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Preface

One of the most striking features of the global economy in the 1980s has been the increasing recognition
of the importance of services in economic development, international trade and international direct invest-
ment. The growing interest in services has resulted not only from the realization that, today, the services
sector 1s the largest economic sector and the most important source of new jobs in many countries, but also
because the Uruguay Round of Multilateral Trade Negotiations has focused the attention of policy-makers
on this sector. Since the beginning, these negotiations have acquired a scope well beyond what has been
traditionally understood by crossborder trade, mainly because the majority of services are not tradable and
can enter international transactions only through sales of affiliates established abroad by transnational
corporations or by the movement of people (as providers of services) across borders. The negotiations have
also stimulated a closer look at the efficiency of the services sector in the domestic economy and its role in
development and the activities of transnational corporations in services.

The purpose of this publication is to contribute to a better understanding of the international activities
of transnational corporations in services and thus to assist Governments to cope better with a phenomenon
of utmost importance to development and economic policies, both at the national and international levels.
This publication deals not only with foreign direct investment and transnational corporations In services
but also provides a theoretical explanation of forces determining the transnationalization of service firms
and mdustries. Further, it attempts to evaluate the potential contributions transnational service corpo-
rations can make to the services sector and economies of host countries, and 1t reviews established policy
patterns towards transnational service corporations.

Given the scarcity of data and literature on the subject, many of the conclusions of the study, partic-
ularly those concemning the impact of transnational service corporations and the pattern of policics, are
tentative. Considerably more research is needed to understand more fully the nature and magnitude of the
impact of these corporations. For this reason, this publication is meant to stimulate discussion and further
rescarch rather than provide ready answers. Since the Centre is continuing its work in this area, any feed-
back and constructive criticism would be greatly appreciated.

This publication is based on the chapters dealing with services in Transnational Corporations in World
Development: Trends and Prospects (United Nations publication, E.88.11.A.7), recently published by the
Centre.
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Explanatory notes

The term “country” as used in the text of this study also refers, as appropriate, 10 territories or areas.

For analytical purposes, the following country classifications have been used:

- Socialist countries:
Eastern Europe and Union of Soviet Socialist Republics

Developed market economies:
North America, Southern and Westem Europe (excluding Cyprus, Malta and Yugosolavia),
Austraha, Japan, New Zealand and South Africa

Developing couniries:
Latin America and the Caribbean, Africa (other than South Africa), Asia (excluding
Japan), Cyprus, Malta and Yugoslavia

The designations of country groups in the text and the tables are intended solely for statistical or analytical

converuence and do not necessarily express a judgement about the stage of development reached by a particular
country or area in the development process.

‘ The following symbols have been used in the tables:

Two dots (..) indicate that data are not available or are not separately reported. Rows in tables have been
omitted in those cases where there are no data available for any of the elements in the row;

A blank in a table indicates that the item is not applicable.
A dash (-) or a zero (0) indicates that the amount is nil or neghgble.
A slash (') indicates a financial year, e.g. 1986/87.

Use of a hyphen (-) between dates representing years, for example, 1985-1987, significs the full period
involved, including the beginning and end years.

%, Reference to “dollars” ($) means United States dollars, unless otherwise indicated.

Annual rates of growth or change, unless otherwise stated, refer to annual compound rates.

Details and percentages in tables do not necessarily add to totals because of rounding.
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INTRODUCTION




Like goods, services embrace a diverse set of
activities with different production processes, tech-
nologies, marketing methods and distnibution
channels, and they involve a wide range of suppliers
and customers. No commonly accepted definition
of services exists, neither for the calculation of
national accounts nor for the measurement of
international transactions. Nevertheless, there is
no disagreement that services include such activities
as wholesale and retail trade, transportation,
communications, banking, finance, insurance, data
services, hotels and restaurants. real estate, business
services, professional services, community services
(including public administration and defence),
social services (including education and health
services) and personal services (such as repair or
laundry services). Services have certain character-
istics in common which make it possible to analyse
them as a whole, instead of considering them only
as scparate activities. The most important of these
characteristics is that of intangibility, that is, most
services cannot be stored. That basic charactenstic
requires that, unless embodied in goods, the
production and consumption of services must
occur at the same time and in the same place. In
a sectoral classification of an economy, service
activities are, by convention, referred to as the
“tertiary” or “services” sector. (The box on the next
page elaborates on some of these matters.)

The share of services in a country’s gross
national product (GNP) primarily depends on:

o  The level and pattern of demand for interme-
diate or producer services, that is, services that
are sold to other producers for further value-
adding activities;

e  The level and pattern of demand for final (that
is. consumer) services; :

¢ The extent to which services enter into the
exchange economy;

e The length of the value-added chain in the
production process and the role of services in
that production;

e  The organization of the production of services,
for example, between specialist service
companies and non-service companies;

¢ The economic structure of a country, that is,
the types of goods and services produced and
the way in which they are produced; this, in
turn, depends on the indigenous resources
available and the system for organizing their
improvement and deployment; and

e The state of technology in supplying services.

The growth of the share of services in GNP and

employment reflects a combination of both

demand and supply-led forces. These include:

e  The increasing role of intermediate or producer
services in the value-added process. Advances

in technology, in particular, have helped firms

to incorporate new data-based services within

their own structures and to diversify the
services they are able to offer to their
customers;

e The growth of per capita output and the high
income elasticity of demand for at least some
discretionary consumer services (particularly in
industnialized countnes);

e The increasing tendency of firms in non-
service industries 10 externalize certain service
activities (for example, accounting, transport,
business consultancy);

e The growing importance of marketing.
distribution and after-sales maintenance and
servicing activities in relation to the value of a
physical product (for example, a copying
machine, an aircraft, a power station);

e The increasing role of the state in providing
or encouraging the production of intermcdiate
services (for example, education and telecom-
munications), final services (for example,
health), and services directly related to
governance (for example, civil service, tax
collection, social security):

e  The growth of finance. banking. legal, insur-
ance, transport and other support services
necessary for the efficient functioning of
modern society; and

e  The emergence of new intermediate markets
for services (for example, the Euromarket,
reinsurance, securitization, new forms of data
transmission).

As a result of the combination of those forces, the
share of services in GNP has increased over the
past decade or so in virtually all developed and two
thirds of the developing countries for which data
are available. By the mid-1980s, the services sector
accounted for more than half of the GNP of all
developed market economies, and it was the single
largest sector in most developing countries. This
secular structural change raises important questions
about the implications which the growth of the
services sector has for national economic activities
and future economic growth. Developing coun-
tries, in particular, have to consider the consc-
quences of this fundamental shift for their
development strategies; UNCTAD has undernaken
considerable work 1n that respect.

Not surprisingly, this sectoral shift has also
affected the structure of international transactions.
During the mid-1980s, trade in services comprnised
about one fifth of the total world exports of about
$2 trillion; and more than half of the annual FDI
flows of about $50 billion involved service trans-
actions. In fact, approximately 40 per cent of the
world’s FDI stock (that is, about $300 billion) was




in the services sector. Since the share of services in

GNP appears to have increased at a slower rate

than the share of services FDI in total FDI, the role

of foreign service affiliates in the domestic sector
of a number of countries has also increased.

For a number of reasons, services play an
important role in the economic development of any
country:

e Infrastructure. Services such as transportation,
communication, banking, education, health
and utilities are part of a country’s basic
infrastructure. The possession of many of
these services is a prerequisite for economic
development.

] Interlinkages, especially through (producer)
services providing intermediate inputs into the
production of goods or other services. Some
of the services already mentioned under the
heading “infrastructure” fall into this category
as well. Also important are such services as
insurance, trading, data services, accounting,
rescarch  and development, engineerng,
construction, legal services and advertising, all
of which provide important intermediate
inputs as producer services. Their availability
and sophistication affect economic
competitiveness through their interaction with
industrial activities and other services.

e  Strategic significance for the economy. Some
services, such as banking and finance, in
general, are considered by many countnes as
being central to economic growth and devel-
opment. Without control over such instru-
ments of macro-economic policies, these
countries feel handicapped in the management
of their economies.

. Structural adjustment. In a number of coun-
tries, especially those that are competitive in
international transactions, service industries
are considered as one of the prime sources of
growth and structural adjustment to replace
declining industries.

] Socio-cultural impact. Services such as the
mass media, advertising, education, publishing,
and tourism have a socio-cultural dimension
through which attitudes, behavioural patterns
and consumption patterns are influenced.

Many services belong in several of those categores,

but most of them have in common that they serve

important functions in any economy, at whatever
level of development. Their efficient provision,

domestically or internationally, ought to be, there-
fore, a matter of considerable concern.

In spite of its importance, the services sector
has been generally neglected in academic research
and public policies. Thus, for instance, established
micro-economic theories have been formulated

primarily with a view to explaining the production
and consumption of goods, not of services;
economic development is primarily perceived as
primary and secondary industrialization; and inter-
national trade theory focuses mainly on trade in
goods.  Similarly, sectoral empirical studies on
agriculture, mining and manufacturing abound,
while few such studies exist for the services sector
as a whole; and most empirical studies on trading
patterns concern themselves with the exchange of
goods rather than services. In the area of public
policy, debates in some “industrial” countries focus
on the need for “re-industrialization” as a cure for
economic decline, while an international policy
framework for trade exists only for trade in goods,
and not in services. Neither is research on FDI and
TNCs exempt from this pattern. The majority of
the voluminous literature in this field gives the
impression that TNCs are mainly industnal enter-
prises. Similarly, most of the theories of interna-
tional production are geared to explaining the
production of goods.

This picture is, however, changing. Partly this
is because there is an increasing recognition of the
importance of the services sector as such; and partly
it is because the negotiations in the Uruguay
Round of Multilateral Trade Negotiations aim at
establishing an international framework for trade in
services. It is this latter development, in particular,
which has created an urgent need for a better
understanding of the role of this sector in world
economic development. As a result, an increasing
number of researchers and policy-makers have
begun to analyse various aspects of the services
sector as a whole, and especially the characteristics,
determinants and implications of services in inter-
national transactions. In this context, the intan-
gible and non-storable nature of most services
makes FDI particularly important because, in
contrast to goods, many services can be delivered
to foreign markets only if they are produced in
those markets by foreign affiliates. This distinctive
feature (and the crucial question of the boundary
line between trade and FDI in services) suggests
that there are special reasons for dealing with FD}
in services. The relative importance of TNC
activity in services, and the fact that services
investment is often closely associated with trade
and FDI in goods, reinforces the need for a closer
look and detailed analysis of FDI and TNCs in
services.

In the light of these considerations, this study
addresses the following interrelated questions:

e To what extent has FDI in services grown,
how have the various geographical regions
participated in this growth, what are the
service industries in which FDI is most




Things one can buy and sell, but not drop on one’s foot

This description of services (by The Economist ) focuses on the most common attribute used 10
delineate services: their intangibility (as opposed to the tangible nature of goods). Earlier descriptions
considered services as a residual, that is, economic activities other than agriculture, mining and
manufacturing. With the growing interest in services, there has been a proliferation of proposals of
definitions and typologies of services. So far, however, none has been ablc to provide a universally
accepted theoretical and operational framework to distinguish clearly services from other activitics.

Definitional disputes notwithstanding, when it comes to identifying service industries, there is
surprisingly little controversy in regard to most of the activities which comprise the domestic services
sector, even if some of them are not included in the national accounts of some countrics. These
activities are grouped by the United Nations International Standard Industrial Classification (151C)
of all economic activities in four major divisions (numbers 6 through 9) and include the following items:

Wholesale trade

Reiail trade

Resiaurants ard hotels

Transport (railway, urban, otker land, pipeline, water, air eic.)

Storage and warekousing

Communicarions

Financial institutions (banks and other institutions providing financial services except for insurance companies)

Insurance

Real estate

Business services (including legal services, accounting and auditing: data processing: engineering, archite:tura! and technical
services, advertising: other business services, such as credit-rating agencies, employment agencies, news-gathering ard
reporiing agencies, business management and consuliing services; fashion designers; detective agencies and protective services)
International and exira-territorial bodies (including international organizations, foreign embassies and other extra-lerritorial
units)

Machinery and equipment rental and leasing

Public administration and deferce

Sanitary and similar services

Social and related communrity services (including education services; research and scientific institutes, medical, denial, other
health and veterinary services, business, professional and labour associations, religious organizations)

Recreational and cultural services (including motion picture production, distribution and projection; radio and relevision
broadcasting; theatrical producers and enteriainment services, all other amusemeni and recreational services)

Personal and household services (including repair services, laundry and cleaning services, social escort services and shopping
services)

dynamic, and how important is FDI compared
to trade in delivering services to foreign
markets? (chapter I).

Who 1is responsible for this growth, that is,
which firms invest in services activities abroad,
where do they invest, how transnationalized
have they become, and what organizational
forms do they utilize? (chapter 1I).

Why has FDI in banking and finance grown
more rapidly than FDI in other service indus-
tries, why have transnational banks and non-
bank financial companies emerged as
particularly important TNCs and what
concerns and 1ssues have arisen from the
dramatic change in intemational financial
markets and from the new role of transnational

banks? (chapter 1H).

Why have the activities of services TNCs and
FDI in services grown? (chapter IV).

Why does the growth of FDI and TNCs in
services matter, that is, what impact does it
have on host countnes, especially developing
ones? (chapter V).

What are the policies of developed and devel-
oping countries concerning FDI and TNCs in
services and what policy implications does the
growth of FDI in services have? (chapter VI).

Given the less than satisfactory state of statistics
and the neglect of this subject in the lLiterature. this
section is only a first attempt to deal with FDI and
TNCs in services. However, it 1s hoped that 1t
provides an overview of the issues to be considered,




Normally, furthermore, construction and public utilities (electricity, gas and water supply) are
included; but, since they are partly quite tangible, there is no firm consensus on this. The same applies
to public administration and defence, especially for analyses which focus on marketable services. This
study includes construction and public utilities.

The test of tangibility does not allow for a clear distinction between goods and services in other
cases as well. Convention often plays a determining role. For example, meat consumption in restau-
rants is not separated from restaurant services; conversely, repair services under warranty are not
separated from the purchase price of a television set. Conventions are, of course, subject to change.
The newly proposed ISIC revision suggests a reclassification of publishing activity from manufacturing
to service activities, with the effect that books will become an output of a service activity, as is already
the case with motion pictures and photographs.

Depending on analytical needs, services can be grouped or disaggregated in a variety of ways, on
the basis of different criteria. For instance, a distinction can be made between market (profit-
oriented) and non-market services (for example, administration). Services can also be categorized
through their relationship with goods: embodied in goods, complementary to trade in goods, substi-
tuting for trade in goods and traded without relationship with goods. UNCTAD, in an attempt to
analyse the role of services in the development process, distinguishes between producer services,
distribution services, and social and personal services and focuses its analytical effort on the role of
producer or business services. Other institutions or authors offer still other typologics of services.
Since, like goods, the same service can perform a variety of functions, no grouping is free of some
inconsistencies and overlap.

W hen it comes to the delineation of the services sector in the flows or stocks of FDI, the problems
are, in principle, similar to those with the classification of services in the domestic economy. If a
foreigner invests in a transportation company, this is FDI in services. If it is a construction company,
it depends on whether construction is considered to be a service or not.

Differcnt problems (not dealt with in this study) relate to the dcfinition of trade in services. They
are, however, worth mentioning since one of them concerns the boundary line between across-the-
border trade and FDI-related transactions (sales of foreign affiliates, income on FDI and non-equity
Jorms of FDI).

stimulates further research and encourages from the point of view of policy implications.
Governments to examine these issues more closely




I. FOREIGN DIRECT INVESTMENT IN SERVICES




A. The growing importance of foreign direct
investment in services

The sectoral composition of international
direct investment has undergone a radical transfor-
mation during the past two decades: measured on
the basis of FDI stocks and flows (for alternative
measures see box 1.1), FDI during the 1950s was
primarily concentrated in raw materials, other
primary products and resource-based manufac-
turing, today it is mainly in technology-intensive
manufactuning and services. By the mid-1980s,
about 40 per cent of the world’s total FDI stock
of about $700 billion (about $300 billion) was in
services, compared to approximately one quarter
at the beginning of the 1970s and less than 20 per
cent in the early 1950s. Moreover, FDI in services
has increasingly become the most dynamic part of
the growth of FDI in general. Dunng the first half
of the 1980s, more than half of total investment
flows of about $50 billion annually were in the
services sector, of which no less than two thirds
were in finance- and trade-related activities. All
indications are that the momentum of growth in
services will be maintained or even increased during
the remainder of the 1980s.

As with FDI data in general, those figures
should be taken as indicators rather than precise
measurements of the importance of the activities
of TNCs. Apart from a host of statistical difficul-
ties typical for most FDI statistics (UNCTC,
1987a), a number of other factors have 1o be taken
into account:

. Non-equity contractual relations are partic-
ularly important in a number of service indus-
tnies, such as hotels, fast-food restaurants,
accounting and engineering and construction
management. The activities associated with
them are not reflected in FDI statistics.

¢ TNCs in the industrial sector, when investing
abroad, normally have to replicate at least
truncated production facilities i they want to
produce abroad. ! For service TNCs (espe-
cially when communication and public utilities
are excluded), this is not always necessary and,
with the growing application of data services,
it has become even less so. For instance,

representative offices of banks, agencies of
insurance or travel companies and affiliates of
wholesale trading firms are often mere
outposts or brokers which are linked to the
infrastructure of their parent corporations in
the home country, where the largest portion
of the value-added activity takes place. This
configuration is not captured by FDI statistics.

e  Since the output of most service industries is
intangble, it is more difficult to know where
its production actually takes place than it is for
manufacturing or primary product industries.
That characteristic makes it relatively easy for
firms to separate the location of the investment
from the location of production. Thus, large
investments in tax havens or countnes offering
flags of convenience may only be nominally
located there; they do not necessanly mean
that much service production is taking place in
those countries. These data may, ther_efore,
be misleading. )

e  Many TNCs which are classified as industnial
firms in fact undertake in-house service activ-
ities as, indeed, might their foreign affiliates. 2
Examples include companies which have their
own banking and finance facilities, transporta-
tion systems, after-sale service networks and
data-processing facilities. To the extent that
those activities are not orgamized as separate
economuc activities, 1t usually lcads to
overreporting for industnal FDI and
underreporting of services.

¢  On the other hand, services FDI statistics may
include data on holding companies, many of
which engage in primary or secondary indus-
trial activity abroad. Moreover, some forecign
service affiliates also undertake some industnal
activities. Finally, it should be noted that
some countries lump certain non-services FDI
(for example, in mining and/or agrculture)
together with services FDI, especially when
reporiing country/industry cross tabulations.
All these practices lead to overreporting for
services FDI and underreporting of industnial
FDL
The relative importance of these various factors

cannot be ascertained, but they underline that all

1 Thus 1s not meant to say that o/ industna! FDI requires the full reproduction of the production apparatus abroad. Assembly operabors, for
instance, often require only a munimum amount of investment.
2 This phenomenon is very well known in the domestc context, where many service activites are being undertaken by industnal compames. and
reported as part of industnal activites.




Box 1.1 Measuring the importance of foreign direct investment in services

The measures used in this study to indicate the importance of the services sector -- FDI
stocks and flows -- are not the only ones which can be used for this purpose. Since there can
be considerable variations among sectors (and, indeed, among industries) in the ratios of FDI
stock to assets, output and employment, the use of other variables can alter the picture
considerably. In the case of the United States (the only country for which detailed data are
available), the use of the asset variable increases the share of service affiliates in all affiliates
. to 69 per cent (compared to 37 per cent as measured by FDI stock); the use of the employment
‘ variable, on the other hand, yields a share of service affiliates of only 26 per cent (see accom-
| panying table). Asset shares are largely influenced by banking affiliates, which alone account
’ for 43 per cent of the assets of all foreign affiliates. On the other hand, banking affiliates weigh
very little in terms of employment, value-added and FDI stock among all affiliates. Perhaps
most importantly, measurements based on sales and value-added are quite consistent with the
FDI measurement, with the former being somewhat higher and the latter somewhat lower than
the FDI ratios.

! Alternative measures for the share of services in the total outward FDI of the United States, 1982

| FDI
. f Assets Sales stock Value-added 2
‘ Employmen: (Billions
i {Billions of dollars) (Thousands ) of dollars)
i
‘ ' 1. All foreign affiliates 1349 1027 207 6 816 185
2. Service affiliates 922 458 77 1786 58
2 as per cent of 1 69 45 37 26 31
3. Banking 574 87 10 159 70
3 as per cent of 1 43 9 S 2 4
4. Services other than
banking 349 370 67 1627 51
4 as per cent of 1 26 36 32 24 27

Source: United States, Department of Commerce, US Direct Investment Abroad: 1982, Benchmark Survey Data (Washington, D.C., Superintendent
of Documents, 1985).

a3 Net income, employee compensation and foreign income taxes.
b Net income and employee compensation only.

Since data on FDI stocks and flows are the only data which are regularly compiled by a
large group of countries, they are the most commonly used. However, it should be emphasized
. | that they are a measurement of the foreign ownership of assets and capital flows, and not of
the control of those assets and flows. They omit, for example, the share of joint-venture
partners and borrowing from local or international markets. Perhaps the best variable to
measure the importance of TNCs would be the value-added of the affiliates controlled by these
corporations -- but no systematic data on this variable are available.

statistics on services have to be interpreted with Finally, it is important to note that the rapid
caution and can be taken only as approximations. increase of FDI in services is part and parcel of the
s They also emphasize the need to distinguish more general process of the internationalization of

between FDI in services and the activities of service business activities. The internationalization of
TNCs. industrial activity through trade and FDI required
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Table 1.1 Outward stock of foreiga direct investment in services,
selected developed home countrics, by descending order of
share in services, various years

( Value and percentage)

Value Share of

services in

FDI in tota! FDI

Counrry and currency Year Total FDI services {Percentage !

Spain 1975 249 12.3 a9
(Billions of pesetas) 1980 95.5 46.2 a8
1984 2837 184.3 65
Japan 1965 09 02 25
(Billions of dollars) 1970 36 1.4 38
1975 159 58 36
1977 222 7.9 3s
1980 365 14.0 38
1985 836 434 52
1986 106.0 60.6 57
Austria 1979 6.8 3.7 54
(Billions of schillings) 1982 113 59 55
Germany, Federal Reputlic of * 1966 10.6 1.1 10
(Bilhons of deutsche mark; 197¢ 49.1 20.0 4]
19&0 84.5 36.2 43
1984 1454 68.0 47
1985 147.8 70.3 48
Australia 1978 1.4 0.7 47
(Billions of Australan doliars) 1983 34 16 47
Finland ® 1975 1.2 02 14
(Billions of markkaa) 198C 2.8 1.0 3s
1685 10.6 4.6 a4
1986 14.1 6.1 44
United States € 1950 11.8 38 32
(Billions of dollars) 1957 254 7.8 31
1966 51.8 16.3 32
1977 147.2 60.4 4]
1985 250.7 108.3 43
1986 276.1 119.1 a3

an increasing reliance on supporting services in
trade, finance, accounting, advertising etc. -- a
reason why many service affiliates were established
abroad by industnal corporations. While the
internationalization of service production by TNCs
lagged behind that of the industnal sector until the
early 1970s, it has been expanding more rapidly
over the past 15 years or so. A good part of this
process appears to have been a result of service
TNCs following industrial TNCs abroad, as the
greater part of growth in services FDI has been in
intermediate rather than final consumer services.
In the process, service TNCs gained the expenence
(and discovered the advantages) of operating mnter-

nationally, which they built upon to penetrate new
markets. The reasons for the growth of FDI in
services are discussed in some detail in Chapter IV.
For the moment 1t is sufficient to emphasize that
it would be misleading to think of services FDI as
displacing industrial FDI.  Rather, what one
observes is the growth of a global economy in
which an increasing share of both goods and
services are being produced by TNCs.

1. Led by the developed market economics

The reorientation of FDI towards the services
sector has occurred in almost all developed market
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Table 1.1 (continuved)
( Value and percentage)

Value Share of
services in
FDl in total FDI
Country and currency Year Total FDI services (Percentage )
France ¢ 1980 51.0 20.7 41
(Billions of francs) 1985 149.0 63.4 43
Sweden
(Billions of dollars) 1982 6.3 2.5 40
United Kingdom 1971 93¢ 22 ¢ 24
(Billions of pounds) 1981 45.5 16.2 36
1984 75.7 26.4 35
Italy 1974 2 285.0 1011.0 44
(Billions of lire) 1976 29410 958.0 33
1980 6 484.0 1987.0 31
1984 20 498.0 f 665701 33
Canada 1673 7.8 24 31
{Billions of Canadian dollars) 1980 258 6.8 26
1984 41.7 12.0 29
Switzerland & 1986 55.5 15.4 28
(Billions of Swiss francs)
Netherlands & . 1973 43.6 53 12
(Billions of guilders) 1983 1199 27.2 23
1984 143.7 31.7 22

Sources: UNCTC, based on various official and other sources.

Note: The definition of the services sector used here is a broad one, that is, it indudes construction and public utilities, wherever possible. The data in this chapter are
not necessartly consistent with those reported elsewhere {also in table 1.2) because, wherever possible, they have been adjusted 10 include all service actrvities in the category

“services”. The principal reason for any discrepancy 1§ that when it comes 10 Industry,
of overal! data. In addilion, some countries compile detatled data only penodicaily,

‘country data, the reporting of industry distribution is less detalied than in the case
in FD} benchmark-survey years (for example, every five years in the United States).

In non-benchmark years, data are less disaggregated, making it difficult 10 single out some service categories.

a Data for 1966 are not fully comparable with those for later years.

b Calculauons of the stock based on cumulative outflows since 1967. Services include “other industries”.

¢ Services data include services related to the petroleum industry which consist

of trading and transportation services in this industry and oil and gas field services.

Investment in finance, insurance and real estate 1n the Netherlands Antilles are excluded for 1977, 1985 and 1986.

d Calculations of the stock based on cumulative outflows during the periods 1975-1980 and 1975-198S. Services include items that cannot be classified.

e Excludes banking and insurance in countnes other than the United States. These data are, therefore, not fully comparable with later years.

f A proportion of the investment recorded by the Bank of [taly under banking and finance has been reallocated to manufacturing. This is probably mostly investment
channelied via holding companies in Luxembourg and Liechienstein 1o the industrial sectors of other countries.

g Based on the industry affihauon of the parent corporation.

economies, the principal exporters of services
capital: in most of the important among them, the
share of the services sector is around 40 per cent
of the stock of outward FDI, and that share is
rising.

In the case of the United States, services were
already quite important as early as 1950, when they
accounted for nearly one third of FDI stock
abroad. A significant shift towards services (at the
expense of extractive industries) took place durng
the 1970s. Moreover, the composition of FDI
within the services sector changed, with transpor-
tation, communication and public utilities declining

in importance, and finance-related and trade-related
services increasing in importance (Whichard, 1981,
pp. 39-56). Between 1977 and 1986, the stock of
FDI in services almost doubled, from $60 billion
to $119 billion, and the share of services in the total
stock rose to 43 per cent. In fact, close to half of
the increase of United States FDI abroad durnng
these years was accounted for by services.

Services FDI was also the most dynamic
component in the rapid build-up of the outward
FDI stock of Japan and the Federal Republic of
Germany during the 1970s and 1980s, in the case
of Japan more so than for any other country.
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Table 1.2 Foreign direct investment Rlews in services of major bome and
bost countries, by descending order of share in services, 1975-1980 and 1981-1985
( Billions of national currencies and percentage)

Change berween
1975-1980 and
Total average awnual flows Share of services * 1981-1985
{Percentage
Country 1975-1980 1981-1983 1975-1980 1981-1985 poinis)
Ourward FDI
Japan® Total 4.0 9.4 418 62.2 + 20
Developed market economies 1.8 5.1 59.3 66.4 + 7
Developing countries 2.2 43 217.1 57.3 + 30
Germany, Federal Republic of “Total [ X 127 49.1 ¢
Australia Total 0.2 1.0 53.6 57.0 +3
United States ¢ Total 15.6 9.1 343 53.2 + 19
Developed market economies 11.7 6.2 29.4 $2.9 + 24
Developing countries 39 29 486 53.7 + 5
Finland 03 15 48.7 47 -2
France Total 7.4 19.6 44.1 43.5 -1
Developed market economies 56 15.2 47.6 46.6 -1
Developing countries 1.8 - 44 333 331 -
United Kingdom ! Total - 23 5.0 43.6 38.2 -5
Developed market economies 19 4.0 404 331 -7
Developing countries 0.5 1.1 5¢.4 57.0 + 1
Canada Total 1.7 38 20.2 30.9 + 11
Developed market economies 14 34 25.3 1.7 + 6
Deveioping countries 03 04 -1.0 24.¢ T 26
Netherlands ¢ Total 68" 83! 398 h 296" - 10
Developed market economies 7.3 i . 278}
Developing countries 1.0 419"
Inward FDI
Australia 1.0 2.1 60.9 80.5 + 20
Finland 0.2 0.2 65.9 79.8 + 14
Germany, Federal
Republic of ¢ 384 5.0 68.9 ¢ 72.8 + 4
Canada 0.4 <1108 58.8 W) + 11
France 5.5 9.7 61.6 64.5 + 3
United Kingdom f 14 1.7 36.8 59.1 + 22
United Stiates 7.6 17.6 43.7 48.6 + 5
Netherlands 20h 14 50.4 b 46.6 -4
Japan ® 0.3 0.7 27.8 31.0 + 3

Source. UNCTC, based on national data.

a Since geographicaily segmented data are often based on a more restncied definilion of services, the figures are not fully comparable with total figures and thase reporied
elsewhere. For Canada and the Unned Kingdom (inflows, 1975-198C,, agnculture, forestry and fishing are included in services, and for the United Kingdom, services
ing for 1975-1980; the amounts involved are, however, relauveh insignificant. Unaliocated FDI has been excluded from alculauons.

atso includ
b Biltions of doilars.
< Data are calculated as changes in FDI stocks.

a4 19°7-1980.

¢ Excluding the Netheriands Antilles.

f Unul 1983, oil companies are excluded.

g Based on the sector of the Netheriands investor.
h 1980.

i 1982.1985.

§ Average annual flows into the senvices sector were +0.8 bilhon Canadian dollars. Since towl flows were negative idue 10 substanual disinvesiment In the extracuve

secior), the share of services cannot be ciculated.

Japan’s FDI abroad increased by $61 billion
between 1977 and 1985, of which 57 per cent was
in services (63 per cent in the case of investment in
developed market economies and 50 per cent in the
case of developing countries). In both Japan and
the Federal Republic of Germany, the share of

services in the total stock of outward FDI had
reached about 50 per cent by the mud-1980s. In the
United Kingdom, the second largest foreign
investor, services have also assumed a significant
proportion of outward FDI stock. Data for France
(based on cumulative investment outflows) suggest
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Table 1.3 The share of services i the outflow of Japanese
foreign direct investmest, by region, 1986 *
( Millions of dollars, numbers and percentage)

Services
Total FDI Value
{Millions Number (Millions Number of cases

Region of dollars) of cases of dollars) Percentage Number Percentage
North America 10 44] 1284 7 817 75 867 68
Western Europe 3 469 404 2905 84 303 75
Oceania 992 145 639 64 107 74
Africa 309 S0 289 94 44 88
Asia 2327 819 1211 52 298 36
Latin America 4 737 490 4 348 92 436 89
Middle East 44 4 2 5 2 50

Total 22 320 3196 17 212 T 2 057 64

Source: UNCTC, based on staustics issued by the Ministry of Finance, Japan.

a Fisal year ending March 1987, on 3 notification basis.

that the services sector accounted for more than 40
per cent of outward investment since the
mid-1970s.

Those five countries (the United States, Japan,
the Federal Republic of Germany, the United
Kingdom and France) account for about 70 per
cent of the world’s total FDI stock; and, for all but
one of them, the share of services FDI in total FDI
vanes between 40 per cent and 50 per cent. Table
1.1 also shows that the share of services FDI of
some of the countries with smaller outward invest-
ment (Austria, Italy and Spain,) is even higher,
although Canada, Switzerland and the Netherlands
seem to be exceptions. Given the weight of those
various countries in the world’s stock of FDI, it is
probably a conservative estimate that, by the
mid-1980s, about 40 per cent of this stock was in
services.

It is obvious that, for the stock of services
FDI to have reached this proportion, flows of FDI
must have changed their composition even more
s0.3 This is, indeed, the case (table 1.2): during the
first half of the 1980s, the share of services in the
total investment outflows of Japan, the Federal
Republic of Germany and Australia was around 60
per cent; in those of the United States, Finland,
France and the United Kingdom between, roughly,

40 per cent and 50 per cent; and only for Canada
and the Netherlands was it considerably less than
40 per cent. Furthermore, for a number of the
major countries for which data are available, this
share was higher, at times considerably so, dunng
the first half of the 1980s than during the second
half of the 1970s. That pattern also holds when
flows are examined separately for developed and
developing countries. If data for 1986/1987 for
Japan are indicative, this trend is continuing (if not
becoming stronger) during the mid-1980s (table
1.3).

As with FDI in general, FDI in services is
concentrated in developed market economies.
And, mirroring the growth of outward stocks and
flows, inward stocks of FDI in services have grown
considerably in the majority of developed market
economies (table 1.4). By the mid-1980s, services
accounted for about half of the inward stock of
France, the United States, Australia, the Federal
Republic of Germany and Finland, and for about
two fifths in Austna, the Netherlands, Portugal,
Italy and Denmark. Again, flow figures show an
even stronger shift (table 1.2). During the first half
of the 1980s, 70 per cent or more of the FDI
inflows in Australia, Finland, the Federal Republic
of Germany and Canada were in service industries.

3 Changes can also be brought about by nationalizations. These occurred parucularly during the late 1960s and early 1970s and affected all sectors
of FDIL
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Table 1.4 Inward stock of foreign direct investment in services,
selected host developed countries, by descending order of share in services, various years
( Value and percentage)
Share of services
FDI in in total FDI
Country and currency Year Total FD! services (Percentage )
France * 1980 89.7 331 37
{Billions of francs) 1985 126.0 81.7 63
United States 1974 26.5 1S5 b 43
(Bilbons of dollars) 1980 830 37.7 45
1985 182.9 92.2 50
1986 209.3 111.2 53
Australia 1975 10 3.1 43
(Billions of Australian dollars) 1980 10.9 53 49
1983 18.1 85 47
Finland ¢ 1975 09 0.7 76
{Billions of markkaa) 1980 1.7 1.2 70
1985 2.5 1.8 73
1986 4.6 1.9 46
Germany, Federal Republic of 1976 78.9 263 33
(Billions of deutsche mark) 1980 939 364 39
1984 112.8 50.1 44
1985 119.1 54.9 a6
Austria 1975 335 171 52
{Biihons of schillings) 1980 43.7 18.7 43
1981 4¢.0 20.5 a4
Netherlands 1973 20.7 5.8 28
(Billions of guilders) 1980 425 16.1 38
1984 58.3 249 a3
Portugal 1974 71 3.1 40
{Billions of escudos) 1983 384 16.4 a3
Italy 1974 $ 449.0 17230 32
(Biltions of lire) 1980 82740 2574.0 31
1984 18 031.0 6 079.0 34
1985 31 769.0 11 7520 40
Denmark ¢ 1983 1.7 2.8 37
(Bilhons of kroner)
United Kingdom 1971 56¢ 06¢ 11
(Billions of pounds) 1981 300 6.0 20
1984 38.5 13.3 35
Spain 1975 142.8 31.2 22
(Billions of pesetas) 1980 407.4 102.8 25
1984 10978 33%9.2 3
Japan 1975 1.5 0.3 18
(Billions of dollars) 1980 29 0.7 22
1983 49 1.2 25
1986 7.0 20 29
Canada 1975 374 9.2 25
(Billions of Canadian dollars) 1980 61.6 154 25
1984 818 23.6 29
Belgium 1970 113.8 11.1 10
(Billions of francs) 1975 181.9 218 14
1981 238.8 41.3 17

Sources: UNCTC, based on vanous offical and other sources.

a Cumulative flows during 1975-1980 and during 1975-1985.

b Data for 1974 are not fully comparable with the data for later years, because servioes da not include banking and petroleum-related services. They do include, however,
other industnes (agriculiure and miing. but not petroleum).

¢ Cumulative flows since 196°. Seraces include “other industnes’.

¢ Cumulative flows for the penod 1974-1983.

¢ Excluding banking and insurance. Services include agnculture and mining.




For France and the United Kingdom, this share
was about 60 per cent, and for the United States
and the Netherlands it was almost 50 per cent. In
all of these countnes, services attracted more FDI
than manufacturing or primary goods. A notable
exception is Japan, with less than one third of its
inflows in services. As with outward FDI flows,
this share has grown in most cases if compared to
the second half of the 1970s.

By far the largest host country for services FDI
is the United States, with over $110 billion of
inward stock in services in 1986. This stock is more
than double that of the next two largest host
countries combined, that is, Canada and the
Federal Republic of Germany. The United States
(the largest home country of TNCs) has also
become the leading recipient of FDI during the
1980s, receiving upwards of 60 per cent of all FDI
flows from other countries. However, it is not
generally appreciated that much of that expansion
of inward investment is the direct result of the
growth of FDI in services. Between 1980 and 1985,
for example, the stock of FDI in services increased
by $55 billion, more than the growth of all other
sectors combined ($45 billion). Six countres
accounted for more than four fifths of this increase:
Japan and the United Kingdom each accounted for
nearly 25 per cent; Canada, the Federal Republic
of Germany, the Netherlands and Switzerland
made up the balance.

Thus, as in the case of outward investment,
services have been at the forefront of the expansion
of inward FDI in a number of countries. This is
seen most dramatically in the case of the Federal
Republic of Germany, where nearly four fifths of
the increase of inward FDI between 1976 and 1985
was in services. In fact, virtually all newly estab-
Lished or newly acquired enterpnises with foreign
participation during that period were in services.
In the words of the Deutsche Bundesbank: “It
would appear that Germany has ceased to be
attractive to non-residents as a location for indus-
trial goods production” (Deutsche Bundesbank,
1987, p. 3).

2. Followed by the developing countries?

Only fragmentary data exist on the sectoral
composition of the outward FDI of developing
countries (table 1.5). They seem to suggest that
these countries, too, have a considerable share of
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their outward investment in services, especially in
trade- and finance-related  activities and
construction. The situation differs according to
industry. For example, it i1s known that
construction companies from Brazil, the Republic
of Korea and the Philippines, and engineering
companies from Argentina, Brazil and India, play
a relatively important international role in their
industries, particularly in and around the regions in
which they are situated. The presence of some
banks from developing countres in financial
centres may be due to their ability to exploit certain
market niches, or to specific advantages of know-
ledge matching the specific needs of clients (for
example, emigrants). However, the data are too
sketchy to permit any firm generalization. In any
event, since the share of developing countnes in
world FDI was probably not more than 5 per cent
during the mid-1980s, any change in the pattern of
their FDI is likely to have only a marginal impact
on the overall pattern.

Data on investment in developing countries are
more comprehensive. Two sets of data -- those
published by a number of important individual
host developing countries, and those of major
developed home countries -- can be used to assess
the extent to which developing countnies have
participated as recipients in the upsurge of FDI in
services.

Data are available for the inward stock of 25
developing countries which, together, account for
75 per cent of the total stock of FDI in all devel-
oping countries (table 1.6). The value of services
FDI has been growing in all these countries, but in
a number of them at a slower pace than that of
other sectors. As a result, few of these countnes
have experienced the dramatic increases in the share
of services in their inward FDI experienced by
some of the developed countries. Nevertheless, for
quite a number of them (Hong Kong, Singapore,
Bangladesh, Sn Lanka, Panama, Paraguay,
Ecuador, Egypt, Morocco and Thailand), the share
of services in the total inward stock has surpassed
40 per cent. However, it should be taken into
account that in a number of these countnies the
level of FDI is relatively small so that any major
investment in any sector can significantly change
the composition of inward FDI.

