries has also been subject to an immense volume
of research, with earlier studies focussing on impacts in LDCs, and more recently the
link between technological development and economic growth in industrialised

countries.

FIRST ROUND IMPACT ON THE FOREIGN AFFILIATE

At the level of the firm (in this case the foreign-owned affiliate) the impact of inward
FDI is linked to the O-advantages of the investing MNE. As discussed in Chapter
Two, these firm-specific resources enable the affiliate to overcome the disadvantages
of operating in a foreign country and successfully compete against local firms. In
other words, foreign investment is expected to confer performance and efficiency
benefits on the foreign-owned affiliate, as a result of access to the bundle of parent

company resources (Dunning, 1958; 1998a).

As discussed in the previous section, the more immediate effects are likely to arise

due to changes to capital flows, employment, and technology. For a locally-owned
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firm that is acquired by a large multinational company, the impact of additional
capital injection, changes to both the quantity and quality of employment, and the
transfer of technology (increasingly embodied in tacit forms such as knowledge) can

be very beneficial to the firm’s subsequent performance and competitiveness
(Cantwell, 1992).

For instance, the acquired firm might experience employment losses if the MNE
introduces capital or technological intensive processes that substitute for employment.
However, these same processes can improve the firm’s efficiency and performance.
In addition, the MNE might improve the quality of human resources through
introducing training and new skills. This is particularly evident in the case of
privatisation (Svetlicic & Rojec, 1994), and occurred in New Zealand in 1990 when
the sole telecommunications provider was sold to US investors (Scott-Kennel, 1998a).
The affiliate may also draw on the R&D output, technical know-how and expertise
of the corporate family. Core innovation can be adapted to suit local conditions and
then used to gain competitive advantage (Dunning, 1998a). However, MNEs have
also been known to reduce local R&D activities, or relocate them offshore following

the acquisition of a local firm.

The new affiliate is likely to benefit from innovative managerial and work practices,
favoured access to inputs, information, established markets, and distribution
networks, as well as the advantages of common governance and economies of scale
and scope. The beneficial impacts from the intra-firm transfer of these resources will
occur in the medium to long term. As a consequence, they are better thought of as
second round effects on the affiliate, even though this term is usually associated with
the effects on other firms in the host country (see below). However, to avoid
repetition we introduce the remaining elements of the investment bundle in this

section.

Organisational and managerial practices. MNEs can provide a new source of
management skill and expertise to an economy via the affiliate. Integration within the

MNE network can encourage the development of skills associated with



Chapter 3 Literature Review: Empirical Evidence 60

multinationality, such as the coordination of global activities (UNCTAD, 1999).
Where acquisition has occurred, the result may be a blend of best practices from both
local and foreign sources. In a study of acquisitions of 201 UK firms by US,
Japanese, French and German investors, Child, Faulker and Pitkethly found that
managerial practices were changed more in firms acquired by foreign, rather than
local, investors. Areas most affected were performance-related rewards and quality

in operations (1997).

Voss and Blackmon (1996) interviewed 500 managers of manufacturing sites located
in Britain and Germany. They found that those with foreign parents were significantly
more likely to have adopted world class manufacturing practices, particularly those
owned by Japanese investors. Dunning found that U.S. affiliates in the U.K. benefited
considerably from home-country competence in management techniques and other

accumulated expertise (Dunning, 1998a).

Access to markets, internal networks and inputs. One of the most important
contributions to the host economy by the affiliate is trade, through exports and/or
import substituting activity. It is estimated that MNEs account for up to two thirds
of world trade, and approximately one third of world trade is conducted between
affiliated firms (UNCTAD, 1999). Therefore, most affiliates and subsequently host
economies, benefit from intra-firm access to internal and external international
markets. The firm also benefits from firm-specific knowledge and experience of how
to operate in those markets. In addition, the affiliate benefits through the use of
established marketing and distribution networks. These networks facilitate the flow
of both intra- and inter-firm trade, resulting in broader market coverage and favoured

access to inputs that would not otherwise be available to the firm.

The parent company also may offer the affiliate exclusive or favoured access to
inputs, such as the technology-intensive products often associated with FDI intensive
industries (UNCTAD, 1999). Finally, perhaps the most important resource available
to the firm is the ability to coordinate these inputs effectively and efficiently over

global markets. Such competences are determining competitive advantage in the
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knowledge-based, dynamic global business environment (Dunning, 1998).

In order to capture the unique contributions of the MNE, inferred from its OLI
configuration in the host economy, we need to determine the competences present in
the affiliate. These competencies are the consequence of its foreign ownership, and
by definition are not available to indigenous firms. Our research questions (see
Chapter Five), therefore, relate to the extent to which foreign affiliates rely on
resources included in the intra-firm transfer or bundled investment from the parent
company, and the extent to which these affiliates use these resources as a source of

competitive advantage in the host country.

The resources transferred to the affiliate from the parent will also affect the nature of
second round effects on local industry. As this bundle of resources includes firm-
specific assets unavailable in the host country, it is expected that the affiliate will not
influence local development in the same manner as local, uninational firms. In the
following section, we consider the impacts of MNE activity on local industry in more

detail.

SECOND ROUND EFFECTS

Dunning (1993, p. 456) concludes that the findings of a large number of studies over
the past 30 years have shown that the presence of foreign-owned firms has had a
positive effect at the second round level, by helping raise the standards and

productivity of many domestic suppliers.

A complete assessment of the impact of foreign investment on development,
therefore, must recognise the contribution of both first and second round effects
(spillovers). Second round effects are associated with an increase in economic
activity and competitive up-grading of indigenous, uninational firms. These effects

occur via linkages between the foreign affiliate and indigenous firms in the host-
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country. Because such second round effects tend to be more diffuse, occur over a
longer time frame, and are difficult to measure, they have received considerably less
attention in the literature (Enderwick, 1998). This is despite suggestions that their
potential benefits may outweigh those accruing from first round or immediate changes

to capital, employment and technology.

Linkages between foreign affiliates and indigenous firms facilitate the direct transfer
or indirect diffusion of technology, information and knowledge, managerial or
organisational practices, access to markets or assistance which may contribute to the
upgrading of local O-specific advantages. Local sourcing also generates increased
economic activity through demand for locally produced goods and services. In the
longer term, such linkages can also provide the impetus for changes to market

structure, consumer choice and international competitiveness.

These inter-firm linkages' can either be:

. indirect linkages, where there is no direct relationship between the firms but
local upgrading may still occur through competitive, agglomeration or
demonstration effects or;

. direct, where a purposeful transactional (buy or supply) relationship is fostered

between the foreign affiliate and local firm.

In the following sections we examine these types of linkages in more detail and briefly

review the relevant literature in this area.

Indirect linkages

Indirect linkages occur, not as a result of transactional relationships between firms

that may engender the transfer of certain competences, but where these competences

This thesis is primarily concerned with the investigation of primary inter-firm linkages rather than
secondary linkages with political, professional or business associations, charities, research institutes,
universities or social contacts (Barrow and Hall, 1995).
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escape or diffuse to local industry. Indirect diffusion of competences such as
technology suggests that local firms may still be able to benefit from spillovers or
externalities arising from MNE activity even if they cannot access that technology
directly. This is of particular significance to development when the MNE creates few
direct linkages by choosing to source offshore and/or internalise transactions. For
example, indirect linkages help to explain the process whereby all firms in a specific
industry will tend to upgrade to the technologies or standards set by a leading firm

through exposure to new ideas or products.

The innovation-network model (Ostry & Gestrin, 1993) asserts that competing firms
may capture spillovers from technology development where the results cannot be fully
appropriated within the innovating firm. In other words, even under full
internalisation, competitors can exploit foreign technologies introduced to the host
country via demonstration effects (see discussion below), reverse engineering, and
accessing publically available information such as patents, as well as through more

formal linkages.

Competitive, demonstration & agglomeration effects. 1t is very difficult to
come to reliable conclusions as to the extent and pattern of indirect diffusion as
evidence is limited and does not usually consider specific, micro-level effects.
However, the literature suggests that the indigenous firm may benefit from these

externalities in the following interrelated ways:

. competitive pressures to upgrade technology and productivity to certain

(international) standards;

. spillovers associated with foreign presence and clusters or agglomerations of
firms; and
. demonstration effects that involve the recognition, adoption and emulation of

new technology, products, processes and managerial practices (UNCTAD,

1995).
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A summary of the empirical literature concerned with the impact of FDI via such

indirect linkages is included in Appendix 3.1.

Emopirical evidence holds that foreign competition does in fact exert a significant
influence on the upgrading of indigenous firms. Foreign competition may stimulate
consumer demand or prompt improvements to efficiency, forcing local firms to raise
standards and productivity. The most positive effects occur when strong local
innovatory and production capacity exists, or MNEs prompt the development of a new

area of industry (Blomstrom, 1991; UNCTAD, 1999).

Evidence of positive spillovers through competitive effects is more common in
industrialised countries. For example, in the 1960s, American electronics companies
led industry standards, pressuring European firms to follow (Mansfield, 1974). A
study of 1270 German manufacturing firms by Bertschek (1995) found that both
product and process innovation of these domestic firms were significantly and
positively influenced by increased market competition through imports and inward

FDI.

As discussed in Chapter Two, MNE:s locate close to centres of excellence associated
with particular countries or regions in order to gain from existing L-specific
technological competences. Cantwell (1992) cites the German motor vehicle industry,
where existing technological competences were strong and MNEs from other
countries set up research bases to tap into this L-specific technology, thus fuelling the
strength and diversity of these competences. Local, established firms benefit from the
introduction of complementary technologies by these MNEs, while new entrants have
the opportunity to integrate with these clusters by providing ancillary support services

to complement the affiliate’s core activities.

The MNE also might have detrimental competitive effects on the upgrading of local
industry. This can occur through fierce competition crowding out local activities in
product, financial or factor markets (UNCTAD, 1999). MNE:s are able to out-

compete local competitors through the use of superior O-advantages developed
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overseas. In particular, this competition prevents local firms from undertaking

lengthy and expensive learning processes, thus stifling their development and growth.

Alternatively, foreign players may hollow out local capability. The issue of
hollowing out most frequently arises where local technical competence and research
exists. MNEs attempt to glean these local capabilities without establishing
complementary research facilities (Cantwell, 1992). This might be accomplished
through selective poaching of skilled employees, acquisition of local firms (Shan and
Song 1997), formation of joint ventures (Kogut & Chang, 1991), or alliances with
local firms. MNEs could also discourage domestic investment in R&D. Relatively
weaker local firms may be forced to play a supportive role to the larger MNE, at the
expense of their own technological expansion. For example, existing technological
capability in the British vehicle industry was undermined by European competitors

from the early 1960s up until the mid 1980s (Cantwell, 1987).

A number of studies have sought to measure the aggregate effect of foreign presence
on the performance of domestic firms®. Studies using cross-sector industry data at the
aggregate level in both developed (Canada, Australia) and developing (Mexico)
countries have found that foreign presence is associated with higher productivity
levels in domestic firms or industry (Blomstrom, 1989, and Blomstrom and Wolff,
1994, Mexico; Caves, 1974, Australia; Globerman, 1979, Canada; Kokko, 1992,
Uruguay).

However, Haddad and Harrison (1993) found no evidence of such spillovers in
Morocco. The authors commented in a later article that “empirical studies that use
aggregate data...find a positive correlation between sectoral productivity and the
sectoral level of FDI; but studies that use plant-level data...find either a negative
correlation or no relationship between the presence of MNEs and the productivity of

domestically-owned manufacturing plants” (Aitken, Hanson and Harrison 1997,

2

Note that at the aggregate level, it is difficult to determine if changes in performance levels have come
about as a result of indirect or direct linkages between firms.
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p.105; but see Kokko, Tansini, & Zejan, 1996 for an exception). Overall, the
empirical evidence suggests that FDI has promoted improvements to industry
efficiency (Dunning, 1985) and revealed comparative advantage® (Globerman, 1985),

as local firms either upgrade or exit the industry (see Dunning, 1993, for a review).

Studies of export behaviour suggest that the presence of foreign firms has a positive
influence on the exporting activities of local firms (Aitken, Hanson, & Harrison,
1997). General spillovers from MNE activity may encourage local firms to upgrade
their O-specific advantages and undertake international trade. —Geographic
concentration of exporters enables economies of scale in distribution infrastructure,
for example, or the exchange of market information leading to increases in total factor
productivity. Often, a foreign affiliate might act indirectly as a conduit for knowledge
of foreign markets, consumers or new technology. Alternatively the affiliate might
serve as a direct channel for the export of locally produced goods, components or
materials embodied in the MNE’s products (UNCTAD, 1999). The main limitation
of all these studies that consider the aggregate impact of FDI is that they are restricted

to examining the existence rather than the nature and magnitude of such linkages.

Agglomeration of firms in related industries can also encourage local upgrading
through demonstration effects. Case studies allow deeper insight into the nature of
linkages between agglomerating firms. The introduction of foreign management
practices and skills for instance, can benefit local firms which then go on to emulate
these practices. Demonstration effects might also help local firms upgrade their
products and services by bench-marking them with those of leading firms that bring

international ideas and standards.

Voss and Blackmon (1996) suggest that the presence of foreign owned sites offer

opportunities to local firms for benchmarking of manufacturing practices and

3

Early studies used measures of retained value (local wages, inputs, profits accruing to local shareholders
and taxes) to measure the contribution of foreign firms to the local economy, however we limit our
discussion to effects on local firms (see Dunning, 1993, for a review).
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performance. Training of local staff for technical, financial or managerial posts by the
affiliate improves the skill level of the labour pool. Labour turnover then benefits
local firms as these employees move on and share their knowledge and experience
(Barrow & Hall, 1995). In sum, empirical evidence of the diffusion of managerial
practices, skills and expertise is limited. However, many studies note that best
practices associated with certain countries have become widespread (Japanese

management practices in particular).

Direct linkages

Direct linkages involve a purposeful inter-firm relationship. They can be classified
according to the value-chain of production as either forward (downstream) linkages,
such as supplying local firms with a product that requires further processing; or
backward (upstream) linkages, such as sourcing inputs from local suppliers
(Hirschman, 1958). Direct linkages also include non-equity collaborative agreements
between firms. A summary of empirical literature on backward and forward linkages

between foreign affiliates and local firms is included in Appendix 3.1.

Forward linkages occur when raw materials, intermediate or final products or
services are passed from the foreign affiliate to another firm for further processing,
packaging, marketing or distribution, use by industrial customers, or for additional
value-added such as after-sales services. The extent of forward linkage by the affiliate
depends on the product itself, the L-advantages of the host country, the presence of

capable local firms, and the extent of local experience by the affiliate.

Evidence suggests that forward linkages are typically not as common as backward
linkages, for several reasons. First, the MNE often stands to gain more by
independently adding value to the product which discourages the use of forward

linkages for agency/marketing purposes.

Second, the affiliate may forego forward linkages by developing and producing output

intended for more sophisticated, offshore markets, rather than the home market



Chaprer 3 Literature Review: Empirical Evidence __ 68
(OLoughlin & O'Farrell, 1980). If value-adding is done offshore, then not only are
very few linkages created, but the potential for local employment is limited. Timber,
for example, is logged in New Zealand but frequently sent to Japan to be processed.
Overall, evidence is mixed as to whether FDI promotes downstream development in

processing industries (Dunning, 1993, p. 461).

Third, there is also less emphasis on forward linkages in the literature. Empirical
research has focussed on manufacturing industries where backward linkages are more
prevalent (Sun, 1998). Exceptions do exist however, such as textiles and fashion

MNE, Benetton (Italy).

Fewer studies have sought to establish the reliance of foreign affiliates on forward
linkages for the purposes of agency, marketing and distribution. However, this can

occur for several reasons.

. One, the company chooses to focus on core activities and sub-contracts non-
core activities to other firms. Benetton, for example, forms forward linkages
with European manufacturers and outlets who produce and sell the clothing. -
Core activities, such as design, cutting, dyeing and packing, are kept in-house

(UNCTAD, 1995).

. Two, in the initial stages of investment, the affiliate can learn from the

locally experienced and knowledgeable indigenous firm.

. Three, the MNE may need to maintain close relations with the marketing
outlets for its products, in order to offer guidance about use and servicing.
MNE:s producing appliances, electronic and technical products, for example,

work closely with outlets.

One of the benefits of forward linkages for local industry, is that MINEs can provide
a cheaper, closer, and more reliable source of products for use in local manufacturing.

Often these products would otherwise only be available through importing (Dunning,
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1958). The MNE can introduce new products and services to a host economy, that
enable local firms to produce their own products more efficiently and competitively.
Linkages may also be forged between the affiliate and industrial customers of their
technical products and equipment who need ongoing operation and/or maintenance
advice. For example, IBM provided training, software and installation support to new
customers in countries where the technology had been previously unavailable
(Mansfield, 1974). Dunning (1958) found that US affiliates in British industry

invested more in training for their customers than domestic firms.

Finally, a number of studies have shown a high reliance by foreign affiliates on local
service providers (Collis, Noon, & Berkeley, 1994) (Fuentes, Alegria, Brannon,
James, & Lucker, 1993). These findings are not unexpected, as the perishable and
inseparable nature of many services means they are more likely to be purchased from
service providers in close geographic proximity. Where these firms provide after-
sales services, maintenance services or other support to customers, then the affiliate
frequently offers training and technical knowledge about the product/service to
facilitate the local firms’ efforts. However, existing research typically does not clarify
whether these services constitute inputs (such as cleaning, insurance), or further
downstream processing (such as marketing or after-sales service). Hence, the

difference between backward and forward linkages is not made distinct.

Backward linkages occur when the affiliate acquires inputs from local suppliers, or
subcontracts part of the production process or service function out to other firms,
increasing demand for local goods and services. These linkages traditionally have
been considered one of the principal conduits for spillovers from foreign-owned to

indigenous industry in a host economy (Hirschman, 1958).

Local sourcing Empirical work in this area is most often concerned with the extent
or quantity of local sourcing by the affiliate in the host country. The available
evidence suggests that the majority of foreign firms have some local linkages
(McIntyre, Narula, & Trevino, 1996). Some affiliates (for example Nissan Motor
Manufacturing in the UK, Nike and lkea (UNCTAD, 1994)), are highly reliant on
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external suppliers, although these tend to be the exception. Even in developed
countries the extent of direct linkages with indigenous firms typically is limited
(Barkley & McNamara, 1994; Barrow & Hall, 1995; Collis et al., 1994; IL.O, 1976;
Kennedy, 1991; Phelps, 1993; Turok, 1993). Linkages are even more limited in
developed countries where local capabilities are few or export processing zones create

foreign enclaves (Fuentes et al., 1993) (Sung, 1993).

Some studies have found that while foreign ownership has acted as a beneficial
stimulus to the development of the foreign-owned affiliate, this has not been met by
acorresponding positive impact on local firms. Barrow and Hall (1995) conceptualise
the extent of local sourcing linkages with a continuum that places at one end the
affiliate that has no linkages and operates in an enclave environment (such as a
“screwdriver” assembly plant), and at the other end, the linked (or locally integrated)
firm. In terms of the OLI reviewed in the previous chapter, it is expected that MNEs
would internalise most of their O-advantages and activities. Therefore, we would
anticipate that the number of local linkages formed by MNEs would be fewer than

those of uninational firms.