Data on the regional distribution of FDI stock
in services by some major developed home coun-
tries yield a similar picture, but with one important
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Table 1.5 Outward stock of foreign direct investment in services,
selected developing countries and territories, various years

( Mitlions of dollars)
Principal service industries
{Perceniage, latest available year)
Share of
. Services Percentage of the
Countryterritory Year Total FDI { Percentage ) Industry services tota!
Argentina 1981 87 14 Construction 57
Distributive trade 25
Brazil 1982 863 53 Banking and finance 86
Transport and
communication 7
Chile 1979 10 91 Banking and finance 65
Distributive trade 16
Colombia 1974 36 n Banking, finance
1978 90 87 ’ and insurance 67
Property 27
Distributive trade 3
Hong Kong 1981 14291 28 Property 32°°
Construction 24 ¢
Distributive trade 24 ¢
India 1982 128 16 Banking and finance 36
Construction 21
Korea, Republic of 1981 174 54 Trade 47
1985 476 30 Construction 21
1986 ¢ 587 27 Real estate 17
Philippines 1981 106 39 Banking and finance 88
Construction 2
Taiwan Province 1981 60 17 Distributive trade 71
Construction 17

Sources Republic of Korea, Ministry of Finance, Financia/ Stetistics, December 1986, and John Dunming and John Cantwell, IRM Duirectory of Statisucs ¢/ Internciional

Investment end Production (New York, New York University Press, 1987).

o Indonesia, Malaysia (1982), Sri Lanka (1982), Taiwan Province and Thailand only.

b Indonesia and Srt Larnka only.
¢ Indonesia and Taiwan Province only.
d October 1986.

caveat. For the United States, services accounted
in 1985 for half of the stock of FDI in developing
countries as a group. For the Federal Republic of
Germany, Japan and the Netherlands, the corre-
sponding share varied between about 30 and 40 per
cent. The caveat is that these shares are unduly

influenced by investment in offshore financial
centres (especially, the Bahamas, Bermuda, the
Cayman Islands, the Netherlands Antilles and
Panama) and countries offering flags of conven-
ience (for example, Liberia and Panama). Those
countries alone absorbed between 60 and 70 per
cent of the increases of Japan's and the United

States’ services FDI in developing countries
between 1977 and 1985 (annex tables A.l and A.2).
Information for the Netherlands and the Federal
Republic of Germany suggest that this i1s not an
isolated phenomenon: in 1984, over 70 per cent
of the former's FDI in services in developing
countries was concentrated in the Netherlands
Antilles, and 32 per cent of the latter’s 1s located in
a handful of offshore financial centres. If offshore
financial centres and countries offering flags of
convenience are excluded, the share of services in
the FDI stock ongnating in the United States.
Japan, the Federal Republic of Germany and the
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Figure L1 Foreign banking affiliates
(branches and agencies) in developing countries,
by region, 1961 and 1978
Numbers
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Source: RM Pecchioli, The Internationalization of Banking :
The Policy Issues (Paris, OECD, 1983)

Latin America

1978

Netherlands, and located in the developing coun-
tries, declines for each of the countries by about 10
to 20 percentage points.* The resulting services
stock has still grown in absolute terms, but not in
a consistent pattern. In the case of the United
States, for instance, this share of services FDI in the
country’s total FDI in developing countries
declined between 1977 and 1985; it registered a
small increase in Asia and the Pacific; and it
decreased slightly in Latin America and consider-
ably in Africa. By contrast, in the case of Japan,
this share of services in the total FDI in developing
countries rose from 16 per cent in 1977 to 21 per
cent in 1985,

The picture that emerges for developing coun-
tries is, therefore, a mixed one. Clearly, services
FDI is increasing in absolute terms, particularly in
countries offering offshore financial centres and
flags of convenience. Equally clearly, however, not
all developing countries are participating in this
trend, and in a number of countnes the share of
services in total inward FDI has fallen. I is diffi-
cult to identify the extent to which special factors,

4 Calculated from official sources.

¥ Natuwrally. not the enure decrease in the number of affihates 1s atributable to natonalizations, as affihates may have been closed down or

combined with other affiliates.

Figure L2 Foreign insurance affiliates
in developing countries,
by region, 1968 and 1982

w
8
I
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Sowurce: Sigma, July 1983,

such as the growth of non-equity involvement by
TNCs in some industnes (for example, hotels and
construction management) and widespread nation-
alizations in banking and insurance (especially in
Afnica), as well as public utilities in the early 1970s,
have played a role (figures I.1 and 1.2).5 At the
same time, data limitations make it difficult to draw
any conclusions about the relative importance of
FDI in individual service industries. There is,
however, enough fragmentary evidence to suggest
that foreign affiliates play a central role in a number
of key service industries in developing countries
(Dunning and Cantwell, 1987). Moreover, this
central role 1s sometimes achieved with a relatively
low amount of FDI because, among other reasons,
the services sector in many developing countries is
not as developed as in many industrial countnes.
The future growth of the services sector in the
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Table 1.6 Inward stock of foreign direct investment in services,
selected host developing countries and territories, various years
( Billions of dollars and percentage)

Value
Share of services
FD! in in total FDI
Counrry, territory Year Tota! FDI services (Percentage)
Latin America
Argentina * 1981 24 0.6 ' 25
1983 2.8 0.8 27
1985 3.1 0.9 26
Bolivia ® 1981 0.46 0.05 11
’ 1986 0.53 0.06 11
Brazil 1971 29 0.5 16
1970 9.0 1.9 21
1985 25.7 56 22
Chile 1973 04 0.1 27
1983 2.0 0.7
Colombia ¢ 1975 0.6 0.2 29
1980 1.1 0.2 23
1985 2.2 0.4 16
1986 2.7 0.4 13
Ecuador ¢ 1981 1.0 0.5 48
1986 1.3 0.6 44
Mexico 1971 3.0 0.6 19
1976 3.3 0.6 18
1980 9.9 23 24
1981 13.5 3.2 23
Panama 1975 0.3 0.1 32
1980 0.3 0.1 37
1983 0.4 0.2 48
Paraguay 1984 0.3 . 0.1 45
Peru 1978 0.8 0.2 25
1980 09 0.2 27
1985 1.4 0.4 29
1986 14 0.4 30
Venezuela 1981 1.8 0.61 34
1986 24 0.65 27

developing countries is, therefore, one of the key 3. A special case: the socialist countries
variables which will determine the growth of

services FDI in developing countries -- together, of The socialist countries of Eastern Europe and
course, with the extent to which government pol- China play only a minor role in international direct
cies will permit FDI in this sector. investment. To the extent that it takes place. and

as measured by the sectoral composition of the
number of equity ventures, it is primanly in
services, particularly in developed market econo-
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Table 1.6 (cemtinued)

Value
Share of services
- FDI in in total FDI
Country territory Year Total FDI services ( Percentage )
Asia
- Bangladesh ¢ 1980 0.013 0.009 64
1982 0.018 0.012 69
Hong Kong 1981 3.8 24 55
* Indonesia ¢ 1977 29 03 1
1980 4.0 0.4 11
1985 6.4 0.7 10
Korea, Republic of 1980 1.1 0.3 23
1986 2.2 0.7 27
Malaysia f 1972 0.7 0.2 37
1984 2.9 1.2 40
Philippines 1976 0.5 0.2 34
1983 2.0 0.5 26
’ Singapore 1970 0.6 0.3 55
1976 2.8 1.3 47
1981 8.2 4.2 51
v Sri Lanka & 1985 0.7 0.4 57
Taiwan Province P 1985 5.2 12 23
1986 5.9 14 23
Thailand » 1975 0.5 0.3 56
1980 0.9 0.5 54
1985 20 0.9 47
Africa
Egypt ' 1979 7.0 4.0 57
1984 14.9 6.7 45
Morocco 1975 0.2 ’ 0.1 48
1982 0.7 0. 54
Nigeria 1975 3.0 0.6 20
1980 4.9 1.9 40
" 1982 43 1.6 37
Zimbabwe 1982 1.9 0.7 34
- Sources: UNCTC, based on offical and other sources.
Note: The shares of services were calculated befare the rounding of the stock figures. They may, therefore, differ from the shares which would result from the rounded
figures.
P a Cumuiated approved FD! since | March 1977,
b Based on approvals.
¢ Exduding oil.
d Cumulauive flows since 1977,
¢ Data exciude FDI in oil, insurance and banking.
f Equity shares held by foreign residents in himited hability companies incorporated in Malaysia as of 31 December 1972 and 3] December 1984 (paid-up vaiue).
g On approval basis. Cumulative flows since 1977,
h Cumulated flows since 1971,

i Projects established under the Investment and Free Zones Law, cumulative 1974-1979 and 1974-1984.
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mies (table 1.7). Trading firms are the single largest
group of affiliates in developed market economues,
giving this investment mainly a trade-supporting
character. The principal task of those service affil-
jates is to establish a foreign marketing
infrastructure to facilitate the export of goods and
services produced by socialist countries.

Foreign direct investment in the socialist
countries of Easten Europe is also of marginal
importance:  perbaps between $200 and $500
million were invested, at the beginning of 1987, in
about 800 joint ventures; seven eighths of those are,
however, small firms in Poland, which are mostly
owned by individuals of Polish origin domiciled in
developed market economy countries (table 1.8).
The services sector has not been one which has
been given prorty by the socialist countries.
Nevertheless, joint ventures in services account for
almost half of the total in Hungary and Bulgana,
the two countries with the highest number of joint
ventures if the special case of Poland is excluded.
Banking, trade, tourism and equipment-
maintenance operations appear to be particularly
common. In addition, non-equity forms are of
some importance in the hotel and related industnies
in many of these countries. With the gradual
liberalization of FDI laws and policies, it can be
expected that more service industries will be opened
up to foreign mvestors.

For China, detailed data on the sectoral
breakdown of joint ventures (which are only one
category of FDI according to the Chinese classi-
fication) indicate that more than half of total FDI
between 1979 and 1984 was directed to the services
sector (table 1.9). Given the preponderance of
investment in services and the country’s current
strong focus on export-oriented and high tech-
nology FDI, the Government of China decided in
1987 to curtail investment in this sector.

B. The leading role of finance- and trade-related
services

Statistics on the composition of FDI in services
are rare and differ greatly in their coverage.
Nevertheless, the similarities are more striking than
the differences: in most home and host countnes
for which data are available, the dominant positions
are occupied by FDI in finance-related services
(banking, insurance and other financial services)
and in trade-related services (wholesale and retail

Table 1.7 Number of equity ventures abroad of enterprises
from socialist countries of Eastern Europe, by geographical
region and economic sector

Egquity ventures in

Developed market Developing

economies countries
Sector (end of 1983) (1984
Natural resources and industry 26 65
Services ) 377 a8
Unknown - 55
Total 403 168

Source: ~Socalist countries’ enterprises abroad: new trends”, The CTC Reporter,
No. 24 (Autumn 1987), p. 21.

trade and marketing) (figures 1.3 and [.4 and annex
tables A.3 - A.5). As a percentage of the outward
FDI stock in services of 11 home countries, the
share of finance-related services ranged from 27 to
84 per cent in the first half of the 1980s. That of
trade-related services for the same countries was,
with three exceptions, between 22 and 42 per cent.
Similarly, as a proportion of inward FDI stock in
services, and both for developed and developing
countries, finance-related services and trade-related
services together typically account for 50 to 90 per
cent.

The rapid growth of FDI in finance-related
services is, first and foremost, a reflection of the
world-wide expansion of transnational banking
networks. Given the importance of transnational
banks their role is examined separately in chapter
II). Suffice it to say that banks expanded mainly
during the 1970s and had established almost 5,000
offices abroad by 1980 -- practically the same
number as in 1985. But scarcely less significant is
the proliferation of finance-related affiliates estab-
lished by non-financial corporations, especially in
the trading, manufacturing and petroleum indus-
tries. The principal task of these affiliates is to
improve the efficiency of the financial management
of their corporate systems by such means as facili-
tating the flow of funds among the vanous entities
of a corporate system; investing surplus funds as
profitably as possible; raising funds locally: and
utilizing optimally the facilities offered by tax
havens. Insurance TNCs also establish finance

affiliates in major financial centres, normally with
the sole purpose of investing their parent corpo-
rations’ funds in foreign secunities. The growth of
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Table 1.8 Joint ventures in the socialist countries of Eastern Europe, by sector, 1987 *

( Percentage)
German
Czecho- Democranc Soviet
Bulgaria slovakia Republic Hungary Poland Romania Union
Agriculture
and industry 36 100 - 42 ) 62 81 100
Services 51 - - 47 20 19 -
Unspecified 13 - - 11 18 - Co-
Total
Percentage 100 100 - 100 100 100 100
Number 10 2 0 87 700 7 2

Source:  UNCTC, based on national statistics.

a Since some joint ventures are aclive in several sectors, these figures are based on a different 1otal than the sctual number of joint ventures.

finance-related services has also been fuelled by the
growth of holding companies. Holding companies
are a popular conduit of FDI for all types of TNCs
and are often motivated by tax reasons. They are
typically responsible for certain aspects of the
financial management and administration of a
corporate system as a whole. They supply buying,
accounting, and management services to their
subsidianes, but perform no production functions
as such. Since their assets include those of both
service and non-service TNCs, thetr inclusion in the
category of finance-related services FDI (which is
done by the Federal Republic of Germany and the
United States) inflates the size of that category to
a certain extent.

The importance of trade-related FDI is mostly
a function of the role of trading as an auxiliary
activity to the production (domestic and intemna-
tional) and distribution of goods. In fact, about
four fifths of the assets of foreign wholesale trading
affiliates of United States and United Kingdom
TNCs are controlled by industnal companies.
Independent transnational trading corporations
(firms which basically market the products of
unrelated companies or purchase inputs from
various sources) belong to the oldest types of
TNCs. But important are also foreign trade estab-
lishments, which are affiliated with industrial
companies and specialize in the marketing of the

final products of their parent companies. ¢ .
Among the independent transnational trading

corporations, four different types, each with a

specific historical background and a clear special-

1zation, have evolved:

e  Agency houses. Independent agency houses
are the oldest type of transnational trading
corporation, most of which are of Western
European origin and were established before
the Second World War.  Their affiliates
specialize in the import and distribution of
fina] goods and services from non-affiliated
principals in developed countries. They are
particularly active in markets which are
considered to be too small by TNCs to estab-
lish their own sales affiliates. The role of these
agency houses has been declining in recent
years, as local distribution companies have
become more competitive and producers have
enlarged their international mnetwork of
marketing affiliates.  Agency houses have
reacted with mergers and by diversifving into
production, consulting and engineering. Yet,
the share of agency houses in Westem
European exports to developing countries
continues to be of an order of magnitude of
10 to 20 per cent, and they continue to be
relatively important in small and low-income
developing countries (Batzer and Ziegler,

6 The text on transnatonal trading corporations draws on the Joint ESCAP UNCTC Unit, 1985, and on matenal supplied by the Internatonal
Trade Centre, UNCTAD GATT.
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Figure L3 Share of finance- and trade-related

services in inward services FDI stocks,

selected countries
(Percentage)
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Figure L4 Share of finance- and trade-related
services in outward services FDI stocks,
selected countries
(Percentage)
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1984).

General trading companies. The nine
Japanese general trading companies (sogo
shoshaj are the prototype for this category.
(Box 1.2 describes one of these companies.)

They are the world’s largest and most diversi-
fied trading companies in terms of products,
markets and functions. During the year ending
March 1986, they handled approximately § per
cent of world trade, in addition to a large share
of Japan's domestic trade. The share of the
sogo shosha in the total trade of Asian and
Pacific countries has been estimated at about
17 per cent at the beginning of the 1980s, when
they also handled as much as 10 per cent of
United States exports (Capiello, 1982, pp.
18-30). Although the sogo shosha have gone
through a period of low growth and profits
during the mid-1980s, they continue to be a
centre-piece of Japan’s economic relations
with developing countries and they channel a
large share of the country’s trade, investment
and technology transfer to the third world. In
addition, their world-wide presence and




23

specializing in one or more commodities.
Table 1.9 Sectoral distribution of foreign direct investment They are found in those markets which are not

i ' i 1 - a . . . .
in services in China, 1979-1984 dominated by vertically integrated TNCs and
. ( Value and percentage) .
| where neither producers nor final consumers
are in a position to establish their own inter-
Number of  Millioms national mark.ctu’xg or procurement systems.
Industry ‘category investments  of dollars  Percentage They are particularly prominent in the inter-
| national trade of agricultural commodities

Value

Construction 27 33 5 such as grain, sugar, coffee, cocoa and cotton.
Commerce 34 21 3 Examples are Cargill and ACLI International,
. Finance and insurance . . : both from the United States, and Alfred
; Transportation 37 36 5 .
Real estate 5 29 3 Toepfer from the Federal Repgbhc of
Other services 142 605 85 Germany. Notwithstanding their high sales
- Total 45 n 100 figures, many of those companies continue to
Memorandum: be family-owned, as discretion and flexibility
Al industries total 630 1318 are two of their most important assets.
Over the past decade, the large commodity
Sources: K. Nakatani, "The present situator and problems of direct invesiment traders have gone through an accelerating
in China”, Research Insutute of Overseas Investmen:, The Export-lmport Bank . . . .
of Japan, Exim Review, vol. 7, No. | (Ociober 198/, p. 116. process of concentration and diversification.
Note: According to Chinese definitions, equity joint ventures are only one form At the same tlme’ progress m the apphcatlon
of FDI. Other forms inciude wholly-onnec subsidianes, contractual joint Of data technolog’es has redUCCd barriers to
ventures, JOInt expioralion veniures, compensalion 1rage and processing contracts. . . .
Time series data for a sectorai breakdown cannot be compiled because the classi- mafket eﬂtry. Combl_ned W]th the growimg
ficauon of industries vanes from year 10 year. Data in the table are esumates of . . .
, UNCTC. importance of some commodity exchanges in

some third world producer countries, this
trend has  strengthened  transnational
commodity traders in developing countres.
Cases in point are the Lee Brothers from
Singapore in the rubber trade, Bunge & Born
in Latin America and Brazil's CVDR trading
company in minerals.

] Retailers and buying agents. Retail chains
undertake two types of transnational activities.
One consists of the expansion of retailing units
abroad, and the other of the establishment of
a network of foreign buying offices or agents
to supply the chains. The largest transnational

a Cumulative, based on approvals, utulized amounts. Joint ventures only.

v communication networks have put them into
a unique position to develop trade with non-
traditional markets, particularly in South-
South trade.

The important role of the sogo shosha in
Japan’s economic rise after the Second World
War has induced numerous countries to
emulate the Japanese experience by promoting
the creation of local general trading companies.
While the size and diversification of the sogo

shosha have not been rivalled by trading etail chains are mostly of Western E.
companies from any other country, transna- T ¢ y ol MWestem Luropean

tional trading corporations have emerged in and United States origin. They operate mainly

the Republic of Korea and in Brazil. The in each other’s terntory, although they are also
) present in selected developing countnes. Over

the past decade or so, Western European
retailers have been particularly active in pene-

seven largest general trading companies of the
Republic of Korea, for instance, handle more
than 40 per cent of the country’s exports and . . L
. have established a global network of affiliates g]a;tmg the United d States ':parket, primarily

(table 1.10). In fact, exports through general o:gthtglergers a;n ac%ulsj 1onsf.r f1
trading companies increased at an annual rate . ¢ same Lime, buymg ollces ol farge
) of 22 per cent between 1977 and 1986 retail chains in developed market economies
: have emerged over the past two decades as

compared to 15 per cent for the growth of total . . .

exports from the Republic of Korea. new vertically integrated marketing chmels
® Commodity traders. The market structure for ﬁr{al produc;l_s exported .frorn developing
of international commodity trade has given nise (l:{)urll:nei. &Rz:laﬂm\%l c9rr]1)par;1;s, sutchsfs Sears
to a type of transnational trading corporation oebuc 0., May Lepariment Stores or
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Box 1.2 Mitsui: on the way to the twenty-first century

Sogo shosha possess a number of important ownership advantages (for an elaboration and
discussion of this concept, see chapter IV): control over a global network of especially trading affil-
iates and information-gathering offices; considerable bargaining power to influence the conditions of
trade; and superb information-gathering and communication systems. The uniqueness of a sogo
shosha lies in its ability to organize and combine these advantages to its and its customers’ profit,
particularly by providing essential links between various stages of the production process.

Moitsui & Co. possesses (1986) all of these advantages: '
= It has more than 300 foreign affiliates and offices which employ some 3,700 persons; in Japan,
another 9,000 employees work for the company,
s Its total sales of $90 billion give it a bargaining power which few other firms can match;

Its world-wide information-gathering and communication system is probably second to none.

The information and communication system is the heart of the company’s operations. It links its
Joreign affiliates and offices with a number of regional centres outside Japan. In 1986, its communication
expenditures amounted to 8 per cent of its total expenditures. Its telex-cum-computer communication
system is centred on the home office in Japan, and a specially trained communication corps is responsible
Jor the information-gathering function. The company’s communication lines total 500,000 kilometres, .
greater than the distance between the earth and the moon. In 1986, the daily volume of messages
amounted to an estimated 110,000 dispatches and receipts containing 10 million words (compared to
60,000 daily messages containing 3.4 million words in 1978). Mitsui’'s communication expenditures-to-
sales ratio surpasses easily that for R & D-to-sales of most manufacturing firms. For trading companies,
the establishment and maintenance of a communication system is an investment, just as R & D is an

investment for industrial firms.

Quelle, maintain affiliated buyving offices in
numerous countries. Increasingly, such buying
agents also procure goods and services for third
parties. The major function of buying agents
1s to identifv low-cost producers, to provide
them with samples and to control quality. In
fact, the specifications to which those agents
buy are often so comprehensive that they buy
production capacity rather than products.
While garments continue to be the most
important product group for buying offices,
vanous other products (such as leather articles,
kitchen and gift ware and electronic consumer
goods) have become important lines for
buying agents.

The share of buying agents in the manu-
factured exports from developing to developed
countnes has been estimated at as much as 20
per cent. These new trading channels play an
important role in transmitting soft technology,
such as product design, quality control and
packaging techniques, to producers in host

countnes.

Apart from those vanous types of independent
transnational trading companies, many parent
corporations have established marketing affiliates
abroad, primarily to distnbute their goods and
services. In the case of industnal companies, those
affiliates are normally mere conduits through which
final products are distributed. In the case of service
firms, the distinction between distnbution and
producing affiliates 1s often difficult to make
because the nature of services normally requires
that services be produced where they are consumed.
However, the increased use of transborder data
flows is likely to lead to a service-specific brand of
distribution affiliates, that 1s, affiliates which
become more or less mere conduits through which
services produced elsewhere are distributed in host
countries.

Downstream integration into distribution and
marketing activities has been a widely embraced
strategy for large manufacturers producing differ-
entiated and marketing-intensive products, in order




The history of the sogo shosha is a history of continuing adjustment and adaptation to new
opportunities. Traditionally, their main focus was on commodities. But, confronted with structural
changes at home and abroad, they are moving into such new growth areas as services, electronics and
biotechnology.

Miitsui is no exception. The sharp appreciation of the yen and falling prices of such raw materials
as crude oil affected the company negatively in its traditional commodity activities. Recognizing the
signs of the time, Mitsui ventured into new fields. For example:

s Following the deregulation of the telecommunication system in Japan, it decided to partic-
. ipate in several new telecommunication carriers to provide domestic and international tele-
communication services, and it began marketing data-bases and on-line information services
and software at home and abroad;

Capitalizing on its world-wide network and experience in transportation and distribution, it
invested in the establishment of a "non-vessel-operating common carrier”. The system oper-
ates no vessels, but rather provides information and information arrangements on a fully
integrated set of sea, air and land-transport services and arranges services where they are
required. This information system is complemented by an aircraft transportation company,
an international parcel-delivery service and a network of overland distribution and ware-
housing companics;

s With an eye on high value-added services, Mitsui has also diversified into a growing range
of financial services: dealer and customer financing, project and leasc financing, corporate
Jfinance and mortgage loans;

Through the Tokyo Executive Centre, Inc., it rents office space and consultation and secre-
tarial services to foreign business persons staying in Japan.

v In the twenty-first century, Mitsui may no longer trade primarily in commodities. Rather,

it may be a diversified services company.

to internalize transaction costs and the advantages
arising from the producer-specific knowledge of
their products.  Trade-mark and brand-name
considerations, as well as the growing importance
of global marketing strategies, have become a major
investment determinant for the establishment of
marketing affiliates. This trend has been fostered
by the fact that trade marks and brand names are
normally granted for an indefinite period -- in
contrast to patents and copyrights. In industries
such as petroleum, chemicals, office equipment and
computers, pharmaceuticals, and food and
beverages, the major TNCs have established global
networks of marketing affiliates.

The quantitative importance of marketing
affiliates in world trade is difficult to assess. United
States data indicate that local sales of wholesale
companies which are majonty-owned affiliates of
non-bank United States parents other than

wholesalers were equivalent to 23 per cent of total
United States exports in 1982 (United States,
Department of Commerce, 1985).

This is, of

course, a maximum figure, because local sales are
usually valued higher than the corresponding
United States exports and because this figure may
include goods bought locally or from countnes
other than the United States. In Thailand and
Malaysia, marketing affiliates handled between 5
and 10 per cent of national imports in 1980.
During the 1980s, the balance between the role
of marketing affiliates and independent trading
corporations appears to have shifted in favour of
the former. A combination of factors accounts for
this development. First, as the share of commod-
ities in world trade declines, the role of commodity
traders in this area 1s affected. Second, the number
of marginal markets (that is, markets which are too
small or too far away to warrant the establishment
of marketing affiliates from the perspective of
TNCs) is decreasing as international trade and
communication links grow. Third, many of the
world’s largest TNCs have created their own
trading departments or subsidiaries, some of which
have also expanded into third-party trading. Cases
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Table 1.10 General trading companies based in the Republic of Korea, 1986

Sales Exports Imports Emgloyment Foreign affiliate network 3

Name (Millions of dollars) Total b Foreign ¢ Branches Subsidiaries Toial
Samsung Co. 4 850 3124 699 4243 270 44 12 56
Daewoo Corp. 4782 2781 550 31 750 465 61 7 68
Hyundai Corp. 4 397 3954 391 707 123 54 4 S8
Lucky Goldsiar

International

Corp. 2211 1755 1562 3 882 167 23 6 29
Sunkyong Ltd. 1955 1129 769 2913 255 26 8 34
Ssang Yong Corp. 1071 1045 302 655 84 17 5 22
Hyosung Corp. 874 940 154 . 92 14 9 23

Sources;: "Top 100 companies™, Korec Business World, November 1987; Korea Exchange Bank, “Korea s genera! trading compames”, Month!y Review , vol. XXI, No. ?

(July 1987); Asia’s 7500 largest comparues, 1967 (ELC Intemnauonal, London).

a As of March 198°.
b 1985,
¢ Only local employees, that is, excluding expatnated staff, March 1987,

in point are General Electric Trading and
Matsushita Electric Trading. Fourth, a growing
number of leading manufacturers appears to
perceive their comparative advantage increasingly
in distribution, product development, marketing
and similar activities. Production is externalized to
non-affiliated low-cost producers which are often
located abroad. The products are then imported
and sold under the manufacturer’s name at home
and elsewhere. A number of electronics producers
in Western Europe appear to be pursuing this
approach with products manufactured i Japan,
and some TNCs in the United States seem to be
moving in the same direction.

All of these various types of affiliates contribute
to the growth of FDI in trading. However, not all
of them have the same effects for host countnes.
For instance, it is one thing to have marketing
affiliates whose principal purpose it is to maximize
sales in the host country. It is another thing to
have buying agents whose principal function is to
source goods and services for export. More gener-
allv, trading companies can play a key role in
developing and diversifying export markets and in
identifying the most competitive suppliers of
imports. Because of these differences, it is appro-
priate for host countries to distinguish betwecn
various types of trading affiliates when devising
policies for this industry.

Investments in other service industnes do not
match the size of those in trade- and finance-related
services, even if the latter are broken down into

such sub-categories as banking, insurance or
holdings (annex tables A3 - A4). There are.
however, some exceptions. France and the United
States are particularly attractive to investors in real
estate, with the shares of this category accounting.
respectively, for two fifths and one fifth of the
inward stock in services. In Egvpt, the Republic
of Korea, Nigeria and Thailand, the share of
construction is substantial. The Caribbean islands.
Indonesia, the Republic of Korea and the
Seychelles also have substantial FDI in hotels and
tourism, and the data for Libena and Panama
reveal important investments in transportation
(mainly shipping) and communication. Australia
and Japan both record sizable outward investments
in transportation facilities, whereas the Federal
Republic of Germany and the United Kingdom
have considerable outward investments in real
estate. The share of the residual item “other
services” is substantial in some countries in both
outward and inward FDI -- but this 1s most hkely
due to less detailed statistical reporting on indi-
vidual services categories by a number of countnes.
If such industries as real estate, transportation.
construction and holdings are not shown sepa-
rately, they can inflate the share of “other services’
when compared with that recorded by countnes
which provide a more detailed breakdown of their
data. In none of the major home countres.
however, is the share of this item significant.
although it still includes a great variety of business
and professional services (such as advertising.




accounting, engineering, and data processing) and
other services (for example, hotels, health services)
in which TNCs are active. Box 1.3 shows, for
instance, to what extent the hospital industry -- not
an industry normally considered among those
involved in operating abroad -- has begun to
transnationalize.

Thus, although TNCs in many other service
industries are highly visible and have assumed
important positions in many host countries, they
do not have a substantial guantitative impact on
the overall level of FDI. There are vanous reasons
for this:

] Foreign affiliates in finance- and trade-related
services appear to be much larger than affiliates
in such business and professional services as
advertising, accounting, consultancy, legal
services, and some data services. For instance,
while in 1982 the average value of FDI per
United States affiliate amounted to $11.5
million in banking, insurance and retail
trading, the average in business and other
services was only $3 million (in advertising
$1.7 million and in accounting $0.8 million).

. Many countries restrict FDI in such capital-
intensive services as public utilities, communi-
cation and transport facilities.

. In the largest developed home and host
countnes at least, finance-related services typi-
cally have the highest growth rates in both
inward and outward FDI (annex table A.6).
And although investment in trade-related
services has grown at roughly the same average
yearly rate as investment in the services sector
as a whole, it has been responsible for a large
part of the absolute increases of services FDI
in a number of countries (annex table A.6).
As a result (and with only a few exceptions),

investment in finance- and trade-related services

dominated FDI in services in most countnes during
the first half of the 1980s.

C. The relative importance of foreign direct
investment and trade in services

In principle, services (like goods) can be deliv-
ered to foreign markets either through FDI or
trade. However, as already observed, unless
embodied in goods, services are inherently non-
storable, and their production and consumption
have therefore to occur in the same place and at the
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same time. This basic characteristic suggests that
FDI would be the predominant mode for delivering
services to customers abroad. Since trade in
services is a subject of international policy
discussions, this section examines the relative
importance of FDI and trade in delivering services
to foreign markets.

Several factors have to be considered:

i First is the role of regulations. As docu-
mented in chapter VI, many service industries
have traditionally been regulated in many
countries. Although such regulation can have
the effect of decreasing trade and increasing
FDI (for example, when foreign insurance
firms are required to establish local affiliates if
they wish to do business in a given country),
the typical pattern of regulation is to exclude
or restrict FDI. Many developed and devel-
oping countries do not permit FDI in such
industries as telecommunication, the mass
media, inland shipping and air transport, and
banking is typically very restricted.

. In a few industrdes, trade is particularly
important because of the nature of the services
provided. Thus, international air travel and
shipping are (when carrying foreign cargo or
passengers and no foreign ownership is
involved) by definition (invisible) trade. In
these industnies, the trade component is further
strengthened if, because of regulation,
domestic air-travel facilities and cabotage are
closed to foreign ownership.

Which of these factors dominates in a given
industry and for a particular home country is diffi-
cult to say. In the case of the United States, three
distinct groups of service activities can be identified
(table 1.11).

] Those in which FDI is the major way of
delivering services to foreign markets: leasing,
advertising, investment banking/brokerage,
accounting, insurance, data processing, engi-
neering and retail trading;

e  Those for which exports prevail: travel, fran-
chising and licensing (all three of which are
considered to be trade by definition), educa-
tion and legal services;

. Those that fall between the first two groups,
that is, for which both exports and FDI appear
to be important: transportation, communi-
cation, construction, film rentals, health,

information, consulting and software.
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Box 1.3

International health

Although of minor importance for statistics on FDI in services and by many perhaps considered
last on the list of industries competing in the international market, the health-care industry has
recently begun to expand abroad as well. Leading are corporations from the United States, whose
overseas for-profit hospitals increased more than five-fold in the past decade.

As the accompanying table shows, 125 foreign-operated hospitals had been established in 19
countries by the end of 1986, whereas only 19 such operations existed in 1978. Of the small number
of transnational hospital corporations which operated those hospitals, 10 were based in the United
States and accounted for 103 hospitals in 18 countries. The only non-United States proprietary Jirm,
Paracelsus Corporation (Federal Republic of Germany), accounted for 22 hospitals, many of them
located in the United States.

TNC involvement in the field of health care has concentrated in four regions — the Middle East,
Western Europe (especially the United Kingdom), the Pacific Area, and the Americas. The countries
in which these hospital chains invest are ones in which demand for health care is high, the competition
weak and, hence, the potential for profit high. Transnational hospital firms are also successful where
local health services are inadequate. Since their charges are normally higher than those of national
hospitals, they are primarily patronized by the more affluent parts of society -- which, in turn, may
decrease pressures for upgrading national health facilities. Where national health-care systems arc
safe, affordable and efficient enough to meet the demands of the people (as in Canada, the Fedcral
Republic of Germany, Japan, New Zealand and the Scandinavian countries), transnational hospital
corporations have not set up operations.

Transnational hospital corporations are, for the most part, interested in owning the hospitals
which they operate. Although a substantial share of the hospital chains were involved in non-equity
ventures in 1986 (see accompanying table), the majority of those firms' resources were directed
towards ownership (except Summit Health Limited, which has devoted itself exclusively to the
management of hospitals). Of the 125 hospitals listed for 1986, 81 per cent were owned and 1 9 per
cent managed.

Of the little that is known about the profit dimensions of these corporations, the recent track
record shows them to be modestly profitable, capturing greater profits every year. One of the leading

The services listed here are, of course, broad
categories, often representing clusters of different
services. If they were disaggregated, many might
be classified differently.

On a more aggregate level, data are available
for the United States and the Federal Republic of
Germany. For the United States, FDI is clearly a
more important vehicle than trade in delivering
services to both foreign markets and the United
States market. In 1982, United States exports of
private non-factor services amounted to $32 billion,
compared to $183 billion of sales of United States

service affiliates abroad. Similarly, United States
imports of services amounted to $33 billion,
compared to $125 billion of sales of foreign affil-
iates of non-United States TNCs in the United
States; 7 by the same token, this means that FDI
is also more important for other countries in deliv-
ering services to the United States market
(UNCTC, 1987b). In the case of the Federal
Republic of Germany, the sales of foreign affihiates.
classified in service industries, were, in 1984, DM
65 billion, while exports amounted to DM 57
billion® Between 1976 and 1984, the sales of

7 All sales figures exclude sales of wholesale affiliates, which are very substantal and involve mainly goods.
8 Calculated from Stanistische Beihefte zu den Monaisberichten der Deutschen Bundesbank, vanous issues, and Staristisches Jahrbuck fur die
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Jirms in the industry, Hospital Corporation of America, recorded profits from its international
ventures of over 89 million in 1986. If these profits are suggestive of things to come, it seems that
Joreign-operated hospitals and health-care services are here to stay.

Number of hospitals operated by transnatienal hospital corporations, 1978-1986

Type of involvement

Year 1986 (percentage )
Home

Company country 1978 1981 1983 1985 1986 Owned Managed
American Medical Intl. US 8 20 25 33 26 0 69 31
Charter Medical Corp. LS -- 1 3 4 S 60 a0
Community Psychiatric

Centers us -- 2 3 7 7 100 --
Hospital Affiliates Intl.  US 1 -- - - -- -
Hospital Corporation of

America Us 5 17 27 31 33 79 21
Humana Corp. LS 3 3 4 4 100 -
Hyatt Medical

Enterprises ® Us 2 -- - 1 2 100 -
National Medical

Enterprises Us -- 3 3 5 S 80 20
Paracelsus Healthcare

Corporation FRG -- -- 13 19 22 ¢ 100 -
Ramsay Hospital Corp. LS -- - - ) 10 * 100 -
Summit Health Lid. us -- - - -~ S - 100
Universal Health

Services s - - - 1 3¢ 100 -
Whittaker Corp. Us - 5 8 - - - --

Total 19 51 86 114 125 81 19

Sources:  Milton Roemer, "Foreign privatization of natioral health systems’, American Journa! of Public Hec!th, 77 (October, 1987), pp. 127]-1284; and

Federation of American Hospita! Systems, Directory cf Investor-Owned Hospitals and Hospita! Mancgement Comparue: (Litue Rock, Arkarsas, Federation of

Amernican Hospiual Systems, 1987).

a One hospital still under construction.
b Hyatt Med:ical Enterprises became Nu-Med, Inc.
¢ Two hospitals still under construction.
¢ All hospitals sull under construction.

foreign affiliates of TNCs headquartered in the
Federal Republic of Germany appeared to have
increased at a much faster pace than exports,
namely by a factor of about 3.5, compared to 2 for
exports.  Thus, for the Federal Republic of
Germany trade and FDI in services appear to be
about equal in importance in delivering services to
foreign markets.

Given the nature of the data available, these
ratios permit only rough compansons. Firstly,
trade data are incomplete and omit many service
transactions. Second, sales data refer to total sales
of foreign service affihiates and thus overestimate

sales of services by the extent to which service
affiliates sell goods; this is particularly true for
trading affiliates (the figures given above include
sales by retail affiliates, but exclude sales by
wholesale affiliates). On the other hand, the data
are likely to omit most of the services sold by
industrial companies. A third major problem arises
in connection with international banking and other
financial services. For instance, the sales of United
States banks and financial affiliates (measured by
total income) weigh heavily in the total sales of all
United States service affibates; in 1982, they
amounted to $10]1 billion, or 55 per cent of the

Bundesrepublik Deutsckiand (Stutigart, Kohlhammer, vanous years). These figures include sales by retal affiliates abroad, which are estmated at 13
per cent of the total sales of all rading affiliates.
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Table 1.11 United States: ratio of exports to total
foreign revenues, * selected activities, 1983

Industry Rano
Travel 1.00 ®
Franchising 1.0¢ ®°
Licensing 1.00 ®
Education 068
Legal 095
Health 0.61
Transportation 061
Construction 0.61
Information 0.50
Telecommunications 0.50
Motion pictures 0.50
Mariagement/consulting 045
Software 0.40
Engineering c.2s
Insurance c.22
Data processing 0.17
Investment banking brokerage 0.16
Adverusing 0.15
Leasing 014
Accounting Cc.08
Retailing -
Total 0.41

Source: United States, Office of Technology Assessment, Trade in Services.
Exports end Foreign Revenue:  (Washingion, D.C., 1986, p. 43.

a Exports plus sales of foreign affihiates.
b Exports equals foreign revenues by definiion.

total. Since interest payments are considered factor
payments, they (like the profits earned on FDI) are
excluded from trade in services. Therefore,
narrowly-defined trade data do not contain an item
corresponding to the sales of banking and finance
affiliates.  If interest payments were adced 1o
United States service exports, the ratio of sales of
foreign affiliates to exports would fall substan-
tially, from 6 to 1, to 2-3to 1.

It is difficult to generalize from these data to
the situation in other countnes. However, it is
likely that the export/foreign-affiliate-sales ratio of
such an established investor country as the United
Kingdom is closer to that of the United States,
while that of Japan is probably closer to that of the
Federal Republic of Germany. In addition. two
other important caveats have to be made. First,

this pattern (at least as far as the export of services
is concemned) applies only to developed market
economies, because the volume of FDI originating
in socialist and developing countries is very small
-- as are, therefore, the sales of their foreign service

affiliates. By contrast, sales by foreign affiliates in
developing countnies may well be greater than
services imports. Second, the estimated relative
importance of trade and FDI varies considerably
across industry (see the discussion earlier) and
country.

Thus, although FDI is clearly more important
than trade in many individual service industries.
this pattern is not necessarily reflected in aggregate
comparisons between FDI and trade in services for
all countries. What is clear, however, is that FDI
at least rivals trade in importance for delivenng
services to foreign markets, and this in spite of
widespread restrictions on FDI in services.

The growing application of new data-
technology-based information technologies, and
especially the increased use of transborder data
flows, are likely to change this picture.  As
mentioned earlier, the intangible and non-storable
pature of many services requires that their
production and consumption occur in the same
place and at the same time. By collapsing time and
space (at decreasing costs), the new data technolo-
gies make it possible for certain services to be
produced in one place and consumed simultane-
ously in another. For example, a number of
banking transactions can now technically take place
wherever computer terminals or automated teller
machines are connected to a bank’s network. The
physical presence of customers in the bank to
transact business is no longer necessarly required.
In oither words, the tradability of certain services
has increased. This gives suppliers and customers
greater flexibility to choose whether to deliver or
obtain certain services through affiliates or through
trade. The result may well be a decreased need for
FDI in certain service industnes.

The increasing use that TNCs make of trans-
border data flows for their own intermal trans-
actions suggests that a growing volume and number
of services are, indeed, capable of being delivered
via transnational computer-communication
systems, that is, have become tradable (table 1.12).
Financial management, in particular, 1s now heavily
dependent on transborder data flows, but other
corporate functions are also increasingly dependent
on the international (intra-company) use of data
services. The services that are currently being
provided within TNCs can, at least in pnnciple.
also be made available outside those corporations.
It may only be a question of time before the proc-




esses of differentiation, specialization and standard-
ization of knowledge lead to the emergence of
economies of scale which make it economically
feasible to take the provision of these services out
of their corporate framework and to place them
into the international market place. That, in turn,
would create a considerable potential for an
expansion of trade in services. *

The increased application of data services can,
however, also stimulate FDI in a wide range of
service industries, especially information-intensive
ones. The reason is that the use of transborder data
flows makes it easier to establish service affihates
abroad which are linked to their parent corpo-
rations in an interactive manner via transnational
computer-communication systems. The bulk of
the value-added can thus take place either in the
parent corporation or the affiliate (or both),
depending on demand and the technical
infrastructure. For most TNCs headquartered in
industrialized countries, the tendency is most likely
to be to utilize the facilities in the home country
or in major affiliates in other industnalized coun-
tries. As a result, these foreign service affiliates
require little FDI, because the bulk of their value-
adding activities is being undertaken on the
infrastructure of the parent corporation in its home
country. The affiliates themselves are, in these
instances, mere outposts -- in the extreme case,
they are no more than offices with terminals. For
TNCs headquartered in developing countries, on
the other hand, it may well be that foreign affiliates
in industralized countries provide the pnncipal
facilities for the production of services, at least
those of a more sophisticated nature. If such a
pattern should prevail, the result could well be a
concentration of the production of certain services
in developed market economies.