Empirical evidence supports this assertion. Ruane and Gorg (1997) found that
foreign-owned affiliates in Ireland purchased fewer raw materials and services locally
than indigenous firms. A study of foreign-owned affiliates in the United States found
that relative to domestic multi-branch plants, they purchased proportionally more
inputs. However, locally-owned firms had the highest levels of local sourcing of all

the firms (Barkley & McNamara, 1994).

The major limitation of Barkley and McNamara’s study and others such as Barrow
and Hall’s (1995), is that they fail to distinguish the three different sources of local
inputs. First, are the local purchases made from other foreign-owned firms based in
the host country. Second are the intra-firm purchases made from branches or
divisions of the same firm operating in the same country. Third are the specifically

local purchases made from indigenous (and unrelated) firms in the host country.
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Such adistinction would reveal the extent to which affiliates were operating in foreign
enclaves. An enclave exists when sourcing is either intra-firm or from other foreign
owned firms in the host country rather than through linkages with indigenous firms.
For example, high levels of local sourcing from other foreign affiliates has been
evident in service industries, such as financial services, consultancy and hotels
(Dunning, 1989). A particularly notable example is the Japanese auto component

suppliers who followed major Japanese vehicle manufacturers into the European

Union and the United States.

Studies that use value-added, import intensity or vertical integration to measure the
extent of local sourcing linkages have mixed results, and many focus on developing
countries. For instance, foreign export-oriented affiliates had higher value-added (to
exports) than domestic firms in a study by Kumar (1987), but the results of studies by
Landi (1986, Nigeria), Jo (1980, South Korea) and McAleese and McDonald (1978,
Ireland) show that MNE affiliates have a tendency to import more than their local

counterparts.

This finding is confirmed by the majority of developing country studies reviewed in
Jenkins (1990). In contrast, Kumar (1990) found that the import propensities of both
foreign and domestic firms in India to be similar. However, a comparison of the
vertical integration of the firms in the same study was found to be significantly higher
in the foreign afffiliates. This result is similar to that of Halbach (1988, developing
countries) for large subsidiaries, but incongruent with previous studies by Newfarmer
and Marsh (1981, Brazil), and Willmore (1986, Brazil) who found vertical integration

to be negatively correlated to the degree of foreign ownership.

A major limitation of studies that use local value-added, import intensity, or extent
of vertical integration to assess local sourcing by foreign affiliates in comparison to
domestic firms, is their focus on aggregate level impacts. They effectively measure
the difference in the levels of local sourcing between foreign and local firms - which
are to be expected given internalisation theory. But they do not reveal more important

differences that relate to the ‘bundle’ of unique competences and resources embodied
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in the affiliate (Dunning, 1993). But these types of studies do not address the question
of whether these linkages, and their resultant impacts, are unique to the MNE. For
example, Gongalves (1986) found that MNEs in Brazil did not offer more technical
assistance to suppliers than domestic firms, once size and industrial sector were
controlled for, but the type of technical assistance offered may have been more

important than the extent of this assistance.

A major limitation of the local sourcing literature as a whole, is its suggestion that the
impact of direct linkages is limited to increased demand for, or supply of, locally
produced goods and services. This is especially true of studies that use aggregate
level data. The generation of such economic activity is insufficient, in itself, to
generate the virtuous cycle of local up-grading. In reality, direct linkages can be far
more complex than simple demand/supply market transactions. For instance, they
may involve on-going relationships between firms, and the provision and supply of

goods and services customised to the purchaser’s requirements.

In summary, the empirical evidence suggests that the extent of local sourcing linkages
formed by affiliates is lower than that of indigenous firms. However, the implications
for local firm upgrading arising from the introduction and utilization of firm-specific
resources are less clear. So, in addition to assessing the absolute value of local

purchases, research should also evaluate:

. the extent to which resources (including O-advantages) of the MNE influence

the types of local linkage formed;

] the extent to which these resources are internalised; and
. the extent to which diffusion or transfer of these resources to indigenous
firms.

This would enable a more insightful evaluation of the impact on local upgrading as

a result of the unique OLI configuration of the affiliate.
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Developmental linkages The quality or dynamic nature of linkages are more critical
considerations for the development of local O-advantages, than whether or not
linkages are occurring or the quantity of those linkages. The quality of linkages refers
to how much upgrading of local capabilities occurs over time, the extent of deepening
of local linkages and the extent to which affiliates are integrated into the local
economy (UNCTAD, 1999). Turok (1993) suggests a useful dichotomy which
classifies the likely effect of MNE linkages on the local economy as either
‘developmental’ or ‘dependent’ (also see Barrow & Hall, 1995). Put simply, the
terms make the distinction between linkages that contribute to upgrading (quality) and

linkages that just increase demand (quantity).

In the development scenario, the affiliate responds to economic and market pressure
or failure by engendering flexibility through decentralisation of decision making and
closer relationships with others in the value chain, or in other words chooses a ‘voice’
response (refer Chapter Two). The result is a cluster of geographically close firms
who can benefit from lower transaction and transportation costs and the exchange of

technical ideas and market knowledge.

Although empirical evidence is limited there are a few recent studies worthy of
mention and these are briefly reviewed in table 3.1 (see following page). These
studies differ from the typical local sourcing literature in that they take a more

qualitative approach which investigates specific impacts at the firm-level.



Chapter 3 Literature Review: Empirical Evidence 74

Table 3.1
Empirical Evidence of Local Upgrading via FDI
Author Findings
Dunning A survey of suppliers in the U.K. found that the majority benefited from formulae,
(1998a) manufacturing methods, machinery design or other knowledge as a result of their
relationships with locally-based U.S. affiliates (follow-up of earlier 1958 study).
Barrow and A case study of AMEX in the U.K., found that the affiliate had prompted improvements to
Hall (1995) systems and technology at its main local bank and encouraged local suppliers to achieve

national, if not international, standards for price, service and quality through close
linkages, high volume trading and competitive purchasing practices.

Cases Case study evidence that suggests MNEs have played a positive role in the creation
reviewed in subcontracting linkages in East Asia (electronics), Hong Kong and Taiwan Province of
UNCTAD China (textiles and clothing). This has enabled subcontractors to upgrade production to
(1994) higher value-added activities

Nike (a U.S. sportswear giant) relies on backward linkages with suppliers for all its
production activity. It gives its suppliers the opportunity to receive high volume, regular
orders, to shift production to higher value-added products and to benefit from assistance
with upgrading production capability.

Ikea (Sweden) relies on 2,300 subcontractors in seventy countries for the manufacture of
its furniture. To achieve high standards of quality and efficiency Ikea imposes strict
selection criteria on its suppliers. It has made considerable contributions towards the
upgrading of production facilities through the dissemination of better production methods,
new technologies such as computer ordering systems and modern machinery.

Wong (1992) A study of eight MNE affiliates and their 16 subcontractors in Singapore found that these
relationships had a significant and positive influence on the technological development of
the subcontractors. The impetus for this upgrading came from the affiliates themselves.
They encouraged the local subcontractors to upgrade their production capabilities to meet
the required standards. The affiliates offered technology, information such as product
design specifications, exposure to good manufacturing processes, or assistance with
technological learning through quality testing and diagnostic feedback. They also offered
on-going contracts to subcontractors willing to invest in improvements to technology and
quality. Some even threatened to switch to other subcontractors.

In the alternative, dependent scenario, flexibility is achieved through price-cutting and
short-term, convenient relationships with local firms. Loyalty is weak to local
suppliers who are exposed to international competition through adversarial purchasing
contracts, and are limited to supplying standardised, low-technology components or
raw materials. The result is an absence of mutually beneficial development and the
promotion of economic and technological dependence by local firms. This scenario
is evident in several studies which found insignificant evidence of value-added,
technology based linkages between firms, as well as low levels of local sourcing

(Barrow & Hall, 1995, U.K.; Phelps, 1993; Turok, 1993, Scotland).
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In summary, the critical issue for upgrading is not whether linkages with local firms
exist, but the quality and longevity of those linkages. We make the important point
that forward and backward linkages may not only stimulate the level of business
activity (demand), but also contribute to the productivity and competitiveness of the
indigenous firms via on-going relationships and assistance. In the longer-term, such
‘quality’ linkages may evoke a stream of virtuous up-grading and economic
development, including the creation of employment, and further downstream linkages
between indigenous firms and their own customers and suppliers. However, a simple
dichotomy of backward and forward linkages still excludes collaborative linkages
whereby local firms and foreign affiliates engage in mutually beneficial inter-firm

agreements. We examine this possibility in the following section.

Collaborative linkages These inter-firm agreements typically involve a reciprocal
transfer or development of non-equity resources, competences or services. As such,
collaborative linkages can be thought of as ‘higher order linkages’, that extend beyond
the simple market transactions discussed in the previous section. These linkages
include strategic alliances, technology sharing or development agreements, and
managerial contracts as well as licencing, franchising, and joint ventures. These latter
agreements are typically equity-based and therefore not included in this review (but

see Mowery & Rosenberg, 1989).

Collaborative linkages may be instigated for a variety of purposes such as:

. competitive or collusive activities;

. sharing of complementary assets such as technology, information and
resources (including human resources) (Chesnais, 1988);

. joint R&D activity to avoid duplication of new research or speed up the
development process (Mowery & Rosenberg, 1989);

. exclusive supply or purchase agreements to ensure quality and reliability from
on-going relationships;

. exclusionary market or manufacturing rights;

. co-operative marketing efforts that may seek establishment or

commercialisation of a product in foreign markets; and
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. specialisation of core activities while allowing external firms to develop
others, especially where they are able to bring innovations to the market more

quickly. (Teece, 1992; UNCTAD, 1995).

There have been some valuable contributions made in the area of technology diffusion
via industry networks or clusters (see chapter two). This research is largely restricted

to industrialised countries (Hékansson & Johanson, 1993).

Competitive industry clusters attract firms which often engage in collaborative
linkages to access L-specific competences embodied in local industry. In a study of
Sweden’s internationally competitive industry clusters, Ivarsson (1999) found that
foreign firms in the competitive clusters engaged in significantly more collaborative

linkages than firms in non-competitive clusters.

This result confirms the general hypothesis that foreign firms exploit the localised
pool of process and product technology available in the competitive clusters.
However, the research also revealed a high reliance on internal (corporate) sources of
technological competence. Parent and sister affiliates overseas were the most
important source of such competences for approximately three quarters of the firms

in both types of cluster.

There has been considerable attention given to the role of technology in economic
development, and co-operation between firms to develop this technology. In
particular, the distinction between firm-specific (tacit and non-tradeable) and public,
generic knowledge (codifiable and tradeable) provides further justification of quasi-
internalisation of O-advantages. This distinction explains how firms are able to
maintain core competitive advantages within the firm, while simultaneously sharing
and jointly developing other competences to the mutual benefit of collaborative
partners (Cantwell, 1992; Mowery & Rosenberg, 1989). Therefore the diffusion or
transfer of technology via both indirect and direct linkages usually involves codifiable,

generic technology, rather than the more tacit core advantages of the affiliate.
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Despite the growth of the network and technology development literatures in this area,
fewer studies in the international business literature have explicitly investigated the
role of collaborative linkages between foreign and local firms in the development of
indigenous industry (although see UNCTAD, 1995). This literature also largely
understates the developmental potential of a two-way transfer of competences through
such alternative organisational forms (Perez, 1997). Dunning (1998a) recognises that
the affiliate may coordinate its activity with those of a network of firms in order to
augment their own O-advantages, while R&D alliances may strengthen the
competitiveness of the participating firms. This, he asserts, is equivalent to a ‘voice’
strategy, overcoming the inflexibility and risks of hierarchical internalisation

(Dunning, 1995).

As with the indirect diffusion of innovation and competences, the extent of
collaborative agreements is difficult to quantify, outside of the United States, due to
the limited recording of non-equity forms of collaborative activity. In addition,
despite mounting empirical evidence of the mutually beneficial development taking
place in specific firms, industries or regions, the majority of studies do not

differentiate between affiliate-affiliate and affiliate-local firm agreements.

This limitation is also evident in studies of backward and forward linkages, as
discussed in the previous section. Some would argue that this distinction is largely
irrelevant given the convergence of globalised firms who draw on worldwide sources
of technology and inputs. Nonetheless, the fact that ‘clusters of excellence’ do occur
in specific countries suggests that L-specific differences are influencing these
competences. It also explains the need for inter-firm cooperation and the subsequent

mutual upgrading that occurs.
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DETERMINANTS OF LINKAGE FORMATION

The consensus of the great majority of those [studies] is that the
contribution of fdi to the upgrading and increased productivity of the
host country’s resources and firms is strongly conditional of the
motives for the investment, the size, nationality and the degree of
multinationality of the investing companies, the human and physical
infrastructure and market structure of the host country, the form of
entry by the foreign affiliate, the nature of the products, the
characteristics of related firms (e.g. competitors, suppliers, etc.), and
the entrepreneurial ethos and strategies of both the investing

companies and indigenous competitors in the host country. (Dunning,
1998a, p.263).

It is evident that the extent of linkages between foreign and local firms depends on a
wide range of variables. We focus our discussion on the three main areas of firm

strategy, host government policy, and existing local industry

Firm strategy

The firms global strategy influences the extent of local sourcing and the types of
linkages formed in the host economy (Kotabe & Omura, 1989). The two key
influences are the motive for the investment and the role of the affiliate in the wider
corporate network. The mode of entry and the degree of autonomy also have been

found to influence the extent of local sourcing.

Motive for investment As discussed in Chapter two, the motives for investment can
be classified into five broad categories and tend to exert influence on the degree of

linkage of the foreign affiliate with the local economy.

Resource-seeking investments which locate on the basis of low-cost labour or for the
extraction of natural resources, tend to require few inputs from other local firms.
Foreign investment in manufacturing tends to be more integrated with the local
economy than investment in extractive and resource-based industries. The ILO (1976)

found that affiliates in extractive and resource-based industries import approximately



Chapter 3 _Literature Review: Empirical Evidence 79

half their imports, and only source basic inputs such as fuel, transport and public
works. However, resource-seeking investments that involve on-shore processing have

the potential to create forward linkages.

Williams (1997) asserts that as both resource and market-seeking investments are
driven by the need to access low-cost resources and new markets, the affiliate is likely
to concentrate on low value-added activities and rely on parent company know-how.
However, there is scope for forward linkages if local firms are given responsibility for
marketing or distribution functions. If the affiliate also incorporates manufacturing
with market-seeking investment, then backward linkages will occur, at least for

standardised inputs.

The market orientation of the market-seeking affiliate also influences the extent of
local linkage formation. Those engaged in import substituting activities and servicing
of the domestic market have significantly more inter-industry linkages than those
involved in export-oriented activities seeking to service foreign markets (Halbach,
1988; Reuber, 1973). A more recent study of German companies operating from both
the UK and Ireland found that the latter was used as an intra-firm exporting base,
while the former was a base for domestic-market (UK) servicing. As a consequence,

there were higher levels of local sourcing evident in the UK (Hood & Taggart, 1997).

Efficiency-seeking investments, particularly those which involve manufacturing, are
associated with higher levels of local linkage. The purpose of efficiency-seeking
investment is to combine the existing strengths and capabilities of the global firm with
those of the local economy for the purposes of economies of scale and scope. This
would suggest that affiliates that are able to rationalise their own activities and acquire

cost-effective quality inputs locally will chose to do so.

The impact of strategic asset-seeking investment depends on the mode of entry. If the
affiliate forms collaborative linkages with local innovators, this results in high-quality
linkages (Chen & Chen, 1998a). However, if the investment involves acquisition of

local, innovative firms then the affiliate has bypassed linkage formation in favour of
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full internalisation of local O-advantages. The impact then is principally on the (new)

firm, rather than industry.

Finally, trade-supportive FDI typically forms few linkages with the local economy as
its purpose is to provide local services and administrative support. Its impact would

be similar to that of non-manufacturing, local market-seeking investment.

Role of the affiliate Empirical evidence suggests affiliates that follow
simple-integration, rather than stand-alone or complex-integration strategies, are less
likely to establish linkages in the local economy. Firms that follow simple-integration
strategies conduct a narrow range of functions in the host country. They tend to rely
on imported inputs and create few local supply linkages (UNCTAD, 1994). As the
affiliate also performs less sophisticated functions than the parent, locally sourced
inputs have lower value-added. This may mean that local suppliers are forced to
compete on cost rather than upgrading their capabilities to provide more specialised

inputs.

On the other hand, complex-integration strategies aim to maximise benefits of
economies of scale and efficiency (see above). Such an affiliate is responsible for a
wider range of functions, such as intermediate and final production or marketing, and
therefore will demand more from the local economy. Dupuy and Savary (cited in
UNCTAD 1994) found that affiliates that were strongly rooted in a host economy and
oriented towards the domestic market accounted for significant local procurement,
and Campbell found that the international production strategy of the MINE has

considerable bearing on the impact on a host country (1994).

Mode of entry/Ownership form Greenfield investment typically involves an increase
in local linkage formation and demand for locally produced goods and services. In
contrast, where FDI involves acquisition of an indigenous firm, existing linkages may
decline as the foreign affiliate sources from parent and related affiliate companies
offshore (Ashcroft and Love 1989; Love 1990; Schachmann and Fallis 1989; cited in
Barkley & McNamara, 1994).



Chapter 3 Literature Review: Empirical Evidence 81
Autonomy The evidence suggests that higher levels of autonomy allowed to the
affiliate are related to higher local involvement. Williams (1997) argues that greater
strategy autonomy allows affiliates to develop linkages through local procurement
activities as they take part in more value-added activities. Studies that compare
foreign owned affiliates with local branch plants tend to show that the former have
fewer local linkages due to lower levels of local autonomy, and greater specialisation

into higher value-added activities (see Ivarsson, 1999).

Industry/sector Many empirical studies confirm that industry sector, rather than
foreign ownership per se, plays a more determining role in the extent of linkage
formation. Multinational firms are over-represented in industries which typically have
fewer linkages in the local economy. These industries tend to source a larger number
of inputs offshore and use labour-intensive processes. Comparisons between local
(multi-plant) and foreign firms in the same industry confirm this assertion. They
show little difference between the extent of local linkages created within industries.
Foreign firms in the high technology sectors such as automobile, semiconductor and
computer industries for example, were found to establish only weak linkages to the
local economy/region. This was also true of domestic firms in the chemicals and

high-technology sectors (see Barkley & McNamara, 1994).

Equally, foreign firms tend to be under-represented in sectors that are most likely to
source locally, such as textiles, lumber, paper and printing (Barkley & McNamara,
1994). In addition, foreign affiliates in the primary product sector (oil, mining,
forestry) tend to create fewer linkages with local suppliers as inputs (such as capital,
managerial resources and technology) come from the parent, and outputs (usually in
the form of raw materials) are sent offshore for further processing. A major exception
are service sector MNEs, such as those involved in trading and tourism which engage

in frequent backward linkages.
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Government policy

Trade and competition policy influences the extent to which affiliates are willing to
form linkages. A general consensus is that the more competitive and outward-
oriented an economy is, the more that linkages are encouraged (UNCTAD, 1999).
This is of particular significance for New Zealand which has prided itself on the
aggressive reduction of trade barriers, superceding efforts of neighbouring countries
such as Australia with whom it competes for inward investment. However, a lack of
infant industry protection coupled with concentrated effort to raise exports has

undermined potential benefits of the free trade regime in New Zealand.