This observation underlines the importance of
the technical infrastructure. The potential of the
new data technology can only be realized if the
infrastructure for the utilization of transborder data
flows for the purpose of trading services exists {and
this infrastructure is particularly weak in many
developing countries) and if a regulatory environ-
ment is in place which is as free as possible from
restrictions to transborder data flows. Such an
environment is not only important to those which

9 For further discussion, see Sauvant, 1986.
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Table 1.12 Assessment of importance of transborder data
flows by corporate activity and region, 1983 and 1988 ?

( Percentage)
Corporate activity 1983 1988 b
Financiat funcrions
Financial management 60 73
Invoicing 32 38
Paying 28 32
Portfolio management 16 21
Foreign exchange and management 11 16
Markering and distribution
Ordering 36 40
Marketing and distribution 35 46
After-sales services 23 26
Customer services © 16 16
Pricing information 3 6
Production
Inventory control 34 44
Manufacturing 30 39
Sourcing 17 27
CAD CAM CAE 12 23
Product quality testing 10 15
Management
Strategic planning 25 37
Management information 19 26
Electronic mail 7 10
Research and development
Research and development 23 33
Design engineering 15 15
Personnel
Payroll, personnel 18 23
Total number of firms 89 89

Source: Business Interational, Transborder Datc Flows: Issues, Barriers end
Corporate Responses (New York, Business International, 1983;.

a Percentage of companies that consider transborder data flows to be important
or very important for specified corporate activities.

b Projected.

c Applies 10 banking, finance, transportation and information service companies.

are best placed to benefit from an increased
tradability of services, but also to TNCs for which
transborder data flows are becoming the
infrastructure for their international operations.
At the multilateral level, the discussion of these
issues is embedded in the broader negotiations on
an international framework for trade in services
being carried out in the Group of Negotiations on
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Services established under the Uruguay Round. '
The results of those negotiations are likely to be of
crucial importance for the growth of trade and FDI
in services, and the relative ease with which these
two modes of transactions can be used to bnng
services to foreign markets.

D. Summary

Between the mid-1970s and the mid-1980s, a
considerable and accelerating expansion of FDI in
services, both in absolute terms and relative to
other sectors of investment, had taken place. By
the mid- 1980s, FDI in services accounted for about
40 per cent (approximately $300 billion) of the
world’s stock of FDIl and some 50 per cent
(approximately $25 billion) of annual FDI flows.
This growth of the services sector can be observed
in the outward and inward FDI of most developed
market economies and, to a lesser extent, the
inward FDI of developing countries. Finance- and
trade-related services were the most dynamic and
important industries in this change of the sectoral
composition of FDI.

Although this pattern is a broad one, it
contains a number of important vanations. The
growth in inward and outward investment in
services has been particularly marked in the case of
the major capital exporting countries. In the case
of the United States, services FDI was primanly
responsible for making that country the largest host
country for FDI during the early 1980s; in the case
of the Federal Republic of Germany, virtually the
entire balance of all new acquisitions and estab-
lishments by foreign TNCs between the mud-1970s
and mid-1980s was in the services sector; and in the
case of France, the data even suggest that foreign
investment in the country’s services sector was
accompanied by a decrease in investment in the
industrial sector. For the developing countnies, two
sets of data (those on the sectoral composition of
the inward FDI of a selected number of developing
countries and those on the country distribution of
outward services FDI of two major capital
exporting countrnies, the United States and Japan)
suggest that those countries have also expenienced
a relative increase of services FDI. However, a
large proportion of that increase was concentrated
in financial centres, tax havens and countnes

offering  flags-of-convenience arrangements.
Although the activities involved are services, they
are of a special nature in that they are not inte-
grated in the economy of the host country. Once
these investments are omitted from consideration,
the increase of services FDI in developing countnes
1s modest.

Finally, at the aggregate level, FDI is at least
as important as trade as a means of delivering
services 1o foreign markets. For some irfdividual
countries (including the United States), FDI is, in
fact, clearly the more important of the two modes
of delivering services to foreign markets. Given the
intangible and non-storable nature of many
services, this is not surprising. In the light of this,
it appears that any effort aimed at establishing a
framework for international transactions in services
ought to pay due attention to FDI in services.
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The preceding chapter has dealt, at the aggre-
gate level, with the growth of FDI in services. The
present chapter focuses on the firms which invest
in services activities abroad and hence bring about
the growth of FDI in services. As will be seen,
industrial firms are quite important among them,
and section A documents the extent to which this
is the case. The bulk of this chapter deals,
however, with transnational service corporations
and their characteristics, that is, those parent
corporations whose primary activity consists of the
provision of services.

A. Investment in services by industrial
transnational corporations

Not all FDI in services is undertaken by
enterprises which are themselves service corpo-
rations. On the contrary, a sizeable number of
industrial corporations operate foreign service affil-
iates. Reference has alrecady been made to finance-
and trade-related affiliates established by industnal
corporations. Many other examples of industnal
companies engaging in foreign service markets exist.
In fact, many firms classified as manufacturing
firms are among the largest producers of services.
The presence of those companies in the services
sector is motivated by many factors. One is cost-
decreasing and market-oriented vertical integration.
For example, some oil companics operate their
own tanker fleets and gas stations. In such indus-
tries as telecommunication and computer manu-
facturing, extensions into data services, such as data
processing and software, are obvious. In the auto-
mobile industry and some durable goods industries,
manufacturers have set up finance affiliates to
provide credit to customers, and those affiliates
have expanded to supply other financial services for
the external market. Other manufacturers have
expanded service divisions like R&D, engineenng,
marketing advice, telecommunications and software
development into separate, autonomous profit-
making operations which cater to outside
customers. Since the markets for many modemn
services grow rapidly, some manufacturers have
taken over service companies unrelated to their
major activity, in search of new areas of future
growth.

At an aggregate level, only a few countnes
publish data which shed light on the extent to
which industrial TNCs engage in services FDI, and

on how numerous and important these activities
are relative to those undertaken by service TNCs
(table I1.1). Data are available for Japan, the
United Kingdom., the United States, and the
Federal Republic of Germany. For the United
States, they show that about half of all foreign
service affiliates in 1982 were owned by industrial
companies, a ratio that did not change between
1977 and 1982. In the case of Japan, however,
while virtually all foreign service affiliates were
owned by service TNCs in 1977, one quarter of
service affiliates (excluding banking and insurance)
were connected with industnal firms by 1984
Clearly, therefore, many industial TNCs have
established foreign service affiliates. That conclu-
sion is confirmed when asset data for key United
States industries are examined (anncx table A.7).
Thus, in 1982, only 13 per cent of the assets of
wholesale trading affiliates were controlled by
parent firms whose main activity was wholesale
trading, while 77 per cent were owned by manu-
facturing and 5 per cent by petroleum corporations.
Similarly, only about one third of the assets of
foreign affiliates in finance-related  services

(excluding banking), real estate and business and

other services were held by parents in the same
industry. In the United Kingdom, only one fifth
of the FDI stock of foreign trading affiliates was
controlled by parent firms in trading. The picture
is less clear-cut for Japan: of the 1,863 foreign
trading affiliates, slightly over half belonged to
manufacturing parents in 1984. It is noteworthy
that the same pattern does not apply to foreign
industnal affiliates: the overwhelming number of
these (in the case of the United States and the
United Kingdom no less than 96 per cent) are
owned by industnial parents.

Not surpnisingly, then, the relative importance
of FDI in the services sector is greater when meas-
ured in terms of the main activities of foreign affil-
iates than that of their parent companies -- or.
more particularly, the activities of these companies
in their home country (table I1.1). Data for the
Federal Republic of Germany reveal that, in 1983
service TNCs controlled nearly one third of the
total stock of outward FDI while service affihates
accounted for 48 per cent of that stock. The same
is true for the United States and the United
Kingdom, the only other home countries for which
similar data exist. In the case of the United States,
service parents controlled less than one fifth of the
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Table II.1  Service and industrial transnational corporations, selected home countries
United States »
Federal Republic of United
Excluding banks Including banks Germany® Japant Kingdomd

Item 1977 1982 1984 1977 1982 1984 1976 1985 1977 1984 1981
Number of TNCs

Total 3078 2 008 1995 3189 2141 2589 3963 1223 1 488

Services 1093 690 673 1204 823 1097 1 863 409 541
Number of affiliates

Total 23219 17123 16751 24666 18 339 9059 14964 3 589 4 937

Controlled by service

parents 5870 4058 3943 6838 5119 . . 1538 1916

In services 12711 9457 9085 13595 10339 5258 9 429 1 586 2671
Stock of FDI as a percentage

of total FDI

Controlled by service TNCs 18 14 .. 21 19 . 29 32 . . 24

In services 37 33 31 41 38 37 42 48 38 52¢ 34

Sources: UNCTC, based on offiaal sources.

3 Excluding non-business entities. The Netherlands Antilles are not excluded from FDI stock. The substantal decline in the total number of United States TNCs and
their affiliates 15 2 result of changed reporuing procedures. The cut-off point below which full data for affiliates do not have to be reported was increased from £500,000 in

1977 to $3 mithon 1n 1982 and to §10 mithor. 1n 1934,
b Excluding individuals.

¢ Excluding banks 2nd insurance companies.

d Excluding oil, banking and insurance.

e 198S.

country’s outward stock of investment in 1982,
while the total stock of investment attnbutable to
service affiliates was twice that share. The figures
for the United Kingdom are, respectively, 24 per
cent and 34 per cent. The considerable discrepan-
cies in these figures illustrate the degree of involve-
ment of industnial corporations in services FDI: in
both countries, industrial corporations account for
30-50 per cent of all FDI in services.

Although service TNCs are responsible for
only a part of the upsurge of FDI in services, they
constitute a sizeable group of companies among all
TNCs (table 11.1). In the case of the Federal
Republic of Germany, nearly half of all TNCs
headquartered in that country were in the services
sector in 1985; in the case of Japan and the United
States, the corresponding ratio was approximately
one third. The subsequent discussion in this
chapter deals with service TNCs only.

B. Transnational service corporations

Trading houses, banks and land companies
were among the first companies to establish foreign
affiliates. In the 1870s, the first wave of industnal

firms expanded abroad, although there was also
some FDI in railroads and public utilities, partic-
ularly in colonial territories. For most of the
following century, the activities of industrial TNCs
overshadowed those of their services counterparts.
But during the 1970s, a ncw trend gathered
strength, based on a dynamic interaction between
the production of services and that of goods, a
dramatic advance in organizational and communi-
cations technology, and changes in the interna-
tional political and economic environment.
Initially, it was chiefly the demand generated by
TNCs in primary and manufacturing industries and
the rapidly growing international trade in goods and
technology that prompted domestic service
companies to invest abroad. Subsequently, the
demand of local customers became an independent
motive for FDI. As a result, many service compa-
nies which followed their industnial counterparts
abroad had become transnational actors in their
own right by the beginning of the 1980s. This
dynamism was, of course, restrained in many
industries by laws and regulations of many host
countries which. until recently at any rate, restricted
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the amount of FDI in services' (see chapter VI).

The determinants of the growth of TNCs in
services and the role of laws and regulations are
examined in detail in subsequent chapters. This
chapter deals with some principal characteristics of
TNCs in some of the most important service
industries. It is based on an analysis of the 15-30
largest (domestic and transnational) firms in 16
service industries (annex tables B.l - B.16),
supplemented by other data.  Although this
coverage is not complete, most of the industries in
which the bulk of transnational activity takes place
are included. The data which have been collected
are far from perfect, 2 but they do permit some
useful general characterizations of TNCs in the
services sector. Unlike it is usual in the case of
industrial TNCs. a list of the world’s largest service
companies has not been compiled, because any list
based on assets or revenues would inevitably
consist mainly of trading companies, banks and a
few insurance firms. Many comparies in other
service industries which are TNCs would not
appear in it because they are small, although they
can have considerable impact in their industnes and
host countries.

1. Propensity to transnationalize

Despite a wide range of restrictions on FDI in the
services sector and the fact that many services do
not easily lend themselves to transnational activities
(due, for example, to the lack of technological or
other advantages of TNCs vis-d-vis indigenous
firms), TNCs can be found in almost all service
industries. However, their incidence and relative
importance in each vares greatly. While in some
industries their presence (at least among the larger
firms) seems to be the rule, in others it is an
exception, while in others again they coexist with
domestic firms.

Data for insurance ( Sigma, 1985) and banking
illustrate this situation. At the beginning of 1985,
there were 11,152 private insurance companies
world-wide. Of these, 2,331 were TNCs, with over
2,300 foreign affiliates. Half of all insurance firms

were headquartered in the United States alone.
However, only 77 of the latter had assets of more
than $10 million abroad. A rough comparison of
the assets of the 10 largest United States insurance
companies (listed by Fortune) with the total assets
of all insurance TNCs in the United States shows
that the largest 10 account for somewhat more than
half of total assets and somewhat more than two
thirds of foreign affiliates. Those are rough esti-
mates only, among other reasons because some
insurance companies belong to diversified financial
service companies; American Express is an example
(box IL.I). In banking, the overwhelming
majority of all banks are also domestically oriented.
Several hundred banks from developed and a few
developing countries have foreign affiliates, but
only a few of those banks dominate transnational
banking. These exert significant influence, not only
in home and host countries, but in the world
market as a whole (see chapter I1I). Furthermore,
given the central role of banking in any economy’,’
the impact of transnational banks transcends the
boundanies of their own industry. Similarly, in
retail trade and construction, TNCs coexist with
large and small domestic firms.

If large companies only are examined, the
situation differs from industry to industry. Most
of the world’s largest service companies in the 16
industries listed in table 11.2 are TNCs. Even when
domestic companies are found among the largest
(for example, in insurance, retail trading, and
hotels), they are in a minority. At the same time,
the extent of foreign investment by TNCs vanes
considerably between industries. In some (for
example, retailing), the majority of TNCs has 10
or fewer foreign affiliates; in others (for example,
accounting, trading), it is not uncommon for TNCs
10 have over 100 affiliates. Overall, while 304 of the
345 firms covered in table I11.2 have at least one
affiliate abroad, one third have at least 10 foreign
affiliates, and only 65 companies have more than
100.

The industry propensity to transnationalize,
and the extent to which only a few TNCs account
for the lon’s share of international activities, can

1 It should be noted that restnchve domestc regulabons of some home countries may encourage FDI abroad. Regulatons pertaining 1o reportrng.
reserve requrements and Laxes, as weli as reguiatons prescribing 2@ narrou range of acuviues (for example, the Glass-Steagall Actin the Unated States
and similar regulatons in Japan). led a number of barks to sel up foreign afhisates abroad.

2 One reason why data on service TNCs are difficult to obtain 1s that many of them are pnvately held and, therefore, do not disclose financial
data. The importance of service firms among pnvatey held companies is indicated by data for the Unuted States, which show that some two thirds

of the larges: pnvately-owned firms are 1n services (see Kichen and Ozaman, "The largest pnvate companies in the USA®, Forbes (17 Novernber
1986), pp. 191-216).
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Box 11.1

American Express: a diversified financial service company
( Revenues in millions of dollars)

International banking
services

Financial services

Travel-related services

American Express Bank

- private banking

- trade finance

- correspondent
banking

- treasury and foreign
exchange

- merchant banking

- military banking

Provided by:

16 United States
affiliates

71 foreign affiliates

1986 revenue
Total : 1,685
US : 229

IDS Financial Services

- insurance

- investment certificates

- mutual funds

- arnuities

- tax-advantaged investment
- brokerage

Provided by:

15 United States
affiliates

I foreign affiliate

1986 revenue
Total : 2,395
US : 2392

American Express Travel-
Related Services

- American Express card
- travellers cheques

- travel services

- data-based services

- merchandise

- publishing

- insurance

Provided by:

26 United States
affiliates

32 foreign affiliates

1986 revenue
Total : 5,951
US : 4,662

Investment services

Insurance services

Shearson Lehman
Brothers

- private-clients
services

- investment banking

- capital markets

- asset management
and real estate

Provided by:

62 United States
affiliates

11 foreign affiliates

1986 revenue
Total : 4,600
US - 4,298

Source: UNCTC, based on annual reports.

American Express Life
(activities reported in
Travel-Related Services)

Fireman’s Fund Corp.
(equity stock reduced to
27 per cent; activities
reported in Corporate
Expenses and Equity
Investments)

1986 revenue
Total : 330
US : 245
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Table 11.2 Service transnational corporations and size of their foreign affiliate networks, by industry, 1986

Number of TNCs with Daic on
companies affiliaies
in the 11-50 51-1006 Over 100 no:
Industry sample 3 Domestic TNCs affiliares affiliates affiiiates affiliares available
Finance-related services
Banking ® 30 - 30 15 4 7 -
Securities and
financial services 20 3 17 7 | 2 -
Insurance 30 4 26 10 8 2 -
Reinsurance 15 1 14 [} - - -
Trade-related services
Wholesale trade 20 - 19 4 3 9 1
Retail trade 30 8 22 15 [ 1 -
Business services
Accounting 20 - 17 - - 17 3
Advertising 20 - 16 5 4 4 4
Market research 10 1 9 2 2 - -
Legal services 1 - 15 1 3 - - -
Construction 20 - 20 12 -
Other services
Publishing 15 i 14 4 ] 4 -
Transportation © 30 1 27 14 9 2 2 2
Subtotal 275 19 246 94 81 24 47 10
Airlines C 25 - 21 9 3 5 4
Hoteis 25 2 21 5 5 S 2
Fast-food and
restaurant chains 20 - 16 3 4 8 4
Total 345 21 304 105 98 36 65 20

Source: UNCTC, based on annex tadbles B.1--B.16.

Note: This and the following tables are based on a broad definition of affiliaies which includes branches; wholly-, majority- and minority-owned affihates; offices (including
representative offices of banks and offices of airiines); an¢ non-eguity units abroad (for example. unils controlied through franchising or management contracts,. The
sub-total contains industnes for which the regional distnidution of affiliates (provided later) 1s available.

s Largest companies in the incustry.
b Data are for 1985,
¢ Other than air transportation.

be further illustrated for a number of industries. In
retail trading, eight of the 15 largest Umited States
companies listed by Fortune are TNCs. Their
combined sales amount 1o 62 per cent of the total
sales of 52 retailing TNCs, and their assets to 73
per cent of total assets. These 8 TNCs have some
160 foreign affiliates, that i1s, 73 per cent of the
foreign affihiates of all retailing TNCs. On the other
bhand, in advertising and accounting. all of the
world’s largest companies are transnational. At the
same time, between 10 and 20 firms in those
industnies (as well as in market research, reinsur-
ance, car rentals and fast-food chains) comprise the
entire TNC contingent, and it would be difficult, if

not impossible, to find other firms with significant
transnational activities. Simularly, there are prob-
ably around 100 transnational hotel chains, but
only 25 of them control four fifths of the hotels
associated with these chains (UNCTC, 1982). In
the hotel industry, furthermore, the significance of
FNCs is largely hmited to an up-scale subsector
catering mainly to international business trave! and
touristn. A similar pattern apples in legal and
consulting services: sophisticated TNCs geared
primarily towards clients that are themselves TNCs
operate side by side with separate or even shcliered
domestic firms. While playing a dominant role in
the former market, TNCs are of little consequence




in the latter. In many services, for example,
restaurants and fast-food chains, economies of scale

are not an economic necessity; here, the nature of .

the product supplied and the brand image give
TNCs a competitive edge (see chapter IV).
However, even if TNCs in those industries do not
weigh heavily in most host countnes, they may
considerably influence local consumption patterns.
In services in which economies of scale are impor-
tant and companies are big, for example, telecom-
munication services, railroad transportation and
public utilities, TNCs are rare because regulations
typically reserve those industries for national
companies, often in the form of public or private

. monopolies. Large domestic companies are, there-
fore, charactenistic of those industries. But some
of these companies have foreign affiliates either in
their principal business line or in industries which
are related; railways are an example (see box 11.2).
Finally, TNCs can also be found in many services
which are not particularly known for their transna-
tional activities; box II.3 briefly describes some of
those firms.

Thus, although TNCs are found in all major
service industries, the propensity to engage in
foreign production is fairly uneven. Typically, only
a handful of mostly large firms have world-wide
networks of affiliates and account for most of an
industry’s transnational activities. Normally, many
small and medium-sized domestic firms coexist
with transnational firms. Ian many service indus-
tries, therefore, the process of transnationalization
is determined mainly by a limited number of large
TNCs. Many small and medium-sized national
firms may, however, expenience increasing pressures
to become transnational, especially where econo-
mies of scale and international competitive advan-
tages are involved and where they face foreign
service companies entering their markets. If and
when those factors should assert themselves, they
could result in greater domestic concentration,
while competition among TNCs could increase.
They could also lead to the emergence of transna-
tional business alliances, which are already a
familiar feature in a number of manufacturing
industries, but which are comparatively less
frequent 1n the services sector: out of a sample of
1,050 international business coalitions (joint
ventures, licenses, supply agreements and other
long-term interfirm accords) established between
1970-1982, only 16 per cent involved firms in the
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services sector (Ghemawat, Porter, Rawhlnson,
1986, pp. 345-364).

2. Diversification

If more of these alliances should arise, they could
well be forged across several service activities, thus
strengthening the trend towards diversification,
which is already discernible in a number of indus-
tries. The diversification of industrial companies
into services has already been noted at the begin-
ning of this chapter and in chapter I, as has the (less
frequent) diversification of some service firms into
manufacturing and mining. But no less interesting
1s the growing diversification of service firms into
other service activities. In some of the service
industnes under consideration, diversification is
confined to a number of companies; in others it
appears to be the prevailing trend.

Four particular cases of diversification may be
distinguished.

e A few of the companies among the largest
service firms are subsidiaries of companies
whose main activity is in manufacturning.
Examples include the third largest professional
reinsurance company, Employers Re, which
belongs to General Electric; although the
former is not a TNC, the latter is. In fact,
many service companies, large and small, are
bought (and sold) by industrial companies or
conglomerates which seek either to capture the
economies of integration or better expansion
and profit opportunities.

¢  Firms which at one time were mainly goods
producers evolved into service producers;
examples include Pnimenica (box 11.4) and ITT
(box 11.5).

e There is a group of independent companies,
whose main activity remains in one service
industry, but which undertake some diversifi-
catton into other industnies.  Prominent
examples are the sogo shosha, whose
domestic and foreign activities extend into
manufacturing, mining, insurance and other
financial services. Sears Roebuck, the world’s
largest retailing company, is another example;
it diversified into insurance and financial
services.

¢ Some companies have become so diversificd
that it is difficult, or impossible, to assign them
to any single industry. The ex-manufacturing
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Box I1.2 Railways abroad

Most railways are state-owned and are normally considered to have their operations
confined to their national territories. However, this impression is misleading (see annex table
| B.13). For some of them, indeed, their international interests are expanding. For instance, the
Canadian National Railway System (controlled by the Government of Canada) owns Grand
' Trunk Corporation of Detroit, and Canadian Pacific Limited kolds a majority share in the Soo
| Line Railroad Co. of Minneapolis. The Soo Line, in turn, acquircd Milwaukee Road Railroad
in 1985 for $571 million.

Railways also diversify into other industries (both at home and abroad), especially service
industries. An example is the German Federal Railways (Deutsche Bundesbahn, DB). DB had
total revenues of $13 billion in 1986, total assets of 335 billion and 272,800 employees. The
; organization is diversified, with 70 subsidiaries and non-equity arrangements with 291 compa-
| nies. Fifty-two subsidiaries have been established in 30 countries. Most important among its
affiliates operating abroad are Schenker and Co. GmbH (100 per cent owned by DB), a large
trucking corporation, Interfrigo (10 per cent owned by DB) specializing in refrigerated
! trucking, and several other transportation companics. DB is furthermore involved in tourism,
owning travel agencies such as DER (55 per cent owned by DB, and it has equity shares in
several hotels in the Fedcral Republic of Germany. The company has also diversified into such

i industries as financial scrvices, real estate, rescarch, plerring and consulting.

firm ITT is one such example; it is a fum
which, under one roof, brings together activ-
ities which have little in common. Another,
albeit different example. is American Express
(box IL1), a diversified financial service
company which brings together activities that
belong to separate but related fields. Several
other large financial United Statgs TNCs with
diverse operations and extensive foreign affil-
iate networks exist; they have been included in
the lists of the largest insurance TNCs because
their main base of operation is in insurance.
Diversification as a prevailing trend character-
izes the (broadly defined) tourism industry and,
more recently, the accounting and advertising
industries. In tourism, transnational hotel chains
are often linked to other companies. Some of them
belong to conglomerates, such as ITT or Impenal
Tobacco, and a few others are owned or controlled
by tour operators. Most common, however, is the
link between hotels and airlines -- the modem
continuation of an old relationship between lodging
and all kinds of transportation. The link 1s not

new; it began as early as the 1940s and 1950s, when
airlines started to acquire their own hotels to ensure
their passengers’ lodging at the destination. It was

a period when tourist traffic outpaced existing hotel
capacities. Later, airlines took an interest in hotels
to increase their revenues. But the link i1s by no
means a stable one. Several airlines have divested
their hotel chains, the most recent example being
the 1987 divestment of Hilton International and
Westin which were linked with United Airlines
through their parent firm, Allegis Corp.
Neverthelzss, this link is natural enough to
ensure a continuing (if not growing) involvement
of airlines with hotels: since air traffic generates a
demand for hotel rooms, the two activities can be
the object of joint promotion campaigns and joint
computerized reservation systems. With the
growing importance of these reservation systems. a
new trend towards multiple associations (one hotel
with several airlines, or one airline with several
hotels) has emerged and has become a significant
phenomenon in the airline industry. As one study
observed: “In the mid-1980s, airlines have plunged
even more deeply into hotel relationships.
Polygamous airline-hotel connections increased
from a 1972 level of some 30 hotels to more than
1,200” (Lane, 1986, pp. 75-76). Linkages bctween
airlines can also intensify. For example, United
Airlines and British Airways decided to develop
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Box 11.3 Small but transnational

Chase Manhattan Bank, Mitsui & Co. and Saatchi & Saatchi are all well known trans-
national service corporations. But there are also many others that provide services abroad in
+ % industries which are normally not considered in the forefront of transnationalization and which,
| because of their small size, are less well known. Some examples are listed below.

Security, investigation and armoured transportation

Apart from its automotive, chemicals and plastics facilities, Borg-Warner sells information
and protective services in six countries. Under the "Wells Fargo” and "Burns” trade marks,
Borg-Warner provides a variety of guard and related security services to Governments and
businesses. With its many foreign affiliates, the company is the largest private-contract
guard-service operation in the world.

Maintenance and cleaning

Through a world-wide network of more than 3,700 franchises, ServiceMaster Limited
Partnership provides cleaning and lawncare services to both commercial and residential
customers.

Real estate

Electronic Realty Associates, a subsidiary of Commercial Credit Co. which is a wholly-
owned subsidiary of Tamco Enterprises Inc., is a membership organization for licensed real
estate brokerage firms. ERA provides the utilization of its registered trademarks and service
marks and designs, logos, colours and colour patterns, business methods and the co-ordination
: of advertising programmes. Apart from its subsidiary in Australia, ERA operates through
franchisees in Singapore and Japan.

Employment

Manpower, recently acquired by Blue Arrow, is a pioneer in the provision of labour
services. It has affiliates in 33 countries, which account for more than half of its sales and
assets, as well as three quarters of its profits. With more than 750,000 temporary employees,
Manpower ranks among the largest employers in the world.

jointly United’s Galileo computer reservations
system for the European market and, in late 1987,
to create a marketing alhance based on code-
sharing. Under code-sharing agreements, airlines
feed one another passengers, using the same code
(for example, UA for United Airlines) for their
connecting flights. As a result, both flights may

appear higher on a computer reservations system
display screen than each would individually, thus
increasing the chances of each airline to be chosen
by travel agents selling tickets.

Natural linkages also exist between airlines and
tour operators and car-rental agencies. Often, these
are not implemented through equity relationships,

but rather through contractual agreements or
co-operation arrangements.  Apart from such
connections, pure diversification motives also
remain important, since many of the hotels or
car-rental agencies belonging to airhnes are in
locations not served by the airlines involved. In the
past decade, airlines (or their holding companics)
have also entered into such businesses as ware-
housing, insurance and data processing.
Diversification is also the prevailing trend in
the accounting industry. The largest United States
accounting TNCs, in particular, have in recent
years increasingly diversified into management
consulting. Corporate-finance consulting, in
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Box 1.4 The times, they are a-changing

Once a leader in the rusty-metal container business, American Can Corporation (4CC)
ranked 140 among the "Fortune 500 Industrials” in 1985. In 1986, however, ACC was no
longer on that list. Instead, it ranked ninth on the list of largest diversified service companies
and changed its name to Primerica. Half of its sales were generated by financial services, and
virtually the entire rest by specialty retailing.

In 1981, the former American Can adopted a strategic plan for the redirection of its busi-

ness. It aimed at leaving the capital-intensive manufacturing industry and moving into service-
oriented business. First in this process of change was the establishment of a financial services
affiliate to facilitate the restructuring process. That affiliate (and the subsidiarics which it
acquired) turned out to be a source of great profitability for the firm by providing financial
services for the internal restructuring and for clients not related to the company. Financial
l services have now captured the largest share of Primerica’s activitics, while such manufacturing
products as paper and packaging have disappeared from the Jirm's business portfolio.
L Today, Primerica’s financial service activities consist of investment banking, security
; brokerage, insurance, mutual fund management and mortgage banking. Its retailing activities
| include the direct mail marketing of houschold merchandise and the store-based sale of sporting
; goods, pre-recorded music, video movies and audio equipment. The former ACC has trans-
formed itself, in a mere five years, from a large manufacturing Jfirm into a service company.

Although principally based in the United States (130 subsidiaries), Primerica also opcratcs
through 11 foreign affiliates in five other countries to provide its financial, insurance and

|

n

I
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1 retailing services at an international level.

particular, and the use of data technologies, now
account for about one fifth of their total fees or
chargeable hours, compared with only 12 per cent
a decade ago (Berton, 1987). The expansion of
those companies into this new arca has been so
dynamic that their market share in all management
advisory services in the United States grew from an
insignificant figure to nearly one third of the market
by the mid-1980s (Noyelle and Dutka, 1987). As
a result, over half of the top ten management firms
in the United States are no longer primarily
management firms (table 11.3). Although most of
the big accounting firms still obtain about half of
their fees from auditing, they are increasingly
becoming financial advisory and professional
service companies. Similarly, some of the largest
advertising agencies (for example, Saatchi &
Saatchi) have targeted management consultancy as
one of the areas in which they plan to expand. But
much more common for advertising TNCs 1s the
extension of their activities into such services as
corporate or institutional advertising, public
relations, market research and direct-mail adver-

tising. Many advertising groups are now capable

of providing their clients with an integrated package

of business services.
In conclusion, diversification and integration in

the services sector are encouraged because a

number of services are closely interrelated and,

therefore, offer certain economies of scope. The
principal clusters that appear to be emerging
include the following:

e  Finance-related services:
services, Insurance;

e Tounsm and travel: hotels, airlines, tour
operators, car rentals, perhaps railways;

e Data services: data processing, software, tele-
communication services, information storage
and retrieval; and

e  Within professional services: accounting and
management consulting; and advertising.

banking. financial

market research and public relations.

These clusters are, of course, also interlinked.
American Express, for instance, links finance-
related services with tourism and travel. It 1s not
inconceivable that, in the future, other clusters will
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: Box I1.5  Full circle
The International Telephone and Telegraph Corporation was established in 1920 to provide
+ telephone services outside the United States. Subsequently, it evolved into a firm which was
mainly engaged in manufacturing. In 1984, it changed its name to ITT to underline its desire
to depart from its traditional telecommunications-oriented image.

In 1979, ITT initiated an asset-redeployment programme to divest certain business,
streamline operations, reduce debt and focus more sharply on selected industries. It began by
selling a part of its foreign telecommunications assets and its coal, gas and oil producing and
processing companies. In 1986, the remainder of its foreign telecommunication interests was
sold, although the company retained a minority interest. ‘

’ Apart from consolidating its balance sheet between 1982-1984, ITT utilized those Sunds to
i acquire firms (or shares in firms) in electronic mail and fibre optics, telecommunications soft-

ware, data systems, and software and securities brokerage for its insurance group, The
Hartford. W

As a result, ITT's insurance operations, financial services, communications operations,
information services, hotels and community development provided 65 per cent of its total
revenues of $17 billion in 1986, compared with 27 per cent in 1979. ITT has thus changed from :
being primarily a manufacturing company to being primarily a service-providing corporation.

In the process, ITT preserved its global network: 15 of its 52 principal subsidiaries were located i
outside the United States in 1986, and they generated 43 per cent of the firm's income.

Thus, after some six decades of operation, ITT returned to its roots as a service firm.

evolve as well, particularly in information-intensive
industnes.

3. Home country and industry distribution

Given that a few developed market economies
dominate the world stock of services FDI, 1t 1s not
surprising that almost all of the largest service
TNCs are headquartered in these countries (table
11.4): of the 304 service TNCs covered in this
chapter, 45 per cent are headquartered in the
United States, 22 per cent in Japan and 28 per cent
in Western Europe, mainly in the United Kingdom,
France and the Federal Republic of Germany. By
the mid-1980s, these 304 TNCs had about 23,000
foreign affiliates (table 11.4). Japanese corporations
account for a smaller portion of foreign affihiates,
only 11 per cent, compared with 61 per cent
accounted for by the United States and 24 per cent
by Western European corporations.

A closer look at individual industries and the
number of affiliates reveals substantial differences
among TNCs onginating from major home coun-
tries. Although those of Japanese ongin figure

prominently among the world’s largest service
TNCs, their role is largely concentrated in the trade
and banking industries which, together, account for
about half of Japan's service TNCs and almost 85
per cent of their foreign affiliates. In other service
industries, Japanese service TNCs (except perhaps
for a few construction companies) are still littic
transnationalized in terms of both number of
foreign affiliates and the foreign content of their
operations. This is, however, changing rapidly,
particularly in finance-related services. As chapter
111 will show, the 1980s have witnessed a remark-
able expansion of Japanese banks and securities
companies into foreign markets. Insurance
companies are also increasingly going abroad,
although at a slower pace: the number of foreign
affiliates of six large Japanese insurance companies
increased from 7 in 1980 to 33 in 1986. Although
the transnational expansion of Japanese finance-
related TNCs is still characterized in many
instances by great caution (due, among other
things, to limited international experience), it is
growing rapidly, as can already be seen in the case
of banking. That expansion is (and, most likely,
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Table 113 The ten largest United States management consulting firms, 1985

Revenue Number of prefessionals
Total
Mair line {Milliors Percentage Tora! Percentage
Name of business of doliars} abroad abroad
Arthur Andersen Accounting 477 26 6 450 44
McKinsey & Co. Management consulting 350 50 1250
Towers, Perrin,

Forster and Crosby Management consulung 305 10 2 300 .
Price Waterhouse Accounting 280 50 3600 67
Booz, Allen & Hamilton Management consulting 260 8 1 850
Mercer-Meidinger Business and finance

consulling 254 15 1 500 .
Peat Marwick Mitchell Accounting 240 27 2 900 S5
Coopers & Lybrand Accounting 201 35 3000 65
Wyatt Management consuling 201 6 1400 .
Ernst & Whinney Accounlng 188 27 2125 56

Sources: Consultanis New:, Seplember 1986, Consulients and Consulung Orgenizanons Directory (Detron, Gale Research Co., 19687, company directones and information

supphied by firms.

will be) fuelled by a strong capital base generated
by a large and profitable domestic market, a strong
currency and a substantial balance-of-payments
surplus. Other areas of potential Japanese expan-
sion (apart from trading) include advertising. data
services and fast-food. In advertising, the largest
agency, Dentsu, increased the number of its foreign
affiliates from 2 in 1980 to 11 in 1986. In the early
1980s, it expanded into the international market
jointly with Young & Rubicam, but foreign billings
still account for a negligible percentage of the
agency’s total billings. As in the case of many
United States senvice TNCs 15 to 20 years ago,
Japanese service TNCs are pulled abroad by the
rapid foreign expansion of industrial TNCs -- their
major home clients.

The position of United States service TNCs is
strong by all measures in aimost all the service
industries under consideration. The most impor-
tant exception is wholesale trading, in which no
United States company is represented among the
largest 20 firms. United States TNCs have the
largest number of foreign affiliates in accounting,
advertising, retailing, hotels and fast-food and
restaurant chains, market research, legal services,
and securities and financial services.

Western European companies are also well
established among the largest TNCs in almost all
the industries examined. They account for the
largest number of foreign affiliates in banking.
insurance and reinsurance, publishing. airlines and

other transportation, and they rival Japancse TNCs
in whoiesale trading. Although Western European
banks have the largest number of foreign affiliates,
Japanesc and United States banks are not far
behind. In construction, all three are approxi-
mately equally strong.

When the composition of the largest service
TNCs in the mid-1980s is compared to that of a
decade ago, it is apparent that some significant
changes have taken place. By the mid-1970s. the
overall dominance of United States service TNCs
among the world’s largest TNCs was even greater
than today. The change in banking is particularly
remarkable. The largest United States banks lost
their dominant positions among the largest world
banks (ranked by assets) to the Japanese banks.
Nevertheless. Untted States banks, along with some
Western European banks, are still the most trans-
nationalized -- much more so than their Japanese
competitors, and not only in terms of the number
of countries in which they operate, but especially
in terms of the share of foreign operations in the
total.

In other industries, the overall composition of
the largest TNCs by major countries of ongin has
remained more or less stable. What has changed,
however, has been the ranking of the largest
companies in some industnes. Faster growth of

some Western European and Japanese companies
has led to their rise to higher rankings in
construction, publishing and retailing. at the cost




Table 11.4

Transnational corporations in services and their foreign affiliates, by home country and industry, 1986

Number of TNCs

Number of foreign affiliates

Other Other
developed developed
United Western market United Western market
Industry Total Stiates Japan Europe economies  Total Stares Japan Europe  economies
Finance-related services ’ .
Banking * 30 3 17 10 - 1858 531 578 749 -
Securities and .
financial services 17 8 7 1 1 453 254 86 7 106
Insurance 26 10 7 9 - 933 392 33 508 -
Reinsurance 14 4 1 9 - 195 62 3 130 -
Trade-related services
Wholesale trade 190 - 13 2 1 2329 b - 1 640 468 195
Retail trade 22 10 5 [ i 253 139 H 88 7
Business services .
Accounting 17 13 - 4 - 4782 3570 - 1212 -
Advertising 16 9 2 5 - 918 738 17 163 -
Market research 9 7 2 - 209 123 - 86 -
Legal services 15 7 - 6 2 95 S9 - 30 6
Construction 20 6 8 6 - 321 111 93 111 -
Other services ‘
Publishing 14 . 7 - 5 2 749 93 - 393 263
Transportation ¢ 27 1] S 10 1 602 107 71 411 13
Airlines 214 10 2 6 1 1615¢ 414 103 933 56
Hotels 21 16 - S - 1317 1032 - 285 -
Subtotal 446 95 65 75 8 13 697 6 585 2 540 4356 590
Fast-food and
restaurant chains 16 16 - - - 6 489 6 489 - - -
Total 304 137 67 86 9 23118 14120 2 643 5574 646

Source: UNCTC, based on annex tables B.2--B.16

a Data are for 1985.
b Includes three companies from the Republic of Korea with 26 foreign affiliates.
¢ Other than ar transportation

d Inciudes one company each from Saud: Arabia and Singapore with, together, 109 foreign affiliates.

of United States companies. The most remarkable
change in ranking took place in advertising (box
I1.6), where Saatchi & Saatchi (United Kingdom)
has become the largest TNC after a senes of take-
overs of domestic and foreign companies. This
may signify not only a quantitative but, above all,
a qualitative change in an industry traditionally
dominated by United States TNCs, competing at
home and in host countries for the advertising
budgets of their major clients, other TNCs. Since
the clients in a given industry (for example, food)
compete with each other (for example, by using the
services of advertising agencies to promote their

products), mergers and take-overs between the large
United States advertising agencies seldom took
place in the past for fear of losing clients. The
emergence of transnational groups which incorpo-
rate some large, previously independent agencies
may change this concept and lead to a situation in
which the advertising needs of competing clients are
met by agencies belonging to the same group. In

Japan, for instance, this approach 1s not
uncommon: Dentsu serves Honda, Nissan and
Toyota.