Government also has a direct influence on the extent of local linkage formation
through specific policies aimed at foreign investors, or industry more generally. Local
content requirements result in higher levels of linkage. In India, for example, the two
largest and foreign-owned automobile companies had local content of sales at 94 and
95 percent (cited in Dunning, 1993). Incentives for investment, or subsequent R&D
and training activity may also encourage the establishment of greenfield sites and
counter some of the costs incurred through involvement in local upgrading. In
isolation, these policies (particularly incentives) typically have not produced benefits
greater than their costs. In contrast, countries such as Singapore where the overall
policy approach is integrated and focussed on local development, have experienced

considerable success (UNCTAD, 1999).

Adequate intellectual property rights may reassure MNEs seeking to introduce new
technologies (Teece, 1986a). However, policies intended to speed up the rate of
diffusion can often have the reverse effect. Mandatory licencing in Brazil, for
example, enables local firms to access international technology, but discourages
MNEs from introducing the latest developments. Trade restrictions may also
discourage the transfer, and subsequent dissemination, of leading-edge technologies
in markets which cannot support their full potential by acting as production bases for

third country markets (UNCTAD, 1995).
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In New Zealand, national treatment for foreign-owned affiliates; lack of specific
incentives for foreign investment, industry development and exporting; and highly
liberalised trade policy mean that investors face the same operating conditions as local

firms. We discuss New Zealand policy more fully in Chapter Four.

In addition to direct influences on the activities of MNEs in the host country, host
government policy has an indirect influence on receptor conditions. It shapes host
economy L-advantages, for example industry and education policy influences the
degree of local firm capability. Economic policy will ultimately impact on other
receptor conditions such as market size (Lall, 1980), the social climate, the education

system, the scientific community and the extent of industrial research (Mansfield,

1974).

Local industry

Capability of local firms There is considerable evidence that shows the capability
of local firms to provide competitively priced, quality and reliable products and
services has a significant bearing on local sourcing. If local suppliers can respond to
the demands of affiliates’ effectively, then the potential for linkages is higher.
However, an affiliate will not establish these linkages where the existing networks of
suppliers, skills and capabilities and technologies are woefully inadequate (UNCTAD,
1999).

In developed countries, foreign investment is most likely to have a favourable impact
on local capabilities where local firms are able to absorb new ideas and technologies
and build on their existing O-advantages. Increased rivalry may prompt
improvements to skill levels in less efficient or protected sectors, if the technology
and skill gaps between local and foreign firms are not too wide (see below). There
is considerable evidence that linkages increase as local capability improves. Linkages
with domestic suppliers increased in the Singaporean electronics sector as this
industry developed for instance. The local content ratio of Japanese production in the

United States and Europe has risen due to improvements to the quality and price of
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local inputs, expansion of manufacturing facilities, and increased reliability of supply

(see review in Dunning, 1993, p. 453).

However, if the local sector is weak, then inward investment is less likely to promote
skill and competency upgrading as local firms cannot compete with their foreign
rivals, who also raise barriers to entry for other firms (Dunning, 1993). Turok(1993)
found that the extent of linkages in the Scottish electronics industry was limited by
the technological weaknesses of local suppliers, the lower quality and reliability of
their output, and uncompetitive prices, despite there being sufficient local capacity for
production. Suppliers indicated that they had difficulties meeting the demands made
by the affiliates for low-priced, irregular, and short-notice purchases. Barkley and
McNamara (1994) also found that the availability and relative price of local inputs

influenced the extent of local sourcing.

Technology gap between foreign and local firms The ability of local firms to
benefit from linkages and technological spillovers is dependent on the extent of the
technology gap between them and the foreign affiliate. If the gap is small, and the
level of existing technology is of comparable sophistication, local firms are more
likely to benefit. In Uruguay, Kokko et al. (1996) found significant differences in the
impact of foreign presence on spillovers; it was positive for firms that had small
technology gaps, but not for those with large gaps. The study indicated that large
technology gaps mean local firms are unable to learn or apply foreign technology
using existing skills, rather than not being able to access that technology, for instance

in an enclave situation (Kokko, 1994; Perez, 1997)

A similar concept is that of absorptive capacity based on the existing resources and
technological capabilities of local firms. The extent to which technology diffuses
(either directly or indirectly) to indigenous firms is dependent on their absorptive
capacity (Cohen & Levinthal 1990 cited in Cantwell 1992). The indigenous firm must
have the capacity to recognise the potential of the technology and be able to
incorporate it into existing or modified firm practice. The greater the differences

between the tacit competences of the recipient (local) and donator (foreign affiliate),
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the higher the cost of transfer to, and absorption by, the recipient; and the less likely
there will be indirect diffusion, or direct transfer of technology via supply or

collaborative agreements.

Other determinants

Other important determinants of linkage formation relate to the nationality and age of

the investor.

Age Linkages tend to increase over time as the affiliate becomes more integrated with
the local economy. This has been the case for Japanese manufacturing affiliates.
(Watanabe 1993, cited in UNCTAD 1994) found those established prior to 1970
sourced 69 percent of inputs locally, compared to 45 percent by those established in
the first half of the 1980s. In Ireland, O'Loughlin and O'Farrell (1980) found that new
foreign affiliates tended to have lower levels of linkages than new domestic firms and
that these linkages would increase overtime. McAleese and McDonald (1978) also
had similar results, and Ruane and Gorg (1997) found that linkages increased initially

and then levelled off.

Country of origin  Studies that examine the impact of nationality on linkage
formation have very mixed results, suggesting that other factors play a more important
role. Some studies found no significant influence on local linkages (Barkley &
McNamara, 1994), while others found country of origin effects were significant
(Kotabe & Omura, 1989). Evidence from affiliates operating in the United States in
the late 1980s, suggested that few linkages occur between local and foreign firms as
aresult of the country of origin. Japanese firms, for instance, were found to purchase
little from indigenous suppliers and to rely heavily on other Japanese firms also
operating in the United States (Iannone 1989, cited in Barkley & McNamara 1994).
A study of the procurement practices of North American and European Community
affiliates operating in England found the latter relied more heavily on inputs (such as

capital equipment) from their country of origin (Collis et al., 1994).
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CONCLUSION

MNE activity impacts on the affiliate, on industry (indigenous firms), and on the
economy. The underlying assumption of the IDP is that a country’s propensity to
undertake outward FDI is related to inward FDI. Ultimately, MNE activity, in
conjunction with appropriate policy, is expected to foster the ability of indigenous
firms to undertake independent outward foreign investment. The empirical evidence
suggests that this may be occurring in ideal circumstances, but in most cases, only to
alimited extent. At the micro-level the unique impact of the MNE is explained by its
use and organisation of the bundle of resources transferred from parent to affiliate.
The diagram below shows the relationship between the typical elements of this

bundle, and the anticipated impacts at the first and second round levels.

The chapter began by examining the impact of FDI at the macro-level. It looked at
the impact on the host economy of first round effects arising from changes to capital,
employment and technology. Atthe micro-level, FDIimpacts on the performance and
competitiveness of the affiliate through the transfer and organisation of a bundle of
O-advantages transferred from the parent. These first round effects are the focus of
much of the extant literature. We then considered the second round effects that occur
as a result of indirect and direct linkages with indigenous firms, as shown in Figure

3.1

Our first concern was the emphasis of these studies on measurement of these effects
at the aggregate level. These results provided evidence of the aggregate ouzcome of
foreign presence, but tended to blur the role of the MNE’s unique characteristics in
the process of change. These studies certainly provide evidence of the capacity of
MNE activity to be associated with performance, market, and structural change, but

the actual process of this change at the level of the local firm is less well understood.

Neither did the studies enable researchers to establish if changes were occurring as a
result of direct linkages or indirect linkages. Measurement difficulties also meant

there has been limited research on indirect effects at the level of the firm. Studies
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which did consider these micro-level effects were often limited to case study

approaches.

Figure 3.1
First and Second Round Effects Arising from Inward FDI

T ————— |

Inward FDI ‘bundle’ First round effects | Second round effects
Capital
Aggregate benefits Indirect linkages
Technology-product that accrue to an e Competition
-process economy from inflows | « Agglomeration

of capital, technology | « Demonstration
Employment,—— & employment

human resources

Direct linkages
Management practices  Performance benefits | « Demand & supply

that accrue to the e Technology/knowledge
Marketing/distribution  foreign-owned firm e Managerial practices
systems through access to » Market network access
parent company e Access to inputs
Market access resources. e Other assistance
___________________________________ ’

Second, empirical evidence supports the concept of internalisation of activities by the
affiliate. Most research found that foreign affiliates have fewer linkages than
indigenous firms. Still, more studies investigated backward rather than forward
linkages, and very few studies considered agency or marketing agreements as a means

of local upgrading.

Third, the emphasis of much linkage research determines whether linkages exist, and
if so, their scope or extent in the local economy. Focus on the value of local sourcing
has limited many studies to measuring the quantity rather than the quality of local
linkages. Too infrequently did studies consider direct linkages which were of the
developmental sort. These linkages involve a voice response to market imperfections.
They are characterised by ongoing involvement between the firms, purchase and
supply of more specialised goods and services, and/or inter-firm transfer of assistance

and resources in order to help indigenous firms raise the standard of their output.
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Fourth, linkages between firms were often assumed to generate positive effects on
local industry, particularly direct linkages. Negative effects, such as ‘crowding out’
of local industry, were typically associated with indirect competitive effects, or direct
acquisition of indigenous firms. Few studies considered the potential for ‘hollowing
out’ or the cumulative decline of local industry, as a result of a strong foreign
presence or collaborative linkages (exceptions include Perez, 1997). 1t is also
important to recognise the potential for a two-way transfer of resources, which may

be beneficial or detrimental to either of the firms involved.

Fifth, the majority of studies do not consider the full exteni of linkages - from indirect
competitive effects, to direct relationships with customers and suppliers, and finally,
collaborative linkages with industry partners. The absence of the collaborative
linkage, in particular, considerably underestimates the impact of an MNE’s activities
on local industry. This is especially true in the case of the AICs, where globalization
of markets and production coupled with the need to remain flexible and innovative

has increased the number of strategic alliances

Finally, and related to all these points, the international business literature fails to link
the level of linkage of an affiliate with the local economy with purposeful
‘externalisation' of O-advantages. If O-advantages remain successfully contained
within the firm, then this strictly limits the impacts on upgrading, by excluding
assistance-related linkages, collaborative linkages and the like. A more flexible
definition of O-advantages is needed to include not only firm-specific tacit
advantages, but also codifiable knowledge and resources that result from being part
of a MNE. The transfer of such non-core advantages is more likely to occur and
therefore is more important to our consideration of upgrading (or downgrading) of

local firms through direct linkages.

In conclusion, Dunning (1993) states that there is still no satisfactory answer to the
question of whether the MNE has a positive impact on economic welfare and how this
could be maximised to the benefit of the host country. Both firm and country-specific

factors influence the degree and quality of local linkages. Chapter Two considered
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theories which explained why firms undertake international production, and the
possible impacts of that firm’s activities on a host country. In the following chapter,
we consider the L-specific factors of the host country in more detail. Specifically, the
extent and pattern of MNE activity in New Zealand will be addressed using existing
literature and statistics. Then in Chapter Five we attempt to address the above

limitations of the literature by operationalising the OLI paradigm.



CHAPTER FOUR
FDI IN NEW ZEALAND

While there is no shortage of personal opinion on the subject of
foreign investment in New Zealand, it is nevertheless an outstanding
example of poor documentation (Deane, 1970, p.1).

INTRODUCTION

Foreign direct investment (FDI) has, and continues to play, a crucial role in the
development and growth of New Zealand industry. Among the developed countries,
New Zealand is one of the most reliant on FDI (UNCTAD, 1999). Historically, FDI
has provided the foundation for many of New Zealand’s fledgling industries, such as
dairy, meat processing, and banking. Since liberalisation and deregulation of the
economy in the mid 1980s, foreign investment has become an even more significant
source of capital, assets, and employment (Enderwick, 1998). It is for these reasons
that a more comprehensive study and analysis of FDI in New Zealand is critical to
understanding its immediate and longer-term effects, and to devising appropriate

policies to maximise economic benefits.

This chapter presents the current position of FDI in New Zealand. It draws on and
refers the reader to existing literature and official statistics to illustrate the historical
importance of FDI as well as the extent and pattern of investment over the past
decade. The discussion then turns to examining the ESP paradigm (see Chapter Two)
in the New Zealand context. Primarily we are concerned with New Zealand’s
location-specific (L) advantages, as well as the policy environment that has shaped

these advantages.

Finally, we review the empirical evidence that looks at the impact of FDI in New
Zealand at the level of the economy, the foreign-owned affiliate itself, and at the level

of industry. This evidence shows that FDI in New Zealand makes a significant
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contribution in a number of areas, including capital funds, employment, technology,
management practices, access to corporate networks, and increased local demand and
supply of goods and services. In conclusion, we present a number of caveats
regarding the analysis and interpretation of current research that give rise to the need

for comprehensive survey evidence to rigorously test propositions.

NEW ZEALAND’S HISTORICAL RELIANCE ON FDI

The earliest foreign investments in New Zealand industry (prior to 1900) were made
where Jocal manufacturing of products, such as sugar and ammunition was necessary.
The meat industry, in particular, experienced substantial foreign investment prior to
1920. Foreign investment of any significance first flowed into New Zealand in the
1920s, but the majority of direct investments prior to 1965 were made in the 1930s
or between 1955 and 1965. This coincided with government- imposed import
controls (see below). These initial investments came from the United Kingdom and
from Australia. Subsidiaries were wholly foreign-owned and local share participation
was not common. Following the restraints of the late 1930s, investment also came

from the United States.

In several recent works, Akoorie (1996a; 1998b) considered the historical role of FDI
in New Zealand. She argued that FDI made a significant contribution to the early
development of some of New Zealand’s leading industries. These include
agriculturally based sectors such as dairy and meat, that up until the 1970s supplied
much of its produce to Great Britain. Natural assets such as the climate and terrain
of New Zealand were combined with foreign capital, technology, and farming know-
how. Industries that provided supporting infrastructure to agriculture and commerce,

such as rail transport and banking, also had significant investment from offshore.

Following the depression in the 1930s and up until 1967, the New Zealand

Government maintained an Import-Substituting, Inward-Looking (IS-IL) policy
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orientation, designed to protect the domestic commodity-based industry from external
shocks. There were high levels of government intervention in the economic
management of the economy, encompassing monetary and fiscal policies, tariffs,
import and exchange controls and regulation on domestic industry. However, there
were no policy restrictions on inward foreign investment until 1964, when the 25

percent threshold and restrictions on the purchase of farm land were introduced.

In the absence of FDI, the only options open to the multinational enterprise (MNE)
to service the New Zealand market were via licencing where the chance to exploit
many firm-specific advantages was lost, or to service the market at great cost from
offshore. As a result of these restrictive trade policies, and in contrast to the
resource-seeking investments of the Nineteenth and early Twentieth centuries, the
primary motive for inward investment from 1938 onwards was to circumvent barriers
to trade and capitalise on such barriers through domestic manufacturing. In fact,
foreign-owned companies established monopolistic or oligopolistic positions for

themselves in many industries (Deane, 1970).

The post-1950 period saw an increase in the flow of foreign capital to New Zealand,
especially following the strict import controls applied in the late 1950s (Deane, 1970,
24). Investment was directed to manufacturing, in a diverse range of industries.
From 1955 to 1965 investment was concentrated in industries such as food,
chemicals, metal products and machinery. Considerable non-manufacturing
investment was directed to the banking, insurance, wholesale and retail trade sectors.
Overall, Deane (1970) notes that foreign investment tended to be concentrated in
industries which required a relatively high degree of technological knowledge, patent
protection and technology. Investment continued to be dominated by Australian and

British interests, although local share participation was becoming more common.

In 1984, the Labour Government instigated a series of reforms that would witness a
complete return to the Export-Oriented, Outward Looking (EO-OL) principles that
had guided policy pre-1938. Widespread deregulation of industry, privatisation of

state-owned assets and enterprises (Scott-Kennel, 1998a), and liberalisation of



Chapter 4 _FDI in New Zealand 93

policies toward capital flows, foreign investments, and trade created a virtually non-
discriminatory environment for domestic and international business alike. The L-
advantages of New Zealand shifted from protectionism, to freer access to sectors such
as banking, ownership of infrastructure such as telecommunications and transport,
and resources such as forestry. In addition, the emerging market-driven environment
became conducive to creating internationally-competitive business. These changes
have had implications not only for the type of FDI attracted to New Zealand, but also
for local firm capability. We consider New Zealand’s current L-advantages later in
this chapter. In the following section, we demonstrate the extent to which FDI has

increased since the changes to policy in 1984.

EXTENT & PATTERN OF FDI

This section presents the current position of FDI in New Zealand using official

statistics and previously published data. Specifically this section reveals:

the extent of FDI investment in the New Zealand economy relative to total

investment;
. recent trends in flows and stocks of investment;
. FDI by country of origin and regional groupings;
. foreign-owned enterprises by industry sector; and
. employment by foreign-owned enterprises by industry sector.

In the following section, the stocks of inward and outward investment presented in

this section are used to estimate New Zealand’s IDP trajectory.

FDI to total investment

Table 4.1 shows the contribution of FDI to investment in New Zealand. The figure
for inward FDI flows as a percentage of nominal gross capital formation shows that

from March 1993 to 1997 FDI accounted for an average of 24 percent of all
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investment in New Zealand. In 1997, the dramatic drop in the inward flow of

investment saw this figure reduce to just 10 percent, down from 33 percent in 1993.

As a proportion of Gross Domestic Product (GDP), inward flow of direct investment
rose to over six percent in 1996, and declined in 1997 to just over two percent. The
stock of FDI as a proportion of GDP increased from 37 to 59 percent over the same

period.

Table 4.1

FDI Flows and Stocks as a percentage of Gross Domestic Product (GDP) and
Gross Capital Formation 1993-1998

1993 1994 1995 1996 1997 1998

Inward FDI flow as a percent of GDP 5.60% 5.84% 5.01% 6.32% 2.33%
Inward FDI flow as a percent of Gross
Capital Formation 33.3% 30.7% 23.3% 27.9% 10.1%

FDI stock as a percent of GDP 37% 43% 47% 54% 59%

Source: World Investment Report 1999.

Inward FDI flows

Table 4.2 shows inward and outward FDI flows taken from the balance of payments
figures published by Statistics New Zealand (SNZ) since 1950. Looking at inward
flow first, it is evident that this has been fairly constant throughout the 1950s and
1960s, and then started to increase in 1970 responding to policy and other L-
advantages at the time. The late 1970s and early 1980s sees another rise in inward
investment levels, followed by further rises following the 1984 reforms. However,
the largest increases to investment levels occur from 1989 onwards and peak in
1995/96. This is attributable largely to the privatisation programme implemented

during this period and the growing attractiveness of the investment environment.

The more recent figures given in Table 4.2 show considerable fluctuation in the
levels of inward FDI flows. FDI flows for 1996/7dropped by 48 percent on the 1996
figure, recovered in 1997/8, then fell again by 54 percent. These fluctuations reflect

the economic and political climate both in New Zealand and internationally.
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Table 4.2
FDI in New Zealand - Inward and Outward Flows 1951-2000 (NZ$million)
Year Inward flows Outward Year Inward flows Outward
flows* flows*

1950/51 11 3 1975/76 115 18
1951/52 22 4 1976/77 279 37
1952/53 21 2 1977/78 159 31
1953/54 6 4 1978/79 264 54
1954/55 22 3 1979/80 343 73
1955/56 32 2 1980/81 204 118
1956/57 20 3 1981/82 366 115
1957/58 : 19 2 1982/83 364 604
1958/59 28 0 1983/84 205 54
1959/60 6 4 1984/85 456 349
1960/61 34 2 1985/86 745 166
1961/62 36 2 1986/87 402 949
1962/63 55 4 1987/88 238 938
1963/64 38 4 1988/89 725 226
1964/65 44 0 1989/90 2824 3961
1965/66 63 3 1990/91 2932 2546
1966/67 29 2 1991/92 2026 728
1967/68 28 -1 1992/93 4093 -2565
1968/69 39 6 1993/94 4538 . 3400
1969/70 76 1" 1994/95 4100 2662
1970/71 130 8 1995/96 5360 -1827
1971/72 98 11 1996/97 2766 -2424
1972/73 106 3 1997/98 4062 703
1973/74 153 14 1998/99 1871 1929
1974/75 H 180 15 1999/00

* Negative values given for outward FDI flows implies disinvestment by New Zealand investors.

Outward flows of FDI were negligible until the mid-1970s. Following the lifting of
restrictions on capital flows, outward investment increased dramatically in the early
1980s and even exceeded the inward flow of investment in 1983 and again over
several years in the late-1980s. The most significant flow of outward investment
began in the 1990s, but the following decade was marked by extreme fluctuations in

investment.

FDI flows by country

Table 4.3 shows the net flows of FDI by regional grouping and by country. New
Zealand attracts the largest proportion of investment from the OECD followed by the
APEC group. A further breakdown by country gives a clearer picture of the origin
of investment. In the March year ended 1999, for example, there was a net
withdrawal of investment by US, Singaporean, Canadian, and Hong Kong-based
investors and Japan and Australia were the only major inward investors. Australia

is the most significant foreign investor in New Zealand, followed by the UK.

95
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Table 4.3
Inward FDI flows in New Zealand by Group/Country of origin 1992-1999

Year ended March (NZ$million)

1992 1993 1994 1995 1996 1997 1998 1999
BY MAJOR ECONOMIC GROUPINGS
APEC 997 3,522 3,159 3,423 4,163 976 3,667 1,276
ASEAN 859 260 485 329 260 23 110 -1,051
EU 929 546 1,554 533 520 1,221 1,709 831
OECD 1,054 3,746 4,123 3,428 4,987 2,196 4,557 3,294
BY MAJOR COUNTRIES
Australia 879 3,127 903 1,018 1,402 1,214 3,085 2,817
Canada 39 305 169 244 574 -472 158 -86
Germany 6 17 34 34 54 -3 48 18
Hong Kong 42 35 -32 375 -512 -63 C -73
Japan 11 -46 54 -50 46 177 26 1,533
Netherlands 118 -65 998 32 -275 -37 -60 634
Singapore 684 256 485 310 261 1 218 -1,108
Switzerland 63 -20 21 107 48 21 14 76
United Kingdom 761 634 511 450 553 1,122 1,463 169
United States of
America -835 -161 1,387 1,574 2,310 16 -440 -1,875
Total All
Countries 2,026 4,069 4,710 4,100 5,360 2,766 4,062 1,871
Inward FDI stock

Table 4.4 shows that stocks of inward FDI in New Zealand have steadily increased,

doubling from nearly NZ$ 28 billion to nearly NZ$ 63 billion from 1993 to 1997.
L

Table 4.4
Inward Investment Stocks 1996-2000
As at 31 March (NZ$million)

1996 1997 1998 1999* 2000

Direct Investment in New Zealand 49,212 53,920 62,953 63,121 63,766
Equity Capital and Reinvested Earnings 40,695 43,641 50,618 50,632 50,969
Other Capital 8,518 10,279 12,335 12,489 12,798
Claims on direct investors -1,764 -1,342 -667 -1,346 -2,684
Liabilities to direct investors 10,282 11,621 13,002 13,834 15,482
Portfolio Investment in New Zealand 28,543 29,003 31,723 33,315 27,722
Equity Securities 425 1,503 376 453 817
Debt Securities 28,118 27,500 31,347 32,862 26,905
Other Investment in New Zealand 27,847 30,043 29,380 30,825 43,962
Trade Credits 956 1,064 1,242 1,132 1,246
Loans 9,887 10,165 11,999 11,774 12,222
Currency and Deposits 16,889 18,315 15,125 17,790 30,318
Other Liabilities 115 500 1,014 130 177
Total Foreign Investment in New Zealand 105,603 112,966 124,056 127,261 135,451

*=revised
Source: SNZ Hot off the Press
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Table 4.4 also shows the composition of inward investment stock in New Zealand.
At March 2000, foreign direct investment (FDI) accounted for 47 percent of all
inward investment. This proportion has remained relatively constant since 1996,
with a slight rise in 1998 and 1999. Portfolio investment represented 20 percent of

inward investment and other investment made up the remaining 32 percent.

In terms of the components of direct investment in1997, 80 percent was made up of
equity capital and reinvested earnings, with the other 20 percent being other capital

(principally liabilities to direct investors).

FDI stock by country of origin

Investors from OECD countries have the largest stock of investment in New Zealand,
followed by those in the APEC group. Table 4.5 shows that at March 2000, the
highest level of investment stock originated in Australia ($ 24.57 billion), followed
by the USA ($11.60 billion), and the UK ($ 9.24 billion). These three countries
accounted for 71 percent of all FDI stock in New Zealand. These are also New

Zealand’s traditional trading partners.

Table 4.5
Inward FDI Stocks in New Zealand by Group/Country of Origin

As at 31 March (NZ$million)

1992 1993 1994 1995 1996 1997 1998 1999 2000
MAJOR ECONOMIC GROUPINGS
APEC 16,802 20,940 27,399 31,412 37,858 38,557 42,528 41,714 42,038
ASEAN 1,612 1,865 2,672 2,842 3,517 3,635 2,986 1,830 1,494
EU 4,231 5,019 6,610 6,761 7,940 9,822 11,627 13,757 14,719
OECD 19,199 23,443 30,324 33,916 41,055 43,750 50,323 52,944 54,348
MAJOR COUNTRIES

Australia 7,488 10,344 12,283 13,124 14,717 15713 19,626 23,074 24,571
Canada 169 498 658 1,118 1,894 965 1,600 968 995
Germany 87 146 175 202 250 243 265 241 590
Hong Kong 576 970 1,139 1,612 1,439 1,355 1,117 875 1,067
Japan 800 1,237 1,294 1,512 1,598 1,690 1,227 2,327 2,025
Netherlands 499 538 1,882 1,689 1,345 1,371 1,345 3,622 3,353
Singapore 1,408 1,647 2,461 2,595 3,277 2,547 2,162 1,177 1,023
Switzerland 252 244 253 346 390 477 379 315 363
United Kingdom 3,481 4,175 4,219 4,595 5,894 6,894 8,509 8,586 9,242
United States of

America 6,139 5,992 9,086 11,034 14,407 14,955 15,809 12,452 11,601
Total All

Countries 22,743 27,815 36,083 40,076 49,534 54,164 62,992 63,149 63,829




Chapter 4 _EDI in New Zealand

98

Since 1992 the stock of investment has increased by $41 billion or 181 percent. The
largest increases in the stocks of investment of individual countries were for
Germany, the Netherlands and Canada, although these countries account for a small
proportion of the stock overall. Of the largest investing nations, Australia’s stock of
investment has increased by over 220 percent, the UK’s by 165 percent, and the US’s

by 90 percent.

FDI by industty sector

The extent of foreign ownership in New Zealand industry is considerable. We may
evaluate the extent of its presence by retabulating two sets of data published by SNZ.
The first considers the number of enterprises by degree of foreign ownership, and the

second gives employment figures by foreign ownership.

Table 4.6 shows a summary of this information. For the purposes of the thesis, we
show the number of significantly foreign-owned enterprises (those that have 25
percent or more foreign equity) and the number of full-time equivalents (FTE)

employed by these enterprises in New Zealand.

It should be noted at this point that the ‘enterprises’ included in SNZ’s annual surveys
are any business enterprise that is a legal entity engaged in the provision of goods
and/or services, or set up with the intention of providing goods and/or services, which
earns income and/or incurs expenses (SNZ, 1999). The sampling frame for the survey

includes all enterprises that meet the following criteria:

. greater than $30,000 annual GST expenses or sales;

. more than two full-time equivalent paid employees;

. in a GST-exempt industry except for residential property leasing and rental;
. part of a group of enterprises;

. new GST registration that is compulsory, special or forced,;

. registered for GST and involved in agriculture or forestry.
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Table 4.6
Foreign-owned Enterprises* (FOEs) and Employment (FTEs#) by Foreign-
owned Enterprises: February 1999

Foreign-owned Enterprises Employment of FTEs
(25% or more foreign equity) by Foreign-owned Enterprises

Number % % % %

of FOEs of total change | Number of total change
ANZSIC Division Enterprises  1996-99 | of FTEs Employment 1996-99
Agriculture, forestry, fishing 89 0.88 44 1382 4.96 15
Mining 45 12.71 -41 1250 34.63 -13
Manufacturing 610 3.07 -3 73220 31.21 -10
Electricity, gas, water supply 9 4.64 80 1170 17.01 -2
Construction 77 0.23 40 9420 9.21 94
Wholesale trade 1425 9.14 8 31380 32.34 6
Retail trade 225 0.67 11 34930 19.81 10
Accommodation, cafes, 100 1.14 1 8270 13.35 2
restaurants
Transport, storage 215 2.10 -6 22300 33.86 -2
Communication services 41 1.21 37 12920 46.21 31
Finance, insurance 1035 12.04 20 33925 73.53 2
Property, business services 1560 2.01 6 25890 14.85 78
Government admin, defence 0 0.00 0 0 0.00 0
Education 30 0.52 -9 340 0.33 13
Health, community services 23 0.20 2 829 0.73 22
Cultural, recreational services 97 1.11 20 3150 11.08 114
Personal, other services 40 0.37 11 2580 5.35 70
TOTALA 1999 5600 2.16 8 262960 19.06 7
TOTAL 1998 5820 2.23 271170 19.58
TOTAL 1997 5530 2.27 262110 19.15
TOTAL 1996 5206 2.30 245477 18.50

*FOEs-Foreign owned enterprises (25+% foreign equity)

#FTEs-Full-time equivalents, incorporating part-time workers as ¥2 FTE each.

AFigures may not sum to totals due to rounding and omissions made for confidentiality reasons by
SNZ.

In practice, therefore, the SNZ survey includes a wide range of enterprises. These
include corporate and non-corporate producer enterprises, producer boards, central
and local government enterprises, a range of private and government financial
intermediaries, central government and local authorities, and private non-profit
organisations such as household service providers. As such, the SNZ survey extends
beyond the types of business enterprise that are included in the sample for this study,

and any direct comparisons between the two must take this into consideration.

Foreign-owned enterprises by industry sector

Previous studies have shown that foreign-owned enterprises in New Zealand dominate
telecommunications, banking, insurance, railways (Scott-Kennel, 1998a), whiteware

retailing and office products (Rosenberg, 1998).
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In contrast, in the manufacturing sector, the number of foreign-owned enterprises has
actually decreased since 1990. This may reflect comparative disadvantages which NZ
has in this sector, such as labour constraints and a small domestic market. It might
also reflect a reduced need for manufacturing presence in NZ as result of trade

liberalisation (Cremer & Ramasamy, 1996, p. 65).

Between 1987-95, the number of enterprises which were officially classified as
foreign-owned in NZ (25 percent or more) increased from 2,251 to 4,375 - an increase
of almost 95 percent, compared to the number of fully New Zealand-owned
enterprises which increased by just 40 percent (Cremer & Ramasamy, 1996). Since
1995, the growth in the number of foreign-owned enterprises has slowed somewhat
to 28 percent. In 1999, there were 5,600 significantly foreign-owned enterprises in
New Zealand. By way of a comparison, there were 252,800 fully New Zealand-
owned enterprises operating in New Zealand 1999, which represents an increase of

just 17 percent since 1995.

Table 4.6 shows that in 1999 the absolute number of foreign-owned enterprises was
highest in the property and business services (1560), wholesale trade (1425), and the
finance and insurance sectors (1035). Combined, these sectors had more than 4,000
significantly foreign-owned enterprises. In contrast, the manufacturing sector
accounted for just 610 of the foreign-owned enterprises. There was a negligible
foreign presence in the areas of government administration, education, and health and

community services.

In 1999, foreign-owned enterprises accounted for just over two percent of the total
number of enterprises in New Zealand. However, looking at the percentage of
foreign-owned enterprises to total enterprises for each industry, it is clear that foreign
firms had a stronger presence in mining (13 percent of the total), finance and
insurance (12 percent) and wholesale trade (9 percent). Foreign-owned enterprises

accounted for just three percent of manufacturing enterprises.
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The percent change in the number of foreign-owned enterprises from 1996 to 1999
is also shown in Table 4.6. Over all industries, the number of foreign-owned
enterprises has increased by eight percent, which is less than the increase of total
enterprises by 15 percent over the same period. Entry of foreign-owned enterprises
into the electricity, gas and water supply sectors has been the most dramatic. Since
1996, the number of foreign-owned enterprises has increased by eighty percent. Other
areas that have experienced strong growth in foreign ownership include agriculture,
forestry and fishing (44 percent increase), construction (40 percent), and
communication services (37 percent). In contrast, the number of foreign-owned
enterprises has declined in mining (by 41 percent), education (9 percent), transport

and storage (6 percent), and manufacturing (3 percent).

Employment in foreign-owned enterprises by industry sector

The second half of Table 4.6 considers employment by significantly foreign-owned
enterprises in New Zealand. Nineteen percent of all employment was in enterprises
with 25 percent or more foreign ownership, which translates into 262,960 FTE
positions. Manufacturing accounted for the greatest proportion (28 percent or 73,220
FTEs) of this figure. Foreign-owned firms in retail trade, and finance and insurance
accounted for a further 13 percent of all FTEs each (approximately 34,000 FTEs), and
those in wholesale trade provided a further 31,380 FTEs (12 percent).

Foreign presence, as measured by the number of FTE employees, differed
significantly between industries. The number of FTE positions in significantly
foreign-owned manufacturing firms, for example, equalled almost one third of total
manufacturing employment in New Zealand. Foreign-owned enterprises also
accounted for approximately one third of all employment in transport and storage,

mining, wholesale trade, and mining.

The sector with the highest proportion of employment by foreign-owned enterprises
was finance and insurance (74 percent), even though foreign firms only account for

12 percent of the total number of companies. Similarly, 46 percent of employment
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in communication services was provided by foreign firms, despite only accounting for
Jjust over 1 percent of the total number of firms in the industry. This suggests that
large firms in the industries were more likely to be foreign-owned, and this

proposition is investigated in the following section.

Finally, Table 4.6 shows that since 1996, employment numbers in foreign-owned
firms have increased by seven percent. In comparison, FTE employee numbers for
all enterprises in New Zealand have only increased by four percent. So while the
number of foreign-owned enterprises was not increasing at the same rate as all
enterprises, these firms were increasing their employment numbers at a much faster
rate. This may be indicative of takeover or acquisition of larger New Zealand-owned
firms by foreign investors. The change in certain industries has been phenomenal.
Take cultural and recreational services, construction, and finance and insurance, for
example. From 1996 to 1999, FTE employment numbers rose by 114, 94 and 78

percent respectively in these sectors.

The only sectors since 1996 which have experienced declines in FTE employment by
foreign enterprises are mining (13 percent), manufacturing (10 percent), transport and
storage, and electricity, gas and water supply (2 percent each). This is of particular
concern in manufacturing, where a 10 percent decrease represents 8000 FTE jobs.
However, it must be noted that this decline reflects phenomena occurring over the

whole industry, where FTE numbers fell by 9 percent over the 1996-99 period.

Foreign-owned enterprises by size

Table 4.7 highlights the contrast between the numbers and proportions of foreign-
owned firms divided into two size groups, small and large, for the purposes of

comparison. These two groups are characterised by:

. those employing fewer than one hundred FTE employees (small); and

. those employing one hundred or more FTE employees (large).
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While the total number of foreign-owned enterprises in the former group is much
higher, the overall percentage to all (small) firms is very low at approximately two
percent. Conversely, while there were only 435 foreign-owned enterprises that
employ one hundred or more FTE employees, these enterprises accounted for almost

36 percent of all (large) enterprises in New Zealand.

The largest numbers of small foreign-owned enterprises employing under one hundred
employees are in the property and business service industries (1,504), wholesale trade
(1,365), and finance and insurance (1,000). As a proportion of all small firms, foreign
presence is highest in finance and insurance along with mining where foreign-owned

enterprises comprise approximately 11 percent of the small firms in these industries.

Table 4.7
Number of Small and Large Foreign-Owned Enterprises* in New Zealand:
February 1999

Small Foreign-owned Enterprises* Large Foreign-owned Enterprises”
(employing fewer than 100 FTEs#) (employing 100 or more FTEs#)
Number % of total small Number % of total large

ANZSIC Division enterprises enterprises
Agriculture, forestry, fishing 86 0.85 3 30.00
Mining 39 11.21 6 100.000
Manufacturing 444 2.27 166 51.39
Electricity, gas, water supply 6 3.47 3 14.29
Construction 54 0.16 23 48.94
Wholesale trade 1365 8.81 60 57.14
Retail trade 189 0.57 36 28.80
Accommodation, cafes, 75 0.86 25 71.43
restaurants 191 1.88 24 37.50
Transport, storage 29 0.86 12 80.00
Communication services 1000 11.70 35 72.92
Finance, insurance 1504 1.94 56 39.16
Property, business services 3 2.52 0 0.00
Government admin, defence 30 0.53 0 0.00
Education 20 0.18 3 3.09
Health, community services 91 1.04 6 30.00
Cultural, recreational services 34 0.31 6 37.50
Personal, other services
TOTALA 1999 5145 1.99 455 35.77
TOTAL 1998 5380 2.07 440 34.81
TOTAL 1997 5095 2.10 435 34.09
TOTAL 1996 4798 2.13 408 32.82

*Foreign owned enterprises (25+% foreign equity)

#FTEs-Full-time equivalents, incorporating part-time workers as ¥2 FTE each.

AFigures may not sum to totals due to rounding and omissions made for confidentiality reasons by
SNZ.
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Table 4.7 clearly indicates the dominant foreign presence in the group of large
enterprises (100+ employees). Over all industries, the percentage of large foreign-
owned enterprises averages 36 percent. If the three categories where foreign presence
is negligible are omitted, this average rises to 42 percent. The highest foreign
presence was in the areas of mining (100 percent), communication services (80
percent), finance and insurance (73 percent), and accomodation, cafes and restaurants
(71 percent). In manufacturing and wholesale trade foreign-owned enterprises

accounted for 51 and 57 percent of all large enterprises.

Employment by foreign-owned enterprises by size

Table 4.8 shows that for the year ended February 1999, small foreign-owned
enterprises (those employing fewer than one hundred employees) provided almost six
percent of employment in all small enterprises, or 48,790 full-time equivalent
positions. Thirty percent of these positions were in manufacturing, and a further 25
percent in wholesale trade. Considering the percentage of employment in small
foreign-owned enterprises to total employment in small enterprises, Table 4.8 shows
that this varied considerably by Australia-New Zealand Standard Industry
Classification (ANZSIC) division.

The largest proportion of employment by foreign-owned enterprises was in the
finance and insurance sector (29 percent), followed by mining (26 percent), and
wholesale trade (21 percent). Employment in manufacturing by foreign enterprises

was just under 10 percent of all employment by small enterprises in this sector.