Apart from banking and trading, insurance is
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Box I1.6 Transnational advertising groups

Since the mid-1980s, the advertising industry has been undergoing substantial changes,
mainly through a series of take-overs. At the beginning of the 1950s, all the largest transna-
tional advertising companies were based in the United States. (Japan's Dentsu was among the
largest agencies, but it was almost entirely a domestic corporation.) By 1987, Saatchi &
Saatchi (United Kingdom) had become the world s largest group, and WPP ( United Kingdom)
had joined the largest five groups. With Dentsu beginning to become more transnational, the
international advertising industry was on its way to becoming more pluralistic.

This change, together with mergers and take-overs between United States companies, has
led to a considerable increase of concentration among the world's 25 largest advertising agen-
cies. While the five largest agencies accounted for about one third of the billings and income
of the world s largest 25 agencies in 1976, this share had increased to nearly half by 1986. This
increase of concentration was accompanied by a trend towards diversification. Today, the
largest groups offcr a number of related services in addition to advertising, including consulting,
financial services, public relations and market rescarch.

Finally, and perhaps an unavoidable result of concentration, a principle which had, in the
past, been observed fairly strictly in the United States advertising industry is being eroded:
individual advertising agcncies no longer serve only one important client in a given industry.
The wave of mergers and acquisitions has led to the emergence of a limited numbcr of truly
large agencies offering a broad range of services. As a result, the gap between those groups
and the remainder of the industry may increase in terms of the ability to serve transnational
clients.

The world’s five largest advertising groups, 1986

Gross income World-wide billings
Tota! Toral Number of
{Millions of Foreign (Millions of Foreign affiliates Otker
Name Major agencies doliars) (Percentage) dollars) (Perceniage)(196¢) acnvines?
Saatchi & Saaichu Saatchu & Saatchi DFS Compton Consulting
(United Kingdom) Worldwide; Backer, Spielvogel, and financaial
Bates; KH3B, Wilham Esty; services
McCaffrey & McCall 1210 78 § 260 45 103
Inmerpublic Group McCann-Enckson Worldwde,
(Unuted States) Lintas Worldwide, Campbeli-
Ewald Worldwide; Lowe,
Marschalk, Dailey & Associates 9712 55 5550 54 138
Omnicom Group BBDO Worldwide, DDB Needham Different
(United States) Harper Worldwide, Cargll, facets of
Wilson Acree, Tracy-Locke; marketing
Diversified Agency Services 822 25 5820 28 83 commurucaton.
WPP J. Walter Thompson; Lord, Market research. P R,
(United Kingdom)  Gelier, Fredenco, Emnstain; media. A-V matenals,
Hill & Knowiton; MRB Group 6820 . 4 300 33 172 »  consultng, des:gn.
Ogilvy Group Oglvy & Mather Worldwide, Market research,
(United States) Scali, McCabe, Sloves Group; Promotion.
Cole & Weber 549 41 3 800 42 240

Source:: Advertising Age, 26 March 1987 and 11 May 1987, Wnre Owr: Whom, 1987 ediuor, The New York Time:, annual reporis and interviews with
companies.

s Februany 1988,

b AsJ. Walter Thompson was acquired by WPP in 1987, the worid-wide gross income for 1986 for WPP was calculated based on the world-wide gross
income of the two entities for 198¢.

. S - N




an industry in which the process of transnational-
ization has gathered strength since the mid-1970s.
At the beginning of 1985, 2,331 insurance compa-
nies had foreign affibates. The major actors in that
process were the largest United States and Western
European companies, although a few firms from
developing countries were also involved (see figure
ILL.D. In the past, and with a few notable
exceptions, United States insurance companies
have focused their activities on their vast domestic
market. Some companies had gone abroad in the
1960s to service the insurance needs of United
States industrial TNCs which expanded in Western
Europe and the Far East. Since, however, the
United States insurance market has traditionally
been broker-oriented, servicing the needs of TNCs
did not always require the establishment of foreign
networks, because much of this servicing could be
carried out by the major United States insurance
brokers. In the 1970s, a slow-down in demand and
poor underwriting profitability in the domestic
insurance market prompted the large insurance
companies to expand their operations abroad with
the purpose of securing a growing stake in overseas
insurance markets, especially those in Western
Europe (Dickinson, 1987). A few Canadian and
Australian insurance companies followed suit.

The largest Western European companies that
have already attained a large market share in their
own domestic markets have been particularly
active. For some of them, entry into other markets
was the only way to expand faster than the growth
of domestic markets permitted. In some cases,
expansion abroad was further encouraged by
national anti-monopoly laws which limit market
shares. Examples include Allianz (Federal
Republic of Germany), the Nationale Nederlanden
(the Netherlands), Assicurazioni Generali (Italy),
Baltica (Denmark) and Skandia (Sweden), all of
which have been expanding rapidly, especially in
each others’ markets. Much of the expansion by
the major Western European companies has been
within Western Europe itself, but a number of
companies have been tempted by the large United
States market, where they have sought to secure a
market niche. The two largest Western European
insurance  groups, Allianz and Nationale

Nederlanden, have done so through acquisitions.
Major United Kingdom insurance companies have
traditionally had wide networks of affiliates, partic-
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Figure IL1 The transnationalization of the
insurance industry
1 January 1985 a/
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2/ Only countries with 10 or more forcign affiliates
are included

ularly throughout the Commonwealth countrics,
but also in the United States. Recently, they have
focused more on the Western European and Far
Eastern insurance markets.

The broad pattern of transnational expansion
in insurance is illustrated by the geographical
distnibution of major mergers in the insurance
industry between 1970 and 1983 (table 11.5). Of the
149 cross-border mergers during that period, more
than one third took place within the European
Community; European Community companies
acquired 20 insurance companies in the United
States, while United States companies made 12
acquisitions in the European Community, half of
them in the United Kingdom. European Commu-
nity companies accounted for 60 per cent of all
mergers.
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Table 115 Transnational mergers in the insurance

industry, 1970-1983

Number of merged firms by hest couniry

United  European United

Home country States Community 3 Kingdom Other Total

United States - 6 6 8 20

European

Community * 14 20 20 8 62

United Kingdom 6 14 - 8 28

Other 13 2 1 13 39
Total 33 42 37 37 149

Source: G. M. Dickinson, “Changing internatuonal insurance markets: their
imphcations for EEC insurance enlerprises and government”, Januany 1987,
mimeographed.

a Excluding the United Kingdom.

4. Geographical distribution of foreign affiliates

The broad pattern of the geographical distribution
of foreign affiliates of the 246 largest service TNCs
(excluding TNCs in air transportation, hotels and
the fast-food and restaurant industry for which such
data are not available) mirrors, with some van-
ations, the pattern of FDI in services. In 1986,
8,459 (62 per cent) of the total number of the
13,697 affiliates identified here were located in
developed market economies and 5,160 (38 per
cent) in developing countnes (table 11.6).
Variations occur between service industries and
TNCs. TNGCs in insurance, reinsurance, retailing.
advertising, market research and publishing tend to
have an even larger concentration of their affiliates
in developed market economies -- around 80 per
cent (table I1.7). At the other end of the spectrum
are banks and construction TNCs with approxi-
mately the same number of affiliates in both devel-
oped and developing countries, and trading
companies with more (58 per cent) affiliates in
developing than developed countries. The figures
for banks include not only branches and subsid-
iaries, but also representative offices, which do not
carry out operations in the host country, but rather
act as intermedianies or Laison offices between
parent and local banks. Representative offices

prevail in most of those developing countries which
do not allow branches and subsidianes in banking.
In addition, a quarter of the banking entities in
developing countries are located in offshore finan-

cial centres. The relatively large concentration of
construction affiliates in developing countnes
reflects the fact that those countries still account for
a high share of international construction contracts.
despite shrinkages of markets in the Middle East
and the indebtedness of many Latin Amencan
countries. The high proportion of trading affibates
in developing countries is largely explained by the
locationa! preferences of the sogo shosha: 40 per
cent of their 1,600 affiliates world-wide are located
in the developing countries of Asia alone. Other
major trading TNCs are companies involved in
commodity trading or agency houses with many
buyving offices in developing countries (see chapter
I). This overall pattern of the distribution of
foreign affiliates was to be expected. Since indus-
trial TNCs are mostly Jocated in developed market
economies, service TNCs which followed them
abroad are also concentrated in those countries.
At the same time, it must be recognized that the
number of foreign affiliates does not necessarily
reflect the size of the activity involved. Banks and
trading companies, for instance. may only have
representative offices, but they may have them in
many countries.

A more detailed breakdown of the network of
affiliates by home and host countries and
subregions shows that the largest single host
country for foreign service affiliates 1s the United
States, which hosts over 1,200 out of the 13,700
affiliates of the largest 246 service TNCs. Western
Europe is host to 35 per cent of the total affiliates.
The number of affiliates in Japan (212) reflects
minimal inward FDI in services. Asia is the largest
host region to foreign affiliates of service TNCs
among developing countries (47 per cent), followed
by Latin America (37 per cent) and Africa (16 per
cent). The number of entities in Afnica 1s relatively
high and does not correspond to the neghgble
volume of FDI in this region. Close to 30 per cent
of the affiliates in Africa belong to two trading
companies from Western Europe; accounting
offices hold the same share, while one eighth i1s
accounted for by banking affiliates (probably
mostly representative offices).

While all major home countries have a
substantial number of foreign affihates in devel-
oping countries, the most important location for
United States service TNCs 15 Latin Amenica.
followed closely by Asia. For Japanese TNCs. 1t
is clearly Asia. Affihates of Western European
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Foreign affiliates of service transnational corporations, by country of origin and destination, 1986

( Number of affiliates and percentage)

Geographical distribution of
Joreign affiliates

Number of foreign affiliates Distribution by home country {Percentage) { Percentage )
Developed Total Developed Developed
Number of marker Developing foreign  market Developing marke: Developing
Home country TNCs Toial economies countries TNCs  affiliates economies Countries Total economies countries
United States 95 6 185% 3788 2 383 39 45 45 46 100 61 39
Japan 65 2540° 1077 1427 27 19 13 28 100 42 58
Western Europe 75 435 ¢ 3197 1131 31 32 38 22 100 73 27
Other developed
market economies 8 590 378 212 3 4 4 4 100 64 36
Totat 246¢ 136979 8459°¢ 51609 100 100 100 100 100 62 ¢ 38¢

Source: UNCTC, based on annex tables B.1--B.16.

Note: This tadle excludes airlines, hatels, fast-food and restaurant chains because data for the geographical distribution of affiliates are not available.

2 Includes 14 foreign affihates in centrally planned economses. -
b Inciudes 36 foreign affiliates in centraliy planned economies.
¢ Includes 28 foreign afTiliates in centrally planned economies.

d Inciudes three TNCs from the Republic of Korea with 26 affiliates (19 1n developed market economies and 7 in developing countnes).

service TNCs are more evenly distributed among
Afnica, Asia and Latin America. Among host
developed countnes, Western Europe is by far the
most important location for United States TNCs
(67 per cent), Western European TNCs (50 per
cent), Japanese TNCs (37 per cent) and TNCs
from other developed market economies (60 per
cent). The United States is the largest host country
for affiliates of Japanese TNCs; in terms of absolute
numbers, however, the largest group of affiliates in
the United States -- 606 -- belongs to Western
European service TNCs.

C. Degree of transnationalization

The number of foreign affiliates 1s a useful
indication of the geographical spread of service
TNCs. But, as a measure of the size of the trans-
national activity of TNCs and its share in total
corporate activities, it can be misleading. In the
case of services, affiliates are frequently offices,
which do not produce services for sale in the host
country, but rather perform a variety of other
functions (for example, financial or trading inter-
mediation). The data have to be interpreted,
therefore, with great caution.

1. United States aggregate data

United States aggregate data suggest strongly that
service TINCs are substantially less transnational-
ized than their industrial counterparts. By the
mid-1980s, aggregate data show that the average
foreign content of United States service firms
(excluding banks) with FDI was quite low: only
about 17 per cent of the total assets and sales, and
11 per cent of the total employment of these firms
was abroad. By comparison, the level of transna-
tionalization of manufacturing TNCs was approxi-
mately twice as high, and that of petroleum TNCs
even higher (table I1.8).

The average for all services hides, of course,
substantial differences among individual service
industries. TNCs in petroleum-related services,
wholesale trading, construction, advertising and
engineering services are clearly more transnational-
ized; for them, the shares of foreign affiliates in
world-wide sales, employment and assets ranges
from one fifth to one quarter on at least two
measures. But, even in those industnies, service

TNCs lag behind manufacturing TNCs. The group
with the lowest degree of transnationalization
(around and below 6 per cent), as measured by
assets abroad, includes companies in air (6 per cent}
and railroad transportation (0.8 per cent), public
utilities (4.8 per cent) and life insurance (3.2 per
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Table 11.7

Distribution of foreign affiliates of service transnationa!

corporations between developed and developing countries, 1986
( Number and percentage)

Share (Percentage ) in

Number of Number of their Developed market Developing

Industry TNCs Joreign affiliates economies countries
Finance-related services

Banking 30 1858 ¢ 49 51

Securities and financial services 17 453 63 37

Insurance 26 933 73 27

Reinsurance 14 195 84 16
Trade-related services

Wholesale trade 19 2329 ® 42 58

Retail trade 22 253 7 23
Business services

Accounting 17 4782 63 35

Adverusing 16 918 ¢ 80 20

Market research 9 209 78 2

Legal services 15 95 ¢ 56 44
Construction 20 321 52 48
Orher services

Publishing 14 749 82 18

Transportation ¢ 27 602 69 31

Total 246 13 697 62 38

Source: UNCTC, based on annex tables B.1-B.}6.

Note: This table exciudes airlines, hotels, fast-food and restaurant chains. Data for the geographical distribution of affiliates are not available.

a Includes 86 foreign affihiates in centrally planned economies
b Includes 4 foreign affihiates in centrally planned economes.
¢ Includes one foreign affihate in centrally planned economies.
¢ Includes 7 foreign affiliates in centrally planned economues.
¢ Other than air transportauon.

cent). Strikingly low are also the figures for the
hotel and accounting industries, although United
States TNCs are well known in those industries.
This 1s probably mainly due to the fact that the
data used here include only foreign affibates with
equity participation and omit the non-equity forms
of association which predominate in those two
industries. In fact, consolidated company data for
transnational accounting groups exhibit a very high
foreign content.

2. Forcign content of the largest transnational
corporations

Data measuring the foreign content of service
TNCs (that is, the share of certain foreign-affiliate
activities in those of a firm as a whole) are not
systematically available for a large number of

companies. Even where they are, they frequently
do not distinguish the activities of foreign affiliates
(especially sales) from those of parent corporations
(especially exports). In some industnes, foreign
content data are available for physical units only
(number of foreign hotels, hotel rooms or restau-
rant outlets). Nevertheless, some indications of
foreign content exist for TNCs in a number of
industries (see table 11.9 and annex tables B.1, B.7,
B.§, B.10, B.11, B.14, B.15 and B.16).

TNCs in accounting and advertising are
exceptional with respect to the relative importance
of their foreign operations. For 15 of the 20 Jargest
accounting firms, the share of foreign in total fees
exceeded 50 per cent in 1986. The eight largest
United States firms accounted for 74 per cent of the
total fees of the largest 20 firms. Although alrcady
highly internationalized, most of them experienced
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Table 1.8 Degree of transnationalization of United States non-bank transnational corporations, 1984

( Percentage)
Share of foreign affiliates in Number of
Industry Sales Assets Employment TNCs Foreign affiliates

Al industries 26.2 19.7 259 2 088 16 892
Manufacturing 27.3 244 30.3 1221 11 075
Petroleum 41.7 34.2 311 ' 77 . 1644
Other industries 253 21.7 39.7 24 98
Services 16.6 113 16.9 - 673 3943
Finance, insurance, real estate ° 12.0 9.7 279 127 999
Finance 16.3 13.2 14.6 34 227
Insurance 10.2 7.3 24.8 7 733
Trading 18.0 14.7 165 217 904
Wholesale 24.8 23.6 216 165 68S
Retail 11.6 10.7 15.6 52 219

Transportation, communications,
public utilities 6.5 7.1 10.7 83 437
Construction 23.6 225 163 33 173
Business and other services 11.6 12.7 10.9 158 758
Hotel 7.6 11.1 6.5 8 7
Advertising 20.3 242 . 294 22 179
Motion pictures 20.0 13.9 11.5 9 79
Engineering etc. 239 20.5 153 23 72
Management consulting and public relations 14.2 154 15.6 18 43

Equipment rental

(excluding autos and computers) 3.2 38 8.1 7 7
Computer and data-processing services 10.3 11.9 89 13 37
Health 3.1 74 4.4 9 26
Accounting . 3 " 6 31
Other 10.6 11.6 12.3 49 238
Petroleum-related services 28.7 205 25.6 55 663

Source: UNCTC, alculated from United States, Department of Commerce, US Direct Investment Abroed: Operations of US Parent Compcnies and Their Affiliates.

Preivminary 1984 Estimates {(Washington, Department of Commerce, 1986).

a Measured by the share of foreign affiliates in total TNC activiues.
b Including holdings, excluding non-business enuties.

a further increase in their degree of transnationality
between 1977 and 1986. The number of countries
in which they operate has increased as well (ranging
from 50 to 100 in 1986), as has the proportion of
their foreign offices, staff and partners, not to
mention fees.

Even if a United States advertising agency is
no longer the largest in the world, United States
agencies are still dominant among the world’s
largest 20 agencies. Of their total revenues or
billings, 30 to 55 per cent are derived from foreign
operations, compared to 78 per cent for the leading
United Kingdom agency, Saatchi & Saatchi. The

two leading Japanese companies are mainly
domesticallv oriented: in 1986, the largest one,
Dentsu, had only 6 per cent of its billings and 11
affiliates abroad. Saatchi & Saatchi and the six
leading United States agencies, on the other hand.
have truly global networks (see also box I1.6).

In 1986, the world’s 20 largest construction
TNCs consisted of eight Japanese, six United
States, four French and one company each from
the Federal Republic of Germany and Italy.
Although construction companies from developing
countries are playing an increasing international
role, the largest of these companies, Hyundai
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Engineering & Construction (Republic of Korea)
ranked only twenty-ninth by volume of contracts.
Differences in size among those companies are not
great, and it would be difficult to draw the conclu-
sion that TNCs in this industry are dominated by
any particular country group. The foreign content
of construction companies, measured by the share
of foreign in total contracts won in a given year
(which is not a perfect measure of transnational-
ization), exhibits variations ranging from $ per cent
(two Japanese and one United States company) to
73 per cent (one United States company). Time-
series data on 16 companies, reaching back to 1980
and to 1978, do not show any clear trend in this
respect. Nine companies experienced a relative
decline in their foreign operations which, for some
of them, was rather substantial. On average,
United States and Western European companies
rely on foreign contracts to a much higher extent
than their Japanese competitors.

Figures for the international operations of the
largest  airlines capture mostly ticketing abroad.
The pattern which emerges reflects the specific
market structurc of the airline industry. Most
countries have one major airline operating interna-
tional routes to and from the home country. Since
in most countries international traffic is much
heavier than domestic traffic, airlines of such
countries derive most of their revenues (not infre-
quently exceeding 80 per cent to 90 per cent) from
international operations. The major exception is
the United States, with its large domestic market
and intensive internal traffic. Ranked.by revenues,
the world's four largest airlines in 1985 were all of
United States orngn, but foreign operations
accounted for only between 3 per cent and 9 per
cent of their total operations.

All of the 20 largest transnational fast-food
and restaurant chains were of United States ongin
in 1986. But their extent of transnationality
(measured by the proportion of units abroad)
ranged from ! per cent to almost 30 per cent. A
number of chains have established extensive
networks over the past decade in a growing number
of developed and developing countries. As will be
documented below, their expansion is largely based
on franchising contracts. Some others seem to
follow a similar path. For the remaining compa-
nies, foreign operations are rather negligible, and
probably mostly hmited to neighbouring countries
(especially Canada).

Some further observations can be made on the
basis of the data in table 1.9, although the selection
of companies for this table 1s not a systematic one.
For one, the largest banks of the United States
belong to a group of companies with a high degree
of transnationalization. Second, while, on average,
service TNCs are clearly less transnationalized than
manufacturing TNCs, many individual service
TNCs are engaged in transnational operations 10 a
no lesser degree than industrial TNCs. Finally, not
in all industries does a clear relationship between
the size and the degree of transnationalization exist.

D. Organizational forms of activities abroad

Like their manufactuning counterparts, most
service TNCs, particularly large ones, engage in a
wide range of equity and non-equity venturcs and
a host of quite specific co-operative arrangements.
However, the charactenistics of services, regulations
of services FDI and the nature of competitive
advantages of service TNCs over their local
competitors sometimes impose a special and
somewhat distinctive organizational structure on
service TNCs:
¢ In numerous service activities, such as whole-

sale banking, reinsurance, trading, the distnb-

ution of audio-visual programmes, auditing
and consultancy of all types, the use of offices
is quite frequent. Those offices are often mere
outposts, managed by a small number of
skilled employees equipped with the necessary
computer and telecommunications facilities.

This sometimes leads to difficulties in distin-

guishing between trade, trade-supporting

operations and FDIL

e International trade in such services as shipping
and air transportation is usually facilitated by
the establishment of foreign affiliates, ranging
from small offices to large subsidianies. Most
airlines flying internationally operate their own
marketing and booking offices in major cities
to provide information, sell tickets, service
travel agents, and undertake advertising and
promotional campaigns. Air carriers must also
maintain facilities at foreign airports for
handling passenger traffic, baggage and freight
and for cleaning and maintaining planes.

Those services may be purchased from a local

company or may be provided by an airhne’s

own infrastructure. A similar situation exists




in shipping and wholesale trading.
¢ Transnational activities of some service TNCs

are organized in a unique way, specific to a

gven industry. Accounting and auditing,

dominated by eight companies onginating in
the United States, constitutes a prominent
example. The industry’s intemational oper-
ations are organized as more or less loose
collections of largely autonomous partner-
ships; reflecting this organizational form, they
are partnerships of partnerships. The transna-
tional accounting TNCs created in this manner
include national firms operating either under
their own names or those of their parent
companies. The national firms are owned and
managed by citizens of the country in which
they are located, but are linked to TNCs.
Centralized activities consist mostly of setting
operating standards, offering training, referring
clients and, mcreasingly, providing a common
data-service infrastructure, especially regarding
the application of software. Accounting firms
vary pnncipally according to the extent to
which they integrate and control the manage-
ment of their global operations. In some
cases, profits are shared, in others, the parent
corporations merely receive fees for services
rendered. Other arrangements include the
representation of an international organization
in certain markets by independent firms, and
the temporary assignment of personnel for

specific assignments in countries in which a

firm has no permanent base. Along with those

prevailing forms of organization, accounting
companies also use foreign affiliates in which
they have an equity stake.

®  Non-equity forms of investment, such as fran-
chising or management contracts, are widely
used in such industnies as hotels, car rentals,
fast-food and retailing. In some of those
industrnies, non-equity forms are the dominant
form of international activity.

There are few comprehensive data on the inci-
dence of non-equity forms and other contractual
arrangements in service industries. It is, therefore,
not possible to ascertain whether or not there has
been a shift in the last decade from wholly- or
majority-owned subsidianies towards minority joint
ventures and non-equity forms. FDI data for the
United States, which make a distinction between
majority- and minonty-owned affiliates, show that
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the former are the predominant form among both
manufacturing and service affiliates (table 11.10} in
developed and developing countries alike. Indeed,
the prevalence of majority-owned affilhates in
service industries is even higher than in manufac-
turing. The share of this type of affiliates in the
total sales or employment of all affiliates was
between 80 per cent and 90 per cent in 1984,
compared to below 80 per cent for manufacturing.
Both percentages are, however, lower in developing
countries. It should be noted that these data
capture only affiliates with foreign-equity partic-
ipation; non-equity forms are not reflected by
them.

Franchising is a type of contractual arrange-
ment widely used by many United States service
industries both at home and abroad in order to
distribute brand-name services under licence: the
franchisor provides the business systern and trade
mark, and the franchisee operates the business
under the franchisor’s name. In the case of product
trade-name franchising, the supplier and dealer
establish independent sales relationships, like those
found in such industnies as automobiles, soft dninks
and gasoline service stations. Another form, and
one that has been growing rapidly, is business-
format franchising. It is charactenized by a fully
integrated, ongoing business relationship between
franchisor and franchisee that includes not only the
product, service and trademark, but the entire
business format itself: a marketing strategy, oper-
ating manuals and standards, quality control, and
continuing two-way communication. Restaurants,
non-food retailing, personal and business services,
rental services, real estate services, and a long list
of other service businesses fall into the category of
business-format franchising. In the case of the
United States, 342 United States franchising
companies operated 30,188 outlets in foreign
countries in 1985, compared to 156 franchisors with
3,365 outlets in 1971 (figure I1.2 and table I1.11).
More than four fifths of all franchising outlets were
located in the developed market economies, with
Canada alone accounting for nearly one third of the
total. The highest number of outlets 1s in the
restaurant business and in automobile and truck
rental (each about one fifth of the total number of
outlets), followed by business aids and non-food
retailing. The annual fees generated by intermna-
tional franchising were estimated at around $1
billion in 1984, a fraction of United States domestic
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Table 1.9  Degree of transnationalization of selected service transnational corporations, 1986
( Percentage)
Foreign Foreign Foreign Foreign
Company* revenue b assels profit employees
Finance-related services
Banking
J. P. Morgan 5S 48 49 32°¢
Bankers Trust, New York S0 57 22 18 ¢
Citicorp 47 47 49 48 ¢
Chase Manhattan 46 43 20 3G¢
Bank America 37 37 . 19 ¢
Manufacturers Hanover 36 34 30 11 ¢
Bank of Boston 30 23 10 .
Chemical Bank, New York 29 29 26 6°
First Chicago 28 28 . .
Security Pacific 20 21 19 5¢
Securities and financial services
American International Group 34 36 61 6C ¢
American Express 22 23 15 27«
Merriil Lynch 1 12 . .
Nikko Securities 5 33 12 8
Insurance
Nationale Nederlanden 49 30 11 55
Continental Corp. 18 21 0.1
CIGNA 1 12 5
‘The Prudential Insurance
Company of America 5 1 4
Metropolitan Life 1 8 9 13
Reinsurance
Gerling Group 15 17 40 66
Prudential Retnsurance 3 4 3 16
Hanover Reinsurance 7 S 20
Trade-related services
Wholesale trade
Marubeni Corp. 40 18 23
Sumitomo Corp. 12 13 30
Retail trade
F. W. Woolworth 42 43 34 .
Vendex International 31 . 21
Safeway 23 4 244 44 ¢
K Mart 9 8 .
Sears Roebuck 7 3 2
franchising sales, which amounted to almost $500 United States franchisors with international

billion during the same year. These data alone
indicate the growth potential of international fran-
chising. Franchising agreements are sometimes
accompanied by an equity participation in the
franchisees’ companies. Out of the total of 342

business-format franchising operations, 37 operated
joint ventures in 1985, and 38 had wholly-owned
units.

Franchising is the preferred modality of organ-
izing transnational service activitics wherever TNCs
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Table 11.9 (Continued)

( Percentage)
Foreign Foreign Foreign Foreign
Company? revenue ® assels profit employees
Business services
Accounting
Moore Stephens 87 ¢ 83
Dearden Farrow International 86 ¢ 84
Pannell Kerr Forster 79 ¢ 76
DFK International 78 ¢ 80
Spicer and Oppenheim 75 ¢ 72
Market research
Research International 66 63
AGB Research PLC Inc. 54 51
Information Resources 3 3
Consulting
William M. Mercer-
Meidinger Inc. 30 30 46
Hewitt Associates . 2 6
Construction :
Société Auxiliare et
Entreprises 40 . 36
Kajima Corp. 6 4 19 4
Other cervices
Publishing
International Thompson Organization 98 98 - 97
Tribune Co. 19 1
Airlines
Pan Am 68 . 19
TWA 34 29 24
Allegis 15 7 16
Hotels
Omni Hotels 6 10 6
Media
Agence France Presse 52 . . 33
Tribune Co. 19 15 12 16

Sources: Forbes, 27 July 1987, and UNCTC, based on company responses.

a Contains only firms for which data for at least two variabies are available.

b Foreigh revenue may contain export revenue, apart from sales of foreign affiliates.

¢ Data for 1985.
d Data for 1984,
e Figures for foreign fee income.

believe they can fully appropriate the economic
rent of their assets in this way. Besides the kind of
activities mentioned above, franchising is common
in cleaning and laundry services, campgrounds,
home improvement services etc.  Virtually all
personal and business services lend themselves to

franchising; according to projections, this method
of doing business is expected to advance rapidly in
new areas both domestically and intemationally. 3
Although large companies in virtually all industnies
have franchising relations abroad, franchising 1s a
particularly convenient way for small and

3 “Franchising is shll proving its validity as a marketung method”, Business America, 16 March 1987, pp. 18-19.
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Table 11.11  International franchising by United States firms, by location of number of establishments, 1985
( Number of establishments abroad)
Developed market economies
Developing

Type of franchised business ® Total Total Canada coun:ries b
Restaurants 6122 4767 1 542 1355
Auto and truck renta! services 5758 3972 714 1 784
Business aids and services 3905 3 663 1279 . 242
Non-food retailing 3510 3 285 1 599 225
Automouve products and services 2203 1924 1045 279
Retailing (food other than .

convenience stores) 2140 1813 959 327
Construction, home improvement,

maintenance and cieaning services 1693 1 603 665 9C
Hotels, motels and campgrounds 515 387 276 128
Recreation, entertainment and travel 177 160 66 17
Laundry and dry-cleaning services 132 123 112 )
Educational products and services,

rental services (equipment),

convenience stores, and miscellaneous 4 033 3 68) 767 352

Total 30 188 25 378 9 054 4 810

Source- United States, Depariment of Commerce, Franchusing v the Economy. 1955-19€7 (Washingion, D.C., Governmert Pnnung Office, 1987

a Excluding automebile and truck dealers, gasohine service slations and soft-dnink botuers.

b Including New Zealand with a lotal of 402 outiels.

Table 11.10  Sales and employment by United States
majority-owned foreign affiliates as a share
of sales and employment by ali United States
affiliates, 1984

Finance,
insurance, Bustness and
real esiate other services

Wholesale

Region Manufacturing  trading

Developed countries

Sales 77 94 87 89
Employment 75 91 76 88

Developing countries

Sales 71 89 92 83
Employment 73 83 67 73

Source: United Sutes, Department of Commerce, US Direcr investmen: Abdroed.
Operations of US Peorent Compante: and The:» Foreign Affilictes. Prelimincry 1954
Esumaies {Washingion, Depariment of Commerce, 195¢).

medium-sized enterprises to enter foreign markets.
Many (if not most) of the new entnies are, in fact,
undertaken by the latter group of companies. For
them, equity ventures normally involve a capital
cost, which is too expensive or nisky.

Other non-equity arrangements are particularly

frequent in such industries as hotels and fast-food
restaurants at home or abroad. In 1986, no less
than 94 per cent of all hotels belonging to the 10
largest United States chains were franchised or
licensed, and only 6 per cent were owned (table
11.12).  The last of those figures was 12 per cent
in 1976. In 1986, two thirds of the units operated
by the world's 10 largest fast-food chamns were
franchised, and only one third owned (table 11.13).
Data on the foreign operations of the two largest
fast-food TNCs show that the proportion of units
franchised abroad (66 per cent) does not differ
much from the share of such units in total oper-
ations (72 per cent). Any ccrporation in either
industry can, of course, have more than one type
of association with the same foreign unit, and the
form of involvement can vary from market to
market and firm to firm. For instance,
McDonald’s, the world’s largest fast-food TN\C,
prefers to rely on joint-venture partners 1o ease its
way into new foreign markets, while in some
developed countrdes it operates wholly-owned
subsidiaries (see box IV.1). Similarly, some TNCs
in the hotel industry regard themselves primarily as
suppliers  of hotel and catering technology

(including design, construction, equipment and
furnishing) and managerial and operational exper-




Figure I1.2 The growth of international
franchising by United States firms, 1971-1985

Number of parent companies
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Sowrce: United States, Department of Commerce,
Franchising in the Economy 1985-1987
(Washington, D.C., Government Printing Office,1987)

tise, rather than finance capital (UNCTC, 1982).
Others view their hotel properties independently of
their role as suppliers of hotel and catering tech-
nology. And a third group (for example, airlines),
sees control over hotels as beneficial to other parts
of their organization. A determining factor is also
a host country’s attitude and regulatory framework

concerning such issues as the availability of local -

finance capital; the permissability of majonty
equity investments by foreigners; and the avail-
ability of qualified management and professional
personnel. Although combinations of those factors
may affect the prevailing type of local involvement
in a particular location (for example, ownership in
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Western Europe or management contracts in the
Middle East), the overall long-term trend in the
hotel industry, particularly among Umted States
TNCs, has been away from TNC-owned foreign
hotel properties and towards management-contract
and franchising-type arrangements.

Other service industries in which the incidence
of non-equity forms 1is relatively high include car
rentals, retailing (as.shown by the data on fran-
chising) and health services. (The extent to which
management contracts are used in the health
industry is documented in box 1.3). It also appears
that, especially in developing countries, there has
been a long-term shift from FDI to such non-
equity forms as turnkey and technical assistance
contracts in public utilities, public transportation
networks, port facilities, railroads, international
shipping and air transportation (Oman, 1984). For
example, management and technical assistance or
service contracts are often used by state-run airlines
and shipping companies in developing countries.
But in all of these industries, FDI also plays a role.
For instance, in shipping, countries offering flags
of convenience have attracted considerable FDI; in
the airline industry, airlines from developed coun-
tries have a stake in a number of airlines from
developing countries; and in railroads, Canadian
Railways, for instance, owns considerable railway
assets in the United States (box 11.2).

In sum, it is difficult, and in most cases
impossible, to capture in a systematic manner the
extent to which non-equity forms of foreign
involvement are used by service TNCs. These
forms still largely escape the attention of national
FDI data collection systems which focus on the
forms with capital participation in a foreign
economy or enterprise. It must be noted, however,
that the growing realization of the fact that the
control of an enterprise can be ensured by non-
equity arrangements as well as by equity arrange-
ments has led many countries to lower the cut-off
point of the equity stake in a foreign enterpnse
above which such a stake is considered to be FDI
This is particularly the case when the low equity
share (for example, 10 per cent) is accompanied by
contractual arrangements between two enterprises.
In such industnies as fast-food, hotels or
accounting, non-equity forms are no less important
than equity involvement. In these industries, FDi
data capture only a part -- in some industries only
a small part -- of TNC activities. In other indus-
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Table [1.12  The importance of non-equity forms in

the hotel industry, 1986

Number of  Percentage of

Hotel hotels 8 non-equity forms b
Best Western International Inc. 1 905 100
Holiday Corporation 1623 89
Quality International, Inc. 908 99
Ramada Hotel Group 507 95
Howard Johnson

Franchise Systems, Inc. 445 85
Days Inn of America 439 95
Trusthouse Forte Hotels 420 91
Motel 6 409 -
Super 8 Motels, Inc. 402 92
Econo Lodges of America, Inc. 394 100

Source: UNCTC, based on Lodging Hospizehy (August 1987

3 United States only.
b Franchised, | d

contracl.

tres, all forms can be used by a panticular
company, depending on its strategy, the purpose
of its activity in a given market and the host coun-
try’s regulations concerning organizational forms
of presence by foreign companies. As a result, the
traditional use of FDI as a measure of the activities
of TNCs is increasingly becoming questionable, in
the services sector even more so than in the indus-
trial sector.

E. Summary

Two sets of firms are responsible for the
growth of FDI in services: industrial TNCs and
service TNCs.

Many industrial TNCs have established finan-
cial and especially marketing affiliates abroad to
internalize those two corporate functions. By
doing so, they have contributed significantly to the
growth of FDI in services abroad. In the case of
the Federal Republic of Germany and the United
States, industrial TNCs account in fact for half of
the country’s outward FDI stock in services.

Partly following industrial TNCs, service firms
have expanded abroad as well. Service TNCs can
be found in most service industries, although the
propensity 1o transnationalize varies from industry
to industry. For example, firms in financial services
and some trade-related services are firmly estab-
lished in international business, while many
personal-service firms are hardly involved in trans-

Table 11.13  Franchising in fast-food restaurants, 1986

World-wide Franchised

company-owned ~ World-wide  units at @

units Jranchised  percentage

Company {Number) units of to1al

Baskin-Robbins 184 2 358 93
Arby’s 199 2232 92
Burger King 838 3905 82
Big Boy 170 729 8i
McDonald’s 2 301 7 109 76
Roy Rogers 206 551 73
Domino’s 995 2611 72
Kentucky Fried Chicken 1912 4 463 70
Hardee’s 929 1893 67
Pizza Hut 2 700 2 946 52
Taco Bell 1328 1115 46
Wendy'’s 3375 352 9

Source: UNCTC, based on Restaurants and Institutions (July 1987).

national activities at all. In virtually all service
industries, it is typically only a handful of firms
which accounts for the lion’s share of transnational
activities. And a number of the largest of those
firms appear to be diversifying rapidly into related
service industries, with clusters forming, especially
in finance-related services, data services, tourism
and travel, and around some professional services
({for example, advertising).

In terms of the number of large service TNCs,
the single most important home country or region
is the United States, with Western Europe and
Japan not too far behind. United States service
TNCs are, however, considerably more transna-
tionalized as measured by the number of their
foreign affiliates than Western European firms and,
especially, Japanese firms. United States TNCs are
strongly represented in most service industries,
although Japanese companies have gained consid-
erable ground during the past decade, especially in
banking and wholesale trading (where the sogo
shosha have a longstanding strong presence).

While United States service TNCs lead their
competitors in other countries in terms of degree
of transnationalization, they lag far behind their
industrial counterparts in this respect: regardless

of whether measured by the percentage of assets,
sales or employment abroad, United States indus-
trial companies are twice as transnational as United
States service corporations. One important caveat
Non-equity forms (and

must be made, however.




these would not be captured by the data measuring
foreign content) in all likelthood are more common
in service than in manufacturing industries, and this
difference may distort the pattern somewhat.
Nevertheless, the evidence 1s quite strong that, at
least until the mid-1980s, service TNCs as a group
were considerably less transnational than industrial
firms. That lower level of transnationalization
might mean that service industries are less suitable
for FDI, or that there is room for rapid growth in
services FDI in the future.
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I1I. TRANSNATIONAL BANKS AND INTERNATIONAL
CAPITAL MARKETS




As has been shown in the preceding chapters,
foreign direct investment in banking and other
financial services has grown more rapidly than
foreign direct investment in other service industnes,
and transnational banks and non-bank financial
companies have emerged as particularly important
transnational corporations. The consequences of
their activities go far beyond the banking sector.
The present chapter focuses therefore on transna-
tional banks and changes in their global networks.
It does so against the background of an examina-
tion of the substantial long-term changes which
have taken place in intemational financial activities
and in the functioning of international financial
markets. As a result, the role of banks has changed
dramatically, and banks and non-bank financial
intermediaries increasingly resemble each other.
The structural transformation of financial markets,
the debt crisis and adjustments in the activities of
transnational banks have affected relations between
these banks and developing countries and the
extensive changes in financial institutions and
markets have given rise to new prudential and
macroeconomic concerns; these issues are also
reviewed in this chapter.

A. Salient trends in transnational banking and
international financial markets

The scale of international financial activity has
been increasing strongly since the 1960s. One
measure of its growth is that, during the peniod
between 1972 and 1985, the funds raised in inter-
national financial markets expanded at an annual
rate of some 23 per cent. This far outreached the
growth in the value of world trade, which rose
annually over the same period by some 13 per cent
(see figure II1.1). Without a doubt, the pace of
internationalization of financial markets acquired a
powerful new momentum in the 1980s. This has
been closely linked to the emergence of the inter-
national securities market as the principal medium
for cross-border borrowing and lending; as a result,
there has been much cross-border acquisition of
financial firms in the leading industrial countnes
over recent years (see figure 111.2). The imph-

cations for the world economy and for world
financial policies of the current internationalization
of capital markets are only gradually coming to be
understood; but, as the universality and magnitude
of the October 1987 plunge in stock markets

underlined, they point to dangers as well as bene-
fits.

Three important groups of events since the
1960s have progressively changed both the motives
and the character of the transnational banks
(TNBs). These were the oil shocks, the debt cnisis
and the spread of securitized markets. Before the
1970s, the operations of TNBs mainly took the
form of establishing branches, subsidiaries and
other offices abroad for the purpose of supporting
the activities of non-financial TNCs. Important
functions included the financing of foreign trade
and the provision of credit in local currency to
affiliates of TNCs. To a limited extent banks also
participated in direct intermediation in local finan-
cial markets. A foreign presence was essential for
these activities; and the number of foreign estab-
lishments andior their asset size was a rough
measure of the scale of transnational banking.

In the 1970s, the connection between the pres-
ence and the activity of TNBs was considerably -
loosened. TNBs ‘recycled” funds from oil-
exporting surplus countries to oil-consuming deficit
countries, many of which were developing coun-
tries. The bulk of the funds, which passed through
TNBs in the major financial capitals, were of such
magnitude that lending flows between borrowing
countries and TNBs in those financial centres
dwarfed financial intermediation taking place
through offices within the deficit countnes. The
need for foreign offices was also diminished by
advances in telecommunications and information
technology. A spur to the establishment of foreign
presences, however, was access to the less regulated
and taxed offshore banking centres, whose activities
were not closely connected to local economies.