The second half of Table 4.8 shows the number of FTE employees in enterprises that
were significantly foreign-owned and had 100 or more employees. Itis also clear that
foreign enterprises provided a substantial proportion of all employment in large
enterprises. With the exception of four sectors, the percentage of employment by
large foreign enterprises exceeded 20 percent. Comparison of the average proportion
of employment in small foreign enterprises (six percent) to the proportion for large

foreign enterprises (40 percent) supports the proposition that foreign firms tend to be
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larger than domestic firms. If the two government-dominated sectors are removed
(e.g. government administration and defence, and education and health), the
percentage of employment by large foreign enterprises to all large enterprises rises to

49 percent. This means that, on average, half of the employees that were employed

in large enterprises in New Zealand were working for a foreign-owned enterprise.

Table 4.8

Employment by Small and Large Foreign-Owned Enterprises* in New Zealand:

February 1999

Small Foreign-owned Enterprises* Large Foreign-owned Enterprises”
(employing fewer than 100 FTEs#) (employing 100 or more FTEs#)
Number of % of total employment | Number of % of total employment

ANZSIC Division employees by small enterprises employees by large enterprises
Agriculture, forestry, fishing 292 1.17 1090 39.07
Mining 510 25.50 740 45.96
Manufacturing 12220 9.94 61000 54.66
Electricity, gas, water supply 80 4.65 1090 21.12
Construction 810 0.92 8610 59.30
Wholesale trade 14420 20.59 16960 62.81
Retail trade 2410 1.87 32520 68.39
Accommodation, cafes, 1920 3.69 6350 64.21
restaurants 3070 7.98 19230 70.18
Transport, storage 430 6.43 12490 58.72
Communication services 3545 28.50 30380 90.15
Finance, insurance 7220 5.64 18670 40.36
Property, business services 0 0.00 0 0.00
Government admin, defence 340 0.52 o] 0.00
Education 259 0.50 570 0.93
Health, community services 840 4.06 2310 29.81
Cultural, recreational services 400 1.36 2180 11.60
Personal, other services
TOTALA 1999 48790 5.76 214170 40.29
TOTAL 1998 50270 5.96 220900 40.75
TOTAL 1997 47870 5.80 214240 39.39
TOTAL 1996 45963 5.75 199514 37.82

*Foreign owned enterprises (25+% foreign equity)
#FTEs-Full-time equivalents, incorporating part-time workers as %2 FTE each.

AFigures may not sum to totals due to rounding and omissions made for confidentiality reasons by
SNZ.

In the finance and insurance sector, this proportion increases to 90 percent of all
employment in large enterprises. The majority of employees (70 percent) in transport
and storage were also working in a large foreign-owned enterprise. In the retail trade
sector large foreign enterprises provided 68 percent of all employment by large
enterprises, but only accounted for 29 percent of all large firms in that industry (see
Table 4.8). The figures for transport and storage show similar discrepancies,
indicating that these enterprises were larger than their domestic counterparts (although

the reverse is true in the communication services sector).
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Other studies support the fact that foreign-owned companies tend to account for a
disproportionate number of large New Zealand firms (Fox and Roy). It has been
estimated that foreign enterprises contribute to one third of employment in New
Zealand (approximately 580,000 in full or part-time jobs) when both direct and
indirect effects are considered (OIC 1998).

Foreign-owned enterprises and ownership structure

The ownership structure of the foreign-owned enterprises tends to favour majority
ownership (over 50 percent). Table 4.9 (1999 figures) shows that of the enterprises
that are between one and 100 percent foreign-owned, only 19 percent had less than
50 percent of foreign equity. Hence, despite the cut-off criteria in this thesis being 25
percent or more foreign ownership, the majority of such enterprises were over 50

percent foreign-owned.

Table 4.9
Number of Enterprises by Percent Foreign Equity (FE): February 1999

Year All enterprises FE<1% 1% < FE < 25% 25% < FE <50% FE > 50%
1999 259204 252800 800 410 5190
(percent of total) (100.00) (97.50) (0.31) (0.18) (2.0)
1998 260735 254120 800 590 5230
(percent of total) (100.00) {(97.50) (0.31) (0.23) (2.0
1997 243380 236920 930 470 5060
(percent of total) (100.00) (97.30) (0.38) (0.19) (2.1)
1996 225996 219771 1019 419 4787
(percent of total) (100.00) (97.20) (0.45) (0.19) (2.1)

The number of firms with 25 percent or more foreign ownership increased by 145
percent (from 2,251 to 5,530) between February 1987-97, compared with a rise of 77
percent (from 133,569 to 236,920) for fully New Zealand-owned firms (OIC 1998).
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NEW ZEALAND’S IDP: THE NOI POSITION

The Investment Development Path (IDP) is constructed on the basis of a country’s net
stocks of outward direct investment or its Net Outward Investment (NOI) position.
The NOI is calculated by subtracting the inward FDI stock from the outward FDI
stock over time. Table 4.10 shows the outward and inward stocks of FDI in New
Zealand from 1989 to 2000 (official records were not kept for stocks of investment

prior to this date).

The figures show a steady increase in the stocks of inward FDI up until 1998 and

then these figures seem to level off at approximately $63 billion. Outward FDI stocks
showed less of a clear trend, with considerable fluctuation in the early 1990s. Overall
outward FDI rose slowly over the period, but was still only 22 percent of the inward

investment figure.

Table 4.10
FDI stock in New Zealand 1989-2000

Foreign Direct Investment Stocks

Year Outward FDI Inward FDI Net Outward Investment (NOI)*
1989 867 9,685 -8,818
1990 5,649 13,720 -8,071
1991 10,149 18,349 -8,200
1992 11,506 22,743 -11,237
1993 7,876 27,838 -19,962
1994 9,177 35,255 -26,078
1995 11,748 40,076 -28,328
1996 13,163 49,212 -36,049
1997 9,707 53,920 -44,213
1998 10,421 62,953 -52,5632
1999 13,458 63,121 -49,663
2000 13,778 63,766 -49,988

* equals the stock of outward FDI less the stock of inward FDI.

New Zealand’s NOI position has also been calculated in Table 4.10, and is also shown
in Figure 4.1. The figure is consistently negative over the 1989-2000 period,
reflecting the much higher levels of inward investment. Figure 4.1 shows that the

NOI position worsened until 1999 when it began to improve slightly.
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Figure 4.1
New Zealand’s Net Outward Investment Position

Investment Development Path:
New Zealand's Net Outward Investment (NOI) Position

March Year 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000
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According to a typical IDP, Figure 4.1 suggests that New Zealand might be entering
Stage Three of the trajectory, when the increases to the stock of inward investment
start to level off and outward investment stocks increase more rapidly. However,
Akoorie (1996b) suggested that New Zealand’s NOI position is adversely affected by
its resource-based economy, and that in reality it also demonstrates many of the

characteristics associated with Stage Four.

Nonetheless, both Stages Three and Four of the IDP are characterised by a pressing
need for local firms to upgrade existing assets. In particular, for a resource-based
economy there is a need to develop created assets to complement and even replace
natural assets. While natural assets have traditionally provided a basis for economic
growth, the need for Stage Three/Four countries to develop globally competitive
advantages means that created assets will assume a far more important role in
economic development. In Stage Three in particular, inward FDI can play a vital role
in the creation and improvement of such assets. These are discussed in detail in the

following section.



Chapter 4 FDI in New Zealand 109

DETERMINANTS OF NEW ZEALAND’S IDP TRAJECTORY

As discussed in Chapter Two, the IDP furnishes the researcher with a framework with
which to assess the extent and pattern of FDI and its link to economic development.
In theory, the IDP can be hypothesized to follow a typical pattern, where initial
outward and inward FDI is negligible, then inward FDI starts to rise in response to
increasingly attractive L-advantages, and then eventually, as local firms upgrade their
competencies, outward FDI also rises - ultimately making the NOI position of the host

country positive.

However, in reality, empirical evidence has shown (see country case studies in

Dunning & Narula, 1996) that each country follows its own path which is largely

determined by the host country’s:

. L-advantages, principally the economic environment and the extent and nature
of created and natural assets;

. economic systems and strategy of economic development;

. government policy and the role of the host country’s government in shaping

L-advantages (Dunning, 1986a).

These characteristics determine the nature and extent of the firm-specific assets of
both foreign MNEs and domestic firms operating within a host country’s borders. In
this section we reappraise each of these determinants in the New Zealand environment

from a developmental perspective.

Location-specific advantages

Extent of created and natural assets. New Zealand has built on a traditional base of
abundant natural resources, reliance on the primary sector and supporting industries.
Many of these assets, such as forestry, land, and energy resources are more readily

available as well as competitively priced, relative to alternative investment locations.
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New Zealand can also offer a well-educated workforce comparable to other developed
countries. However, spatial distribution of these created assets such as skilled labour,

tends to be increasingly concentrated within the larger urban areas.

Through privatisation and public and international investment, New Zealand has a
well-developed infrastructure in telecommunications, financial institutions and
transport. This is complemented by established systems of protection for consumers,

intellectual property and investment.

Industry clusters. The availability of specific competencies or technical leadership
within an industry can attract foreign investment. The ability to acquire or collaborate
with existing firms will influence the affiliate’s decision regarding quasi-
internalisation. Where the firm is part of an industry cluster or group of firms in a
supportive network, then the likelihood of quasi-internalisation of O-advantages
increases. New Zealand has such industry-based competencies in the areas of

agriculture, horticulture, forestry, and computer software.

Economic systems and economic development strategy

The broad objectives of the New Zealand Government are, in line with most other
developed countries, to create employment, foster growth and development, and
maintain a desirable standard of living. Equally important is improvement in the

country’s sustainable competitive advantage relative to overseas competitors.

Since the reforms of 1984, the primary mechanism of achieving these objectives by
successive governments has been the pursuit of a market-led economic environment.
This shift in policy has been the subject of numerous studies, and hence, will not be
described in much detail here (Dalziel & Lattimore, 1996; Easton, 1997; Kasper,
1996; Kelsey, 1997). However, the key change to New Zealand’s economic system
was the move towards market forces as the primary indicator for business and
economic growth and an export oriented-outward looking (EO-OL) orientation

(Akoorie, 1998b).
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Such a liberal approach to policy is concerned with directing assets to their most
productive use, and this implies that the assets are owned by those who are best able
to achieve this, regardless of nationality. Commercial objectives are assumed to drive
higher efficiency and productivity than social objectives. The tenets of liberalisation
guide both internal and external policy in New Zealand and have resulted in a shift
from public to private operation of business. The implications for this shift in
economic system have meant sectors previously restricted to foreign investors are now
accessible. Both privatisation of state-owned enterprises and assets and deregulation
in certain sectors were intended to increase efficiency, output and growth (Scott-

Kennel, 1998a).

Hence, the principal function of government in this new era of economic management
is to facilitate rather than to participate. The underlying policy of the New Zealand
Government since 1984 has been the creation of a stable and supportive environment
in which business can function effectively. A hands-off approach to industry policy
coupled with the lowering of barriers to trade, and reducing compliance costs to
business more generally, has served as the main conduit for growth in business and

investment activity (Scott-Kennel, 1999).

The strategies for development of the National government (in power up until the time
of the survey in November 1999), were to maintain macro-economic stability through
low inflation and prudent fiscal policy; increase openness to international trade and
investment; build a high quality labour force; lower regulatory costs to business; and

continue to examine the role of government in the economy (Peters, 1998).

Fiscal strategy aimed to maintain operating surpluses in order to repay crown debt and
priority areas for spending were health and education. Atamicro-economic level, the
National Government sought to raise competitiveness in domestic business by
maintaining competitive markets and the efficient use of resources, whilst
encouraging innovation and international competitiveness through support of science

and technology.
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In contrast to their National predecessors, the Labour-Alliance government has sought
to take a more active role in the development of industry and regional growth.
Realisation of a need to encourage business activity in New Zealand has helped shape
emerging development strategies. Government has sought business opinion and
comment as to how New Zealand’s growth prospects might be improved in the future.
Regional development has become a priority of the new Ministry for Economic
Development, and there have been strong suggestions that FDI has an important role
to play. In the following section, we consider specific areas of government policy

which impact on the type and extent of FDI in New Zealand.

Government Policy

Government policy plays a critical role in determining the economic development
achieved by a country. Governments that view FDI as a means of competitive
upgrading and development need to actively co-ordinate foreign investment and
regulatory policy to create attractive receptor conditions that will encourage
value-adding investment and complement national goals. The focus of policy in the
1980s and 1990s has shifted towards one of facilitation and support - away from the

interventionist approach of the 1960s and 1970s.

Research in New Zealand by Akoorie (1996a) revealed that government policy played
a crucial role in determining the extent of diffusion of the benefits of foreign
investment. In this section we examine areas of government policy which shape the
L-specific factors most significant to foreign investors entering and conducting
business in New Zealand. These policies are by no means an exhaustive list, but exert

the most influence on the type, extent and impact of FDL

FDI Policy In comparison to other countries, New Zealand now has one of the most
liberal investment climates in the world. Apart from ownership of rural land and the
fishing sector, there is effectively no prohibition or restriction on FDI. Official policy
states that an overseas person must obtain consent to take ‘control’ of ‘significant’

assets. In practice, control is equivalent to the investor holding 25 percent or more of
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the voting shares, and significant assets include non-land investments that exceed $50

million, and most purchases of five or more hectares of land.

Non-land investments usually involve either purchase of all or part of a New Zealand-
based company (locally owned or foreign owned) or assets; or establishment of anew
company (or assets) in New Zealand. Over the past decade, FDI policy in New
Zealand has been gradually relaxed, allowing larger investments in a wider range of

industries to proceed without official approval.

Most recently, the outgoing National government passed legislation increasing the
threshold at which potential foreign investors must obtain consent for non-land
purchases from $10 million to $50 million. Generally, investors should state how the
investment is in the ‘national interest’ (see below), otherwise criteria for approval in
New Zealand are few - the investor must have relevant business experience and no

criminal convictions.

Land purchases and land-related investments are subject to greater restrictions to
foreign investment. Ownership of any land that is “sensitive”, such as the foreshore,
lakes and islands, is restricted to foreign investors. In 1996, the National-New
Zealand First Government tightened restrictions on investment in farmland. Such
investments are required to be in the “national interest”, and these criteria also apply
to investments in “sensitive” areas (The Overseas Investment Amendment Act 1998
cited in OIC 1998). National interest criteria include creation or retention of
employment; introduction of new technology, business skills or capital for
development; development of trade or market competition and efficiency; and

increased processing of New Zealand's primary products.

The majority of applications are deemed to meet SUfh criteria. Only six applications
(relating mainly to farmland) were refused in 1%‘9:7, and only two prior to that date.
Monitoring of the investment’s contribution to the national interest rests largely on
the investor, and penalties for non-compliance have not been handed down since they

were introduced in 1995. Since then, new legislation has further relaxed the
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restrictions on foreign-ownership by making purchases of certain urban land over five
hectares, forestry or cutting rights and easements used to provide electricity, gas or

water services exempt from acquiring consent.

However, it is important to note that although not part of official policy, foreign
involvement is effectively restricted from agricultural and horticultural sectors
including dairy, kiwifruit, apples and pears. Producer boards have a statutory
monopoly over the marketing of these products. In the case of fishing, a quota system

excludes most foreign investment.

In line with its free-market philosophy, the New Zealand Government does not offer
incentives to specific investors, in certain areas of industry or in particular regions.
Asian nations such as Singapore have acknowledged the success of these strategies,
and more recently similar strategies have been introduced in Australian states. Instead
of direct incentives or targeting specific investments, the New Zealand government
has promulgated the importance of a stable economic and political environment as a
sound base for investment growth. It has concentrated on achieving economic
fundamentals such as macro-economic stability, liberalisation of trade and investment,

industry deregulation, and provision of infrastructure.

However, the current Labour-Alliance Government has indicated that the provision
of certain incentives to foreign investors might be considered in the future as a means
of boosting economic growth and employment. This change in policy stance reflects
a drop in investment flows into New Zealand, rising levels of competition for
investment in the Asia-Pacific region, and increasing use of incentives in other
countries. A proactive industry policy approach now being implemented in Australia,
for example, is aimed at attracting investment directly rather than merely relying on
a suitable investment climate created by stable and liberal policies (Scott-Kennel,

1999).

Trade policy In the early 1980s, Australia, New Zealand and Turkey were the only

member countries of the OECD that had not shifted to more liberalised trading
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regimes (Henderson, 1997). Restrictive trade policy presented a lucrative opportunity
for the MNE to exploit. Competition from local producers, stifled by the inability to
compete on an international level, was minimal in many industries. This coupled with
the lack of competition from imports, encouraged investment based on

market-seeking or resource-seeking motives.

There has since been considerable progress in the liberalisation of external trade
policy since the mid-1980s, which reflects the realisation that lowering tariffs and
other barriers to trade and investment is in the countries' best interests (Henderson,
1997). New Zealand has abolished import licensing, and reduced tariffs and restraints
on the movement of capital. The Closer Economic Relations and Trade Agreement
(CER) with Australia (1983), provides bilateral free trade of goods and some services.
Under the Bogor Declaration, the developed members of Asia-Pacific Economic
Community (APEC) including Australia and New Zealand, have agreed to the
removal of all barriers to trade by 2010. New Zealand plans to reach this goal earlier,

by 2006.

In New Zealand, the removal of quantitative restrictions and lowering of tariffs has
radically changed the trading and investment environment. Incentives for export are
no longer offered, nor are subsidies for agriculture or other significant industries.
These factors, coupled with a strong currency, have created a competitive

environment for manufacturers.

The turnaround in trade and tariff policy has facilitated trade and eliminated artificial
incentives to foreign production seeking to shelter in protected markets. The removal
of foreign exchange controls and the requirements to report the transfer of funds has
also lowered the costs to international investors. Most imports are still subject to an
average 8-9 percent duty, although the effective tariff rate is lowered by concessions
and preferential duties (to Canada, Britain and less developed countries). Concessions
are becoming more widespread in line with economic policy that seeks to create a
more open and competitive business environment (MOC, 1998). Current tariffs are

highest where local industry is granted some protection from imports (clothing 22.5
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percent and carpets 20 percent). No duty is imposed on goods that are not produced

locally or those imported from Australia.

In November 2000, the New Zealand government signed a free-trade agreement with
Singapore, one of the country’s most significant Asian investor nations. The
agreement allows tariff-free flow of goods and services between countries. In the
following week at the APEC summit, the Prime Minister of New Zealand initiated a
move that will see New Zealand drop completely tariffs on imports from the least
developed countries. The implication for domestic (including foreign-owned)
manufacturing and support industries in a diverse range of sectors is that local

production may become uncompetitive.

The rapid removal of tariffs has been criticised for not giving local industry sufficient
time to adjust to international competition (Arnold, 1997), particularly when other
countries, such as Australia, are proceeding more slowly with tariff reduction.
Removal of a 22.5 percent tariff on the import of new cars in 1998, for example,
prompted all four car assembly companies (Mitsubishi, Honda, Toyota and Nissan)
to close their plants. This has caused losses to direct employment in the plants, and
indirect employment in supporting industries (Somerville and Enderwick, 2000).
Toyota shifted its assembly operations to Australian shores where receptor conditions

were more favourable.