With the emergence of the debt crisis in 1982,
the flow of funds from TNBs to developing coun-
tries was sharply curtailed. New patterns of inter-
national flows emerged.  While international
financial transactions continued to grow at a rapid
pace, their link with the foreign presence of TNBs
was further loosened. First, the share of credit
going to other developed market economies in
transnational bank lending grew substantially.
Second, the banks themselves became responsible
for a drastically reduced share of international
financial activity as credit now flowed mainly
through non-bank, securitized channels.

The role of TNBs in the financial market of the
1980s can be characterized broadly as follows:
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(a) TNBs are playing a greatly reduced role in
international financial intermediation;

(b) The activity of TNBs themselves 1s increasingly
taking securitized forms;

(c) Because of secuntization and the new technol-
ogies in telecommunications and computers,
changes in the network of foreign bank offices have
become much less significant as a measure of
“transnationalization” in banking;

(d) The objectives of bank offices in financial
centres now more closely resemble those of invest-
ment banks and other non-bank financial firms
than that of the traditional bank supplying credit;
(e) In contrast, the activities of TNBs in developing
countries remain largely confined to the long-
standing activities of assisting in foreign-trade
finance and participating, to some degree, in local
markets.

B. The internationalization of banking and finance
1. Sources of growth
In the years immediately after the Second World

War, there was hittle that could be called a world
financial market. Even national markets were

highly segmented, each separate market being
serviced by different types of financial institutions
-- such as banks, brokerage houses or investment
concerns -- which adhered closely to therr own
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specializations. Financial regulations, which were
particularly detailed for the banks, reinforced the
segmentation of markets. Together with exchange
controls, these regulations assured Governments of
a large degree of control over both domestic and
foreign financial activities.

It was in the 1960s, when the Eurocurrency
market came into being, that the first movement
towards the internationalization of financial
markets occurred. This market flourished, it may
be noted, not because of any policy decision by
Governments, but because TNCs were able to eamn
more on their liquid assets in an unregulated inter-
national market than they could through
repatriation of those assets for investment within
the regulatory and fiscal framework of their home
countries. In more recent years, the TNBs and
other non-bank financial institutions have been
similarly motivated to enlarge their foreign activ-
ities.

The intermnationalization of financial markets
received fresh impetus in the 1970s from two
sources. First, the oil-exporting countries emerged
from the price increases of 1973-1974 with huge
surplus savings, which they sought to lend abroad;
and much was recycled by the TNBs to the deficit
developing countries. Secondly, in the mid-1970s,
the Federal Republic of Germany and the United
States dismantled their exchange controls on capital
movements, and they were followed towards the
end of the decade by Japan and the Umnited
Kingdom.

The events of the 1970s catapulted the TNBs
into prominence as the institutions dominating the
world financial market; but with the advent of the
debt cnisis in 1982, their pre-eminence as suppliers
of international finance began to wane. This was
in part because the flow of private loan capital
going through the banks to the developing coun-
tries dropped to a trickle. But it was also because
the dismantling of exchange controls on capital
movements and other financial deregulation led to
a large and vigorous growth in the international
securities market, mainly among the developed
market economies. The growth continues today,
and the market now far outreaches bank interme-
diation as the principal medium for the lending and
borrowing of international loan capital. The banks,
however, have been active participants in the
booming market, not in their former role as inter-
mediary borrowers and lenders, but as agents facil-
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Figure [[L2. Major cross-border acquisitions in financial markets in the 1980s

-

Japan United States Umnited Kingdom
Security Secunty
Date Banks Non-banks Banks Non-banks Armg Banks Sfirms Other countries
June 1982 Security 29.9% Hoare
Pacific . Govell
Novemnber 1983 Citicorp 29.9% Vickers
da Costa
(broker)
January 1984 Fuji Bank Walter E.
. Heler
{Merchant bank)
April 1984 Security 5.0% Charles T.
Paafic Pulley (trader)
June 1984 Mitsubishi Bank Bank cf California
July 1984 Shearson—S5.0% L. Messel
Letman (broker)
July 1984 Sumitomo Bank 52.57% Banca del
Grottardo
{Swizerland)
Septemnber 1984 Citicorp 29.9% Schrimgeour
_ Kemp Gee
(broker)
Seplernber 1984 Savory 29.9%
Millnee——Dow
(brokers)  Scandia !
September 1984 James Capol Hongkong
: 29.9% & Shangha
(broker) Banking
Corp
(Hong Kong)
November 1984 Chase 29.9% Laurie
Manhattan Bank Milbank {broker)
November 1984 Chase 29.9% Simon &
Manhattan Bank Coates (broker)
November 1984 Morgan —5.0% Deutsche Bank
Grenfel {Germany,Fed.
(Merchant bank) Rep. of)
November 1984 Phillips 299%—UBS
& Drew{broker)
December 1984 NCNB Corp 29.9% Panmure
Gordon (broker)
December 1984 Sanwa Bank Continental lllinois

Leasing {Sanwa
Business Crecdit)




Figure 1I1.2. continued

67

Japan " United States United Kingdom
Secunity Secunty
Date Banks Non-banks Banks Non-banks firms Banks firms Other countries
January 1985 Buchmaster——29.9 % —— Credit
& Moore(broker) Suisse
July 1985 Citicorp 29.9% J & E
Davy (broker)
September 1985 Merrill Lynch 29.9% —— Giles &
Cresswell
(gilts dealer)
December 1985 Industnal Bank J.H. Shroder
Bank cf Jaban Bank & Trust Co.
January 1986 Security Pacific Morguord Bank
Pacific of Canada
June 1986 Sanwa Bank Lloyas Bank
of California
October 1986 ‘. Aubbrey G. Lanstone
. (primary dealer)
December 1986 Sumitomo Bank 12.5% Goidman,
Sachs & Co.
December 1986 Wm. E. Pollack Westpac Banking
Government Corp.
Securities (Australia)
{Primary dealer)
March 1987 Nippon Shearson
Life 13% Lehman Bros
Insurance
June 1987 First Chicago 35% Wood Gundy
Corporaton Corporaton
(Canada)
July 1987 Meiji Life 2% Société
Insurance — Geénérale
(France)
5.4%-
| :
August 1987 Bank of
East Asia
| (Hong Kong)
3.6%
Bank of
China
(China)
August 1987 First Jersey National
National Bank Westminster

(throuzh NatWest USA)

Sowrce: United Nations Cent-e on Transnationai Corporsuons, based on press reports.

Dow Ch

1 Joint ture

ical and three Scandinavian banks.
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itating direct lending and borrowing among others.

One large economic change underlying the shift
in relative importance of the international securities
market and the TNBs is the redirection in net
international capital flows since the 1970s. Instead
of the oil-exporting countries, the Federal Republic
of Germany and Japan have become the major
countries in the world with surplus savings to place
and, instead of the oil-importing developing coun-
tries, the United States has become the country
with the largest shortfall in savings. But lenders
and borrowers in those countries, with their direct
access 10 securities markets, have many alternatives
to reliance on the international banks for the
placement or raising of funds.

Besides this broad change in economic
circumnstances, three specific changes of a technical
or institutional character have been at work altering
the scale and character of the international financial
market. These ase the advances in computer and
telecommunciations technology, the trend towards
abandonment of many financial regulations and the
introduction of a range of new financial instruments
on the securities markets.

(a) New technologies

The new telecommunications and computer tech-

nologies have been transforming financial markets,
making the international enlargement and inte-
gration of markets possible on a scale that was
previously unthinkable. These technologies have
been breaking down the bamers between
geographically dispersed markets that are thrown
up by time-lags in the flows of information about
current transactions. The “information revolution”
has also been proved to be an important spur to the
securitization of markets. It reduces the need for a
direct relationship between borrower and lender
and the systematic treatment of large amounts of
data on the creditworthiness of individual firms
makes it possible for more borrowers to enter the
market. In addition, the new technologes have
provided the means for processing a much larger
volume of financial transactions at low cost.

Those developments have given rise to virtually
instantaneous world-wide trading in some markets.
Financial exchanges have linked themselves
together electronically, and they have been cross-
listing securities or contracts so that these instru-
ments can be traded around the clock in one or

another exchange.  However, while financial
markets throughout the world are now informed
almost instantaneously about changes in the prices
of financial assets and other events, this 1s by no
means an unalloyed advantage. Recent world-wide
plunges in stock market prices attest to this fact.
When circumstances give rise to a fearful and
panicky mood among participants in one major
market, the rush to sell can spread with breath-
taking rapidity to markets throughout the world.
Such “globalization of the herd instinct” -- to usc a
phrase of the Chancellor of the Exchequer of the
United Kingdom -- is a consequence of the new
technologies which could be dangerously destabi-
lizing.

(b) The trend towards deregulation

The internationalization of financial markets --
along with the brcaking down of scgmented
markets within national economies -- owes a good
deal to the progressive deregulation of financial
activities. Though deregulation is consistent with
the market-onented approach of present Govern-
ments in most developed market economies, it
would be a mistake to imagine that it has been
effected solely, or even mainly, as an act of pnn-
ciple. In fact, it has often been more a matter of
abandoning regulations which, because of changing
circumstances, have become a source of distortion
in financial markets or have been merely rendered
ineffective. At the beginning of the 1980s in the
United States, for example, when the thrust of
anti-inflationary monetary policy shifted to control
of the monetary aggregates, short-term interest rates
rose strongly and became very volatile. But, as
interest rates paid by banks on deposit or savings
accounts were regulated, funds were quickly
drained away into unregulated markets, threatening
the hquidity of those institutions. The authonties
consequently were obliged to eliminate interest-rate
ceilings. Japan -- the one other major developed
market economy regulating interest rates -- has
recently taken simular action (see box IlL.1 for a
summary of some recent steps to liberalize financial
markets in several countries). Exchange controls

intended to regulate capital movements have like-
wise been abandoned in most developed market
economies, partly because their effectiveness in the
face of the growth in volume of permitted interna-
tional financial transactions has been diminishing.




Another circumstance generating pressures for
deregulation has been the intensification of compe-
tition among financial enterpnises. The different
types of financial institutions have been moving
outside their long estabhshed and specialized
markets, diversifying the range of their financial
activities. The banks, however, have often found
themselves at a particular disadvantage in this
competitive struggle, because their activities are
subject to more regulatory restrictions; the conse-
quent anomalies have been persuading the author-
ities to modify those restrictions. A case in point
is the exclusion of banks in the United States and
Japan (though not, for example, in the Federal
Republic of Germany or the United Kingdom)
from the business of wunderwnting secunties.
Brokerage houses, by contrast, have been free to
engage in some forms of business traditionally
considered to be the province of the banks. The
United States is now in the process of reducing the
restrictions on banks’ participation in the secunties
market.

The migration of financial business abroad has
long been a way for both banks and non-bank
institutions to escape domestic financial and fiscal
restrictions. It was a powerful stimulus to the
emergence of the Eurocurrency market and it simi-
larly lay behind the growth of the offshore banking
centres. In more recent years, TNBs have been
active in establishing or acquiring subsidianies 1n
other leading financial centres so that they can
engage in activities, such as dealing in securitics,
from which they are excluded at home. However,
as the volume of business transacted outside
national borders has grown over the years, the
regulatory authorities have increasingly sought to
modify regulations in order to allow the business
to be conducted at home. An important step in
this direction was taken by the United States in
1981, for example, when it authorized banks to
accept deposits from and make loans to foreign
entities much as though they were operating as
offshore branches through the medium of the
intemnational banking facilities. In December 1966,
Japan also authornized the opening of international
banking facilities.

Forces have also been at work to lower barriers
to the opcrations of foreign entities in the leading
financial centres. As liberalization has granted
access to foreign entities in some centres, their
establishment has generated demands for reciprocal
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access in the home country of the foreign entities.
The Governments of Western Europe and the
United States, for example, have brought pressure
to bear on Japan to improve access to its more
highly regulated market. Some countnes have also
opened up access to previously sheltered markets
in the hope of attracting more international bust
ness and of enhancing their competitiveness
through their increased scale of operations. The
“Big Bang” in London, for example, opened up
membership of its Stock Exchange to a larger
number of foreign firms, and the “Little Bang” in
Paris made membership available to foreign firms
and to both domestic and foreign banks.

(c) Financial innovations

Innovations in financial instruments have been
another set of changes heightening the attrac-
tiveness of the international financial market.
While aided by deregulation, these innovations
have, in the main, been sparked by market compe-
tition or have been devised in response to broader
changes in economic and financial conditions.
There have been two main kinds of new financial
instruments -- those offering new ways of lending
and borrowing and those allowing a greater
spreading of nsks.

The introduction of short-term notes has done
much to broaden the international securities market
in recent years. Note issuance facilities (NI1Fs) were
of particular importance in launching this inno-
vation. By use of these facilities, borrowers have
been able to raise loans on a revolving basis directly
on the securities market, an alternative which has
proved cheaper than syndicated bank loans. The
facilities are provided by the banks, which under-
take the placement of the note 1ssues and accept a
contingent obligation to lend to the borrower the
balance of any issue not taken up by the market
either initially or on refinancing. In the last two
or three years, NIFs have been overtaken in popu-
larity by Eurocommercial paper, with which the
banks restrict their obligation to making their “best
efforts” to place the 1ssue. There are several other
new instruments, mostly variants on the same
theme of replacing bank credit with securtized
loans (see box II1.2 for a description of the main
instruments).

The new instruments allowing a greater
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Box 111.1: Measures to liberalize financial markets in the 1980s

Country (1) Deposit-rate celings (2) New instruments

United Legislation in 1980 phased Full range of financial instruments

States out interest ceilings on
no deposits. Al present
there and are ceilings for
deposits having more than
30 days of maturity, ceil-
ings for individuals have
been abolished since 1983.

Japan Ceilings on large deposits In 1982, companies authorized to own
being phased out; overseas ce:tificaies on deposit and
ceilings on mndividual commercial paper. In 1984, authorization
deposils remain. of a domesuc market in foreign CDs

and commercia! papers. In January
1985, a yen-denominated bankers
accepiance market inaugurated. In
June 1985, Euroven floating rate
notes (FRN's), zero coupor bonds, and
duai-currency issues permitied for
non-resident borrowers. In November
1985, duaj-currency “Samurai” bonds
permitied, ehgible bond-rating
agencies expanded, and ceilings on
issue-amounts raised. In June 1987,
plans announced (o permit a domestic commercial-paper
market and tc expand Japanese futures markels.
Many restrictions on yen-related transactions lifted.
United No interest-rate ceilings In the early 198Cs, restrictions
Kingdom since 1971 lifted on the issue of FRNs by
residents, foreign Goverments and
companies. In 1985, issue of
sterling commerzial paper authorized,
and measures laken 10 ease issue of
medjum-term sterling bonds.

Germany, Interest-rate ceilings In May 1985, FRNs, zero coupons, swap-

Federal phased out in 1967 related bonds and dual-currency bonds

Repubhc permitted. In December 1985,

of Bundesbank permitted negotiatable DM

certificates of deposits of banks

domiciled in the Federal Republic,

subject to reserve requirements if

Jess than two years in maturity.
France Ceilings on demang, time Subject to mimmum denomination and

and savings deposits stll
1n place.

maturity restriction, banks permitied
to issue CDs (March 1985), companies
and private individuals allowed to
purchase government bills {December
1985), and companies allowed 1o issue
commercia! paper, provided 95%
adequalely backed up by a financial
institution. In April 1985, the

French franc Eurobond markel reopened
to public and private French and
foreign borrowers. Interest swaps

and convertible bonds authorized.
FRNs stil! not permitted.




Country

3) Activites Permitted (4) Controls and taxes

United
States

In Jate 1981, international banking In June 1984, a 30 per cent withhold-
facilities were introduced ing tax on interest paid to foreigners
(insututions that act much as "Euro” on government bonds repealed.
branches in accepting funds free of

reserve requirements and interest

limitations for non-U.S. residents

and foreign corporations).

By 1987, 39 state laws permitted bank
acquisitions by out-of-stale banks.

1982 legislation authorized Federal
Deposit Insurance Corp. to permit
interstate acquisiion by banks of failing
banking institutions. Legislation pending
to broaden securities powers of
commercial banks.

Japan

In December 1984, foreign mstitutions in April 1985, withholding taxes on
allowed to lead-manage Eurobond 1ssues. Japanese issues abolished.

In October 1985, authorization was given for

foreign banks’ securities subsidiaries to open

securities branches in Japan as from end-1985,

with the condition that banks’ equity holdings

in their subsidiarics should not exceed 50%.

In December 1986, Japanese banks were permitted
to open international banking facilities along
the US model. In May 1987, joint ventures
permitted in which foreign financial and non-
financial firms can establish securities firms
and operate in Japan (such ventures still

not permitted for Japanese firms). In June 1987,
plans to admit foreign firms to full

membership 1n the Tokyo Stock Exchange and
plans for a limited auctioning procedure

that would result in foreign securities

firms’ placing a greater share of

new-issue government bonds.

United
Kingdom

No formal legislation separating banking

from underwriting but tolerance of a fixed
commission system on the stock exchange.
*Big Bang” in October 1985 ended the era

of fixed minimum commissions on the stock
exchange and extended the membership of the
exchange 1o a larger number of foreign firms.

Germany,
Federal
Republic
of

In May 1985, foreign-owned banks incorporated In December 1984, coupon tax on

in the FRG permitted to lead interest earned by non-residents from
manage foreign DM issues, subject to reciprocity domestic bonds abolished, retroactive to
agreements. In December 1985, banks permitled the preceding April.

to lead-manage DM issues of zero coupons, FRNs

and other paper commonly used in international finance.

France

In February 1986, a futures market { "MATIF") Proceeding with a broad relaxation
opened. In March 1987, "Littie Bang™ was of exchange controls, including
announced, opening the Stock Exchange permission for use of currency
gradually to outsiders and to foreign options and currency futures.

and domestic banks. Credit controls eliminated by late 1986.
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Box I11.2 Recent innovations in financial instruments
Floating-rate notes

Floating-rate notes (FRN\'s) are medium- to long-term securities, whose interest rate is period-
ically adjusted to reflect changes in a reference rate like the London inter-bank offered rate (LIBOR)
or the New York banks’ prime rate. These grew rapidly in volume in the 1980s as they shifted the risk
of interest rate increases away from investors. High-quality borrowers issued FR.N's in competition
with bank deposits, which also offered variable rates; they thus avoided paying for bank intermcdiation.
Many TNBs also began raising funds in the FRN market in lieu of taking deposits and, wherc the
authorities permitted, equity-linked FRN's were issued by TNBs to satisfy capital requirements. Many
variants cropped up by the mid-1980s, typically deferring coupon or interest payments Jor tax purposes
or adding rights of conversion of principal in different currency denominations at pre-arranged
b exchange rates ("dual currency bonds”). The ratio of FRN\'s to straight bonds has declined from an
annual peak of two thirds in 1984 as interest rates have stabilized and trended downward. In late 1986
and 1987, the FR\ markets suffered episodes of lack of investor demand orginating from concern over
the quality of some bank-issued FR\s.

! Note-issuance facilitics

Under a note-issuance facility (NIF), a bank arranges to purchase an issuer’s unsold notcs at a
i pre-arranged price or to provide a stand-by loan. As a result, the borrower more easily issucs the
paper and, at roll-over dates, the borrower and lenders have assurance of the borrower’s liquidity.
The back-up in effect makes the borrower’s shori-term note not only longer term, but gencrally
cheaper than a straight longer-term credit would be because of shorter maturity of the instrument, the
wide range of potential buyers and the guarantee that there will not be a glut of paper near the roll-
over date. The banks avoid direct balance-sheet exposure, facing instead the risk that the commitment
will be called upon. The risk of that happening is significantly reduced by market-widc knowledge of
the support that the borrowers have from the facility itself. The volume of NIFs, excluding rencgo-
tiations and merger-related standbys, peaked in 1984 and fell off considerably in 1985 and 1986. This
is because many of the (usually high-quality) issuers have found it cheaper to borrow in new "uncom-
mitted’ Eurocommercial paper markets that have arisen since 1984.

Eurocommercial paper

Eurocommercial paper and associated facilities have developed since I 984 and take the form of
non-underwritten (distributed on a "best efforts basis”) notes similar to commercial paper in the
United States. Eurocommercial paper facilities (drawn and undrawn) increased by $16 billion in 1955,
and at an annual rate of 852 billion in 1986. ! The total outstanding had been less than 81 billion at
the end of 1984. The growth of non-underwritten facilities is duc to a broadcning investors’ base, more
sophisticated techniques for issuance and improvements in arrangements Jor settlement and credit
rating. Unrderwriting fees are saved, and the issuer generally has geater Jflexibility in pricing, maturity
and distribution. Major issuers in the United States commercial-paper market have begun issuing at
lowest cost in both markets. General Motors Acceptance Corporation is, for instance, now the major
issuer in both the United States and the Eurocommercial paper market.
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Stand-by letters of credit

For a fee, banks guarantee the financial obligations of the borrower to a third party. These
include credit enhancement facilities to municipal borrewers and corporate commercial-paper issuers.
Another use is to provide liquidity guarantees for variable-rate municipal issues.

Loan sales

In most cases, the sale of a loan requires a "transferability” agreement. In the United States
markets, where explicit backups are prohibited by the Glass-Steagall Act, banks have begun to
“liquify” loans by means of selling them to third-party lenders. This can be done most straight-
Sforwardly by arvanging a buyer simultancously to granting the loan, in which casc the activity is very
close to that of a bank being a "broker” in a commercial-paper tansaction. Where the transaction
involves a prior loan contract, the sale of the loan assct may, in fact, be effective underwriting, but very
difficult to detect.

In the United States, six major banks were reported selling off in 1985 about 22 per cent of all
their commercial loans.” Banks in the United States have sold loans for mergers and acquisitions on
a large scale and mainly to foreign banks, which otherwise might lack the expertise or clicnt base to
participate in the origination of the loans.

Interest-rate swaps

An interest-rate swap is a contract in which two borrowers, usually through a bank’s interme-
diary, agree to meet each other’s interest obligations, while each continues to make its own payment
of principal. The classic example is where a well-known bank, which has a comparative advantage in
issuing fixed-rate debt, agrees with a non-financial firm seeking fixed-rate debt to exchange fixed and
variable-interest obligations. In that way, the non-financial firm gains access to fixed-interest credit,
to which it otherwise has no access, and the bank matches variable-interest debt to its variahle-interest
assets. Since 1983, a large number of variants have been offered, including swaps of floating-rate
commitments, swaps in interest denominated in different currencies, swaps between non-financial
counter parties and swaps between banks. While estimates of volume are crude and there is a tendency
to double-count, an estimate by the Intcrnational Swap Dealers Association of outstanding swaps at
the end of 1986 was $313 billion.

Currency swaps

An important variant on interest swaps is the "currency swap” — transactions in which the prin-
cipal denominations (and often interest payments) are agreed upon in different currencics. Currency
swaps involve fewer players, the market is thinner and hedging is more complex. Costs of errors and
volatility tend to be higher. As a result, this market has been growing much less quickly than the purc
interest-swap market, although it has had substantial effects in tightening linkages between securities
markets based in different currencies.

1 See OECD, Financial Marker Trends , No.37 {May 1987).
2 Euromoney , August 1986, p. 165.
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Table 1Il.1. Borrowing on the international financial market ?
( Billions of dollars)

1984 1983 1986
Bonds 111.5 167.7 226.4
Syndicated loans 57.0 42.0 47.8
Note-issuance facilities 174 36.3 214
Other back-up faciiues  11.4 10.5 5.6
Subtotal 1973 256.5 301.2
Eurocommercial-
paper programmes - 11.2 56.7
Other non-underwritlen
facihties . 10.6 8.5
Equities - 2.7 11.7
Total 1973 281.0 378.1

Source: OECD, Financ.c’ Marker Trends, No. 37 (May 1987),p. 5.

a Excluding merger-reiatec stand-bys and renegouiauons.

spreading of nisks include interest rate and currency
swaps, options and futures. In the present-day
world of unstable exchange rates and vanable
interest rates, those instruments should, in prin-
ciple, contribute towards the strengthening of the
international financial market. By creating addi-
tional markets in specific risks, they have made 1t
possible for both lenders and borrowers to hedge
against the risks attaching to specific loans. The
greater spreading of risks among market partic-
ipants has, it should be noted, been made easier by
the growth in securitized loans. since it allows the
~unbundling” of the risks associated with the loans.

2. The participation of the transnational banks

The new technologies, deregulation and the new
financial instruments have greatly enlarged the
international financial market in recent years, and
the expansion has occurred through the rapid
growth in the securities market. Syndicated bank
loans, which had amounted to 60 to 70 per cent of
international financial transactions in the early
1980s, accounted for only 16 per cent in 1985 and
1986 (1able III.1). A general explanation, as
mentioned above, is the shift in the pattern of net
international private lending which took place from
the 1970s to the 1980s. Unlike the 1970s, both
gross and net lending in the 1980s has been over-
whelmingly dominated by financial transactions
among the developed market economies. But there
have also been more specific reasons why

borrowing and lending through the banks has
suffered such a sharp relative decline.

The TNBs have been at a disadvantage in
competing as lenders with the international securn-
ties market. With large doubtful debts in theu
portfolios, the banks have been less able 1o attract
deposits cheaply, and the insistence by bank
supervisors that the banks conform to more stnn-
gent conditions has also raised their costs. The
relative cost of svndicated bank loans has accord-
ingly increased. But the banks have also had a
positive interest in promoting securitized lending.
After the onset of the debt cnisis, the main concern
of bank supervisors was to urge the banks to
strengthen their financial positions by raising their
capital-to-assets ratios. The banks have thus had
an incentive to limit the growth of their balance-
sheet assets and 1o seck ways of generating income
through off-balance- sheet activities. Participation
in the securities market through such new financial
instruments as note-issuance facilities or stand-by
letters of credit have admirably suited this purpose:
such business has generated income and not added
to assets, giving rise to only a contingent obhigation.
The new instruments, moreover, have helped the
banks to improve their balance sheets themselves.
The banks have been making use of such new
borrowing facilities to lengthen the maturity of their
liabilities, and they have sought to improve their
liquidity by designing assets which could be more
readily traded on the market. Further, such
hedging instruments as interest and currency swaps
have been extensively exploited by the banks to
spread their nisks. With such changes under way,
the long familiar distinction between the deposit-
acceptance and loan-creation activities of the
commercial banks. on the one hand, and the fee-
generating and underwriting activities of the secun-
ties firms and investment banks, on the other, has
become decidedly blurred.

3. The international financial market and developing
countries

Recent developments in the international financial
market have hardly impinged at all on the great
majority of developing countries. There are a few
creditworthy countries which have floated shor-
term notes on the Eurocurrency market. Some

securitization of the outstanding debt of heavily
indebted countries has also been taking place




through debt-equity swaps and sales of outstanding
loans by smaller banks on the secondary market.
The scale of these operations, however, has been
very small. It appears, nevertheless, very likely that
the recent changes in the international market will
increasingly modify the external financial relations
of developing countries in the years to come; much
more securitization of outstanding debt, principally
in the form of bonds, and a shift of new borrowing
to the securities market both seem probable.

A principal reason for the past concentration
of developing-country borrowing on bank loans
instead of securities is that the creditworthiness of
borrowers in those countries has not been suffi-
ciently transparent to attract funds from investors
who are not specialists in credit evaluation of those
borrowers.  Banks have been specialists in such
credit evaluations and are therefore able to assess
the risks attached to extending loans. If the banks
could, in some way, make their credit evaluations
available to the securntics market, more sccuntized
borrowing by developing countries mught perhaps
be made possible.

An incipient form of securitization in lending
to developing countries is the recent action of
banks in selling loans which they have made to
commercial enterprises in developed market econ-
omues. Investors are willing to take up those loans,
because they know that the creditworthiness of the
borrowers has already been assessed by the banks.
In thosc circumstances, they do not need to have
the special knowledge necessary for credit evalu-
ation. However, the interest of the banks in
expanding the market for this type of loan may be
limited. They have a proprietary right vested in the
credit evaluations, and they may be reluctant to
reveal them. On the other hand, if they fal to do
so, there may be few buyers for their loan sales,
since the banks -- knowing that they intend to sell
the loans -- could be lax in their credit evaluations.

Though small comfort, this difficulty, at least,
hardly applies to the sales of outstanding
developing-country debt; there is probably little
information about those past loans which the
banks would still have a propretary interest in
withholding. More sales of those loans on the
secondary market could, in fact, contnbute to
generating the flow of standardized information
about borrowers that is a pre-condition of any
future primary market. However, the TNBs are

presently deterred from the secuntization of more

~
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of the outstanding debt of developing countries by
their reluctance to accept accounting losses.

C. The global network of transnational banks

Despite the growing size of the international
financial market, the network of subsidianes,
branches and offices which the TNBs have estab-
lished throughout the world has not increascd
much in the 1980s. Of course, a substantial part
of the network is located in the developing coun-
tries, and they have hardly participated at all in the
burgeoning international financial market. But it
is also true that the changing nature of the business
undertaken by the banks -- with its emphasis on the
securitics market -- limits the need for additional
financial presences. Within the global network,
however, there has been a significant change in
composition as Japanese banks have nsen to pre-
eminence.

I. Limited expansion in the 1980s

In 1985, the 100 largest TNBs had a foreign
network of 4,660 offices (table I11.2). This repres-
ented an increase of only 147 offices from 1980.
Not surprisingly, much of the increase was
concentrated in other developed market economues,
though significantly more offices were also estab-
lished in the centrally planned economies, and
particularly in China. The number of offices
maintained in the rest of the developing world
outside of China actually declined, as did the
number of offices in the offshore banking centres
under the influence of the relaxation of banking
regulations in the leading developed economics.

There is evidence that the smaller banks not
included in the top 100 banks increased their
network of foreign offices more rapidly. All
Japanese banks, for instance, added some 354
offices to their foreign network as against the 110
reported for the top banks only. Again, for the
sample of the 100 largest banks, 32 additional
foreign offices werec opened in the United States
between 1980 and 1985, whereas the total increase
for all foreign banks was more than 200. Even so,
by the 1980s, the years of rapid expansion in the
network of foreign offices appear to have passed.

The distribution of the foreign offices of the
100 largest banks is about evenly split between the
developing countries and the developed market
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Table IIL2. Foreign network of the 100 largest banks, 1985

Developing countries

Developed Cenrrally Eigr:
Total market Total South East Latin planned offshore

Foreign offices of banks ennties economies Asia America Africa economics *  cencres ®
All 100 banks
- Number of offices 4 660 2296 2246 nsg 606

(Change from 1980) (147) (114) (-41) (74) (-29)
France (9 banks)

Number of offices 688 304 356 84 114 72 28 75

(Change from 1980) (224) 87) (119) (18) (35)
Germany, Federal Rep.of

(11 banks)

Number of offices 289 176 105 30 45 17 8 31

(Change from 1980) (-65) (-35) (-34) 4) (-3)
Japan (26 banks)

Number of offices 676 338 300 6 87 215 38 122

(Change from 1980) (110) (52) (23) (35) (12
United Kingdom (5 banks) .

Number of offices 457 204 247 69 52 30 6 €2

{Change from 1980) (-29) (<) (-27) (2) -7
United States (15 banks)

Number of ofTices 884 364 511 64 228 145 9 115

(Change from 1980) (-280) (-123) {-160) (3) (=9)

Sources: UNCTC, based on The Benker , August 1986; The Banker, research unit, and Who Ownr Whor in Banking, vanous years.

Note: The foreign network inciudes banks, subsidianes, affilistes and representative offices. The number of entities in the foresgn network of the bank listed is not
complete. In most cases. branches and or representauve offices are counted on the basis of countnes and or ates where they are jocated. Subsidianes and or affibates

of foreign 1es are not d

a Bulgania, China, Czechoslovakia, German Democratic Repubhic, Hungary, Poland, Romania and Union of Soviet Socalist Republiss.
b Bahamas, Bahrain, Cayman lslands, Hong Kong. Lebanon, Netherlands Antilies, Panama and Singapore.

economies. Offices in the centrally planned econ-
omies account for a minor fraction of the total.
As might have been expected, United States banks
constitute the leading group of TNBs in Latin
America, though they are far from being predomi-
nant. In South-East Asia, Japanese banks are the
leading group, though a similar qualification
applies. In Africa, it is TNBs from France and the
United Kingdom which are foremost in represen-
tation (see table I11.2).

2. The rise of Japanese banks

While the foreign network of TNBs as a group has

not been expanding much in the 1980s, this
obscures a shift in the nationality of these banks.
Both French and Japanese TNBs have added
significantly to the number of their foreign offices,
while banks from the Federal Republic of
Germany, the United Kingdom and the United
States have reduced theirs.

Too much significance should not be attached
to these changes in the number of foreign offices.
In view of the changes which have been taking
place over recent years in the nature of the business
being conducted by TNBs, there is no close link to
be expected between the network of foreign offices
and the scale of a transnational bank’s international
financial operations. It probably remains broadly
true that the size and distribution of foreign-office
networks is related primarily to the possibilities for
the longer-standing kinds of transnational-banking
business -- the financing of foreign trade and of
TNCs from the banks” home country.

Be that as it may, when other measures besides
the number of overseas offices are used, there is
certainly no doubt about the rise to pre-eminence
of the Japanese banks in the 1980s. By the end of
1986, 26 of the 100 largest banks in the world's
market economies were Japanese, and together they
accounted for nearly 40 per cent of the total assets
of the 100 banks (see table 111.3). Between 197§




Table 111.3. Assets of 100 largest banks aggregated by
country of parent office, 1986 and 1978 2

Share of
Assets 100 large
Number (Billions banks' assets

Country Territory Years of banks of dollars) (percentage)
Japan 1986 26 31227 39.7
1978 23 861.4 26.3
United States 1986 14 944.6 12.0
1978 14 514.0 15.7
France 1986 9 7923 .
1978 7 361.4 11.0
Germany, Federal 1986 12 787.4 10.0
Republic of 1978 12 459.7 14.0
United Kingdom 1986 5 435.7 5.5
1978 5 174.9 53
Italy 1986 8 434.1 5.5
1978 8 197.1 6.0
Canada 1986 5 2593 3.3
1978 5 1334 4.1
Switzerland 1086 3 2425 3.1
1978 3 106.1 3.2
Others ® 1986 18 846.2 10.8
1978 23 471.8 14.4

Scurce: UNCTC, based on dala from The Banker, “The Top S00°, July 1987 and
“The Top 3007, Juty 1979.

a Assels minus contra accounts. Contra acoounts are letters of credit, accept-
ances, and securities held on behalf of clients which are not assets that the bank
can use.

b For 1986, Australia (2), Austa (1), Belgium (S), Brazi! (1), China (1), Hong
Kong (1), India {1), Iran (1), Iraq (1) and Netheriands (4.. For 1978, Austrahia (2),
Austria (13, Belgim ($), Brazsl (1), Hong Kong (1}, Iran (1), Israel (1), the

Netherlands (4’, Spain (3), Sweden (3: and Yugoslavia (1).

and 1986, they had increased their share of those
assets by nearly 14 per cent. Some part of the gain
in asset share is due to the appreciation of the yen,
but the main reason was the relatively rapid
expansion in the scale of their operations. The
growth has been most pronounced at the top end
of the scale. At the end of 1986, seven of the top
10 banks were Japanese compared with only one
in 1978. The loss in market share fell most heavily
on United States banks, whose share of total bank
assets of the 100 largest banks declined from 16 per
cent in 1978 to 12 per cent in 1986. Banks parented
in the Federal Republic of Germany and France
also sustained losses in market shares.

With the advance of Japan to the forefront
among industnial and trading nations, it 1s hardly

~
~

surprising that its national and international
banking business has grown apace. There is a
familiar, quite often repeated, historical pattern in
the movement of countries from the attainment of
industnial and technological eminence to their
emergence as dominant exporters with large trade
surpluses, and their transformation into major
capital-exporting countries and new intermnational
financial centres. There are, however, a number of
circumstances which may have helped to accelerate
the pace at which Japanese banks have moved to
the fore. ‘

In the years before the 1980s, Japan had
become well known for its high propensity to save,
most especially in the household sector, and for its
correspondingly high rate of growth in investment.
In the 1980s, however, a conjunction of economic
circumstances has greatly dampened the pace of
domestic investment and has translated the excess
domestic saving into a large surplus in the balance
of payments on current account. The net outflow
of Japanese savings, much of which finances the
related deficit in the United States” balance of
payments, has undoubtedly contributed to the
enlargement of the international activities of the
Japanese banks. Though much Japanese savings
have been lent abroad in the international securnties
markets, and not through the intermediation of the
banks, Japanese banks, like others, have been active
participants in the securitization process.

Moreover, far from confining themselves to the
intermediation of Japanese savings, those banks
have moved strongly into international intermedi-
ation between third parties. It is symptomatic of
these international activities that, in 1985-1986,
Japanese banks took a strong net-debtor position
in the inter-bank market. Japanese banks have, as
noted earlier, increased their physical presence in
other developed market economies, competing
directly and effectively in the home markets of
others and earning an increasing share of under-
writing and fee-generating service income. In the
United States, for example, the number of entities
of Japanese banks reached 137 by 1985 and they
accounted for 14 per cent of total bank assets in the
country. In the United Kingdom, the 55 entities
of Japanese banks accounted for 22 per cent of total
bank assets. Japanese banks have also been
actively purchasing foreign banks and secunties
firms (Japan, Ministry of Finance, 1986).

Recent years have also seen extensive deregu-
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lation of financial markets and banking systems
throughout the developed market economies, a
period auspicious for the aggressive marketing and
expansion of financial services. Japanese banks,
like others, have taken advantage of asymmetries in
regulations which have allowed them to engage in
kinds of financial business abroad which they were
not permitted to undertake at home. Japan itself,
partly in response to prodding by other Govern-
ments, has also been relaxing its regulations
regarding foreign lending and the use of the yen in
international markets. Further, the authorities in
Japan have permitted the banks to maintain rela-
tively low capital-to-assets ratios and this has
allowed the banks to accept lower returns on their
assets than their competitors, while being able to
earn comparable returns on capital. As indicated
in table 111.4, the Japanese banks in the 100 largest
banks have the lowest capital-to-assets ratio of all
banks in the group. The table also reveals the
tendency for banks with low capital-to-assets ratios
to have relatively low retums on assets.

3. Transnational banks and developing countrics

In recent years, relations between TNBs and the
developing countries have been dominated by the
debt crisis. Because of their central role in inter-
mediating funds from the surplus oil countries
during the 1970s, the banks have been pnncipal
actors in the recurrent discussions and negotiations
concerning the debt problem that has overshad-
owed international economic relations in the 1980s.
The present state of mecasures and proposals 10
overcome the debt problem is not discussed here.
However, the banks as a conduit for the flow of
medium-term capital is not the only facet of their
relations with the developing countries. That has
overlaid an older, and still continuing. relation in
which TNBs constitute a segment -- usually small
and specialized -- of national banking systems in
the developing countrics.

Much of the network of TNBs in developing
countries is of long-standing ongins. Some date
back to earlier decades in the present century, when
European banks set up branch-banking systems in
colonial territories or in other developing countnies.
Since the end of the Second World War, however,
most developing countries, like developed market
economies, have tightly regulated the presence and
activities of TNBs in order 1o exercise control over

Table 111.4. Thc 100 largest banks: return on assets
and capital-assets ratios, 1986
( Percen:iage)

Counrry Retumn on assets Capital 10 assels
Switzeriand 0.72 5.91
United States 0.78 5.33
Canada 0.80 5.25
United Kingdom 1.08 4.76
Ttaly 0.76 - 403
France 0.52 2.84
Germany,

Federal Republic of 0.39 2.83
Japan 0.42 2.24

Source:  UNCTIC. based on data from “The Top 5007, Thae Banker, (July 1987,

their monetary systems. including the allocation of
credit, and to-protect the indigenous banks. In
many countries TNBs are not permitted to engage
in branch banking or domestic deposit taking. The
international network of the TNBs has, neverthe-
less, been augmented in post-war years as United
States banks in the 1950s and 1960s and, more
recently, Japanese and French banks have added to
their overseas presence (see table 11.2).

At the local operating level, the TNBs generally
function quite differently from their host-country
counterparts, reflecting both their comparative
advantage and the effects of regulations. They tend
to be much less dependent on local deposits and to
rely quite heavily on inter-bank financing.
Although some banks do participate in retail
banking. their operations tend to be “wholesale”
rather than “retail”. They are most in evidence in
the financing of foreign trade, though they also
engage in other activities, such as the provision of
short-term credit to large corporations. In some
countries, most financial services relating to trade
are, in fact, performed by foreign banks.

In terms of profitability, TNBs regularly
outperform their local counterparts. TNBs have
the advantage of enjoying economies of scale which
lower their operating costs. Their size also enables
themn to diversify their risks, and they generally
function world-wide with substantially lower

capital-to-assets ratios than their local counterparts.
Further. since TN Bs have access to outside funding
by their parent offices, they are able to avoid the
costs of operating a network of local branches as a
means of securing deposits. Finally, through their
parent offices. they can readily benefit from mana-
gerial and technological improvements in banking




methods.

The attitude of developing countries towards
the participation of TNBs in their economies has
generally struck a balance between recognized
advantages and disadvantages. On the one hand,
the presence of TNBs provides international links,
which ease the financing of foreign trade and the
flow of foreign exchange and it exposes national
banks to competition and to the inflow of new
financial technology. On the other hand, devel-
oping countries perceive that the TNBs, with their
external funding sources, could weaken their
national control over the volume of domestic
credit, reduce the market share of national banks
and perhaps divert the economy from its desired
development path. Each country’s approach to the
regulation of foreign banks reflects a trade-off
between those advantages and disadvantages, a
trade-off which is, in practice, assessed very differ-
ently by individual countries.

Regulations affecting the TNBs take three
forms: those limiting entry into the national
market, those defining the permissible extent of
forcign ownership and those restricting banking
operations. Entry restrictions are widely used in
developing countries to limit the presence of foreign
banks. A number of developing countries have
nationalized their banking systems, and these are
virtually closed to outsiders. At the other extreme
are several countrnies which permit foreign invest-
ment in banks servicing the domestic market. ! In
most countnes, entry is highly restricted, but not
excluded. Ownership restrictions typically include
an “indigenization” requirement, under which
TNBs have to relinquish the majority shareholding
in their local subsidiaries to nationals. 2 Operating
restrictions often go well bevond the limitations
imposed on banks in general by national banking
regulations; they may include restrictions on bank-
branch networks, on deposit-taking operations,
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special-reserve requirements, minimum require-
ments on capital, lending ceilings, credit-allocation
requirements, restrictions on the matunty compo-
sition of loans and Limitations on rediscount
borrowing and on profit repatriation. In some
countries, there are also requirements regarding the
degree of local-staff participation in the adminis-
tration of the bank.

4. The special case of the offshore financial centres

A special situation is the widespread establishment
by TNBs of entities in offshore financial centres. 3
These have been created in a number of developing
countries and territories (for example, the Bahamas,
Bahrain, the Cayman Islands, Hong Kong,
Lebanon, the Netherlands Antilles, Panama and
Singapore) to attract international banking busi-
ness. A large number of TNBs from all the major
capital market countries have opened branches and
offices in those centres since the 1960s. The main
attractions are favourable taxation treatment,
secrecy, lack of exchange controls and the near
absence of regulations on international banking
business.

Those eight offshore banking centres captured
606 or about 13 per cent of the foreign entities
belonging to the 100 largest banks in 1985 (see table
111.2). The countries’ banks most represented in
those centres were the United States (19 per cent
of offices of offshore centres in the sample) and
Japan (20.1 per cent). A significant share of the
external lending of TNBs to developing countries
has been booked through those offshore banking
centres. It need hardly be emphasized that the
activities of TNBs in those centres are oriented
towards international financial transactions, which
have little relation to the domestic economies
where the centres are located and, in most centres,
international banking is strictly segrepated from

1 Ten countries in Africa (Algena, Angola, Benin, Ethiopia, Gunea, the Libyan Arab Jamahiriya, Madagascar, Mozambique, Somaha and the
Uruted Republic of Tanzania), as well as Democratc Yemen, lran, Irag and the Synan Arab Republic, have nationalized banking and so their
banking systems are wirtually closed 10 outsiders. Peru 1s also natonalizing the banks. In Kuwait, only fully locally-owned banks are allowed 1o
operale, with the excepton of the Bank of Bahrain and Kuwait. At the opposite extreme, the banking systerns of the Bahamas, Hong Kong, Kenya,
the Netherlands Antlies, Panama, Paraguay, Sn Lanka, Swaziland. Togo and Zambia are open to foreign mnvestors. Egypt has had a new open-door
policy to banking and joint ventures since 1974, afler having previously expelled foreign banking interests.

2 For example, in 1976, Nigeria and Saudi Arabia stipulated an indigemzation target of 60 per cent. Full foreign ownership is allowed in such

countnes as the Céle d'lvoire and Zimbabwe, but no foreign ownership is perritted in Mexico. Egypt and the Sudan allow 49 per cent foreign
ownership.

3 Between 1975 and 1983, the share of developing countnes’ deposit bank foreign assets 1o total bank foreign assets was relatively stable, at about
0.20, or roughly the share of developing countnies” imports 10 total world imports. However, when the contributon of offshore centres to developing
countries’ bank foreign assets is removed, the share falls to 0.04 to 0.05. Thus, apart from the offshore centres, developing country banks (local as well
as TNBs operatung locally) are responsibie for a relauvely small amount of international financial activity. ( Source :
Starisncs, vanous issues.)

IMF, International Financial
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domestic-banking activities.

As with other foreign offices of TNBs, there
has been stagnation in the growth of those offices
during the 1980s. This has been partly due to the
general slow-down in bank intermediation dunng
the period. But it is also a consequence of liber-
alization in the domestic markets of the financial-
centre countries, which make offshore branching
unnecessary. The opening of international banking
facilities in the United States in December 1981, for
instance, diverted much of the Caribbean offshore
business to the United States.

5. Transnational banks parented in developing
countries

Some of the banks from developing countries are
already transnational and, indeed, are relatively
large. The main source of the growth of these
banks has been their role in an expanding export
business and in arranging FDI in their home
country. Forty-one banks from developing coun-
tries and territories were among the 300 largest
banks in 1986, an increase from 22 banks in 1975,
but slightly down from 44 in 1980. Those 41 banks
in 1986 comprised 6 from the Republic of Korea,
4 each from Iran and Taiwan Province, 3 each from
Brazil, Israel, Mexico and Yugoslavia, 2 each from
Algeria and Saudi Arabia, and one each from
Argentina, Bahrain, China, Egypt, Hong Kong.
India, Iraq, Jordan, Kuwait, the Syrian Arab
Republic and Thailand.

D. Non-bank financial entities

Lending and borrowing through securities
markets now dominates international financial
transactions. The TNBs are important participants
in those markets; they back note issues on the part
of others through such devices as note-issuance
facilities and stand-by letters of credit; and outside
Japan and the United States, banks can also be
important underwriters of securities. None the less,
a large proportion of international financial busi-
ness now bypasses the banks altogether. It is the
non-bank financial entities which have been the
leading institutions servicing the growing securities
markets. The operations of those entities, however,
are less well known, data on their activities are less
systematically reported and they have usually been
subject to less stringent regulatory surveillance.

Indeed, in view of the much enlarged scale of
operations of the non-bank financial entities. the
enhanced international linkages among markets and
institutions, and the blurnng of the distinction
between banking and non-banking business, many
concerns have been expressed in recent years about
the adequacy of current regulatory structures.

While nearly every kind of non-bank financial
firm, as well as some non-financial entities, has
become involved in international finance, the most
important have been securities and financial
services firms. Those are firms engaged in
stockbrokerage (including research and margin
lending), investment porfolio management, and
investment banking (underwriting and assistance in
mergers and acquisitions). A great deal of the
activity is similar to traditional banking in that 1t
earns income from the difference between rates
charged and rates paid. as, for example. in margn
lending. provision of money-market accounts Orf
arbitrage. But much also involves risk-taking. as n
trading positions or underwriting new issues.

Table I11.5 lists the top 25 of those firms
ranked by capital at the end of 1966. Important
features that stand out from the table are the large
size of those firms and the predominance of
Japanese and United States firms. 1f amalgamated
with the list of the largest TNBs, the top three
securties firms -- all United States firms -- figure
among the top 10 concerns when ranked by capital
size.

A key activity of securities firms is their ability
to reduce the cost to clients of raising funds on the
market. This requires size, a large sales force, a
diversified client base and relative freedom from
regulations. all of which reduce the risk of not being
able to distribute an issue. The dominance of
United States firms can be explained by the large
volume of securities business that normally takes
place in the United States, together with the
high degree of regulatory tolerance of the secunties
industry in that country. The prominence of the
Japanese firms stems from the large pool of funds
available for placement abroad and an aggressive
strategy of acquiring securities firms abroad as a
means of escaping domestic regulations which
separate banking from securities underwnting and
placement.

Most of the international financing that these
firms service is in the form of Eurobonds. Those
are bonds denominated in currencies other than the
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Table 111.5. The 25 largest securities and financial services firms, ranked by capital, fiscal year 1986
{ Millions of dollars)

Rank Capital change
Jrom 1983 Net
1956 19835 Home counnry Capital 8 (percentage) Assets income
1 ] American Express United States 14 126 31 99 476 1250
2 2 Salomon Inc. United States 8273 15 78 164 516
3 3 Merrill Lynch United States 7 662 26 53 013 454
4 5 Orient Leasing Japan 6 399 23 13 825 62
5 7 Nomura Securities Japan 6 000 34 18 325 1383
6 6 Compagnie Bancaire France 4 841 7 21 560 104
7 9 Nippon Shinpan Japan 4798 29 24 064 61
8 10 Orient Finance Japan 4 651 26 21919 74
9 4 Beneficial United States 4487 b -10 7274 (172)
10 12 Daiwa Securities Japan 3 551 40 16 474 700
11 14 Y amaichi Securities Japan 2 880 36 13 317 518
12 8 Union Discount Co.
of London United Kingdom 2 753 -14 3590 16
13 11 Commercial Credit United States 2 208 -22 4 8§64 46
14 13 Nikko Securities Japan 2133 -10 14 358 574
15 16 Japan Securities Finance Japan 2010 33 17 245 18
16 15 Trilon Financial Carnada 1999 18 15733 93
17 - Drexel Burnham Lamtert United States 1 84¢ 38 583
18 17 Golédman Sachs United States 1,526 27 38 794 .
19 18 E. F. Hutton United States 1505 32 25 921 (90)
20 19 First Boston United States 1 364 31 48 618 181
21 25 Morgan Stanley United States 1337 99 29 190 201
2 22 Integrated Resources United States 1096 41 5137 18
23 21 Japan Consumer Credit Soc.  Japan 1078 9 4 057 7
24 23 Paine Webber United States 1037 43 14 726 72
25 - Bear Sterns United States 949 85 26 939 132

Source: The Woll Street Journal , 18 September 1987,

a Defined as owner's equity, reserves, minority interest, preferred stock and long-term debt.

b Includes short-term debt.

currency of the country in which the bonds are
issued. The bulk is denominated in dollars and is
transacted in London. Fifty firms account for most
of the Eurobond finance world-wide, the top eight
accounting for over half. ¢ Non-bank secur ities
firms are prominent, though not dominant, in the
arrangement of note issuance facilitics and share the
market with TNBs in placing Eurocommercial
paper.

The transnational role of those firms has been
partly an outcome of the differences among coun-
tries in fiscal and financial regulations relating to
domestic and external transactions. Like the banks,
whose main motive for transnationalization in the
1960s and 1970s was to escapc regulations, the
securitics mmarkets have been subject to similar
influences. In the 1960s, the growth of the

Eurobond market was spurred by United States
taxes on the interest on foreign issues in the United
States bond market. Eurodollar bonds also proved
to have an important attraction because they were
"bearer” bonds and not subject to withholding
taxes. S In 1968, United States firms were forbidden
to finance overseas investment in the domestic
market, which gave further impetus to the growth
of the Eurodollar bond market, particularly m
London. Asymmetries in regulations have also
brought about the entry of Japanese and United
States TNBs into the international securtics
market. While United States banks cannot partic-
ipate in most of the securities business at home.
foreign banks have been permitted to operate in the
market through subsidiaries. But United States
banks have gone abroad to establish or acquire

4 The total doliar value of issues underwntten between January 1985 and 5 December 1986 by the top 30 Eurobond firms was $293.2 bilicn. By
comparison, the annual average of the valuc of internatonal bond issues world-wide during 1985-1986 was $161.2 bullion. ( Sources :
Financial Marke: Stansncs , vanous issues; “Financial innovaucns made to measure’, Zuromoney. Supplement (January). p. 6.

$ In 1983, both the United States and the Federa! Republic of Germany lifted withholding taxes on bonds issued 1n their markets, and the Unated
States Treasury began offering bonds “targeted” to {oreign investors.

OECD,
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secunities firms in the London market and else-
where. Most recently, United States banks and
other banks have moved into the securities business
in Tokyo, enjoving privileges that Japanese banks
do not have. Japanese banks, forbidden by
restrictions 1o operate as underwriters and secunties
dealers at home, have acquired interests in United
States securties firms.

A result of those trends 1s a high degree of
foreign-based participation in the United Kingdom,
the United States and Japanese securnties markets.
In London, 14 of the 23 primary dealers are
foreign-owned, and there are 180 foreign-owned
banks and securities firms. About half of that
country’s stock market shares, half of its glis, and
90 per cent of Eurobonds are handled by foreign
firms. About one third of the market makers in the
United Kingdom Government secuntics business
are also owned by foreign firms. In New York.
most foreign security activity is in United States
Treasury securitics. of which about one third arc
taken at issue by Japancse firms. In Tokyo, there
are relatively few foreign firms. One United States
firm, however, 1s the sixth largest firm in govern-
ment bond trading and the third in bond futures.
Some 30 to 35 per cent of Treasury bonds are
handled by foreign firms (Economist, 1987, pp.
69-72).

E. Prudential and macro-cconomic concerns

The extensive changes in financial institutions
and markets which have taken place over recent
years have given risc¢ to new prudential and macro-
economic concems. The central authonties have
long engaged in the regulation and supervision of
financial institutions, particularly the banks, in
order to ensure that those institutions conduct their
business prudently. Since the banks arc principal
providers of the means of payments, a failure of the
banking system could have devastating conse-
quences for the economy. Financial institutions
and markets, moreover, are key intermnedianes
through which the central authonties bnng their
macro-economic policies 1o bear on real economic
activity. The changes of recent years, which have
been brought about in large part by the dismantling
of regulations, have both altered the nature of the
prudential concems and the effectiveness of
macro-economic policies. One consequence has
been a continuing effort to revise regulatory and

supervisory frameworks and, in particular, 10
conform the regulations of the leading developed
market economies more closely. Another has been
an awareness of the vulnerability of real economuc
activity to the behaviour of international financial
markets and of the added lLimitations imposed on
the pursuit of independent macro-economic poli-
cies.

One of the new prudential concemns has arisen
from the movement of the banks into off-balance
sheet activities. It will be recalled that, partly 10
comply with bank supervisors’ requirements that
the banks raise their capital-to-assets ratios, banks
have been active in generating new sources of
income through off-balance sheet activities. Their
participation in the securities markets through such
new financial instruments as note issuance facilities,
stand-by letters of credit, swaps and options, has
been extensive. Back-up commitments alone have
grown to levels several times the capital pledged to
them. However, the trouble with those off-balance
sheet activities is that they camry nisks which may
sometimes be obscure and which are not embraced
in conventional balance-sheet analysis. This has
raised uncertainties about the capital adequacy of
the banks.

Another change giving rise to prudential
concemns is that the banking system and the secun-
ties markets have ceased to be largely insulated
from each other. The distinction between banks
and non-bank financial institutions has, indeed,
become blurrec. One consequence is that, as the
various institutions are linked through their mutual
borrowing and lending. the banking system is more
vulnerable to imprudent conduct by institutions in
securities markets. Traditionally, firms operating
in securitics markets have been subject to relatively
light regulation and supervision; the intent has
usually been no more than to protect the individual
investor and to prevent fraud (including “insider”
trading). But the trend in the very recent past has
been to give greater weight 1o prudential
connsiderations. A significant step was taken in
this direction by the United Kingdom -- after the
near collapse of a bullion trading firm -- with the
passage of the Financial Services Act of 1985. The
Act established a Securities and Investments Board
with powers to supervise the self-regulating secun-
ties markets. Comparable action has been under
discussion in other leading financial centres.

A further source of prudential concern has been




the differences that exist among developed market
economies in their regulations and tax régimes.
Those differences have provided financial insti-
tutions with a way of escaping from the more
stringent, and costly, regulations in their home
countries. So long as cross-border transactions
remained relatively small, the anomalies in regula-
tory disciplines were not of great consequence.
But, with the huge expansion in international
financial transactions, particularly since the
dismantling of exchange controls in Japan and
European countries, the sensitivity of markets
world-wide to the failure of financial institutions
anvwhere has increased, and the need for more
uniform regulatory and supervisory standards has
become more urgent.

International co-operation on regulatory
matters was begun among the central banks of the
countries of the Group of 10 in the mid-1970s
under the auspices of the Bank for International
Settlements. Their first agreements, known as the
two Basle Concordats, laid down rules concerning
the junsdictions to which the subsidianies and
branches of TNBs should be subject. In subse-
quent years, central banks have sought to broaden
their co-operation.  Most recently, they were
reported as close to agreement on common
capital-to-asset ratios, which they would apply in
their national banking systems. ¢ The authonties
of the United States and the United Kingdom have
also recently issued a report analysing the off-
balance sheet risks assumed by the commercial
banks and proposing methods for including those
risks in assessments of capital adequacy. ’

Besides such prudential concerns, the recent
trend towards the internationalization of financial
markets has undoubtedly complicated the task of
policy-makers in managing macro-economic
activity. In principle, the freedom of financial flows
to respond to price signals world-wide should imply
enhanced economic efficiency in the international
allocation of capital. It can also act as a market-
disciplining device working against inappropriate
or inconsistent macro-economic policies. But these
results presume that pnivate capital invanably
moves to eliminate any discrepancies that arse
between the currently quoted value and the funda-
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mentally correct value of finencial assets; this is
demonstrably not so. The greater freedom of
private capital movements in the 1980s has not
moderated the fluctuations in asset prices, including
the price of assets denominated in foreign curren-
cies, but has given nise to wider gyrations around
their fundamental values. The most stnking
instance was the strong and steady appreciation of
the dollar up to 1985, which took place even as the
United States current-account deficit rose to record
levels. :

It is an old observation that participants in
financial markets tend to act on the basis of views
about what are the conventionally accepted values.
This can cause a deviation of currently quoted from
fundamental values which, when widely perceived,
may bring about a large and sudden revision of
prices. Such market psychology was, for instance,
a major element in the collapse of stock market
prices in October.  The difficulty for macro-
economic policy-makers is that those volatile
swings, if large enough and broad enough. can have
sufficiently disruptive effects on asset prices, partic-
ularly interest rates and exchange rates, as to jeop-
ardize real economic activity. Their task, 1t may
be said, is therefore clear enough: it is to prevent
asset prices from becoming distorted in the first
place or, if they do, to moderate the market reval-
uation. But it is not as simple as that. First, the
policy-makers themselves may be part of the
problem, pursuing macro-economic policies which
are themselves unsustainable in the longer run.
Secondly, in the present-day world of more inter-
nationally integrated financial markets, the macro-
economic policies of the leading market economies
have to be co-ordinated with each other if the
intent of each is to be realized.
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INVESTMENT AND TRANSNATIONAL CORPORATIONS IN
SERVICES
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A. Introduction

The preceding chapters have documented the
role of FDI in services and the growth of TNCs in
service activities over the past two decades. Thus
chapter attempts to explain these phenomena by
using one of the most widely accepted paradigms
of intemnational production viz., the eclectic
paradigm (Dunning, 1981, 1988), and by applying
it 1o the specific circumstances of services. The
paradigm asserts that the extent, pattern and
growth of value-adding activities undertaken by
TNCs outside their national boundanes is
dependent on the value of and interaction between
three main varables:

. Ownership-specific advantages of TN Cs. the
extent and nature of the technological. mana-
gerial and marketing advantages of TNCs vis-
d-vis indigenous firms in the country m which
they are producing or contemplating value-
added activities, these include those which
arise from the ownership of geographically
dispersed activities:

. Location-specijic advantages of couniries:
the benefits of combining ownership-specific
advantages with immobile factor endowments
in a foreign or the home country to undertake
value-adding activities; those benefits reflect
the location-specific or comparative advan-
tages of these countries; and

. Market internalization advantages: the
advantages of controlling and co-ordinating
ownership- and location-specific advantages
within a TNC hicrarchy, rather than seling the
right to usc those advantages to indigenous
firms located in the country of production.

It should be noted that those advantages are
not necessanly independent of each other. For
example, the fact that one service TNC may choose
a supenior location to another may give 1t a
competitive edge. Furthermore, it 15 accepted that
the configuration of these ownership, location and
mternalization advantages and the response to them
by firms vanes according to industry, country and
region (of ongin and destination) and firm-specific
characteristics; the last of these factors incorporates
the perceived competitive positions of firms and

their strategies for growth. It also varies over time.
as changes in technology and the entreprencunal
and economic environment may affect the
competitive position of corporations and the
location of their value-adding activities. Finally, as
will be seen below, not all advantages associated
with the three main vanables are equally relevant
for explaining the growth of FDI and TNCs in
services, as opposed to FDI and TNCs in the
industnal sector.

B. Ownership-specific advantages

The concept of ownership-specific advantages
refers to the ability of enterprises to satisfy the
demands of their present or potential customers.!
Three crteria are particularly important in the
services sector:

e The characteristics and range of services
supplicd: these embrace all the components
of a service which make it desirable for the
customer to purchase it, and include such
attributes as design, comfort, usefulness,
performance. reliability, durability, efficiency,
degree of professionalism and attitude towards
customers;

¢  Prce (less discounts), but including expected
after-sales costs, for example, repairs and
maintenarnce;

e  Services associated with the purchase and use
of products, for example. delivery times.
frequency and reliability of services (as in
transport services), up-to-dateness (as in news
agencies), information and advice on product
or service quality, the number and location of
sales outlets, after-sales repair and maintenance
facilities, availability of replacements and
spares, and so on.

To meet these cnteria more successfully than
their competitors, TNCs must either have exclusive
or prvileged access to specific technological,
managerial, financial or marketing assets (so that
they can produce and sell specified goods and
services atthe lowest production costs) or possess
better organizational capabilities by successfully
integrating separate value-adding activities, which
draw on these vanous assets. The following para-

I The concept “ownership” 1s preferred to “firm” as 1t emphasizes the generic charactenstc of corporate compettve advantages. This may vary,
of course, according to partcular attnbutes of firms (for exam.ple, size. age, management strategy; The concept “firm-speafic charactensucs” (rather
thar. advantages) 1s used tc denote these. For a detaled elaboranon of the concept of corporate compentve advantage, see M. E. Porter, 1980 and
1986 and J. H. Dunnurg, 1981.
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Ownership-specific advantages

(Advantages particularly relevant to explaining TNC activities in service industries in bold)

1. Property right and or intangible asset advantages.

Product innovations, production management, innovatory capacity;

Organizational and marketing systems,

non-codifiable knowledge; "bank” of human capital experience; marketing, finance, know-how etc.;
ability to seek out, acquire, utilize and manage information;
capacity to control quality of output and/or supply custemized products;

trade marks or goodwill of brand names.

2. Advantages of common management.

{a) Those which branch plants of established enterprises may enjoy over de novo firms.
Those due mainly to size and established position of enterprise, for example, economies of scope and specialization;

monopoly power, better resource capacity and usage.

Exclusive or favoured access to inputs, for example, labour, natural resources, finance, data-processing and transmitting

equipment.

Ability to obtain inputs on favoured terms (due, for example, to size or monopsonistic influence).

Exclusive or favoured access to product markets.

Access 1o resources of parent company at marginal cost.

Economies of joint supply (not only in production, but in purchasing, marketing, finance etc., arrangements).

(b) Those which specifically arise because of transnationality.
Transnationality enhances the above advantages by offering wider opportunities.
More favoured access to andfer better knowledge about international markets, for example, for information,

finance, labour etc.

Ability to take advantage of geographic differences in factor endowments, markets.
Ability to diversify or reduce risks, for example, in different currency areas, and or political scenarios.

Source: 1. H. Dunning, “The eclectic paradigm of international production: a restatement and some possible extensions”, Journal of Internationc! Business Studies (1988),

forthcoming.

graphs seek to identify those principal competitive
advantages possessed by services TNCs which have
led to an increase in their foreign activities. They
are summarized in table IV.l, with those advan-
tages especially relevant to services marked with an
astenisk.

I. Quality

Unlike many goods, almost all services are
complex and involve a strong human content.
Indeed, 1n the strictest sense of the word, all services
are either embodied in goods or people. Because
of this, their quality is more likely to be vanable
than that of goods. In a sense, all services are
provided on a “one-off” basis, that is, they are never
replicated exactly.  Obvious examples include
personal, business and professional services; enter-
tainment and retail services; customer-specific

services (for example, a legal consultation); and
collectively idiosvncratic services (for example, a
theatre performance or a train journey). The ability

to ensure the high and consistent quality of a
service is likely to appeal particularly to business
customers, whose own reputation may be affected
by the quality of intermediate services. Moreover,
as income levels improve and competition among
firms increases, quality tends to become a more
important variable influencing the demand for both
consumer and producer services. Quality is prob-
ably the single most important variable determining
the competitiveness of service TNCs, more impor-
tant, in many instances, than price.

In some industnies, the ability to create and
sustain a successful brand image (and the goodwill
attached 1o it) and the capability of firms to
monitor quality and reduce buyer-transaction costs
by offering services from multiple locations are
central to the quality image and hence the compet-
itive advantages of TNCs (Caves 1982; and Casson
1982). For example, TNCs such as Hilton and
Holiday Inn (hotels), American Express and Visa
(credit cards), McDonald's (box [IV.1) and
Kentucky Fned Chicken (fast-food chains), Avis
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Box 1V.1  Fast-food in foreign markets

Fast-food corporations offer an example of how ownership-specific advantages and
internalization advantages interact in foreign markets. McDonald's, the industry’s leader, is
such an example.

In 1985, McDonald's opened on average onme restaurant a day in the United States. In
addition, McDonald's has increasingly looked to foreign markets for investment (and, conse- .
quently, profits). Of the total establishments opened in 1986, 23 per cent were located outside
the United States, compared to 17 per cent in 1980. Of the firm's 9,410 units in 1986, 2,138
were located in more than 40 countries and accounted for 27 per cent of its $11 billion in
revenues, but only 21 per cent of its operating income and a smaller share of its profits. Most
restaurants are franchised, that is, franchisees (carefully selected for their entreprencurial
acumen) have to invest their own capital and, therefore, acquire a direct interest in the success
of the enterprise. (In the United States, it costs at least $250,000 to open a new unit.)
McDonald's does, however, also enter into joint ventures or establish its own subsidiaries if nced
arises.

What McDonald's sells abroad is more than just fast-food — it sells, above all, a firm-
specific package of management, marketing and technology which is characterized by strict
standards of quality, service, cleanliness and value.

At a general level, the parent corporation tries its best to infuse each store with a common
company culture and an overarching company loyalty. It is not uncommon that restaurant
owners from one country meet with those from another. But most important are stringent
requirements to observe a detailed set of procedures for operations. Each franchisee obtains
an operating manual which deals with everything — from the temperature of the shortening used
to prepare french fried potatoes, to the way in which the bag containing the hamburger has to
be given to the customer, to the number of times the bathrooms have to be cleaned daily. Each
job is broken down into its smallest steps; the cooking and bagging of fries, for instance, consists
of 19 separate steps. To ensure that these procedures are understood properly, each foreign
operator has to attend one of McDonald's four Hamburger Universities in thc Federal Republic
of Germany, Japan, the United Kingdom and the United States (complete with exchange
programmes), and consultants regularly visit franchisees to offer advice on such issues as
promotional campaigns and employee training.

There is, however, room for some creativity within this management approach. In some
countries, a few modifications from the menu are permitted. In Brazil, for example, guarand
softdrinks are sold. In fact, McDonald's most important new product developments (. for
example, the Big Mac and Egg McMuffin) were both developed by franchisees.

McDonrald s insists on the strict observation of procedures to assure consistency and, above
all, product and service quality. High standards are not only imposed on its ewn outlets, but
also on suppliers. In fact, in many countries one of the greatest difficulties the company Jaces
is to ensure a supply system which meets its standards, be it for meat, potatoes, buns, coffce
or straws. In one Western European country, for example, McDonald s had to build its own
plant after repeated efforts to obtain buns corresponding to its specifications from local
bakeries were unsuccessful. Sometimes, in other words, ownership-specific advantages can only
be realized if certain transactions are internalized.




and Hertz (car rentals), Saatchi & Saatchi and J.
Walter Thompson (advertising agencies) are each
recognized by their particular trademarks and,or by
the kind of customers they seek to serve. Since
many of those services involve the provision of
"experience” rather than “inspection” products, the
avatlability of pre-purchase advice or the experience
of related services may guide consumer choice.
Similarly, the location and perceived quality of
after-sales service and repair and maintenance
facilities may affect the selection of durable goods
(for example, electrical appliances, automobiles)
bought by both business and private customers.

2. Economies of scope

The availability and price of several services rests
uniquely on the economies of scope of the seller.
An obvious example are the services proyvided by
retail stores. The larger the range and volume of
products stocked, the higher the barzaining power
of retailers to obtain lower prices from suppliers,
and the lower the transaction costs of their
customers (in the sense that consumers can buy a
variety of products in one location as opposed to
several). The greater bargaining power of chain
stores also enables them to exert more control over
the quality of the goods and services they purchase
and sell. The world-wide referral systems of many
airlines and hotel chains can also bc a major
advantage to international customers. Economies
of scope are also common in shipping and among
business consultants; they are inhercnt in insurance
and many finance-related activities and, perhaps,
are greatest of all in brokerage-type services, such
as those provided by travel agents and investment
analysts. They are particularly important in that
they help link marketing knowledge with
production flexibility and promote a geocentric
attitude towards international production.

3. Economies of scale and specialization

In pnnciple, there 1s no difference between the
economues of plant scale and specialization enjoyed
by firms in manufacturing and those in some
service industnies. The lower urnut costs of

providing air transport by a large 747 jet compared
with a small 727 model, or accommodation by a
500-bed hotel compared with a 30-bed hotel, or
medical services by a large compared to a small
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hospital, are directly comparable with the econo-
mies of large-scale production of motor vehicles,
pharmaceuticals or micro-chips. Similarly, large
transnational business-consultancy firms, merchant
and investment banks, and hotel chains can profit
from differential factor costs, the international
specialization of value-adding activities, and the
economies of common management arising from
their ability to move people, money and informa-
tion between different parts of the same organiza-
tion. Often, too, service companies can gain by
raising finance on favourable terms and buying
goods and services at quantity discounts in exactly
the same way as can manufacturing firms. And
nowhere are the advantages of spreading risks,
which size and scope confer, better seen than in the
insurance, reinsurance and investment-banking
industnies. Size, indeed, is almost a pre-condition
for successful transnational operations in all three
industnes.

4. Technology and information

In the manufacturing sector, the knowledge
component of production techniques and products
1s usually measured by such indices as the propor-
tion of sales accounted for by innovatory (for
example, research-and-development) activities, the
proportion of professional, scientific and eng-
necring personnel in the total labour force or the
number of patents obtained. The ability to invent
new products and to produce existing products
more cheaply, or of a better and more reliable
quality, is a key competitive advantage in many
manufacturing industres. Services are not different
in this regard, although (as chapter V will show) the
technology involved is usually  more of a “soft”
than a “hard” variety and essentially compnses the
acquisition, interpretation and management of
information of all kinds. In other words, instead
of involving pnmarly processes which can be
patented and products which can be submitted to
reverse engineering, many technologies typical of
service industries are pnmanly skill- and
experience-intensive and require considerable
organization and management capabilities. The
innovations in banking described in chapter 111 are
an example of this, as are the talents required to
manage transnational networks of trading, airline
or accounting firms or to maintain transnational
reservation systems for hotels.
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Knowledge as a service has another character-
istic: it need not be perishable, and 1t may be
repeatedly used to the benefit of the purchaser at
low or zero cost. It is an intangble asset which
helps create and sustain the production and sale of
a stream of products which embody that know-
ledge. The production of virtually all services, most
notably information and human capital intensive
services (for example, finance and banking. data
services, business and professional services),
embodies a common pool of codifiable and tacit
knowledge which is specific to a firm -- or, more
particularly, to the collective wisdom. intellect, and
experience and judgement capabilities of the
personnel of that firm. Large service firms in
information-intensive industries trade on their
name (and sometimes on the specific services they
offer) in the same way as large manufacturing
companies. Chase Manhattan Bank. Coopers and
Lybra: ° A. G. Nielsen. Prudential Insurance Co..
McKinsey, Salomon Brothers, Nomura or Exiel
are all as well known by their clients, and valued
as much for the knowledge-intensity of therr
services, as Monsanto, Philips, Texas Instruments,
Boeing or Ciba Geigy in the provision of
technology-intensive goods.

In the case of some service industnies, it 1s the
capacity to utilize the new data technologies (that
is, technologies that function on the basis of digtal
signals) for the acquisition, production. assembly.
storage, monitoring. interpretation and exchange
of information (and to do so at the lowest possible
cost), which is the key intangible asset or core
competitive advantage. As one would expect, that
is especially so in thosc industnies whose main
service is the acquisition, storage, assembly and
transmission of information. But to distinguish
services according to their degree of information
intensity is becoming increasingly difficult as the
data-technology content of many service activities
increases. Such activities as banking, commodity
trading. insurance, wholesale trade and consultancy
(especially in their international dimension) are
essentially information-service industries, in the
sense that the largest part of their value-adding
activities consists of the acquisition, interpretation
and dissemination of information.

In manufacturing industries, the provision of
modern process and product technology is
becoming increasingly expensive, while its rate of
dissemination and.or obsolescence is fast acceler-

ating. No less important is the fact that technology
requires the possession of, or access to, comple-
mentary assets (for example, modern production
facilities, sales and distributing networks) so that a
product embodying the technology can be
commercialized successfully. Two results of those
developments are first, that technology-intensive
firms are increasingly having to widen their markets
to absorb the large fixed costs and reap the econo-
mies of scale associated with the production and
marketing of technology for technology-intensive
goods; and second, that there is increasing pressurc
on even the largest TNCs to enter into
collaborative arrangements with other firms
(including their competitors) to reduce the risks of
expensive research and development commitments,
capture the economies of technological synergy and
broaden the application of technology to different
processes, products and markets (Contractor and
Lorange, 1987). .
Service TNCs are experiencing the same pres-
surcs. Added to these are the requirements of an
appropriate infrastructure for the application of
data technologies, requirements which are partic-
ularly high for information-intensive firms. Amer-
ican Express, for example, is spending about $500
million a year on its transnational computer-
communication system; Air France is reported to
be invesiing as much in its communication system
as in aircraft during the second half of the 1980s
and the beginning of the 1990s; and the Bank of
America spent approximately $1.2 billion in the
compuier and communication area in 1985
(Sauvant, 1986). At the same time, there are
econories of scale and scope in the establishment
and maintenance of this infrastructure and the
production of information; there are substantial
advantages in the specialization of personnel and
facilities and in providing. analysing, monitoring.
and transmitting particular kinds of information:
and there are economies of integration in the
different production stages of some kinds of infor-
mation. In all these respects, it might be expected
that large TNCs would have production and or
transaction-cost advantages over their smaller
rivals. This is clearly perceived to be so by TNCs
themselves; one exception is where firms supply
very specific services (for example, certain

computer software), or cater to niche markets.
Indeed, a growing number of service firms are
seeking to widen their markets by entering into




collaborative arrangements with each other. Such
arrangements are relatively more prolific in indus-
tries which are technology- and 'or information-
intensive, for example, telecommunication and
construction management.

In so far as the inputs into a firm’s information
base require global sourcing, or the service
containing the information can be sold to foreign
as well as domestic users, the internationally
oriented firm has a further competitive advantage.
Since one of the features of the last two decades has
been the rapid and sustained development of the
information economy and the lowering of cross-
border transaction costs, it is not surprising that the
growth of TNCs in knowledge-intensive industries
has been so pronounced. Although data technolo-
gies have benefited firms of all sizes, they have
particularly favoured large and diversified TNCs
because of the need for expensive complementary
assets and the opportunities they offer for econo-
mies of scale and geographical scope, as well as
vertical integration.

5. Favoured access to inputs or markets

Secure and privileged access to inputs, distnbution
outlets and markets affords many firms a compet-
itive advantagc over their less advantaged nvals.
Sometimes (especially where markets are seasonal,
uncertain or hazardous), those advantages can only
be fully exploited by firms which possess them; in
other cases, adequate futures markets, comprehen-
sive knowledge about sourcing and marketing
outlets, or satisfactory contractual relationships
with suppliers or customers may achieve the same
result. In both cases, however, those advantages
can only be sustained by TNCs when some kind
of market failure exists. Examples include interna-
tional brokerage- or arbitrage-linked service firms
whose main purpose is to act on behalf of buyers
and sellers to find an appropnate seller or buyer for
their products and services. Security, insurance and
commodity broking, real estate agencies and travel
agents also fall into that category. Such compet-
itive advantages which they possess rest on their
abilities to minimize transaction costs for their
clients and advise them of how best to meet their
requirements.

In other cases, the competitive advantage of
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service TNCs is directly related to their supenior
knowledge of the sourcing of essential inputs and a
capacity to reduce the associated search and nego-
tiating costs by clustering in the same location.
Moreover, some intermediate services need to draw
upon each other, and frequently they are jointly
demanded by customers (for example, shipping and
insurance, banking and finance) which is an added
reason for agglomerating and, in recent years, for
mergers and diversifications. The concentration of
globally oriented business and financial activities in
a few major cities of the world (for example,
London, New York, Tokyo, Paris, Hong Kong)
and within those cities in specific locations (for
example, City of London, Wall Street) is explained
by the need to gain and sustain this particular form
of  ownership-specific  advantage. The
complementarity of many services also hclps to
explain diversification trends in various industnies.
Thus, as noted in chapter 11, airlines have diversi-
fied into hotel chains and tour operations, adver-
tising agencies into market research, accounting
firms into management consultancy, and banking
firms into securitization and other financial services
2, These trends may be expected to be strengthened
with the growth of transnational computer-
communmnication  systems. Once such an
infrastructure is in place, it can be used not only for
the particular service for which it was established
(for example, banking), but also for many other
kinds of services which can be supplied by means
of the same telecommunication lines -- creating, in
this manner, economies of scopc.

As regards access to markets, there are
numerous examples of service TNCs having
advantages over their competitors. The early
venturing abroad of transnational insurance,
banking, advertising, accounting and executive-
search companies was primarly to supply
migrating, or travelling individuals or foreign affil-
iates of TNCs with services they had previously
supplicd to their parent companies. With the
globalization of markets and production, those
firms have found it increasingly beneficial to be
transnational in their efforts to win or retain the
business of their international clients. In this
respect, the use of information technology has
advanced the competitive position of firms best
able to offer a comprehensive package of services

2 At the same time, firm-specific reasons may dictate some divestments of service activities, see, for instance, the sale of Intercontinental Hotels
by Pan Am.
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once the necessary computer-telecommunication
infrastructure has been established (Sauvant, 1986).
United States and Western European hotel chains
and construction companies, expenenced at
meeting the needs of domestic customers, know
exactly what these same customers want when they
go abroad (particularly to unfamiliar places). In the
mass tourist business, hotels, airlines and tour
operators frequently combine to ensure each other
of a ready-made market for each others’ services.
Similarly, the growth of international bulk shipping
services has followed that of TNC activity, partic-
uvlarly in those industries (for example, oil, chemi-
cals and agribusiness) in which the propensity for
intra-firm trade is high.

Foreign sales affiliates of industrial TNCs and
independent import and export merchant houses
represent a different category of service companies.
As shown in chapter I, they account for a large
share of FDI in services. Their function is prima-
rily to promote or sustain export markets, or to
seek out and acquire inputs for their domestic
activities. In some cases, notably the Japanese
general trading companies (the sogo shosha) , they
have developed into large conglomerates which
have integrated backwards or horizontally into a
wide range of non-trading activities or have estab-
lished close long-term contractual relationships
with manufacturing firms and primary producers.
Their main ownership advantages anse from their
control over a global network of activities, their
bargaining power (particularly in respect to the
terms and conditions of trade), their knowledge of
market conditions for the products they buy and
sell, their ownership of wholesale and retail trading
outlets, their capacity to assemble and process vast
amounts of information; and their ability to reduce
foreign exchange risks and environmental turbu-
lence by diversifying their trading portfolios. In
addition, the last two decades or so have seen a
growth in specialist transnational buying groups or
consortia, representing leading wholesale or retail
outlets in the United States and Western Europe
(for example, Sears Roebuck, C&A, Marks &
Spencer) (see chapter I).

In summary, service-producing TNCs possess
competitive advantages similar to those possessed
by industrial firms. However, of particular signif-
icance in explaining the growth of FDI in services
are those advantages which result from the ability
of service TNCs to offer a high and consistent

quality of services; to develop economies of scale
and scope; to obtain privileged access to particular
input or output markets; to offer customized
services to develop niche markets; and to seek out,
assemble, interpret and manage high-quality infor-
mation.