In contrast to the unexpected reduction of tariffs in some areas, export restrictions
continue to be applied to agricultural products, which must be marketed and exported
through a central organisation, usually an industry board. To date this has served as
an effective measure to prevent significant ownership and control by foreign investors
in agricultural industries (Akoorie & Scott-Kennel, 1999). This continued protection
has drawn considerable criticism from both overseas competitors in the United States
and local growers who want independent exporting rights. Both groups argue that the

boards engage in unfair trade practices through their monopolistic exporting position.
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Other controversial areas of trade policy include trade remedies, such as anti-dumping
and countervailing duties which are used against imports that are injuring local
industry. These have been criticised as incongruent with the liberalisation of trade and
competitive local markets (Corden, 1996). For instance, Ministry of Commerce
asserts that “there is no balancing of interests to ensure that the imposition of trade
remedies, while assisting producers, does not outweigh benefits to consumers and
downstream [and upstream] industries in the form of lower prices” (MOC, 1998).
Removal of the ban in New Zealand on parallel importing of goods protected by
copyright in 1999, enabled importers other than licensed agents to import branded
products. This was expected to lower prices to consumers, but presented intellectual
property right concerns for foreign firms selling such goods in the New Zealand

market.

'We may conclude that FDI and trade are inextricably and increasingly
intertwined, both at the micro-economic level of firms' strategies and
operations and at the macro-economic level of the national economy.
A separation of the two, both on a conceptual level and on
policy-making level, is no longer suitable and is likely to create
inconsistent, counterproductive policies.' (Cremer & Ramasamy, 1996,
p.27).

Most authors agree that a combination of trade and investment leads to larger total
benefits then from either alone (UNCTAD, 1996). Similarly, FDI and trade policies
are linked, that is, they support and complement each other. However, focus in New
Zealand almost exclusively has been on the liberalisation of trade policy and the
formation of beneficial trading agreements with other nations, without a

corresponding focus on developing FDI policy.

Immigration policy In line with the previous point, immigration policy is not seen
as an integral component of the development of L-advantages in New Zealand (for a
discussion of the interaction between trade, investment and migration see Bollard,
1997). Despite commendable liberalisation in trade and capital flows, at this time
immigration policy in New Zealand is still very restrictive. This is due, in part, to

both employment and national identity concerns. This policy stance has also been
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criticised as directly contravening the principles of liberalisation and an open

economy (Henderson, 1997).

Immigration is recognised as a third area where liberalisation is linked to greater
economic prosperity. Immigrants also complement trade and investment. As with
FDI, immigration has the potential to introduce skills, knowledge, and new enterprise
to an economy. New Zealand did announce in 1998 that immigration approvals
would be increased, but this was intended more as a short-term fix to economic woes
than a long-term policy based on the liberal principle. Currently, immigrants may
gain entry into New Zealand by investing funds into the economy. The payment
system is justified as a rationing device that ensures immigrants place a high value on
living in the host country and are more likely to invest personal effort in the future.
It also adds to host country revenue, boosts investment funds, and encourages the

establishment of new business.

Industry policy Since economic reforms began in 1984 in New Zealand, support and
subsidies for industry and agriculture have been trimmed dramatically. There is a
wide-reaching acceptance of the free-market philosophy and the eventual elimination
of industry assistance. For example, business organisations opposed proposals by the
National-led coalition Government to increase industry and export assistance
measures, saying that government expenditure should continue to be reduced in these
areas or redirected into reducing the cost of doing business in New Zealand
(Henderson, 1997). Today, there is no formalised industry policy implemented in
New Zealand. Direct industry support is limited to that provided by Trade NZ for
exporters, regional business development boards, and the statutory monopoly of the

producer boards.

Regulatory management  This is another factor that shapes the investment
environment, principally in the areas of compliance costs, business law and general
legislation affecting business. The New Zealand government has tried to lower the
regulatory costs to business, stating that the benefits of imposing regulations must

outweigh the costs that they impose. In New Zealand compliance costs are kept to a
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minimum and recent legislation has also endeavoured to reduce these and to consider

the compliance costs of any new and existing policy initiatives.

However, there have been a number of recent policy initiatives and new legislation
that have served, at least in the short run, to generate a feeling of uncertainty in the
business environment in New Zealand. These have included a return to Government
control over accident insurance in the workplace, and the reinstatement of union
power over collective bargaining as well as other employment-related issues. Such
‘flip-flopping’ of policy raises uncertainty and increases compliance costs to business.
At the very minimum these include allocating time and resources to understanding the
implications of new legislation. It also fails to give clear direction to businesses as
to changes in the future. The very real implications are that investors are not
encouraged to expand, employ new workers or increase their investments in the face

of such uncertainty.

In terms of the regulatory environment, foreign companies operating in New Zealand
are subject to the same treatment as domestic firms, except for the OIC approval
process for the initial (or subsequent) investments; and the requirement by the
Companies Office to provide audited financial accounts on commencement of
operations in New Zealand and annually thereafter. Environmental policy and Maori
claims on Crown land are two areas where investors may find potential compliance

costs are high (or less transparent) and legislation needs to address this issue.

Tax requirements in New Zealand are the same for all companies which are subject
to a 33 percent tax on their net income. A broad based tax system is in place with a
consumption tax known as Goods and Services Tax (GST) set at 12.5 percent, borne
by the end consumer. Businesses are able to claim back GST paid on inputs. Top
personal tax rates have fallen from a maximum of 66¢ to 33c in the dollar, then
increased again to 39c since reform began (Arthur Andersen, 1997). Tax cuts
implemented by the National Government have lowered the marginal rate of tax from
22-24 cents to 21.5 cents for those on incomes below $34,201. New Zealand allows

for foreign tax credits and has double taxation treaties with other countries as well as
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measures to deal with the repatriation of profits, payment of dividends and transfer

pricing.

Competition policy is regulated by the Commerce Act 1986 in New Zealand and deals
with restrictive trade practices, merger regulation and price control. The primary
objective of competition policy is to promote economic efficiency by prompting
appropriate pricing, output, and innovation, and allocating resources to their most
productive use rather than using them to secure or defend market power (MOC,
1998). While the purpose of the Act is to prevent anti-competitive behaviour by
firms, this can be authorised where it can be shown that this may result in public

benefits that outweigh the negative effects.

In summary, there has been considerable emphasis in policy making in New Zealand
on the importance of economic fundamentals. New Zealand has made considerable
progress in public sector reform, deregulation, labour market reform, and addressing
the grievances of indigenous peoples (under the Treaty of Waitangi). However, there
has been considerable uncertainty in government since the change to the Mixed
Member Proportional electoral system in 1996. This has resulted in a less clearly
focussed government and a lapse in public sector reform. The current Labour-
Alliance Government has, if anything, worsened this situation through reversal of
previous labour and accident compensation legislation that directly impacts on the

costs borne by employers (see NZBR, 1998, for a discussion on such policy issues).

To conclude this section, Table 4.11 provides a summary of the investment
environment in New Zealand, namely, the advantages and disadvantages associated
with the location-specific factors, economic systems and government policy. The
following discussion presents a brief review of previous studies that have considered
the motives for foreign investment in New Zealand, which also highlights the most

important L-specific factors in the investment environment.
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Table 4.11
Location-specific Determinants of New Zealand’s IDP Trajectory

Advantages Disadvantages

Location-specific factors

-Climate, natural resources (forestry, natural gas, -Availability of agricultural/horticultural land limited by
hydroelectricity) government regulation

-English speaking, Western culture -Limited domestic market potential, but Australian
-Psychic, geographical proximity to Australian market market serviceable from NZ (CER)

-Geographic proximity to Asia -Distance from European and American markets
-Labour - well educated, skilled. -Transportation, communication costs higher due to
-Spatial distribution of natural/created assets low geographical isolation

-Transportation, communication, banking and finance
and legal infrastructure

-Areas of excellence in agriculture, horticulture,
computer software

Economic systems and economic development strategy

-Open, liberal approach to policy
- EO-OL economic system - see below
-Priority areas of expenditure are education and health
-Welfare support provided

Government policy

-Fiscal & monetary policies stable, low inflation, interest | -Political continuity and stability threatened by change

rates, stable exchange rates to MMP, leadership wrangles and changes

-Industrial policy market-led and non-interventionalist -Lack of policy integration

-Business regulation minimised but adequate -lll-defined and directed industry policy initiatives
-Public sector reform fuelled increases in quality and -Rising compliance costs, particularly from changes to
competitiveness of inputs/infrastructure employment related legislation.

-Openness to trade and investment -No incentives or targeting policy for inward or outward
-National treatment to all firms with few exceptions FDI

-Political neutrality/independence

Motive for investment

The reasons that foreign investors invest in New Zealand provide a very useful
indication of L-specific advantages. A review of the relevant literature shows that
access to markets, and government policy, are the two principal influences on the
decision to invest in New Zealand. Other commonly cited influences include
economic climate, access to resources, location, the availability of skilled labour and

Western-style business practices.

A survey of 130 significantly foreign-owned companies by KPMG (1995) found that
the overwhelming reason for investing in New Zealand was to increase market share
(64 respondents), followed by the attractiveness of the political environment (44), and
the state of the New Zealand economy (29). New Zealand was also considered to be

an important export base (21 respondents) or manufacturing (18) base by some
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companies. Only ten companies stated the skilled workforce in New Zealand as a

reason for investing, and only five gave government incentives as a reason.

Of the eleven affiliates in Enderwick’s (1995) study, seven said that the motive behind
their investment in New Zealand was to have a base from which to access or integrate
operations in Australasian or Asian markets. Two of the firms had invested to take
advantage of opportunities in the local New Zealand market and the remaining two

companies invested for resource-seeking (forestry) reasons.

Chung (1994) found that foreign investors in commercial property had invested in
New Zealand because it offered political and social stability and an open economy
during a period when the availability of investment funds was rising in Asia-Pacific
countries, and the New Zealand dollar was weakening. These factors made the New
Zealand’s commercial property market very attractive. In addition, there was
considerable potential for tourism growth in the Pacific region, and an increase in

international visitor arrivals in New Zealand.

In his study of foreign investment promotion in New Zealand, Loh (1994) found that
the principal concerns of investors related to L-advantages. Their concerns were the
consistency of government policy, political stability, changes to the regulatory
environment, and the availability of suitably skilled and/or cost-effective labour. The
author concluded that measures to promote flows of FDI should include improving
the local business environment through the relaxation of import restrictions,

consistent policies, and by increasing the skills of the labour force through education.

The following section builds on this brief review by considering literature that

provides insights as to the impact of FDI in New Zealand.
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THE IMPACT OF FDI - EMPIRICAL EVIDENCE

There are a number of ways that FDI might add to the international competitiveness
of industry in New Zealand. These include: an injection of capital, transfer of product
technology and intellectual capital, and upgrading of infrastructure. The provision of
a wide range of products and services at more competitive prices, the facilitation of
international trade and transfer of resources through intra-firm networks, as well the
impetus for local firms to upgrade their own products and processes through
competitive pressure are longer term impacts of MNE activity. Many of these effects
may be evident solely at the level of the affiliate which benefits through the

internalisation of corporate O-advantages.

However, the affiliate’s operations will also benefit the New Zealand economy via the
generation of revenue, taxes, employment and reinvested earnings. Finally, there may
also be industry level impacts that occur through direct and/or indirect linkages with
local firms. In this section we review the literature that considers the impact of FDI

in New Zealand. Table 4.2 on the following pages summarises the research to-date.
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Table 4.12

FDI in New Zealand - Summary of the Literature

Author Method/Sample  Results

(Year)

(Scott- Secondary data Compared the impact of policy on FDI for New Zealand and Australia.

Kennel, Concluded that although New Zealand has made greater progress with

1998b) deregulation, trade policy and labour reform and the removal of restrictions
on FDI, Australia might prove to be a more attractive investment
environment due to its hands-on approach to industry policy and foreign
investment targeting.

(Scott- 6 case studies Assessed the extent and impact of FDI in the privatisation process in New

Kennel, Zealand. Concluded that FDI has brought critical assets including capital,

1998a) technology and commercially oriented management practices that have
revitalised former SOEs. Restructuring however, has often come at the
expense of employment numbers. Post-privatisation financial performance
has improved, however pre-privatisation estimates are not strictly
comparable due to the change from social to commercial objectives.

(Rosenberg, Official statistics Reviewed the current position of FDI in New Zealand.

1998) Secondary data

(Jaray, 1998)

(Duncan et
al., 1997;
FDIA Group,
1997)

(Akoorie,
1996a)

(Akoorie,
1996b,
1998b)

(Bollard et. al,
1996)

(Cremer &
Ramasamy,
1996)

(Enderwick,
1995)

Secondary data
5 case studies

Official statistics

20 case studies

Case studies

Historical data
Case study

Secondary data
6 case studies

11 case studies

Investigated the extent and impact of Japanese investment in the New
Zealand forestry sector. Japanese investment accounted for approximately
66 percent of all foreign investment in NZ forestry, and was particularly
dominant in processing operations.

Reviewed the current position of FDI in New Zealand. Investigated the
impact of FDI on capital, dividends, employment, wages, downstream
benefits, local autonomy, technology transfer, assistance from global
networks, export sales and community support. See Appendix 4.1 for a
summary of the results.

Applied the IDP concept to the development of a New Zealand multinational.
Provided evidence that inward, followed by outward investment could
contribute the upgrading of a local firm's O-advantages. Appropriate
government policy was crucial to this process of development.

Applied the IDP concept to New Zealand using historical data on inward FDI
and outward FDI stocks. Contrasted the type and impact of FDI evidenced
during three key phases of government policy. Particularly, the impacts of a
change from an IS-IL to EO-OL policy orientation.

Case study research found that a dominant New Zealand-based MNE,
Fletcher Challenge, grew its skill and capability through unbundled FDI.
Management contracts given toa UK based firm gave Fletcher Challenge
access to international expertise.

Study of New Zealand's outward FDI overseas.

Looked at the extent and role of Asian investment in NZ. in 1992/3
Singapore accounted for nearly 77 percent of Asian investment in NZ, and
Hong Kong only 9 percent, Malaysia 3 percent (due to investment in
Queenstown tourism). Japanese investment has never exceeded 3 percent
of total net FDI flows in NZ (except in 1990), which is a rather insignificant
contribution given Japan's importance as an investor in other Southeast
Asian countries. Case studies of five companies in a diverse range of
sectors considered the specific impacts of this investment.

Investigated the contribution of foreign investment to the New Zealand
economy. Interviews conducted with CEOs of 11firms based in New
Zealand (8 with U.S. parents). Found that these firms gain market access,
managerial practices, finance from their parent companies. Found no
evidence of negative aspects of FDI.
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Author
(Year)

(KPMG,
1995)

(Enderwick et
al., 1995)

(Harper,
1994)

(Loh, 1994)

(Duncan et.
al., 1994)

(Chung,
1994)

(OECD,
1993)

(Akoorie &
Enderwick
1993)

(Callister,
1991)

(Cumming et/
al., 1981)

(CAFCA,
1980)

(Sutch, 1972)

(Deane,
1970)

Method/Sample

Survey of 130
foreign-owned
companies
Secondary data
for a further 59
companies

Official statistics
Secondary data

Survey

Survey of 68
foreign (5+%)
owned
subsidiaries

Secondary data
1988-1993

Official statistics
Secondary data

Survey

Official Statistics
Secondary data

Secondary data

Survey of

147 foreign
manufacturing
subsidiaries

Results

Results showed that 64 of the firms invested in NZ for market share reasons
and 44 for the attractiveness of the current political environment. 90 percent
of the value added stayed in New Zealand. On average less than four
percent of total sales revenue was distributed as overseas dividends.
Almost half the firms claimed that over 75 percent of their sales would
otherwise be imported to New Zealand. 50 percent said that they used
technology that otherwise would be unavailable.

Reviewed the current position of FDI in New Zealand.

Survey of Japanese-affiliated firms in New Zealand. Concluded that
Japanese firms introduce new management practices and other resources.

The promotion of foreign investment in New Zealand. Motive for investment
was access to domestic market. Many parent companies used New Zealand
operations solely as sales and distribution arms of the corporate network. 54
percent of subsidiaries had expanded sales following investment, 52 percent
had generated more employment. Firms benefitted from foreign expertise
and technology. Low levels of exporting.

Tourism investment in New Zealand

Considered foreign investment in New Zealand commercial property.
Looked at the extent of investment, the motivation for such investment and
its impact. From 1988-1993, foreign commercial property investments of
$2.5 billion were made. Estimated that 33 percent of Auckland CBD stock
and 46 percent of Wellington CBD stock was owned by foreign interests by
December 1993. Singaporean, Japanese and Hong Kong investors most
dominant (61 percent).

Impacts include: Stabilisation of the market at a time of serious decline,
adding liquidity to the industry in the absence of local investors. Foreign
investment had become substantially ‘active' and offshore property
acquisitions were increasingly being linked with development, refurbishment,
conversion, extension and subdivision, all requiring financial commitment
and the input of local expertise.

Reviewed the position of FDI post-reform in New Zealand.

Outward investment and internationalising activities of New Zealand firms.

Tracked the patterns of investment in New Zealand over the 1980s, using
SNZ figures and consent approval information from the OIC.

Considers aspects of FDI in New Zealand.

German investment in New Zealand.

Provided evidence of assets in New Zealand owned by foreign interests.

Found that restrictive trade policy encouraged import-substituting investment
in manufacturing. Foreign-owned firms held dominant positions in a number
of industries and were heavily dependent on their foreign parent companies
for technology and an associated ‘bundle’ of technical and organisational
practices.
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FIRST ROUND EFFECTS

Capital, trade and ownership structure

Investment in an economy is equal to public sector investment and private sector
investment. This investment includes the savings of private households and
businesses, government budget surpluses and the trade deficit, and the net income of
foreigners. Research has shown that the investment funds required to upgrade New
Zealand's productive assets would not have been accessible through domestic funds
alone (Cremer & Ramasamy, 1996). Therefore, the capital required for development
can either come from foreign debt or foreign equity (FDI or portfolio investment). In
New Zealand to date, there has been a heavy reliance on the latter, which has the

added advantage of being accompanied by a ‘bundle’ of other assets.

Figures given earlier in this chapter show the importance of foreign sources of capital
to capital formation in New Zealand. In this section we address some of the other

issues associated with the flow of foreign capital and foreign investment.

The first of these is ‘crowding out’ of local investment or capital by offshore
companies. There is little evidence of crowding out of local investment by foreign
investment. In fact, studies indicate that foreign investment is an important source of
capital that otherwise would not be available domestically. This was particularly
evident in the privatisation process, where local investors (even as a group) could not

have raised sufficient capital to purchase SOEs (Scott-Kennel, 1998a).

Although there has not been any comprehensive research undertaken in New Zealand,
the majority of foreign investment appears to be financed by offshore funds
(Enderwick, 1995). Many Japanese firms in the forestry industry, for example, have
received ongoing funding injections from their parent companies to continue

expansion in what is a very capital intensive sector (Jaray, 1998).
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The second issue related to capital flows is the repatriation of capital versus its
retention within the host-economy. The survey by KPMG (1995) found that 90
percent of value-added' remained in New Zealand in the form of employee
remuneration (37 percent), interest (20 percent), depreciation (15 percent), tax (9

percent), retained earnings (7 percent) and dividends (2 percent).

Only ten percent of the value added was distributed overseas as dividends. On
average, this was equal to only 3.7 percent of total sales revenue. Dividend payments
were a low proportion of total sales in most industries, with communications being
the exception. Seventy-four percent of companies did not pay a dividend, 15 percent
of companies distributed between one and 50 percent of their after-tax profits as a
dividend, while 11 percent distributed over 50 percent as a dividend. Similarly, the
majority of companies surveyed in Enderwick’s study (1995) reinvested between 85
and 100 percent of earnings locally. The case studies summarised in Appendix 4.1
also show that for the eight firms that supplied this information, six paid no dividend

to their foreign shareholders.

The available evidence from all studies suggests that reinvestment of earnings is made
for the purposes of local expansion in New Zealand. In fact, in the majority of cases
the foreign investors have continued to channel investment funds into New Zealand
following the initial investment (Enderwick, 1995; Jaray, 1998). Appendix 4.1, for
instance, shows that in almost all cases, earnings were reinvested back into the New
Zealand company and/or further capital investment was made by the foreign

shareholder for local expansion (Duncan et al., 1997).

There is a lack of definitive evidence on the extent of exporting and importing by
foreign-owned firms in New Zealand. However, available evidence does suggest that
many foreign-owned firms in resource-based and manufacturing sectors are active

exporters. Appendix 4.1 confirms this proposition. The resource-seeking firms in

! Value added is a measure of the wealth added by a company to inputs in the creation of its own product.
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forestry and energy, for example, have a very high reliance on exporting.
Manufacturing firms that produce specialised products, such as Izard Irwin and

Dynamic controls, also generate almost all their revenue from export sales.

Export activity of the firms surveyed by KPMG (1995) varied, with forestry having
the highest by dollar value (NZ$770.3 million), followed by manufacturing
(NZ$356.1 million) and wholesale, retail (NZ$294.6). As a proportion of sales,
mining companies exported 71 percent. In contrast, there was no exporting activity
in service sectors such as communications, banking and finance. The KPMG survey
also asked firms what proportion of total sales they believed would have otherwise
been imported, had their firm not introduced the technology into New Zealand. Over

half the firms believed that over 75 percent of their sales would have been imported.

Ownership structure refers to the extent of foreign versus local ownership. In most
instances there is a preference by foreign investors to hold a 100 percent shareholding
in the New Zealand affiliate. This is confirmed by the figures in the previous section
which showed the majority of firms fall into the 50-100 percent foreign-owned
category. In 2000, there are no restrictions as to the extent of foreign ownership
(except those sensitive areas outlined earlier), nor are there local content or

participation rules in New Zealand.

The absence of government-imposed regulations on local participation typically
encourages greater commitment to the investment by foreign owners. Local
participation, where it has not been sought by the investor, tends to reduce the
likelihood of full transfer of, or access to, parent company resources (for a discussion
on the pros and cons of full/partial ownership see Scott-Kennel, 1998a). Deane notes
that local ownership regulations employed in the 1960s encouraged participation by

local firms but also acted as a deterrent to investment in New Zealand (Deane, 1970).
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Employment and training

Foreign investment contributes significantly to employment in New Zealand.

Estimates have suggested that about one third of the New Zealand workforce, or
590,000 people, have jobs which directly or indirectly depend on FDI (Cremer &
Ramasamy, 1996, p.102), and almost 20 percent of New Zealand manufacturing
employment is in foreign-owned affiliates (Enderwick & Akoorie, 1994). The 20
companies in Appendix 4.1 alone employed over 9700 full-time staff, and paid

approximately $338 million in wages and salaries.

Such a high level of both direct and indirect employment in the control of foreign-
owned enterprises has raised the concern that should these affiliates chose to relocate,
this would seriously reduce local employment (Rosenberg, 1998). However, this

oversimplifies this issue for two reasons.

First, the company does not necessarily close with the withdrawal of the foreign
investor. In fact, approval information from the OIC indicates that foreign capital is
transferred (rather than withdrawn altogether) to other companies in New Zealand.

Also, local investment may replace outflows of foreign capital.

Second, the activities of the MNE (rather than the absence of investment) have more
of an impact on employment numbers. For instance, the role of the affiliate, the
extent of manufacturing activity or local service delivery, and the extent of local

value-added and local sourcing will all have an impact on employment generation.

Greenfield investment, for example, offers the most potential for the creation of jobs.
In some sectors, foreign investment has contributed to considerable employment
creation. The Japanese firms in Jaray’s study (1998), for example, all established
greenfield sites generating approximately 1600 new jobs. However, these firms do
not accurately represent foreign investment entry modes in general. The majority of
recent investments worldwide, as well in New Zealand, involve acquisition rather than

greenfield investment.
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Looking at Appendix 4.1, we can see that the only greenfield investments made after
the mid-1980s were in sectors formerly restricted to foreign investors in some way.
Privatisation of state-owned forestry and cutting rights attracted greenfield investment
to the forestry sector, and deregulation attracted such investment into
telecommunications. However, the remaining investments involved acquisition or

were affiliates established by parent companies prior to the reforms.

Therefore, it is useful to evaluate the changes to employment and/or labour
productivity post-acquisition rather than the absolute number of jobs. However, the
lack of a rigorous study in this area makes it difficult to estimate the contribution of
foreign investment to employment creation, as opposed to jobs that have merely been
transferred into foreign-ownership via the acquisition of a local firm. Rosenberg
(1998) argues that much of the foreign investment attracted to New Zealand has not
resulted in comparable growth in employment, due to entry by acquisition, and
subsequent downsizing and restructuring. This has been particularly evident in the
case of privatised SOEs (Scott-Kennel, 1998a). Other case study evidence suggests
that where employment declined as a result of restructuring post-investment, this had

been necessary to keep the company in operation (Enderwick, 1995).

Other issues relating to employment are the wages offered by foreign investors versus
those offered in local firms, and the employment of expatriates rather than local staff.
Again, empirical evidence is scarce, particularly on the former issue where differences
in industry sector tend to confound results. KPMG found that the major foreign
contributors to employment were in the manufacturing, banking, and finance sectors.
The average wage over these industries was NZ$40,760 compared to the New Zealand

average of $31,670.

As to the number of expatriates employed, the same study found that overall, only
0.25 percent of staff were expatriates, although one third of the companies employed
an expatriate as the CEO. Of the total 19,730 staff employed by the firms in

Enderwick’s study (1995) just 15 were expatriates. Appendix 4.1 also shows that
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expatriates make up an extremely small proportion of the total number of employees.

Early survey evidence confirms the tendency to employ few expatriates. Deane
(1970) found that out of 145 companies, only 70 employed overseas personnel, and
this was on a small scale. Foreign staff were most required during the initiation of the
enterprise, and contributed valuable skill and experience that was often unavailable
in New Zealand. The larger firms also sent local personnel for international training.
In most cases, this was held at the parent company, or another subsidiary (particulary
in the case of Australia). However, specialised technical education, unavailable in

New Zealand, was sought through overseas technical institutes and business colleges.

The contribution of foreign investors to upgrading local skills through staff training
is also apparent in several more recent studies. In the KPMG survey 17 percent of the
firms stated that their staff attend overseas training courses often, and 45 percent said
occasionally (KPMG, 1995). All the U.S. companies in Enderwick’s study (1995)
were committed to training and development of their employees. This was
implemented through the recruitment and subsequent training of graduates,
apprenticeship schemes, overseas training and a focus on the development of

intellectual capital in service firms .

The Japanese companies in Jaray’s study (1998) also conduct extensive training,
including overseas training at parent companies, the provision of scholarships and
apprenticeships. This training is necessary to get local employees up to speed with
unique processes and parent-imposed product specifications. The available evidence
suggested that MNESs tend to operate in industries that are characterised by higher skill

levels, productivity and rewards (Enderwick, 1998).
Technology
There is strong evidence that foreign-owned affiliates introduce new technology to

New Zealand. This may be introduced via the affiliate in the form of product or

production technology or research and development output. More generally,
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technology could also include innovation or knowledge in the areas of distribution,

marketing, or human resources.

Enderwick (1995) found that the U.S. affiliates benefited considerably from access
to technological resources that were complementary to technologies already being
employed in New Zealand. Fifty percent of firms in the KPMG survey said that they
use significant overseas technology that would otherwise be unavailable in New
Zealand. Jaray confirmed this finding in her study of Japanese forestry firms (Jaray,
1998). Contrary to expectations of low levels of local value-added, the firms
employed overseas technology (either from parent in Japan or from Europe) to

undertake primary and/or secondary processing.

Otherresearch has shown that the foreign owners of Telecom, TranzRail and the Bank
of New Zealand have substantially improved technological infrastructure since
privatisation. In all these cases existing infrastructure was outdated and government
considered the cost of updating to be prohibitive (Scott-Kennel, 1998a). The
implications for development were that these technologies contributed to the
upgrading and improved competitiveness of local industry. The benefits of upgraded
infrastructure, for example, were passed onto local business customers who benefited

from increased variety, reliability and competitively priced products and services.

The foreign manufacturers in Deane’s study (1970) were dependent on overseas
research and technology, although some adaptation for the New Zealand market was
undertaken locally. More recent evidence has also shown that the New Zealand
affiliate is able to gain access to the R&D resources of the foreign parent (see
Appendix 4.1). However, it is also apparent that local R&D by these firms is
minimal, and frequently only conducted for the purpose of local adaptation. One of
the accusations levelled at foreign investment is that foreign owners transfer local
R&D activity offshore. Evidence appears to be mixed on this issue. Enderwick
(1995) for instance, found no evidence of declining support for local R&D post-

acquisition. In two of the cases given in Appendix 4.1, (Contec Developments and
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Dynamic Controls) technology development was initiated in New Zealand and has

remained in New Zealand (Duncan et al., 1997).

Organisational and managerial practices

Previous research has found that foreign investors introduced elements of ‘best
practice’ management and organisational techniques, but typically did not introduce
radically different practices to their New Zealand operations (Enderwick, 1995).

However, there were some exceptions. The first was increased emphasis on financial
management practices, accountability and precision by foreign owners (Enderwick,

1995; Jaray, 1998).

The second exception was Japanese-owned firms which tended to adapt their own
unique management practices to the New Zealand environment. Harper’s study
(1994) of Japanese firms in New Zealand found that most had introduced new
managerial practices. Individual case studies, such as Nissan (Williams, Owen, &
Emerson, 1991) and Toyota also provided evidence of the introduction of a Japanese
style of management. Kaizen and PHP (peace and happiness through prosperity) were

core philosophies employed in two of the firms in Jaray’s study (1998).

The literature strongly suggests that foreign-owned firms in New Zealand usually had
autonomy in managerial decision-making on a day-to-day level. The firms in
Appendix 4.1, for example, all had autonomy over day-to-day operations and
considerable discretion as to how to meet pre-approved budgets and targets. Longer-
term direction, and particularly decision-making relating to financial expenditure
tended to come from (or must be approved by) parent or related affiliates (Duncan et
al.,, 1997; Enderwick, 1995; Jaray, 1998). Fifty percent of the companies in the
KPMG study (1995) said that they had a local board with authority to make major

decisions, with most authority levels being under $100,000.
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Access to markets, internal networks and inputs

A number of studies have indicated that the most valued contribution of FDI has been
access to international markets via foreign parent company networks. This not only
benefitted the affiliate in New Zealand, but also the country’s ability to trade. Access
to corporate production, distribution and marketing networks was the single most
important factor in the companies’ success in Enderwick’s study (1995). These
networks provided a conduit for the intra-firm flow of products (including
intermediate products, and the use of brand names), technology, information and
ideas, and capital. In addition, the corporate networks provided vital access to export

markets for the majority of respondents.

The findings of Jaray’s (1998) and Duncan’s (1997) studies had strikingly similar
results. The success of the Japanese forestry firms could be largely attributed to their
integration into corporate business systems. This provided the advantages of access
to Japanese end-user markets through the trading, marketing, and distribution arms
of the body corporate in Japan. All but two of 19 firms in Appendix 4.1 indicated
that their firm was integrated into a corporate network. These networks provided the
firms with access to intermediate products and services, export markets, corporate

expertise, marketing techniques, and distribution infrastructure.

SECOND ROUND EFFECTS

Indirect linkages

Arguably the most pervasive, yet elusive (in terms of measurement) impact of a
foreign affiliate on a host economy is via competitive effects. These can range from
pressure on local firms to upgrade their product or service quality, to forcing some
competitors out of business or restricting entry to others. In Enderwick’s study (1995)
the majority of firms were operating under competitive or highly competitive

conditions. This suggested that the affiliates were less likely to be operating in
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conditions where they could extract monopolistic or oligopolistic profits or operate
inefficiently. However, most of the other locally-owned competitors were also
foreign-owned. This raises the concern that in certain sectors locally owned firms
may be squeezed out by foreign firms that have the added advantages of belonging to

a multinational corporate network.

In contrast, the telecommunications firms in the review of FDI by Duncan et. al.
(1997) had considerably increased competition, and the supply of competitively priced
telecommunications products and services, when they entered the market following
deregulation. The advantages to customers came in the form of leading-edge

technologies, new services and dramatic reductions in the price of existing services.

In the forestry sector, competition was more oligopolistic in nature, with a few large
firms having the most influence. However, most competition tended to be played out
in international markets due to the limited potential of the domestic market. Jaray
(1998) concluded that despite these industry characteristics, Japanese investment had
favourable demonstration effects on local firms who have sought to emulate unique
processes. Thus, not only did the Japanese firms cement vital links in what is a highly
competitive global industry, they also encouraged upgrading of value-adding activities

of local firms.

Direct linkages

The extent and pattern of diffusion of assets and skills to local firms through direct
linkages are difficult to determine given the existing empirical evidence in New
Zealand. However, it is possible to demonstrate the extent of local sourcing by
specific firms drawing on case study evidence, although this is limited for the
purposes of our analysis for two reasons. First, there is lack of information as to the
proportion of all inputs sourced locally; and second, the nature (e.g. standardised or

specialised) of inputs sourced locally is not known.
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However, there was evidence of considerable local sourcing in Duncan’s (1997)
survey. The 20 firms in Appendix 4.1 purchased approximately $1 billion worth of
goods and services from other firms in New Zealand. The firms in Enderwick’s study
(1995) sourced a wide range of inputs from hundreds or thousands of New Zealand
suppliers. This study also found a low propensity to import product and input
requirements from overseas. This demand for locally-produced goods or business
services has significantly contributed to the development of local communities and

other businesses.

However, despite contributing in some areas, some types of FDI form few local
linkages. Jaray found that forestry investments that had been made to secure access
to resources as inputs for highly integrated Japanese MNEs formed few backward or
forward linkages, other than demand for local contractors and transport services. In
one case, there were no local linkages at all, while others purchased timber from local

suppliers, and another sold to the domestic market.

CONCLUSION

Despite New Zealand’s historical and present reliance on FDI (Akoorie, 1998b) as a
source of capital, technology, expertise and ultimately, economic growth, a systematic
analysis of the nature and extent of its effects has not been attempted for more than
thirty years (Deane, 1970). In particular, there is scant evidence of the impact of

foreign-owned affiliates at the industry, or second round, level.

Since Deane’s study in 1970, there has been a major shift in government policy
orientation from IS-IL to EO-OL, coupled with a staunch market orientation driven
by industry deregulation and policy liberalisation. The policy environment since the
mid-1990s has lacked direction, and created uncertainties in the business environment
in New Zealand. Coupled with international events, such as the Asian Crisis, this has
only served to detract New Zealand’s L-advantages as a location for investment.

These shifts in economic systems and policy have significantly altered the receptor
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conditions for FDI, and consequently, the nature of FDI attracted to New Zealand
(Akoorie, 1998a). Hence, there is a pressing need for research that addresses changes

to FDI and the impact of FDI as a consequence.

Official statistics show that New Zealand continues to rely on foreign investment to
supplement domestic capital. The relative value of this investment is high in
comparison to other OECD/developed countries. The majority of investment
originates from Australia, the United States and the United Kingdom. The stock of
Asian investment is minimal (particularly investment from Japan), but has been

increasing in recent years.

Empirical research on foreign investment in New Zealand can be summarised as
follows. First, the principal objectives of the studies are were to investigate the extent
and pattern of the investment in different sectors or different countries (Chung, 1994;
Duncan et al., 1994; Jaray, 1998); or to address current issues surrounding foreign
investment in New Zealand. These issues related to the impact or contribution of
foreign investment (Deane, 1970; Enderwick, 1995; KPMG, 1995; Loh, 1994), rising
levels of Asian investment (Cremer & Ramasamy, 1996; Jaray, 1998), and

privatisation of key state-owned assets (Scott-Kennel, 1998a).

The majority of these studies show that FDI has a positive effect on the economy.
Foreign affiliates in New Zealand generally have a long-term commitment to New
Zealand and reinvest earnings into infrastructure and human capital. (KPMG, 1995).
Case studies of foreign affiliates from specific countries or regions, such as the United
States (Enderwick, 1995), Japan (Harper, 1994; Jaray, 1998), and Asia (Cremer &
Ramasamy, 1996) found that foreign affiliates made positive contributions at the first
round level in terms of capital, technology transfer, local employment, management

practices, and market access.

The exceptions to these studies have been those advanced by anti-foreign investment
authors, who claim that foreign investment erodes sovereignty and control over New

Zealand's future are largely unsubstantiated. Individual cases are used as evidence of
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redundancies resulting from a change to foreign ownership, excessive foreign control
in certain industries (such as tourism in Queenstown), excessive monopoly and profits

(Telecom) (see Rosenberg, 1998).

For the purpose of evaluating the impact of FDI on the New Zealand economy, there
are several caveats that should be raised regarding existing New Zealand data and
research. First, convenience survey and case study approaches do not generate results
that can be considered to be representative of the population of foreign investors in
New Zealand, or even in individual sectors. For instance, surveys have been limited
to large, client firms (KPMG, 1995), specific nationalities (Harper, 1994) or specific
sectors (Jaray, 1998). Any analysis or interpretation of the results, therefore, must be
tempered by the fact that these firms are examples of possible, rather than probable,

overall effects.

Second, and in direct contrast to the first point, research on the impact of FDI in New
Zealand suffers from inadequacies in official data that prohibit firm-level analysis.
Longitudinal data on employment, number of foreign-owned enterprises, level of
foreign ownership, and financial performance are only available at an aggregated,
industry sector level. Confidentiality assurances to participants in official data
collection surveys prevents any disaggregation of data to the firm level, and often

leads to omission of data in published statistics.

Therefore, the foreign investment data which is available tends towards either the
detailed and in-depth study of individual firms, or aggregate figures of investment
flows. Small-scale surveys of investors, and the investment approval information
available from OIC is useful but less precise. One exception to this was Deane's 1967
survey which provided comprehensive evidence of the impact of FDI in
manufacturing (Deane, 1970). The fact that a comprehensive study has not been
undertaken since the late 1960s leaves a substantial gap in the current data and

literature in New Zealand.
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Third, there is no comprehensive database of foreign-owned firms in New Zealand,
a fact that has not gone unnoticed by the research community (Enderwick, 1998).

Information in existing directories and databases is limited by:

. voluntary admission of foreign ownership by the affiliates themselves>
(Business Who’s Who),

. the inability to separate foreign from non-foreign owned firms (New Zealand
Registrar of Companies); or

. confidentiality which prevents SNZ publishing data for firms where three or

fewer firms exist in a particular industry sector.

Therefore, studies to-date are all restricted by the lack of access to a list of the
population of individual companies operating under foreign ownership in New

Zealand.

Fourth, the literature focuses on first round effects on the economy or the foreign
affiliate. Second round effects at the level of industry tend to be marginalised by
comparison. The measurement of these effects is frequently limited to the quantity
of local sourcing, rather than considering a wider range of indirect, backward, forward

and collaborative linkages.