C. Location-specific advantages

In principle, firms possessing any of the
competitive advantages identified in the preceding
section have a choice of where they (or the firms
to which they sell the right to use those advantages)
engage in value-adding activities. But it has to be
kept in mind that the intangibility and perishability
of many services (and consequently their prohibi-
tive cross-border transaction costs) require that
their production and consumption must take place
at the same place and at the same time. As has
been seen in chapter 1, FDI is therefore the most
convenient (and in many instances the predomi-
nant) form of delivering services to forcign markets
in many service industnes. Similarly, the growth
of trade, industrial FDI, transfer of technology and
travel has been accompanied by increased demand
for services facilitating and supporting this growth.
In the process, TNCs servicing their clients in their
home countries are pulled along to establish them-
selves abroad; in this context, the behaviour or
anticipated behaviour of competitors is also Likely
to affect locational decisions, especially 1n
oligopolistic service industries whose firms tend to
follow the leader (Knickerbocker 1973). At the
same time, by gaining experience in foreign
markets, TNCs have added to their initial compet-
itive advantages. As TNCs are prompted to
globalize their business in an attempt to meet the
needs of their transnational and other customers
and to promote a distinctive brand image, the
tendency for competitive advantages to become
more firm specific increases. This explains to a
large extent the growth of United States, Western
European, and Japanese TNC involvement in the
“up-market” sectors of many professional services.
some education and health services, real estate, and
in those consumer services in which brand names
or trademarks are important, for example, hotels,
fast-food chains and some retail stores.

Apart from these general reasons, a variety of
very specific factors influence the location of TNC
activities in services (table IV.2). Table IV.2
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Locaties-specific advantages

(Advaniages relevan: 1o explaining TNC activities in service industries in bold)

Spacial distribution of natural and created resource endowments and markets.

Input prices, quality and productivity, for example, labour, energy, materials, components, semi-finished goods.
International transport and communications costs (which im case of services can be prohibitive).

Investment incentives and disincentives (including performance requirements eic.).

Artificial barriers (for example, impor! controls) to trade in services.

Infrastructure provisions (commercial, legal, educational, transport and telecommunication).

Psychic distance (cuitural differences).

Psychic distance (language, business, customs eic. differences).
Economies of centralization of information-gathering and mterpretation.
Economies of centralization of R & D, production and marketing.

Economic system and policies of Government, the institutional framework for resource allocation.
Regulation of markets and/or access to markets by Govermments.

Source: 1. H. Dunning, “The eclectic paradigm of international production: a restatement and some possible extensions’, Journa! of International Business Studies (1988},

forthcoming.

documents some of those identified in a recent
examination of the locational determinants influ-
encing FDI in business-service industries in the
United Kingdom.  Generally, being close to
customers and adapting products to their local
customs and needs probably plays a more impor-
tant role in the services than in the manufacturing
sector. The size and character of markets, as well
as real wage rates, are also significant in influencing
the siting of business and professional services
and of tourst-related activities. The availabihity
of key human and natural resources is of crucial
relevance in some industres. The siting of tourist
hotels depends on the location of the scenery,
climate and physical amenities which visitors are
seeking; the siting of financial and insurance insti-
tutions, particularly when intended to serve a
region or when they are part of a global network
of activities, depends on an adequate supply of
premises, communication facilities and suitably
trained labour. There are also agglomerative and
linkage-related economies of being close to
competitors, suppliers and customers. The clus-
tering of groups of finance- and trade-related activ-
ities in the City of London is testimony to this fact
(Dunning and Morgan, 1971). More generally, the
provision of most production and high-income
consumer services appears to be concentrated in the
larger and wealthier countnies, and in the leading
cities 1n those countries. Where these activities
supply regional or

global markets, they can be

fairly footloose between alternative locations.
Indeed, it is worth noting that the fastest growing
service industries currently seem to be those which
are subject to economies of scale and scope, tend
to be concentrated in a few countries, are regionally
or globally oriented in terms of markets and most
likely to generate a substantial amount of intra-firm
trade.

The role of Governments in influencing the
location of service activities 1s of particular signif-
icance -- and, in general, considerably more so than
in the manufacturing sector. Not only do the same
kind of incentives, controls and regulations which
affect trade and FDI in goods also abound in
services, but, as documented in detail in chapter
VI, the markets for many services are subject to
much more regulation than their goods counter-
parts. Although there has been some movement
towards deregulation and the liberalization of FDI
in some service industries in recent years (for
example, telecommunications, finance and insur-
ance), many others remain firmly under govern-
ment control or surveillance. In addition, foreign
TNCs may face a range of non-tanff barriers and
are sometimes treated less favourably than
indigenous companies.

On the other hand, some Governments are
making a deliberate effort to attract inward invest-
ment in services, particularly in infrastructure
projects. Examples include Chile’s efforts to attract
United States TNCs in the health-care and sanita-
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Table IV3

Factors influencing the decision of transnational corporations

to establish business-service activities in the United Kingdom, mid-1980s
( Percentage of respondents)

M anagement Comgurer and
Engineering and related information Trade
Factor consultancy business services technology and finance
No previous links with the United Kingdom (12) * (14) * (8) * (13; *
Existence of a large potential market 66 100 100 100
Cost of exporting: travel costs,
information loss, inconvenience: 50 21 - -
Need for personal presence:
face-to-face contact with
affiliates or customers, need
to be close to markel, prestige 100 100 100 100
Competitors already or about to
have loca! operations 66 43 12 54
Inability 1o identify suitable hcensee - 29 ° 12 25
Take-over of existing firm - - - -
Difficulty in writing effective
{enforcibie) contract with hcensee 25 29 b 25 54
DifTicul'y in conirolling
product-quality of hoensee 25 3 ° 25 54
Fear of underperformance by hcensee 12 36 * 12 23
Fear of overperformance by hcensee - ' 2 -
Need to capture benefits of mntegrating
activities in United Kingdom with
other parts of corporation’s activities 25 43 25 54
Some previous links with the United Kingdom @ ? @) * (8) * 3)*
Market growth 100 100 100 100
Increased cost of exporting:
trave!l costs and or frequency - 25 12 -
Increased need for personai
presence, image 100 100 100 100
Competitors opening local operations 75 25 37 66
Expiry of license or management contract - - - -
Disappointment with performance of hicensee - - 25 -

Source: J. H. Dunning and G. Norman, “The location choice of offices of international companies”, Environmen: and Picnning, No. 19 (1987, , pp. 613-€3).

a Figures in parentheses are numbers of respondents.
b Related business services only.

tion sectors; Brazil's invitation to foreign TNGCs to
participate in some of the multibillion dollar
highway, port and railroad construction schemes;
and Greece's decision to invite bids from foreign
investors to build a new international airport and
subway system in Athens and an expressway
linking Athens with Thessaloniki. Other Govern-
ments are seeking to attract financial and business
services. -For example, Bahrain, Curagao,

Luxembourg and Singapore have successfully
developed offshore financial facibities; Barbados,
Ireland and Jamaica are trying 1o create a compar-

ative advantage for themselves in the supply of well
trained and motivated labour for certain business
services; and Barbados, China, India, Jamaica,
Mexico and the Philippines are attempting to
attract offshore data-entry services for TNCs. In
sum, apart from the limited tradability of many
services, government policies are probably the
single most important factor influencing the
location of FDI in services. For this reason,
chapter V1 examines governmental policies and
regulations in some detail.
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D. Internalization advantages

1. Alternative modes of cross-border organizational
forms

Why should firms located in one country wish to
exploit their competitive advantages in another
country by engaging in vertical or horizontal inte-
gration through equity ventures, rather than by
using a variety of non-equity forms, for example,
by leasing the rights to use those advantages to
indigenous firms in a foreign country? For service
firms to become TNCs, they must engage in foreign
direct investment. Such investment is assumed to
be necessary for firms to exercise authority over the
way in which their competitive advantages are used
across national boundaries or, in some cases (for
example, to capture the advantages of intra-group
transactions), to acquire the competitive advantages
in the first place. The fact that they choose FDI
rather than contracting rights to foreign firms
suggests that they perceive that there are certain
transaction costs associated with the latter mode of
exchange which impede them from securing the full
economic rent on their assets. By internalizing the
market (that is, co-ordinating the use of their assets
with other value-adding activities), firms believe
they can protect their position; in doing so, they
become TNCs or increase the extent of their
transnationality (table IV .4).

The modalities of organizing transnational
activities vary from wholly owned subsidiaries at
the one extreme to the utilization of spot markets
at the other, with joint ventures and a host of
contractual and collaborative agreements (for
example, licensing, technical agreements, manage-
ment contracts, sub-contracting, franchising, and
so on) in between. Most large TNCs engage in a
wide range of equity and non-equity ventures and
a varety of quite specific co-operative arrange-
ments. Except in the case of spot markets, each
involves some kind of continuing pre- and post-
transactional relationship between the buyer and
seller and usually an asymmetry in the economic
power of one party to control or influence the
actions of the other. While in an admimstered
exchange of services it is possible to speak of
markets being internalized and absolute control
being exerted over the terms of the transaction by
the owner of those services, in many contractual
relations, either the seller or the buyer tends to lay
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down conditions of production and/or marketing
of the product for at least the duration of the
contract. This represents a quasi-integration or
internalization, which is widespread but very diffi-
cult to measure. Examples range from the influ-
ence of large, Japanese and Western European
transnational retail and wholesale buying groups
on the quality of textiles and clothing products
bought from South-East Asian manufacturing
firms, to hotel chains exerting exacting manage-
ment standards over the foreign hotels which bear
their names, to airline companies insisting on
rigorous standards of servicing their aircraft at all
the airports into which they fly, to accounting
partnerships requiring specific standards for the
preparation of both foreign and domestic audits, to
automnobile companies ensuring that their foreign
distnibutors offer adequate after-sales repair and
maintenance facilities for the vehicles they sell.

The way in which firms organize the cross-
border exploitation of their competitive advantages
is first determined by the relative costs and benefits
of alternative modalities and, second, by the extent
and pattern of government intervention. The costs
associated with equity ventures include:

e The capital required to establish equity
ventures and the risks of loosing this capital;

o The costs of managing, co-ordinating and
monitoring equity ventures abroad; and

®  Gans foregone from purchasing from special-
ized producers and more efficient suppliers.

The costs associated with non-equity ventures are

mainly of a transactional nature and include:

e  Those relating to the transaction per se, for
example, the search for the nght contractual
partner and the costs of negotiations;

e  Those relating to the terms of contracts; these
include price (as information is often asym-
metrical, the contractee may be prepared to
pay the contractor less than the service is
worth); the specification of the service to be
supplied; control over the use made of the
service supplied; and frequency and timing of
deliveries (including inventory and ware-
housing costs);

e Those relating to the monitoring of the
performance of the contractee, particularly
with respect to quality control and inspection
procedures;

e Those relating to the uncertainty of whether
the terms of the contract will be adhered to
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Table IV.4 Internalization advantages
(Advantages particularly relevant lo explaining TN'C activities i service industries in bold)

Avoidance of search and negotiating costs.
To avoid costs of enforcing property rights.

Buyer uncertainty about nature and value of inputs (for example, technology) being sold.

Where market does not permit price discrimination.

Need of seller to protect quality of intermediate or final products.

To compensate for absence of future markets.

To avoid or exploit government intervention (for example, quotas, tariffs, price controls, tax differences etc).
To control supplies and conditions of sale of inputs (including technology).
To control market outlets (including those which might be used by competitors).

To be able to engage in such practices as cross-subsidization, predatory pricing, Jeads and lags, transfer pricing etc.,

as a competitive (or anti-competilive) strategy.

Source: 1. H. Dunning, “The eclecuc paradigm of international production: a f

forthcoming.

and the costs of these terms being broken (for

example, disruptions to the production process

through untimely or irregular delivery sched-
ules, loss of competitiveness through dissi-
pation or abuse of property rghts) and
litigation to recoup the costs associated with
any broken terms; and

e Gains foregone from intemnalizing (for
example, through pricing mechanisms) certain
market transactions.

Those costs, of course, have to be balanced
against each other and the benefits associated with
each organizational alternative when deciding
which alternative mode of cross-border organiza-
tion to choose.

As to the role of Governments, this may vary
between outright control over the form of foreign
involvement (for example, FDI is usually not
allowed in broadcasting or airlines, while only
franchise agreements might be permitted between
domestic hoteliers and foreign hotel chains), to
various fiscal and other devices designed to tilt the
balance of advantages away from one modality to
another. For example, deregulation of financial
markets might be expected to lead to more equity
investment and fewer contractual agreements, while
improvements in data technology and monitonng
mechanisms might lead to the reverse situation by
aiding intra-firm transactions (for example, in
banking and commodity broking). Furthermore,
tanifl and non-tarifl barmers, including restnctive
provisions on the employment of aliens, might

1t and some p extensions”, Jourmna! of Internztions! Business Studies {1988,

lessen the ability of firms to exploit the economues

of internalization.

The types of situations in which firms are likely
to wish to internalize market transactions vary
according to the nature of the activity (that is, the
type of service being exchanged), the firms organ-
izing transactions, and the market conditions
specific to the countries engaged in transactions.
Competitive assets which are idiosyncratic, non-
codifiable, comprise the core assets of firms and are
used to produce services whose quality and reputa-
tion are of special appeal to consumers, are unlikely
to be licensed to other firms: the risk of those
assets being deployed to the disadvantage of the
licensor is perceived to be too great. Similarly, the
more volatile and hazardous the international
environment in which services are produced and
traded, the more likely firms will prefer to
internalize transactions.

As a broad generalization, there are reasons to
suppose that the exchange of services through the
market is likely to involve higher costs (relative to
total costs of production and transactions) than
that of goods. There are a number of reasons
which suggest that this is the case:

e Most services contain a larger element of
customer tailoring than do goods, and they are
more idiosyncratic; :

e Since a greater human element is generally
required for the production of services, their
quality is likely to vary more than that of
many goods; for instance, one can control the




quality of refined oil or the tolerance of an

electronic component by machine, but the

pure service element attached to a legal
consultation, restaurant meal or shipping
cruise may vary on each occasion;

e  Until very recently at least, a major proportion
of the information provided and the know-
ledge and experience connected with inter-
preting and evaluating the information in
many service industries was tacit and non-
codifiable;

e  Partly because of this and the fact that certain
information or knowledge related to service
activities may be inexpensive to replicate, the
possibility of abuse or dissipation of that
knowledge is a real threat to the firm
possessing it;

e Since markets for many services are highly
segmented, equity control provides better
opportunities for the exploitation of prce
discnmination; and

o  The control of some service activities may be
perceived to be a crucial element in the success
of non-service producing companies; for
example, some shipping lines may be owned
by manufacturers to ensure delivery of goods
on time, and many industrial firms obviously
believe that they are served best if they have
their own distribution networks abroad.

The question arises: 1o what extent do different
service industries engage in different modes of
cross-border organization? The fragmentary
evidence that is available on the significance of the
vanious vehicles of cross-border organization for
services suggests that all forms of organization have
increased in the past two decades and that the range
of modalities vanes at least as much as within the
primary and secondary sectors.

There are three groups of services for which the
cross-border supply tends to be organized by way
of FDI rather than by contractual relationships.
The first comprises banking and financial services
and most kinds of information-intensive business
and professional services, for example. management
and engineering consultancies, data services, leasing
companies, travel agents and airhnes. Here, the

main reasons for integrating either vertically along
the value-added chain or horizontally across value-
added chains are that much of the propnetary
knowledge and information is tacit. expensive to
produce, complex and idiosyncratic. but easy to
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replicate; and that there are substantial synergetic
advantages to be gained from the geographical
diversification of production activities (for example,
those which anse from nsk spreading and the
arbitraging of people, services, assets and informa-
tion), which can best be accomplished within the
corporate systems of TNCs.

The second group comprises firms which
engage in forward integration to maximize the effi-
ciency of production, or to protect the quality of
the end product (and hence the customers good-
will). Very often such companies are known by
their brand name or image. Advertising, market
research, some management consultancy firms,
some business consultancy firms and some goods-
related personal services (for example, motor
vehicle maintenance and repair facilities) fall into
this category. -

The third group are trade-related service affil-
iates which are often owned by non-service TNCs.
Their purpose is to obtain inputs for their parent
companies (or, as in the case of sogo shosha, for
other home-based companies) on the best possible
terms, or to attain or develop markets for goods
and services produced and exported by parent
companies (see chapter I). In the first case, the
protection of the supply position of the importing
company and the assurance of the right quality at
the right pnce is the dominant motive; in the
second, the belief that fully- or majonty-owned
subsidianes are likely to be morc efficient and better
motivated to serve the exporting company’s inter-
ests than independent sales agents is the main
reason for internalization (Nicholas, 1983, pp.
675-686). Included in this group might also be real
estate companies whose purpose it is to advise and
act as brokers to foreign clients to assist in the
purchase of real estate.

In contrast to those industries, there are others
in which minority joint ventures or non-equity
agreements tend 1o be the preferred route of foreign
participation. Four groups of service companics
typify this entry or expansionary mode of TNC
activity. The first group includes hotels, restau-
rants, fast-food outlets and car-rental companics.
In these industries, the performance requirements
of the contractor can often be satisfactorily codified
in a management contract or franchising agreement.
Synergistic advantages of global reservations and
referral systems can be obtained without an equity
capital stake (UNCTC, 1982); in the hotel business,
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where such referral systems are particularly impor-
tant, equity stakes can be both substantial and, in
some parts of the world, highly nsky. Moreover,
although customers for hotel, restaurant and car-
rental companies are often from the investing
countries, local knowledge of such things as food
and cultural preferences, accommodation needs,
decor and ancillary services make substantial local
managerial input desirable.

The second group typifies the need for local
specialized knowledge even more, and especially the
fact that products require specific customization.
Certain business services, for example, engineering
and architectural and technical services, fall into
this category; so do recreational activities and
accounting and local legal services, in which
knowledge of local standards and procedures are
required. But, perhaps most significant in this
group are civil engineering. oil and chemucal
construction companies which engags in tumkey
projects. Although the larger of these companies
may somctimes have permanent offices in the
countries they serve, their business 1s, for the main
part, transitory by nature.

Thirdly, because of marketing and distnbution
costs, newly established or smaller manufacturing
TNCs may wish to join forces with local seling
agents or service firms, or use them as licensees.
The presence of a local partner both reduces the
capital risk of the foreign investor and helps buy
complementary competitive assets or advantages
necessary to exploit those of the foreign company.
In industries such as engineering and construction,
joint ventures with local firms can help TNCs win
contracts from the Government of the host country
and lessen the risks of nationalization.

Lastly, in such industries as investment
banking and property/casualty insurance, the nsks
bome in providing particular services are such that
they have to be shared by, or syndicated among. a
consortia of firms. Sometimes these may involve
firms from only one country and, in other cases,
from several countries.

In sum, in the manufactunng sector, the more
idiosyncratic and specific the assets possessed by
TNCs and the more there are common manage-
ment advantages, the more likely these are to be
exploited by TNCs themselves rather than by
non-equity forms. The fact that the propensity 1o

conclude joint ventures or non-equity arrangements
in the services sector is probably greater than in the
goods sectors can be attributed to three factors
uniquely associated with the former sector. The
first is that, as has been documented in chapter 11,
the degree of transnationality in the services sector
is less than that in the goods sector; in consc-
quence, the economies of common management
associated  with  transnationality — are  less
pronounced. Second, it would seem that ‘more of
the key competitive advantages of several (but not
all) service-supplying TNCs can be codified and,
hence, more easily transferred and controlied
through non-equity agreements than in the case of
their equivalents in manufactuning. A good
example is the propensity of TNCs in the hotel
industry to prefer management contracts and {ran-
chising arrangements with their foreign associates
than equity relationships.  Third, the role of
government regulations and the need to customize
services -0 meet the needs of local consumers often
means that the ownership advantages of TNCs
have 1o be combined with those of firms in the
country in which the services are sold, if the
economic rent of the former is to be maximized.

2. Trends in organizational forms

Over the past decade or two, several factors have
encouraged the choice of majority- or wholly-
owned affiliates as the preferred form for the cross-
border organization of service activities, while
several others have operated in the opposite direc-
tion. Of the former, two deserve special mention.
The first is the liberalization of the policies of
several developed and developing countrics towards
inward direct investment in services, notably in the
banking and insurance industries (see chapter VI).
This has allowed the establishment of branches and
subsidianies in countries which previously preferred
contractual relations. The second has been the
increased use of transborder data flows (Sauvant,
1986). By reducing the cost of co-ordinating
decision-making across national boundanes, the
increased use of transborder data flows has facili-
tated centralized control or monitoring and, in fact,
the provision of a range of services (for example,
accounting, inventory control, various financial
functions) by parent corporations which, in the




Table IV.S.

Illustrations of ownership, lecation and internalization advantages
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Industry

Ownership

{Comperinve advantages)

Location

{Country advantages)

Internalization

(Co-ordinating advantages}

Organizational
Jorm

Accounting, auditing

Advertising

eAccess to transnational
chents

eExpenence of standards
requred

eProfessional experuse

eBranded image of leading
accounung firms

eFavoured access to
markets (subsidianes
of clients in home
markets)

*Creative ability;
image and philosophy
eGoodwill
eFull range of services
eSome economues of
co-ordinauon
sFinancial strength

Commercial banking, financial services

®Access 10 transnational
chents,
foreigners abroad
eProfessional expertse
®Access 1o internatonal
capital and financial
markets
eEcononues of size
and scope
elntrinsic value of
reserve currencies
eControl over
transnatnonal
computer-communica-
non networks

Construction management

Educational services

eSize, expertuse and
reputaton

eGovernment assistance

sL ow labour costs
{deveioping
country TNCs)

eExpenence in relevant
environmental condibons

eCountry-specific,
related 10
stage of econonuc
development
and role of Government
eExpenence of chient needs

*Or.-the-spot contact with
clients

sAccounnng tends to be
culture-sensiive

eAdaptation to local
reporung standards
and procedures

#0Oligopolistic interaction

*On-the-spot contact wmith
chents

sAdaptaton to Jocal
tastes, languages

eNeed to be close to
mass media

elmport restnchons on
foreign commeraals

sPerson-to-person
contact required

*Government regulaions

eHigh-value activibes
often centralized

eLower costs of foreign
operauons

sEconomies of concentrat-
ing technology-
intensive achwities

*0On-the-spot interaction
with clients and build-
ing firms

eSome foreign affiliates
of private schools

*Need 10 expose students
to foreign cultures

eLimited inter-firra
linkages

oQuality control over
{international)
standards

sGovernment insistence on
local parucipaton

»Quality control over
advertising copy
eNeed for local inputs
eNational regulations

»Globalizauon of
advernsing intensive
products

eReduced transaction
costs wmith foreign
agencies

oQuality control
eEconomies of scope
eEconomues of co-ordinat-
ing capital flows
elmportance of interna-
tional arbitraging

eNeed for complementary
local assets,
nsk-spreading
on large projects

*Quality control

Good deal of
sub-contracting

oQuality control
sintegration with
curncula
in home country
eExposure of foreign
curmcula teachung methods

eMostly partnerships or
individual proprietorships
o0 verseas subsidianes
loosely orgaruzed,
hitde centralized control
sFew joint ventures

eMainly 100 per cent
ownership, some joint
ventures; limted
non-equity
arrangements

eMostly branches or
subsidianes, some
agencies

eSome joint ventures,
notably, where
Governments insist

eSome consorua

eMixture; joint ventures
favoured to gain access
to markets, or where
partner(s} bring
complementary assets
to the venture

*Originally 100 per cent
subsidianes, but
increasingly more joint
ventures with
educational
establishments
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Table IV.S (continued)

Industry

Ownership

(Competitive advaniages)

{Counrry advantages)

Location

Internalizanon

{Co-ordinanng advantages)

Organ:zational
Jorm

Engineering, architecture, surveying

Hotels

Insurance

eExperience in home and
other foreign markets
sEconomues of size
and specializanon
eEconomues of scope’
co-ordinaton

sExpenence in home
countnes of supplying
up-market services
sExpenence with
training key
personnel
sQuality control
sReferral sysiems
sEconorues of
geographucal
speaializabon,
access 10 mputs

sReputaton of insurer,
wmage (¢.g.,
Lioyds of London)
eEconormues of scale and
scope;
someumes speciaized
experuse (for example,
manne insurance)
®Access 10 transnatonal
clients

Investment banking (brokerage)

Legal services

Licensing

eReputanon and
professional skills
eSubstanual cap:tal base .
eKnowledge of and interac-
tion mith, internauonal
capital markets
eFinancial innovabons

®Access to transnatonal
clients and knowledge
of their particular
needs

eExpenence and reputaton

oBy defimbon) ability 10
supply technology; but
most technology suppiied
by non-service firms

eCustomization to local
tastes and needs

eNeed for on-the-spot
contact with customers
and related producers

eLocabon bound when
selling a “foreign’
service

eNeced to be in close touch
with msured (¢.g.,
life insurance and
related services
shipping finance
e0ligopolisuc stratepes
among larger insurers
eGovernments prohubit
direct 1mports,
regulatory provisions
sEconomues of concentra-
won (in reinsurance)

eNeed to be close to
chents

eNeed to be close 10
internatonal capital
finance markets. and
alsc main compentors

eAvailability of skilled
labour

eN\eed for face-to-face
contact with chents
eNeed 10 interact with
other local services
sRestncuons on use of
foreign barmnisters in
coun
eExtent of local infrastructure

eJoint ventures, o gain
Jocal experience’
experuse

oQuality control

sKnowledge oflen very
idiosyncrabce and tacit

sinvestment in hotels 1s
caprial-iniensive
oQuality control can
generally be ensured
through contractual
relabonships
(c.g., a purchase or
management contract)
eGovernments usually prefer
non-equity arrangements
sReferral systems can be
co-ordinated without
equity conurci

sEconormues of portfolio
nsk-spreading

oTacnt knowledge

eNeed for shanng of large
scale nsks (reinsurance
syndicabion)

oGovernment requirements
for local equity
parbcipanon

eComplex and organic
character of
services provided
sProtecuon against
exchange '
politcal nsks
oNeed to pursue globa!
investment straiegy
oQuality control

eMany transactions hughly
idiosyncratc and
customer-
speaific

eNeed for understanding
of local customers and
legal procedures

»Quality control

#To protect licensor and to
exploit economues of scope
oQuality control

eMixture, but ofien:
professiona! partnerships
eSome lLicensing

eV'ary, but manly througt:
munonty ventures or
contractual relatonships

e\ixture; strongly
mfiuenced t. Governments,
types cof insurance anc
strategy of insurance
compares

sMainly via 100 per cent
subsidianes

o0 verseas parmerships




Table IV.5 (continued)

101

Industry

Ownerskip

{Competinve advantages)

(Country advantages)

Location

Internalization

{Co-ordinating advantages)

Organizanional
form

Management consultants, public relations

Medical services

®Access to market

eReputation, image,
expenience

eEconomues of
specializanon, In
partcular, levels of

expertise, sklls

eExpenence with advanced
specialized medicine,
high quality
hospita‘izauon.

sModern management
pracuces

sSupporu¢ role of
Government

oClose contact with
client; the prowsion
is usually hughly
customer-speafic

e\Mobihity of personnel

Motion pictures (production and rental receipts); live entertainment (theatre)

Regional offices

eExperience in home
markels, good domeshc
commurucaion (€.g.,
broadcasbng)
facilities

eGovernment subsidies
of arts

ePart of TNC network;
funcuons of office
vary according to
nature of TNC business
and extent of foraign
operauors

Restaurant, car rentals

sBrand name, image of
senice
eReputation and expenence
eReferral systems
eEconomues of scale
and scope
oTie up deals with
airhines and hotels

Software, data processing

eLinked to computer
hardware

eHighly technolrgy
informaton intensive

eEconomues of scope

sGovernment support

sl ocation bound (mouon
picture producton}

eSomenmes customers visit
place of producton and
sormetimes Vice versa

oL ruon restrictons on use
of foreign actors

*Depends on labour, office,
comrnuricanons costs
where offices are
located

eWork permits, taxes, €tc.

elocauon of goods-
producing umuts of TNCs

e]ocanon bound

eLocaton of hugh skills
and agglomeratve
economues often favour
home country

eGovernment incentives 10
encourage offshore
data entry

eQuality control, fear of
underperformance by
licensee

eKnowledge sometimes very
confidenual and usually
idiosyncrabe

ePersonncl co-ordinanng
advantages

sQuality control

sQualnty of film production
and T V programmes

sTheatre production usually
involves non-equty
contracts

®All advantages relate to
economies of
co-ordinanon, and acung
as agent on part of
parent company

oFranchusing can protect
quality control

sldiosyncratic knowhow,
need for protecuon
against dussipation

eQuality control

oCo-ordinaung gains

sMostly partnerships or
100 per cent subsicianes

*Wholly owned and joint
ventures
eContractual selechons

*M:xed

*]100 per cent owned

sAs with hotels

oOften part of
computer companies
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Table I'V.S (concluded)

Industry

Ownership

{Comper:nve advaniages)

Location

(Country advantages)

Internalization

(Co-ordinaning advaniages)

Organizational
Jorm

Telecommunication

Tourism

eKnowledge-intensive
sTechnology, capital, scale

economues (for example,

ab:lity 1o operate

an internahonal

comumurucations network)
sGovernment support

eReputanon in providing
sahsfaclory expenence
goods

eEconorues of scope (kind
of ravel porifoho
offered}

eBarga:rung power

eQuality of deals made
with airhnes. hotels,
shipping comparues ¢i<.

Transportation, shipping, airlines

eHighly capilal intensive

sGovernmeri-suppon
measures, and or control
over routes of

sGovernment regulation of
trade and production

eSomeames locabon
bournd (telephone
communicabons)

eNeed for local tour agents
and support facihves
eCustomers iutally
ongnate
from home country
oCosts of supplving jocal
facthbes usualiy fower
eFiscal indentves and
infrastructure
facihues

sEssenually locabon
hindung

oNeed for Jocal sales
office, terrrunal
maintenance and

el arge costs often requre
consorba of firms
sQuality of “goods” part
of service oflen needs
hieractucal control
{for example, by
companues hke AT&T),
otherwise, service
usually provided on
leasing basis, or exported

oCo-ordinaton of 1unera-
nes, need for quality
control of ancillary
services for wounsis

ePreferences of host
Governments for
local suppont facihues

oEconcmues of transacton
costs of verucal
ntegrauon

sLogisucal management
esAdvantages of verucal
integrabor.
eQuality contro}

eMixture, but a good
dea! of leasing

e[ arge tour operators have
jocal offices; others may
use agents.

eMostly 100 per cent owrned
subsidianes
eSome consorna of TNCs

forergn camers
eEconomues of scope and
co-ordination
eLinkages with producing
goods firms (i shupping)

support facil:ues (at
airports anc docks)

past, had been mainly provided locally.* As the
application of data services becomes more wide-
spread and telecommunication costs decrease, it
may well be that parent corporations will perform
even more services for their foreign affiliates, both
as regards various internal activities of those foreign
affiliates (for example, accounting) and the actual
services rendered by them. In the extreme case
(and this is particularly relevant for information-
intensive services), foreign affiliates could become
mere information-input facilities linked via trans-
national computer-communication systems 10
regional offices or headquarters, where most of the

value-adding activities take place. If those devel-

opments should, indeed, occur, many foreign

service affiliates may become primarily gateways 10

their parent corporations rather than engage in

service-producing activities of their own.

On the other hand, certain factors encourage
the increased use of minority joint ventures and
contractual arrangements:

e The increasing ability of sellers to exercise
control over their propnetary rights through
appropriately worded contracts permits firms
in industries as diverse as hotels, construction
and some data services to opt for technical

3 In banking. for example. data technology has made 1t possible for managers to centralize information resources in areas such as fore:g curency
trading and economuic forecasung on a global scale. In computing. 1BM s world-wide communicatons network allows it 10 introduce design changes
in all 1ts manufactunirg facihines around the worlé 1n a single day. Simularly. the Bechte) Group has set up a computer and commurucations network
which enables it to co-ordinate the activibes of engneers in India, project managess in San Francisco and constructon supervisors on site in Saud
Arabia.




service agreements, management contracts, or

franchises as a modality of operation;

e As economic development  proceeds,
indigenous  service capabilities will be
upgraded; consequently, foreign TNCs will be
in a better position to conclude joint-venture
or non-equity agreements with local firms;

e The infrastructure required to provide some
services, particularly those which are informa-
tion intensive, is becoming so costly that it is
difficult for individual firms to establish it by
themselves. Consequently, the incentive to
collaborate with other service firms is great.
Such arrangements can help their participants
to share financial nsks, while capturing the
advantages of joint information and techno-
logical synergies. Obvious cases in point are
SWIFT and SITA, both closed user-group
networks of, respectively, banks and airlines;
and

e  The increased application of data technologies
may provide sufficient control and monitoring
possibilities, making actual equity partic-
1pation unnecessary.

Naturally, the impact which those factors have
(and, for that matter, those in the preceding para-
graph) depends very much on corporate strategies
and preferences. But it seems clear that the range
of options open to service TNCs to organize their
cross-border activities is increasing.

E. Conclusions

The transnationalization of service industnies
depends on the competitive advantages of the
investing firms, the locational advantages of
producing in two or more countries, and the way
in which firms organize their cross-border value-
adding activities. The utilization of these advan-
tages depends primarily on the relative costs of
equity and non-cquity forms of managing interre-
lated economic activities. Indeed, the way in which
firms organize their international activities may
itself be a crucial competitive advantage. Table

IV.5 sets out the main competitive advantages of
TNCs in various service industries; the more
important characteristics of countries which favour
a home or foreign location for value-adding activ-
ities using such advantages; and the leading
considerations affecting the modality by which
TNCs exploit that competitive advantage. It also
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gives some indication of the way in which foreign
markets are penetrated and the extent to which the
organization of cross-border activities differs
between service industnies.

Together with the fact that many services are
difficult to trade, these considerations explain both
the presence and rapid growth of TNC activity in
services. The future expansion of FDI in services
is further encouragec by the fact that, as incomes
rise, people and firms spend more on services; that
technology, information and software services are
becoming increasingly significant inputs for the
production process of all types of goods and
services; that non-service firms are becoming
increasingly involved in service activities (examples
include the diversification of large petroleun TNCs
into banking and of computer hardware companies
into the provision of software); and that, as the
provision of some services becomes more complex,
specialist service companies are being established.

In sum, this chapter has sought to identify the
main competitive advantages of TNCs in providing
services, the way in which those advantages are best
used to advance the strategic goals of TNCs, and
the reasons why, at least for some, the value-adding
activities which those advantages generate are
undertaken outside the home countries of TNCs.
To quite an extent, the factors encouraging the
transnationalization of services are similar to those
in the goods sector. There are, however, some
important differences. Quality control and, in
particular, reputation, economies of scope and
scale, access to markets and especially the capacity
to acquire, assemble and interpret information are
all more important ownership advantages for
service than for goods TNCs. By contrast, R & D
intensity and the role of patents is considerably less
important for service than for industrial TNCs.
Furthermore, government regulation and the higher
transaction costs of exporting certain services are
generally more important in determining the
location of the production of services than that of
goods. At the same time, the ability to codify some
competitive advantages in management contracts
and franchising agreements explains why non-
equity forms are more prevalent in the services than
the industrial sector. However, those general
conclusions should not mask the fact that there are
as many differences in the characteristics of owner-
ship, locational and internalization advantages
between service industries as there are between
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service and goods-producing industries.

This chapter has also identified some of the
reasons for the growth of TNC involvement in the
services sector over the past two decades and, in
particular, why FDI has been the preferred route
for organizing cross-border activities involving
services. Special attention has been paid to the
increasing need of firms, both in service and non-
service industries, to integrate their domestic activ-
ities vertically or horizontally, with services
obtained from, or sold to, foreign countries, and the
fact that, over recent years, both demand and
supply-led forces have intensified the advantages
associated with an internalization of interrelated
activities involving services. Moreover, new
opportunities for industrial and geographical diver-
sification have created their own locational and
ownership advantages which have strengthened the
position of TNCs in an increasing number of
service industries. This trend can be expected to
continue in the late 1980s and 1990s, especially if
Governments take a liberal attitude to FDI 1in
services.
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A. Introduction

The efficient provision of services is essential
for all economies, developed and developing alike.
In many developing countnes, however, the
contribution of services to economic development
has not yet been fully recognized (UNCTAD, 1984
and forthcoming: Riddle, 1986). For instance,
services do not normally figure in national devel-
opment plans. But the rapid development of
sophisticated producer services and a greater
appreciation of their importance for the modemn-
ization of the entire economy are beginning 1o
change perceptions. An example is Singapore,
where an Economic Committee concluded that,
*As an industrial centre, we must move beyond
being a production base, to being an international
total business centre” {(box V.1).

As developing countries come to realize the
importance of the services scctor and of the need
to remedy inadequacies in the provision of services,
they face three basic questions.

The first concerns service development priori-
ties: given the scarcity of resources charactenistic
of developing countries, which services are partic-
ularly crucial to overall economic development? In
the light of the heterogeneity of developing coun-
tries and service industries, the answer to this
question and the resulting policy options are most
likely to be country- and industry-specific.
However, there are at least some categones of
services that play a vital role in all economies. The
first group consists of basic infrastructure services,
such as transportation, telecommunications, utili-
ties and banking. Second is a group of services
commonly referred to as producer services,
including data services, R&D, engineering, legal
services, advertising. consultancy, engineering and
insurance. And, finally, a group of information-
based services 1s sometimes singled out for their
importance, including banking and data services.
Although the distinction between these groups is
not clear-cut (some infrastructure services, for
example, telecommunications or banking, are also
producer services), their common characteristic is
that they have important spillover effects for the
economy as a whole, and many of them are
particular beneficiaries of the information revo-
lution. Often, the challenge is to eliminate basic

bottlenecks. Thus, for instance, a number of oil-
exporting countries faced serious problems in

absorbing imports because port facilities were so
inadequate that ships had to wait months untl they
could be unloaded.

The second question concerns the need for
indigenous service-production capacities: to what
extent should developing countries devote domestic
resources to building up the wide array of services
required by a modern economy? It is possible that
countries that are well-endowed with human
resources and possess large markets may be able to
develop comparative advantages in some services
rather quickly. Therefore, it may be in ther
long-run interest to opt for the nurturing of
domestic industries. But even large countries may
lack enough capital and expertise to build up effi-
cient service industries which are capital- rather
than labour-intensive. Countnies which lack
capital, an adequate level of skills, or domestic
markets of sufficient size, might find foreign sources
of supply to be the most rapid and cost-efficient
means of gaining access to the services involved.

This lcads to the third question: if services are
to be obtained from abroad, should this be done
through trade, FDI, or such non-equity forms as
turnkey contracts, management contracts and
licensing or franchising agreements? In considering
these alternatives, it must be kept in mund that
many services are difficult to trade.

The present chapter focuses on the provision
of services through TNCs, as measured by FDI
statistics. Specifically, its purpose is to make a first
step towards a more comprchensive examination
of the contribution that service TNCs can make to
host countries, particularly developing countnes.

Even such a first step is difficult to take. For
one thing. care has to be taken not to accept
uncritically established views of FDI in services.
Traditionally, host countries have perceived the
risks of permitting investment by service TNCs as
larger, and the potential benefits as lower, than
those arising from investments by industnal TNCs.
While non-economic considerations (for example,
the cultural impact of foreign advertising) have
played a role in shaping those perceptions.
econcmic ones have also been at work. Services
are typically seen as low-technology, low-skill
activities which, at best, can absorb some unem-
ployment at the low-skill end of the labour market.
Furthermore, since services tend to be non-
tradable, FDI in services is normally seen as not
making a contribution to the balance of payments.




neither through exports nor through import
substitution. All this adds up to a perception that
FDI in services has little or nothing to offer to host
countries. On the contrary, FDI in some industries
1s sometimes considered as potentially impairing
development, for example, when a large presence
of foreign banking affiliates 1s seen as constraining
monetary policies.

Furthermore, although a voluminous literature
on the role of FDI in development exists, it deals
almost exclusively with extractive and manufac-
turing TNCs and only occasionally with some
service industries (for example, banking). There is,
therefore, little to draw on, especially since relevant
data are rare.

In the light of this, the role of service TNCs in
development is inferred from (1) an examination
of the economic characteristics of service industries
and service firms from developed market econo-
mices, particularly those from the United States, the
only country for which relatively comprehensive
and detailed data on service TNCs exist; (2) an
interpretation of the particular advantages (most
notably ownership-specific advantages) transferred
by service firms to developing countries through
FDI. The second approach is based on (the
theory) chapter IV (and especially its summary
table IV.5), and supplements the first approach
particularly where certain factors (for example,
quality control) are captured only imperfectly by
the available data. For the first approach, two sets
of data pertaining to United States TNCs are used:
those pertaining to parent corporations and those
pertaining to foreign affiliates. Parent company
data are used because the characteristics of those
companies give an indication of what, at best, could
be expected from their foreign affiliates. For
instance, if parent firms perform little R&D, there
is little opportunity for them to transfer the fruits
of their research to foreign affiliates. Similarly, if
parent firms are not capital-intensive, skill-intensive
or export-oriented, it might be reasonable to
suppose that foreign affiliates will not move very far
in this direction either. ' However, while the
characteristics of parent firms set a limit on what
can be transferred, this does not necessarily mean
that transfers will actually take place. In addition,
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the characteristics of parent firms may forecast the
future of the affiliates. Foreign affiliates may be, to
some extent, immature versions of the parent firms,
initially carrying out very limited portions of the
parents’ activities, but eventually undertaking a
fuller range of functions. In other words, they may
acquire the characieristics of the parent firms
because they themselves increase in size and achieve
scale economies that were not possible at the
beginning. Or, they may approach the character-
istics of parent firms, because host country econo-
mies develop or reach higher income levels and the
higher wage-cost levels that go with them.