Fifth, few existing studies make an attempt to assess the longer term impact of FDI
on industry via such linkages with local firms (although see Duncan et al., 1997;
Enderwick, 1995 #335). Perhaps the most significant contribution is Akoorie’s
doctoral thesis (1996a), which investigated the process of local upgrading at the
micro- or firm-level. However, relating to our earlier point, such case studies fall
short of definitive or even representative evidence, and are merely indicative of the

types and extent of linkages for a single firm or group of firms.

% Also, the affiliate must pay extra to have foreign ownership details included in the directory. This must
discourage the practice of including such details.
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In conclusion, the literature suggests that FDI accounts for a significant proportion of
output and employment in New Zealand. Case study research has elucidated many
key areas of impact relating to FDI and the activities of the MNE, including many
areas of positive contribution toward the New Zealand economy. However, existing

research is limited by:

. alack of recent research that takes the changes to the investment environment
in New Zealand into account;

. an absence of representative research at the firm-level, that is based on a
sample drawn from the population of foreign-owned firms in New Zealand,
and

. a focus on the first round effects of FDI and a lack of research on the second

round effects due to indirect and direct linkages with local firms.

In the following chapter, the research model is presented along with the research
questions and propositions that attempt to address the limitations of the existing

literature.



CHAPTER FIVE
RESEARCH MODEL

INTRODUCTION

The central research issue of this thesis can be stated as: “What impact does MNE
activity have on local industry in New Zealand?’. This chapter presents a model that
seeks to address this issue, and which acts as a guide to the remainder of the thesis.
The chapter then sets out a number of research questions and propositions that

examine the impact of FDI in more detail.

To recap, the aim of this thesis is to investigate, in the context of a host country
which is highly reliant on FDI, the impact MNE activity has on the development of
local industry. The theoretical framework for the research is the IDP, which suggests
that inward FDI may, over time, facilitate the upgrading of local firms subsequently
enabling them to undertake outward FDI. Upgrading occurs as a result of the
interplay between host-country characteristics (L), the ‘bundle’ of resources
introduced by the foreign affiliate (O), and the way those resources are organised and

used (I) in the host country.

We are most interested in the effects that arise as a result of the uniqueness of the
MNE relative to indigenous firms. Hence, we are concerned with first and second
round effects that arise from the bundle of skills, resources and firm-specific O-
advantages that are transferred to the foreign affiliate after it has been established or
acquired by the MNE. This bundle may include technology (Barrell & Pain, 1997),
innovative management practices, exclusive marketing channels or brands, new
products or services, production techniques, or any other accumulated knowledge,
information or skills within the firm. As noted in earlier chapters, transfer of O-
advantages not only improves the foreign affiliate’s performance relative to local

competitors (Aitken & Harrison, 1999) at the first round level, but also presents the
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potential of diffusion of these advantages to local firms via indirect or direct linkages

(Brown, 1998; Rodriguez-Clare, 1996) at the second round level.

To briefly recap the thesis thus far, Chapter Two developed the theoretical framework
for this research, Chapter Three reviewed empirical findings in the area of local
upgrading via FDI, while Chapter Four set the study in the New Zealand context. In
this chapter, we develop the research questions by operationalising the theory
presented in Chapter Two. We start by proposing a process of local asset
augmentation (upgrading) that might occur as a result of MNE activity. We then go
on to state our research questions and propositions. Then in Chapter Six we discuss
the methods employed to test these propositions, including the sample, questionnaire

design, variable selection, and refinement and data-analysis techniques.

OWNERSHIP-ADVANTAGE AUGMENTATION PROCESS

Up until now the IDP framework has focussed on economic impact at the macro-
level. In other words, it maps a relationship between net aggregate stocks of
investment and a country’s GDP. The objective of this section is to narrow this focus
to a micro-level. In doing so, we can examine the process of firm-level upgrading
that prompt the wider impacts to economic development. In the following discussion
we suggest a typical process of upgrading through O-advantage augmentation. This

process can be likened to a micro-level version of the IDP.

The process of O-advantage (asset) augmentation consists of four distinct stages.
Each of these stages represents a step towards the upgrading of O-advantages of local
firms and/or the affiliate. Progression through these stages is by no means guaranteed
or continuous. As discussed in Chapter Two, the extent and pace of progression is
determined by the specific OLI configuration, and in particular, the L-advantages of

the host country.
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Stage One: Entry of the Affiliate

The foreign affiliate enters New Zealand and brings a set number of O-specific
advantages (OF) which are unique to the firm and/or are not available to local,
uninational firms. It operates under a set of L-specific advantages (L), defined by the
New Zealand and industry context. It functions under a given set of firm rules or
strategy, determined autonomously or at the parent firm level that guide its use of
inter- versus intra- firm trade, production and internalisation (I) of O-advantages.
Affiliation with the MINE will give rise to first round effects on the affiliate, such as
improved competitiveness relative to local firms. In order to assess these effects, a

profile of the affiliate’s unique characteristics needs to be constructed.

Stage Two: Linkage Formation

Depending on the conditions above, certain relationships or linkages with the local
economy will occur. These conditions moderate the extent (quantity) and type
(quality) of linkages between the affiliate and local firms. We consider five key types

of linkage in this study:

. indirect linkages with local competitors;

. direct forward linkages with local agents and/or customers;

. direct backward linkages with local suppliers and/or subcontractors;

. direct knowledge agreement linkages with local licencees and/or franchisees;
and

. direct collaborative linkages with local collaborative partners.

These linkages give rise to second round effects on local industry, which occur at
Stages Three and Four. In order to assess this stage, the types of linkages between

foreign affiliate and local firms, and determinants of those linkages are examined.

Stage Three: Diftusion and Transfer of Ownership-advantages

Stage Three involves the direct transfer and/or indirect diffusion of O-advantages by
either/both foreign and local firm. The extent of diffusion or transfer is expected to

be associated with the degree of linkage (DOL) of the affiliate with local industry.
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It is expected that potential for this diffusion/transfer increases as the affiliate
increases its local DOL. The linkages described above can be grouped into three
categories based on their potential for local upgrading. Therefore, the DOL of the

affiliate can be:

. LOW: Indirect linkages with competitors are an example of low quality
linkage as there is only potential for diffusion (rather than transfer) of
O-advantages. For instance, the gradual diffusion of O-advantages through
agglomeration or demonstration effects may give rise to changes to
technology, managerial practices, and the availability and cost of goods and

services.

. MODERATE: Direct linkages with agents or suppliers can be described as
moderate linkages, as there is potential for the transfer of knowledge and

assistance from the affiliate to local firms.

. HIGH: Knowledge agreements and collaborative linkages, (e.g. an alliance)
represent high quality linkages, because of the potential for a two-way
transfer of O-advantages between the affiliate and the local firm, and vice

versa.

If the quality of linkages is higher, the author proposes that the affiliate is more
integrated with the local economy and the DOL is higher. The greater the DOL, the
greater the potential for quasi-internalisation of O-advantages by the affiliate. If
quasi-internalisation (as opposed to full internalisation) of any O-advantages occurs
then there is more of a chance these advantages will diffuse or be transferred to other
firms. Hence, in summary, the DOL of the affiliate is expected to be positively

associated with the likelihood of asset augmentation or upgrading by local firms.
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Stage Four: Ownership-Advantage Augmentation

The final key stage of the process is when the local (and/or the foreign affiliate) firm
is able to augment its O-advantages as a result of indirect or direct linkages with
foreign affiliates. Note that the outcome of this process may be mutually beneficial
to both local and foreign firms; one firm may upgrade with negligible impact on the
other, or one firm may upgrade at the expense of the other. The overall outcome on
specific firms and industries is expected to be a function of local firm capability, as

well as the complementarity of their activities with the activities of the affiliate.

RESEARCH QUESTIONS

Hence, in order to determine whether the process of O-advantage augmentation is
occurring we need to investigate the first- and second round effects at the level of the
affiliate and other local firms. This is done in three stages; the affiliate profile, the

extent and determinants of linkage formation, and the overall degree of linkage.

Affiliate Profile. A profile of the affiliates is constructed, including their country of
origin, main activity, age, entry mode/ownership form, degree of autonomy and
motive for investment, and the unique O-advantages that have been internalised
within the affiliate via the corporate network. This addresses the key elements of the
affiliate’s OLI configuration, namely: to what extent their decision-making is directed
by the parent company (I); their main reason for operating in New Zealand as
opposed to an alternate location (L); and the unique advantages they gain from being
part of a MNE (O and I) versus local firms. The main purpose of constructing an

affiliate profile is to consider the first round impact of FDI at the level of the affiliate.

Linkage formation and determinants. The extent of different linkages that the
affiliates form with local firms; including competitors, agents, customers,
suppliers/subcontractors, licencees/franchisees and collaborative partners is assessed.

In order to understand the conditions (O and L) under which these types of linkages
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occur, we also examine the determinants of these linkages. This provides evidence

as to the second round impact of FDI on other local firms.

Degree of linkage (DOL). By determining the overall DOL, we are better able to
estimate the extent of quasi-internalisation of O-advantages (O and I), then
extrapolate as to the impact on the upgrading of local firms (O and L) and/or the
affiliate. Finally, by investigating the determinants of the DOL, we can say which
types of investment activity are most beneficial to New Zealand. This illustrates the

overall impact of FDI at the level of industry.

The following research questions (RQ) and propositions (RP) address these three

areas of investigation and the results are presented in Chapter Seven.

AFFILIATE PROFILE

RQ1 Country of Origin. Does the country of origin of the surveyed affiliates

reflect estimates for the population of affiliates in New Zealand?

RQ2 Main Activity. Does the main area of activity of the surveyed affiliates

reflect estimates for the population of affiliates in New Zealand?
RQ3 Age/Entry Mode/Ownership Form. How long have the affiliates operated in
New Zealand, and were they established or acquired by their current foreign

owners?

RQ4 Autonomy. To what extent do the affiliates have autonomy over short- and

long-term decision-making ?

RQ5 Motive for Investment. Why do MNE:s invest and operate in New Zealand?
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RQ6 Ownership-advantages. To what extent do MNEs transfer internalised O-

advantages and resources via the FDI medium to the affiliates in New

Zealand?

RQ7 Innovation. Are the affiliates responsible for introducing unique innovations
to New Zealand, and where do these innovations originate (the parent

company, the affiliate, or through joint development)?

RQ8 Do MNEs internalise local innovation via acquisition of local firms?

RQ9 Competitive Advantages. What are the key sources of competitive advantage

for affiliates in New Zealand?

Itis expected that O-advantages, resources, and innovations from the parent company
will be used as a source of competitive advantage by the affiliate in New Zealand.
Two testable research propositions are presented to evaluate the O and I advantages

of the affiliates in New Zealand:

RP1 Affiliates rely on internalised MNE O-advantages and resources transferred

from the foreign parent as sources of competitive advantage in New Zealand.

RP2  Affiliates rely on internalised innovations introduced to New Zealand via the

foreign parent as sources of competitive advantage.

LINKAGE FORMATION

Indirect Competitive Linkages

We assume that O-specific advantages will not be transferred to local competitors in
the absence of any exceptional circumstances, (e.g. government intervention), or

unless the firms form a co-operative agreement. However, there is scope for
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diffusion of these advantages through emulation, demonstration effects, distribution

of new products and services even without direct linkages between the firms.

This thesis is unable to assess the impact on competitors directly because the survey
was sent to foreign affiliates rather than their competitors. Instead we can make

inferences about the extent of indirect linkages in three ways.

First, the capability gap can be evaluated based on the strength of foreign affiliate
versus other local competitors. Empirical evidence presented in Chapter Three
suggested that the larger the capability gap between the affiliate and local competitors

the larger the impact on the latter. The rationale for this is that either:

. the indigenous firm is lacking capability vis-a-vis the foreign competitor and
is squeezed out of the market; or
. the indigenous firm’s capabilities exceed that of the foreign affiliate, and it

stands to lose these existing competencies via the hollowing out effect .

If, on the other hand, the combination of OLI advantages gives rise to similar levels
of capability and a small capability gap between the firms, then the local firm is more
likely to be able to upgrade its O-specific assets to meet the competitive challenge of
the affiliate, hence having a positive influence on its development. Therefore, in
order to assess the indirect competitive effect of the affiliates the following research

question is asked:

RQ10 Competitive Position. Do the affiliates occupy strong competitive positions

relative to their New Zealand counterparts?

Secondly, in order to assess the competitive effects on local firms, we investigate
whether the affiliates’ activities have changed the competitive environment. The
competitive environment is proxied by changes to the number of competitors and the

competitiveness of firms overall. We ask:
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RQ11 Competitive Environment. Do the affiliates influence the competitive

environment in their industries in New Zealand? Specifically;

RQlla To what extent do the affiliates’ activities influence competition
between firms?
RQ11b To what extent do the affiliates’ activities influence the

competitiveness of other firms in their industries?

RQl1c To what extent do the affiliates’ activities influence the number of
major competitors?

RQ11d To what extent do the affiliates’ activities influence the number of

smaller competitors?

Third, we investigate the degree to which foreign firms may have invested in New
Zealand to take advantage of agglomeration or clusters of firms in specific industries,
or to locate in close proximity to competitors or other firms with complementary

capabilities.

RQ12 Clusters. Is there any evidence of competitive clusters where the affiliates

gain access to local innovation?

Direct Forward, Backward, Knowledge and Collaborative Linkages

The analysis is limited to direct linkages that involve specialised (rather than
standardised) products and services. This is intended to better capture the quality of
local linkages, in other words, those that are associated with the transfer of resources

or quasi-internalisation by the affiliate.

Forward Linkages. The affiliate may form forward linkages with local firms acting
as agents for distribution, marketing and services (Wright, 1990) or it may form
forward linkages with industrial customers. In the first instance, the affiliate may
draw on the New Zealand firm's experience in the local market or established
distribution networks. These linkages offer the potential for transfer of assistance

with marketing, selling or after-sale service. In the second instance, the affiliate may
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sell its product/service to local firms and offer assistance related to its use. In both
instances, it is expected that there will be a low level of co-operation and information

sharing between the firms. The research questions are posed as follows:

RQ13 Forward Linkages. To what extent do the affiliates form forward linkages

with New Zealand agents for the marketing or distribution of products and/or

services?

RQ14 To what extent do the affiliates form forward linkages with New Zealand

customers for the supply of specialised inputs?

RQ1S What types of assistance do the affiliates provide to New Zealand agents and

customers for the purpose of improving their products and/or services?

Backward linkages with a local economy occur through local sourcing or ongoing
relationships formed with suppliers and subcontractors. The local supplier might
assist the affiliate by providing inputs, such as raw materials, components, finished
goods and services. Through linkages with suppliers or subcontractors, there is the
potential for the transfer of technical assistance, financial support, or organisational
techniques from the affiliate to the local firm. The following research questions

examine these issues:

RQ16 Backward Linkages. To what extent do the affiliates source specialised

products and services from other New Zealand firms?

RQ17 To what extent do the affiliates form backward linkages with New Zealand

suppliers or subcontractors for the purchase of specialised inputs?

RQ18 What types of assistance do the affiliates provide to New Zealand suppliers,
and subcontractors for the purpose of improving their products and/or

services?
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Knowledge agreement linkages. Knowledge agreement partners include local firms
that undertake licencing or franchising contracts with the foreign affiliate. These
agreements typically involve the transfer of intermediate assets in the form of
standardised and codifiable company resources, such as product or process
technology, marketing practices and brands, as well as business practices and

procedures. These linkages are explored in the following research questions:

RQ19 Knowledge Agreement Linkages. To what extent do the affiliates form
knowledge agreements with New Zealand licencees and/or franchisees for the

production or marketing of products/components or services?

RQ20 What types of assistance do the affiliates provide to New Zealand licencees
and/or franchisees for the purpose of improving their products/components

or services?

Collaborative Linkages. In the case of collaborative agreements, it is proposed that
the local firm possesses a high level of competency in complementary value-added
activities and is attractive to the affiliate as a potential alliance partner. The firms
may seek to collaborate in the design of technology suited to the local market, or the
local firm may have an innovative product that needs financial or marketing support
from a larger company. There might be an exchange of product or process
technology, and/or managerial or labour practices to assist a joint project. There is the
potential for mutual gain by both firms, although this is not always the case if one
firm is able to gain more from the relationship than the other. The following research

questions relate to such collaborative linkages:

RQ21 Collaborative Linkages. To what extent do the affiliates form collaborative
agreements (e.g. strategic alliances, technology agreements or management

contracts) with New Zealand firms?

RQ22 What types of resources (O-advantages) do the affiliates provide to New

Zealand collaborative partners (and vice versa)?
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RQ23 Are resources (O-advantages) developed (in either firm) as a result of the

collaborative agreement?

DETERMINANTS OF DIRECT LINKAGE FORMATION

This section investigates the determinants of direct linkage formation and presents
a number of relevant research propositions. Due to measurement difficulties, this
analysis is limited to direct linkages (thus excluding competitive linkages), although
indirect linkages are revisited in the DOL section. We begin by examining the nature
of industry related L-specific factors (e.g. local firm capability) and posing relevant
research questions, which is considered independently, as the other determinants were

addressed earlier in this chapter.

Local firm capability

Empirical evidence (refer to Chapter Three) suggests that forward and backward
linkages by the affiliate are dependent on local firm capability. The extent to which
the O-advantages of the affiliate and those of the local firms are similar or dissimilar
in nature and sophistication will determine the impact on the local firm. If local firms
possess complementary assets then linkages are more likely to occur. For example,
the local firm might have specific competencies that are suitably sophisticated to lend
support to the affiliate's activities. In sum, greater local capability and/or a smaller
technology gap facilitates the use of a voice strategy (linkage) by the affiliate. Hence,

we pose the following research questions:

RQ24 Local Firm Capability. How do the affiliates rate the capability (availability,
price, quality, reliability and technical sophistication) of other New Zealand

firms?

RQ25 To what extent do the affiliates perceive that other New Zealand firms are

able to supply standardised/specialised products/services they require?
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Table 5.1 sets out a summary of the expected outcome for upgrading by the local firm

(or the affiliate) given certain OLI configurations. Table 5.1 shows that the type of

linkage that occurs is influenced by:

. the O-advantages of the affiliate (OF) and of local firms (OH);

. the degree to which the affiliate (or the local firm) engages in either full- or

quasi-internalisation (IF) of O-advantages; and

. whether the L-advantages (LH) in the host-country (New Zealand) can

support such linkages.

Table 5.1

Linkage Type, OLI Configuration and Expected Outcome

Local Linkage oLl Expected outcome
No Linkages o0, weak e Diffusion of O possible via emulation or
(enclave) oFull | - no transfer demonstration effects
_Low Ol.__,j_ unsupportive of local linkages = eChanges to market/industry structure over time
Competitor olf O and O, similar eMay force upgrading by local firm and/or affiliate
o Full I - no transfer eMay prompt hostile action by affiliate (ie. acquisition)
Low oL, supportive of local eChanges to industry structure, market competition
development e Diffusion probable given strong O,, (capability)
Quasi-l. — transfer May encourage alliances/partnerships (refer below)
o|f O and O,, dissimilar (O, weak) e®Local competitors either do not exist or are
o Full I - no transfer insufficiently developed to compete with the affiliate
oL, unsupportive of local elIncrease in market concentration, decrease in
development competition if local firms are squeezed out
o Diffusion less likely given weak O,, (capability)
Agent/ o0, sufficient for linkages to occur eSome transfer of non-core O-advantages possible
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