The second, and perhaps more important, set
of data concerns the characteristics of foreign affil-
iates, because these characteristics determine the
impact of affiliates on the host country. After all,
foreign affiliates need not be diluted or immature
versions of their parent firms: a TNC could
conceivably decide to place most of its R&D
activity in affiliates, could operate abroad in a more
capital-intensive or skill-intensive way than at
home or supply its export markets more from its
affiliates than from the home country.

The subsequent analysis focuses on the extent
to which service TNCs play a role in four areas of
particular importance to the development process:
technology (whereby technology 1s construed
broadly to encompass both that embodied in plant
and equipment and disembodied technology in the
form of knowledge and skills); the level of employ-
ment; the role of service affiliates in trade; and their
linkages with other sectors. Given the nature of
the data available, the contribution of service TNCs
in these areas cannot be assessed in comparison
with domestic firms, but only in comparison with
foreign manufacturing affiliates. Finally, against
the background of the actual importance of service
TNCs in host countries, the various impacts are
drawn together for a brief overall assessment of the
role of services FDI in development.

B. Hard and soft technologies
Technology is a major source of economic

growth and development. The importance of
TNCs in the generation, application and interna-

1 Ideally, one would wish to distinguish parent firms with operations in developing countries from those with operations in industrialized countries
only, and also to have information on all parents of service-industry affiliates; however, published data are not available on both variables. The data
available are on service-industry parents that have foreign affiliates. Most of those affiliates are in service industnes, but some are also in other sectors.




Box V.1 Thinking about national service development

to review the progress of the Singapore economy and to identify new directions Jor its future
growth. The report which the Committee submitted in 1986 (and which was adopted by the
cabinet) paid considerable attention to services. The following are excerpts Sfrom its executive
summary: ‘

~Qpportunities in Services. Counterbalancing the slowdown in international merchandise
trade is the growth in trade in services, such as banking, insurance, tourism, engineering,
consultancy and professional services. World service trade has in recent years been growing
twice as fast as merchandise trade. The trend is likely to continue.

This trend is important to Singapore. Our comparative advantage in exporting services is
greater than our advantage in exporting goods. We have comprehensive transport and tele-
communication links to the rest of the world. We have a well-educated, English-speaking
work-force. Togetker with manufacturing, services will clearly be a leading growth sector in
l SJuture. ...

Bevond Manufacturing. As an industrial centre, we must move beyond being a production
base, to being an international total business centre. We cannot depend only on companics
coming to Singapore solely to make or assemble products designed elsewhere. We need to
attract companies to Singapore to establish operational headquarters, which are responsible for
subsidiaries throughout the region. In Singapore such headquarters should do product devel-
opment work, manage their treasury activities, and provide administrative, technical and
| management services to their subsidiaries. Then it becomes worthwhile for them to establish a
plant in Singapore, to produce goods or services for export.

Exporter of Services. Singapore should become a major exporter of services. Services
account for an increasing share of our GDP, and our service exports have been growing as
quickly as werld trade in services. Scope for growth is still huge. We need to promote not just

\ In 1985, the Minister for Trade and Industry of Singapore set up an Economic Committee

: Singapore-based

tional transfer of technology is undisputed. When
examnining the technological impact of service
TNCs, it is important to distinguish between tech-
nologies which are embodied in plant, equipment
and industrial processes (“hard” technology) and
technologies which consist mainly of know-how,
management, marketing, technical, professional
and other skills (“soft” technology). Accordingly,
technological outputs not only take the form of
new or improved machinery, but also new or
improved services, management techniques,

systems of quality control etc. Reverse engineenng
illustrates the difference between hard and soft
technologies. Many goods (automobiles, bicycles,
television sets) produced with hard technologes
can be disassembled, copied and reassembled
without guidance from the original producer. For
many services produced with soft technology (for

example, approved loan applications, risk assess-
ments, successful advertising campaigns), reverse
engineering is not possible. Hard technologies are
often measured in terms of R&D expenditures,
while soft technologies can be measured in terms
of skills as expressed in levels of compensation.
Thus, technical knowledge is not only incorporated
into plant and equipment, but also into human
skills, and TNCs may help bring both of them to
host countnies.

Financial services are a good example of tech-
nology developed and transmitted by employee
skills rather than by R&D. Some of these skills are
linked to the use of physical capital (such as
computers), but others involve intellectual capital
accumnulated through education and expenence. A
good example of an industry requiring specialized
technical knowledge but investing Little in formal
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activities like tourism or banking, but also offshore-based activities, Like construction firms building
hotels in China, and salvage firms operating in the Middle East. We have started to do this, but there
are many more opportunities, in China and elsewhere. For example, we have expertise in hotel
management, air and sea port management, town and city planning. These skills should be systemat-

ically marketed. ...

GNP, not merely GDP. If we succeed in becoming a base for regional operational headquarters .
of MNCs, and in becoming an exporter of offshore services, our affluence will not depend only on what
we can produce in Singapore. It will also depend on what we earn from abroad. Our offshore activities

will be extensions of our domestic economy.

With income streams from abroad, Gross National

Product, rather than merely Gross Domestic Product, will be the measure of our success.
Singaporeans must seek opportunities wherever they can be found. The more widely and keenly we
can spot opportunities overseas, the more secure and broadly based will be our well-being. ...

Our greatest potential for growth lies in this area: banking and finance, transport and commu-
nications, and international services. It has becn growing rapidly, and given positive support, should
continue to do so. The government must promote services actively, the same way it successfudly
promoted manufacturing. It should depend not only on the growth of local Singaporc companies, but

also on attracting international service corporations to set up in Singapore. The EDB should be given
the task of attracting such companies, in co-ordination with the respective ministries and statutory
boards responsible for individual professions and sectors. MTI should be given overall responsibility
for promoting services. Suitable incentives, including taxation of income from international services
at a low rate, will speed the shift towards a service economy.”

Source: Singapore, Report of the Economic Committee, The Singapore Economy: New Directions (Singapore, Mirustry of Trade

and Industry, 1986), pp. 11, 12, 13, I9.

R&D is insurance. Insurance operations involve
complex issues involving the measurement and
diversification of risk and of the reduction of certain
types of risk by the matching of matunties on assets
and liabilities. Insurance underwriting is especially
complex for large industrial facilities in, for
example, petroleum refining, chemnical production,
mining and smelting. It requires inputs from engi-
neers, lawyers, bankers, physicians and other
professionals experienced in identifying and meas-
uring risks in a variety of circumstances (Wasow
and Hill, 1986). There are many similar examples
outside the field of finance (see table IV.5). For
instance, the operation of franchised services such
as in fast-foods (described in chapter 1V) involves
the development of techniques of quality control
and financial control that owe little to formal R&D
efforts.

Finally, quality control systems are one of the
pre-conditions for a successful export-oriented
industrialization strategy. While some developing
countries rely increasingly on their own trading

companies in this respect (see chapter I), in many
other countries those functions are assumed by
affiliates of transnational trading corporations (box
V.2).

More often than not, the technological edge of
industrial TNCs is based on hard technologies,
although the skillful application of such soft tech-
nologies as the organization of assembly-line or
“just-in-time” production processes can greatly
enhance industnal production and provide impor-
tant competitive advantages. R&D is, in fact, one
of the main sources of the ownership-specific
advantages that have spurred the transnationaliza-
tion of industral firms, given them a competitive
edge abroad and made them attractive to host
countries. In service industries, however, and
among service TNCs, soft technologies are a much
more important source of competitive advantages
(see chapter IV); the major potential contribution
of service TNCs to host countries must, therefore,
be sought in this area. And indeed, countnes are
increasingly interested in the technology required,
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Box V.2 Soft technology and the export of goods: the importance of quality
control

Big department stores, whether they sell their foreign-made products under their own brand
name (like the colour television sets of Montgomery Ward and Sears Roebuck, or the
top-of-the range shirts of Marks & Spencer) or more anonymously (as in the case of Bracilian
leather-upholstered furniture or Filipino rattan products), tend to be extraordinarily quality
conscious and impose very strict quality-control standards on their suppliers. This quality
consciousness, motivated both by the strong competition between the various retail chains in the
industrialized countries themseles and by the high financial penalties involved in large purchase
of poor-quality goods, has had very obvious positive effects on their developing country
suppliers. It has contributed to developing among those suppliers a much greater sensitivity to
quality, in general, and the management of quality control, in particular.

The quality-control mechanisms set up by the big retail chains play another important if
less conspicuous role: they serve in ¢ffect as a complement to the still poorly developed national
agencies responsible for checking the quality of export products. As the experience of Japan
in the early decades of this century clearly shows, a newly industrializing country can easily fall
prey to the temptation of exporting cheap, low-quality manufactured goods. In the short run,
it may achieve significant export successes, but the poor international image which develops as
a result of such practices will then take years, if not decades, to overcome. Such a negative
E image, furthermore, operates as a major obstacle to the export efforts of the country’s indus-
: trial transition towards more sophisticated products with a higher value-added. After the
Second World War, Japanese planners and the main industry associations made enormous
r efforts to build up effective quality-control mechanisms for exported goods and largely

succeeded in overcoming the poor reputation established by the shoddy exports of the 1920s and
1930s.

Building up effective export quality-control mechanisms at the national level can be a very
long and painstaking effort, especially if it has to start with the legacy lcft by massive exports
of poor quality manufactured goods. In the case of the newly industrialized countries, there
are good reasons to suspect that the quality-control standards imposed by the big retail chains
have aliowed those countries to develop an industrial quality-control culture at a much faster
pace than would probably have been the case in the absence of this symbiotic relationship
between purchasers and suppliers. The standards set by large foreign purchasers are obviously
no substitute for guality-control mechanisms at the national level. But the existence of the
Jormer can stimulate the development of the latter, and the indirect role of the big department
stores may well have been to help the newly industrialized countries to gain 10 or 15 years, if
not a whole generation, in the quality-control learning process.

for instance, for designing new banking and insur-
ance services which are unavailable in their
domestic economies.  Technology transfer in
banking and finance may be of particular impor-
tance in view of the attempts made by a number
of countries to develop their financial markets and
in view of the growing importance of data technol-
ogies in these industries. Countries which rely

heavily on tourism for foreign exchange often seek

to modernize hotel services and obtain modemn
hotel management and quality contro! techniques
from abroad. Franchise chains have developed
centralized systems for all administrative functions
which greatly increase economies of scale. The
ability to standardize and routinize service tasks can
result in both increased efficiency and increased
quality control. In an industry like advertising.
access 1o international connections, the use of




Table V.1. Characteristics of United States service
and manufacturing transnational corporations, 1982

Manu-
Variable Services  facturing
R&D intensiry
1. R&D expenditures as
percentage of sales
Parents 0.11 3.03
AfTiliates 0.10 1.15
In developed market economies  0.13 1.31
In developing countries 0.02 0.46
2. R&D employment as
percentage of total employment
Parents 1.05 491
Affiliates 0.75 2.27
Skill level (Compensation per
employee, thousands of dollars)
Parents 24 30
AfTiliates 19 17
In developed market economies 20 21
In developing countries 15 9
Capiral iniensity
1. Physical capital intensity 2
(Thousands of dollars)
Parents 52 30
Affiliates
By industry of parent 21 20
By industry of afTiliate 26 20
2. Assets per employee '
(Thousands of dollars)
Parents 192 97
Affihates 214 57
In developed market economies 164 65
In developing countries 348 39
Trade (Percentage of sales)
Parents
Total exports 6.1 111
Exports to affiliates 1.3 4.3
Imports from affiliates 09 29
Affiliates
Total exports 40.3 34
Exports to parents 43 8
Imports from parents 8.3 12

Source: Annex tatles C.1--C5.

a Net property, plant and equipment per worker.

brand names, professional expertise and marketing
skills and channels can be important advantages for
firms from developing countries which associate
themselves with TNCs. And the transfer of tech-
nical skills is crucial to the enhancement of
professional and producer services in many host
countries. But, as indicated earlier, the extent to

which any or all of these possible contributions (for
further examples, see table IV.5) are realized
depends on the characteristics of parent corpo-
rations and their foreign affiliates which, in tum,
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may be industry-specific.

United States parent companies of service
TNCs do not, in most cases, invest heavily in R&D
(table V.1). The only parent firms in service
industries that have R&D intensities anywhere
close to the aveicge of those of manufactunng
parents are thiosc in computer services (more
R&D-intensive ikan manufacturing), wholesale
trade in durables and, somewhat below these two,
oil and gas field scrvices (see annex table C.1 for
details). Thus, the possibilities for a flow of tech-
nology from R&D conducted by parent firms in
service industries seem likely to be confined to a
few industries. In general, furthermore, since R&D
is a major source of the competitive advantages of
many TNCs, one would expect it to be performed
mainly at home. Accordingly, one would expect
the operations of parent firms to be more
R&D-intensive than those of their foreign affiliates.
That is, indeed, the case by a wide margin 1n
manufacturing, where affiliates are less than half as
R&D-intensive as parent firms. However, the
margin between the R&D intensity of foreign affil-
iates and that of their parent firms is much smaller
for service industries taken together than for
manufacturing, although the operations in the latter
are more research-intensive than those of the
former in almost all individual service industnies.

Given that parent companies in service indus-
tries carry out relatively little R&D, it is not
surprising that the levels of R&D in foreign service
affiliates are much lower than in manufacturing,
although those of affiliates in some business
services are not far below their equivalents in
manufacturing.  Overall, however, the group of
service affiliates most worthy of further study as
potential sources of the transfer of technology
arising from R&D are those with parents in indus-
tries other than their own.

As might be expected, foreign service affiliates
in developed market economies are far more
R&D-intensive than those in developing countries,
as is the case for manufacturing affiliates. Thus,
affiliates in developing countries appear to be
generating very little new technology through R&D
within their own operations.

In sum, the data suggest that United States
service TNCs conduct little R&D, and considerably
less than their manufacturing counterparts. This
holds true for both parent firms and their foreign
affiliates, which hardly differ in terms of their low
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level of R&D intensity. However, when affiliates
in developed market economies are separated from
those in developing countries, the former are
considerably more R&D-intensive than the latter.
Host countries in general, and developing countnes
in particular, can, therefore, expect little from
servicc TNCs (as compared to manufacturing
TNCs), either for the potential transfer of hard
technology associated with the R & D of their
parent firms or for the generation of hard tech-
nology through foreign affiliates.

The picture is entirely different for soft tech-
nology. Soft technology is human rather than
physical-capital-intensive. The proxy varnable used
here is the skill level of employees (representing the
accumulation of soft technologes), as reflected in
average compensation payments per employee.

The data suggest that the average skill level of
employees of parent firms in service industries is
well below that of employees of parent firms in
manufacturing (table V.1). There are, however, a
fair number of skill-intensive service industres,
including those associated with petroleum services,
public utilities and construction. Within the group
of producer services, finance other than banking,
real estate, advertising. management consulting and
public relations all have relatively high skill levels
among parents (annex table C.2).

Foreign service industry affihiates, in contrast
to their parent firms, are relatively high-skill oper-
ations (table V.1), probably because the bulk of
services FDI is concentrated in such high-skill
sectors as finance- and trade-related services.
Manufacturing TNCs as a group apparently allo-
cate Jow-skill operations to developing countries,
as can be seen from the fact that the average
compensation in these countries is less than half
that in developed countries, and less than a third
of that in their home-country operations. In
contrast, the average compensation of foreign
service affiliates in developing countries is only 25
per cent below that in developed countries, and a
little more than one third below that in the United
States. Indeed, in a number of service industries,
such as management consulting, engineering and
architectural services, the average compensation in
developing countnies is even above that of the
parents in the United States, and above that of
affiliates in developed countnies. Thus, there is little
evidence that these industries allocate low-skill
activities to developing countries to take advantage

of the low wages paid there.

As a consequence of this distribution of skilled
labour, foreign service-industry affiliates as a group
have about the same skill level as manufactunng
affiliates in developed market economies, and a far
higher level of skills than manufacturing affiliates in
developing countries. This is true not only for the
average, but for most individual service industnes.
Of those service industries shown separately in
annex table C.2, 16 out of 21 pay higher compen-
sation per employee than do manufacturing affil-
iates. This suggests that TNCs are either sending
highly skilled employees to work in developing
countries, or are using or training highly skilied
indigenous workers.

United States TNCs in services do, in fact, use
a higher proportion of United States citizens in
their labour force abroad than do manufactunng
affiliates, but the numbers are so small relative to
total employment that they could not account for
the difference in measured skill levels (table V.2).
The highest proportions of United States citizens
are in holding companies (12 per cent), oil and gas
field services (10 per cent), and construction (7 per
cent).

Human capital, in the form of highly skilled
employees, is unlikely to move to a large degree
from a country rich in that resource to host coun-
tries deficient in that resource. In this case, TNCs
operating in human capital intensive industries,
especially in developing countries, have to invest in
the training of host-country employees, because the
nature of the industries requires a relatively high
level of skills. While some of the training provided
may be specific to the investing firm, some of it is
likely to spread, with the tumover of employees, to
indigenous firms. A possible side effect of this
situation is that foreign investors may compete too
strongly for the host country’s limited supply of
skilled or educated labour and, therefore, make it
difficult for local firms to grow in this type of
industry.

The high skill level in foreign service affibates,
particularly those in developing countries, points to
a major difference between FDI in services and
FDI in manufacturing: manufactuning firms seem
to be more able to take advantage of low labour
costs in developing countries (perhaps for serving
worldwide markets) than do service firms.

The mplications for developing countries are
ambiguous. From a static viewpoint, these coun-




Table V.2. The frequency of expatriate staff
in United States service affiliates abroad, 1982

United States citizens as a perceniage

Sector of total affiliate employment
Services 22
Manufacturing 04

Source: United States, Department of Commerce, US. Direct Investment
Abroad: 1982 Benchmork Survey Datc (Washingion, Department of Commerce,
1985).

tries might prefer investment that absorbs their
. most abundant resource, namely, unskilled labour.
But from the viewpoint of inducing economic
growth and improving efficiency, developing coun-
tries might prefer FDI in high-skill industries.
Compared with their manufacturing counterparts,
foreign affiliates in the services sector consfitute, on
average, relatively high-skill operations. In fact, the
data may well understate host-country skill levels
relative to those of parent firms because the price
of skilled labour is typically lower in host devel-
oping countries than in the home country, the
United States. Thus, unlike R & D and unlike
physical capital in manufactuning (discussed
below), the skills required for the production of
services do not tend to be centralized in parent
companies, but rather seem to be spread to host-
country operations.

In sum, United States data suggest that, in
service industries, employee skills are the main
vehicle for the transfer of technology by TNCs to
host countries. More specifically, it is in the area
of training and the acquisition of soft technologies
that service TNCs can make a contribution to host
countries, rather than through the transfer of hard
technology or the performance of R & D through
foreign affiliates. This finding is consistent with the
overall charactenistic of service industries as being
primarily soft-technology and not hard-technology
oniented. However, while the level of R & D in
service affiliates in developing countnes i1s low,
there is a possibility that the results of R & D by
parents outside the services sector are channelled to
host countries through service affiliates. The high
skill levels in service-industry affiliates may partly
reflect high expenditures on R & D by parent
companies, and the corresponding complexity of
the firms” products. But these high skill levels may
also involve the transfer of technology developed
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without much formal R & D, such as management
systems.

An important final caveat has to be made. The
fact that service TNCs undertake little R & D does
not necessarily mean that they do not wuse modern
hard technologies. It merely means that service
TNCs do not produce them. Instead, they buy and
use these technologies. This is particularly notable
for data-intensive industries, which increasingly rely
on capital-intensive computer-communication
systems, systems developed by others and acquired
by service firms. In a sense, this is a question of
linkages as well -- not from the services sector to
the industnial sector as linkages are normally seen,
but rather from the industral sector to the services
sector. Thus, even in terms of hard technologies,
service TNCs need not have to forego the benefits
of technological progress. Indeed, the growing use
of data technologies, as well as the greater
information-intensity of many service firms (as
compared to manufacturing firms), most likely
contribute to the high skill levels observed for
service TNCs, precisely because the application of
these technologies is skill-intensive.

C. Employment

In the preceding section, the qualitative
impact on employment in foreign service affiliates
brought about by the transfer of technology has
been analysed. In this section, the quantitative
impact of FDI in the senvices scctor, namely, the
extent to which it creates new jobs, is examined.

1. Implications of capital intensity

Contrary to a common impression, United States
parent firms in the services sector have considerably
higher physical capital intensity (measured by
property, plant and equipment expenditures per
employee) than those in the manufacturing sector
(table V.1). The high physical capital intensity of
service-industry parents is, however, concentrated
in a few industries, particularly petroleum trade and
services {mainly transportation), real estate, equip-
ment rental, transportation and public utilities
(annex table C.2). The other service industnies are,
with one exception, relatively labour-intensive, or
at least of low physical capital intensity, as
compared with manufacturing.

A somewhat different picture of capital inten-
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sity is given by total assets (physical plus financial
assets) per employee (table V.1). With only one
exception, the service industnes in which parents
have higher physical capital intensity than parents
in manufacturing industries are also the ones which
bave higher parent total assets per worker, but this
version of capital intensity produces several addi-
tional capital intensive service industnies in finance
and wholesale trade. In fact, by this standard, the
majority of service industries are more capital
intensive at home than their manufacturing
counterparts, and as a group they are twice as
capital intensive.

Tumning to the foreizn service affiliates of
United States service TNCs, the data show that,
on the average, affiliates are less physical-capital-
intensive than their parent firms (annex tablas
C.2-C.3). But the average hides substantial differ-
ences among individual service industnes. In some
cases, affiliates were much less capital-intensive
than their parents within the same industnes (for
example, equipment rental, transportation,
communmnications and public utilities, petroleum
wholesale trade), but there were also many cases
(involving some 12 service industries) of higher or
more or less equal capital intensity of affibates
compared with their parents. The bulk of the
difference between parent and affihate capital
intensities in service industnes is the result of
differences in industry mix: the affibates are more
concentrated in industries with low capital assets
per worker.

If foreign service affiliates are compared to
foreign manufacturing affiliates, the former are, on
average, more capital-intensive than the Ilatter,
especially when capital intensity is measured by
assets per employee (table V.1)2  The capital-
intensive service affiliates were mostly in the same
industries as their parent comparnies, namely,
petroleum-related  services, equipment rental,
computer services, real estate, finance, professional
services, utilities, transportation and communi-
cation.

Several conclusions can be inferred from these
data:

¢ It would be a mistake to view FDI in services
as being confined 1o labour-intensive activities
only. Foreign affiliates in a number of service
industries are relatively capital-intensive, even
when compared to their parent firms and
especially when compared to foreign manu-
facturing affiliates. To the extent that, on the
average, foreign service affiliates are more
czpital-intensive than foreign manufactunng
affiliates, the former are normally not as
important a source for the direct creation of
employment as are the latter.

e The fact that foreign service affiliates (in
contrast to foreign manufacturing affiliates) are
not consistently less physical-capital-intensive
than parents in each industry -- indeed, are
often more capital-intensive -- suggests that
there is less room in these industres than in
manufacturing for adjusting factor
proportions. In other words, service TNCs are
less able to take advantage of lower wages’
outside their home countries than their manu-
facturing counterparts.  This, one would
expect, affects their propensity to create jobs
(at least Jow-skill jobs) in host countries.

The underlying reason for the lower ability of
foreign service affiliates to take advantage of lower
labour costs is that service firms have fewer oppor-
tunities than industial firms to split up the
production process into labour-intensive and
capital-intensive segments. Industrial firms can
unbundle the production process and move
labour-intensive activities to developing countres
to take advantage of lower labour costs. Service
firms normally cannot do that * because most
services cannot be traded, but rather have to be
produced where and when they are consumed. As
a result, foreign affiliates tend to reproduce abroad
the factor proportions used in home countnies,
including the skill, R & D and capital-intensity
levels of their parent firms. In short, the
production structure of foreign service affiliates is
more likely to be similar to that of their parent
companies than is the case with manufacturing
affiliates. And because most services FDI is in such

2 A surprising feature of the latier measure of capita! intensity is its high value for affiliates in developing countnies. Thus is probably because th:s
measure includes financial assets attnbuted 1o financia affibates jocated in a few financial centres and used by many TNCs 1o carry out their financial
transactions. In other words, some of the FDI movements 1n the financial sector are purely paper transactons, shifing the norunal ownershup of
financial assets to developing countries. These assels obviously inflate thus measure for the developing countnes as a group, although it1s difficult 10
say to what extent.

3 In some services, however, it is possible to split the production process and move labour-intensive segments 1o developing countnes. The shift
of data-entry operations to developing countnes is an example.




capital-intensive services as trade- and finance-
related services, it would not be expected to create
as much employment as the more labour-intensive
manufacturing affiliates. The data in the following
section throw some light on this matter.4

2. Volume of employment

As was noted in chapter I (see box 1.1), when the
importance of the services sector in FDI is meas-
ured by the number of employees, service affiliates
weigh much less than when measured by any other
vanable. Table V.3 shows that this holds not only
for the United States, but also for the Federal
Republic of Germany and Switzerland. In the first
two countries, the services sector measured by the
stock of FDI had attained between 40 and 50 per
cent by the mid-1980s; by number of employees, it
accounted for only one quarter of employment of
all foreign affiliates. Clearly, the same amount of
FDI dollars creates fewer jobs when it 1s invested
in service affiliates than when it 1s invested in
manufactunng affiliates.

Data for United States outward investment in
1982 indicate that, on average, 2.3 jobs were created
for every $100,000 invested in services; in manu-
facturing, the coefficient was 5.3. Ratios in indi-
vidual service industries vaned, however, from 0.5
in finance to 5.7 in business and other services.
Data for inward stock in 1980 revealed a somewhat
different picture. The coefficient for services was
the same, but for manufacturing it was much lower
(3.6). More importantly, the coefficients for indi-
vidual services were different from those in outward
FDI: for finance, it was 2.1; and for business and
other services, only 1.8. This is probably so,
because of a different industry mix or because
foreign affiliates in the United States in these
industries are more capital-intensive than those of
United States affiliates abroad. In any event,
services FDI does not appear to create as much
employment per dollar of FDI as manufacturing
FDL

The absolute number of jobs in foreign service
affiliates was about 2.5 million dunng the
mid-1980s for TNCs based in the United States, the
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Table V3. Service employment abroad by transnational
corporations based in selected home countries, mid-1980s

Employment abroad

Total  Share of services Share of services

Country (Thousands} (Percentage) in total FD!
United States (1982) 2 6 814 27 43
Germany, Federal o

Republic of (1985) 1785 25 - 52
Switzerland (1986) b 691 18 28

Source: UNCTC, based on offical national sources.

a Exduding finance, insurance and rea! estate in the Netherlands Antlles.
b On the basis of the industry of the parent companies.

Federal Republic of Germany and Switzerland
combined (table V.3). In the case of the United
States, over 70 per cent of these jobs were in
developed countries. Reflecting the composition
of the stock of FDI, the leading employers among
service industries were trade- (with more than half
of all jobs) and finance-related services (table V.4).
Since the three countries together account for 50
per cent of FDI, the total number of jobs in foreign
service affiliates of all foreign investors is probably
about S million -- a fraction of the approximately
2 billion economically active population in the
world. Thus, although employees in foreign service
affiliates are, on the average, well trained, the job-
creating potential of these affiliates 1s more himited
than that of manufacturing affihates.

It should be noted that this observation does
not deal with the actual impact of services FDI on
employment. That impact (as all impacts) depends
on what would have happened had the investment
not been made and, more specifically, whether local
firms would have filled the gap. As regards the
comparison with manufacturing FDI, it may well
be that local service firms are less likely to under-
take investments made by TNCs than local manu-
facturing firms, among other reasons because a
good part of this investment (especially trade- and
finance-related FDI) has strong international hnks.
If this were to be true, the net relative direct
employment effect of services FDI could be greater
than that of manufacturing FDI.

4 There is another aspect of the capital-intensity of certain service industries that, although unrelated to the employment aspect considered here,
deserves mentionung. Since physical capital is relanvely mobile, FDI in capal-intensive industries can be a way in which capital-poor countries can
econormuze on that scarce resource.
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Table V.4. The composition of services employment
of foreign affiliates of selected home countries, mid-1980s
( Thousands of employees and perceniage)

Federal Republic
United States of Germany
(1962} (1985}

Indusmry Number Percentage Number  Percentage

Al service industries 1 875 100 4SS 100

Trade 944 50 304 67
Business and other

services 319 17 43 10
Banking 159 9 12 3
Petroleum services 145 8 - .

Finance, insurance,

real estate 130 7 28 6
Transport,

communication,

utilities 90 5 29 6
Construction 88 5 39 9

Source: UNCTC, based on offical sources.

s Other services.

D. Role in trade

In the light of the precarious balance-of-
payments situation of many developing countries,
the extent to which foreign service affiliates
contribute to exports is of particular interest. In
discussing the impact of service TNCs on the
balance of payments, a distinction has to be made
between direct and indirect impact. Most impor-
tant among potential positive contnbutions are:
inflows of foreign capital to initiate and ‘or expand
projects; eamnings from exports, if the foreign affil-
iate is export-oriented or contributes to exports;
and savings of foreign exchange from import
substitution.  Burdens for the host country’s
balance of payments include remittances of profits,
fees and royalties to the parent company; direct and
indirect imports of goods and services; and transfers
of salaries by expatriate employvees from the host
country. The net foreign exchange effect depends
on a number of factors which determine the size
of foreign exchange credits and debits associated
with each foreign affiliate over its entire life.
Although difficult to ascertain, indirect effects can
be quite important among them. Cne concerns the
possibility that the import of cert2in services at one
point in time can lead to the export of goods at a
later point in time (see box V.3). Another concerns

the extent to which the availability of certain
services increases the competitiveness of exports
and the efficiency of imports.

While some of the factors affecting the size of
foreign exchange spendings and earnings of service
affiliates are similar to those affecting foreign
manufacturing or mining affiliates, there are some
which are specific to (or more relevant for) service
industries. For instance, foreign banks may be
more likely to repatriate not only profits (as all
TNCs do), but also excess capital rather than
making it available for loans to local firms, partic-
ularly in developing countries. In the case of
insurance firms, premium revenues are often
invested outside the developing country, unless
government regulations restrict the outflow of such
capital. In general, financial TNCs are likely to
participate actively in international capital markets.
with capital flowing to the most lucrative markets,
wherever they may be. And the use of non-equity
forms reduces potential capital inflows. But the
most important aspect which distinguishes service
TNCs from other TNCs (apart from the indirect
effects discussed below) concerns their impact on
the balance of payments resulting from the non-
tradability of certain services. This basic charac-
teristic implies a much lower export propensity and
import-substitution capacity for service TNCs than
for industrial TNCs. At the same time, it is the
principal purpose of certain affiliates, especially
trading affiliates (chapter I), to export goods and
services from host countries (buying agents), or to
import them from the home country (for example,
marketing affiliates). Other things being equal,
however, one would expect the overall balance-of-
payvments impact of service TNCs on host coun-
tries to be less favourable than that of other TNCs.

Data bearing on these questions are very
limited, although efforts are under way to improve
the situation (see box V.4). United States data,
however, throw some light on at least the export
pattern of service TNCs, as compared to manufac-
turing TNCs. In the subsequent examination, two
situations are distinguished: one is the analysis of
total exports of service TNCs, that is, exports by
service parents and their affiliates and of service
affiliates in general (many of which are owned by
industnal parent firms), regardiess of whether those
exports consist of goods or services; the second
concerns exports of services only.
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Box V.3 Service imports, good expo

rts

When oil was discovered in Norway during the late 1960s, oil drilling by transnational oil
companies and, thus the import of oil-drilling services, increased rapidly. By the mid-1970s,

however, Norway had become a net exporter of oil, and oil exports far offset the value of the
imported oil-drilling services.
Norway: import of oil-drilling services and export of petroleum, 1973-1986
( Millions of kroner and percentage)
' ltem 1973 1974 1975 1976 1977 1978 1979

1. Import of oil-

drilling services 21 100 150 120 268 284 331
2. Export of petroleum

| and natural gas 238 490 3 443 6 660 8 11l 13 598 21993

1 as a percentage

of 2 8.8 20.4 43 1.8 3.3 20 1.5
Item 1980 1981 1982 1983 1984 19385* 1956
1. Import of oil-

drilling services 267 251 272 514 609 643 601
2. Export of petroleum

and natural gas 41 399 48 087 53472 63 844 78 328 85 380 53677

1 as a percentage

of 2 0.6 0.5 0.5 0.8 0.7 0.7 1.1
Source: Government of Norway, Stalistik Sentraibyra Staristical Yearbook of Norway, 1974-1987 (Oslo).
* Preliminary estimates.

N—— - T

1. Overall exports

Data on United States parent firms in service
industries confirm that, on average, service TNCs
are less export-oriented (6 per cent of sales are
exported) than those in manufacturing (11 per cent
of sales are exported), even though a share of these
exports may consist of goods (see table V.1). There
are exceptions, however. Companies in petroleumn
trade and services, wholesale trade, equipment
rental, engineering, architectural services and
construction, all make close to 10 per cent or more
of their sales to foreigners. But it must be kept in
mind that these trade figures include both goods
and services, and that, in the case of wholesale trade
(including petroleurn wholesale trade), goods
constitute almost their entire sales.

Another charactenistic of service industres
seems to be that parent firms do far less of their

trade with their foreign affiliates than do parent
firms in manufacturing. Only about 20 per cent of
their exports are to foreign affiliates, as compared
with about 40 per cent for manufacturing. Thus,
FDI seems to be much less important as a conduit
for the exports of service-industry parent firms than
for the exports of parent firms in other industries.
The weak connection between FDI and trade
is evident on the import side as well: imports from
affiliates are less than 1 per cent of service industry
sales, as compared with 3 per cent in manufacturing
(see table V.1 and annex table C.4). One reason for
the low volume of trade with foreign affiliates in
service industries could be that service TNCs are
less transnationalized than manufacturing firms.
Thus, some of the implications associated with a
positive relationship between FDI and trade usually
found for manufacturing industries are likely to be
of little importance, if they exist at all, for service




118

Box V.4 Improving trade data

Scarcity of data has traditionally been a major handicap for policy-oricnted analysis of the role
of TNCs in foreign trade, not lcast in service trade. To some extent, however, countries with
a computerized customs data base can now overcome this problem by employing a new approach
referred to as trade-data analysis at enterprise level, whicl: has been developed by the Interna-
1 tional Trade Centre, UNCTAD{GATT. This approach ccn be employed in all countries where
customs data from export and import declarations are fed into a computerized trade-data base,
including the names or codes of exporting and impoiting companics. Such computerized
tradc-data bases exist in a growing number of countries.®
This approach permits an analysis of the trade performance of individual companics, or
groups or types of companics, such as TNCs. It is basically a rearrangement of customs
statistics by products, markets and companies. It sheds light on the value, quantity, unit value
and the number of imports for each product and each market.
Although there are many practical problems involved, trade-data analysis provides data to
address policy issues concerning the role of TNCs in foreign trade, such as:
e  What have been the contricutions ¢f TNCs to foreign trade in terms of value, product and
market diversification?
o Is there any evidence that TNCs have in general obtained lower export prices than local
companies’

x e  Arc TNCs complementary or competitive in relation to local companies? Has there been
any displacement of local companics by TNCs in the area of trade’?

Have fiscal export incentives for TNCs becn successful in the sense that TNCs with

incentives have performed better than other companies?

o  What has been the trade performance of specific sub-groups of TNCs, such as wholly-
owned forcign affiliates, transnational trading companies, foreign-affiliated hotels, TNCs
in export-processing zones, TNCs in mining etc.?

This approach yiclds the best results if different types of companies are compared, such as
| TNCs, local companics, state trading companies, small and medium-size exporters etc. It is,
therefore, of particular interest to institutions such as boards of investment, ministries of trade,
central banks and trade promotion crgarizations.

* See International Trade Centre UNCTAD GATT, "Trade-data ana:ysis at enterprise level for trade promotion: a pracrical
guide on how 1o prepare and analyse export and impert data from customs sourcer ai enterprise level” (ITC 007 B1 87-1}.

industries. For instance, services FDI does not Affiliates of parents in motion pictures, engincering

necessarnly booster home-country exports, or host-
country imports.

Unlike their parent firms, foreign affiliates
owned by service-industry parents are quite
export-oriented. While a third or so of sales by
affiliates of manufacturing parents are exports,
more than 40 per cent of the sales of affibates of
service industry parents are exported (table V.1 and
annex table C.5). Export ratios are particularly
high for affiliates of parents in wholesale trade
(including petroleum trade) and equipment rental.

and architectural services, and financial services also
have high export ratios, matching those of manu-
facturing affiliates. On the other hand, less than 10
per cent of the output of advertising, health
services, construction, retail trade and other services
is being exported. The relatively high export ratios
for some finance-related industries may be
misleading: since a good part of the assets of

financial senvice affiliates may be located outside
the host country, exports to the United States by
financial affiliates of United States parent firms in
financial centres may in fact originate in the United
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Table V5. Sales of services and goods by United States
majority-owned non-bank service and goods affiliates, by industry of affiliate, 1982

’ ( Billions of dollars)
Export from host countries
A Export
Local To the To other propensity
Industry of affiliate Total sales Total United States countries (Percentage )
A. Total sales (goods and services)  730.2 47719 2523 76.8 175.5 345
Sales by service affiliates 311.1 198.9 112.1 - - 36.0
] Wholesale trade 113.6 66.2 474 5.5 © 419 41.7
Retail trade 15.7 15.4 0.3 - 0.3 19
Petroleum-related services 124.0 73.6 50.4 1131 36.82 40.6
Finance 9.8 4.5 5.4 3.6 1.8 55.0
. Insurance 13.4 9.9 3.5 1.8 1.7 26.2
Real estate 0.2 - . .. .
Holding companies 0.1 . - - . .
Construction 122 11.1 1.1 - 1.1 9.0
Transport, communication
and public utilities 4.2 3.8 0.4 0.3 0.1 9.5
Business and others 17.9 14.4 36 1.0 2.6 20.1
Sales by industrial affiliates 419.0 278.8 140.2 - - 334
Manufacturing 271.1 - 1793 91.8 26.2 65.6 33.8
Petroleum 142.3 98.4 43.9 . . 30.8
Other 5.6 1.1 4.5 1.8 2.7 80.3
B. Sales of goods (total) 663.9 " 426.5 237.4 69.3 168.1 35.7
Sales by service affiliates 2352 ¢ 1371 98.1 .- . 41.7
. Wholesale trade 109.9 62.8 47.1 5.4 41.7 42.8
Retail trade . . . . 0.3 .
Petroleum-related services 1123 62.5 49.8 .. . 44.3
Finance - . - . -
Insurance - - - - -
Real estate - . . . . .
¢ Holding companies 0.05 0.04 0.01 - 0.01 20.0
Construction 11.7 10.6 1.1 - 1.0 9.4
Transport, communication
and public utilites - - - . . .
Business and others 1.3 1.2 0.1 . . 7.6
Sales by industrial affiliates 411.7 273.6 138.1 . - 335
Manufacturing 265.9 175.0 90.9 25.8 65.1 34.2
Petroleum 141.6 97.9 43.7 . . 309
Others ¢ 4.2 0.7 3.5 1.2 2.3 83.3
C. Sales of services (total) 66.3b¢ 51.1cd 15.0%¢ . . 22.6
Sales by service affiliates 60.1 € 463 ¢ 138 ¢ . - 229
Wholesale trade 3.7 34 0.3 0.1 c.2 8.1
Retail trade . . .
Petroleum-related services 1.7 11.1 0.6 . 5.1
Finance 9.8 4.5 5.3 3.6 1.7 54.1
Insurance 134 9.9 35 1.8 1.7 26.1
Real estate 0.2
Holding companies 0.05 . - . . .
Construction 0.5 04 0.1 - 0.1 20.0
. Transport, communication
and public utilities 4.2 38 04 0.3 0.1 9.5
Business and others 16.6 13.2 34 . - 20.5
Sales by industrial affiliates 6.0 4.8 1.2 - - 20.0
Manufacturing 5.2 4.2 1.0 0.5 0.5 19.2
- Petroleum 0.7 0.5 0.2 . . 286
Others ¢ 0.1 0.1 - - - -

Source: United States, Department of Commerce, US Direct Investment Abroad: 1982 Benchmark Survey Dota (Washington, Department nf Commerce, 1985).

a Components do not add up to the totals because figures for some of them are not disclosed.
b Components do not add up 10 the total because figures for reiaii trade and agriculture are not disclosed.
¢ Excluding retail trade.

1 d Only mining, excluding agriculture.
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States and never involve any factors of production
located in the host country.

Another important characteristic of the trade
of foreign affiliates of United States service parents
is that it is less oriented to the home country, and
particularly to parent companies, than is the trade
of affiliates of manufacturing companies. Thus,
while foreign affiliates of manufacturing firms often
appear 1o be part of an integrated structure of
supply for the parent companies’ world-wide
demand, the foreign affiliates of service firms seem

to be much more free-standing, neither supplying .

their parents nor being supplied by them to any
great degree.

The above discussion dealt with export
propensities, that is, with shares of exports in total
sales of service parents and their affiliates; it did not
deal with the voiume of exports which, from the
point of view of the host country, may be more
important: high export propensities do not neces-
sarily mean high volumes of export earnings;
converscly low export propensities are not neces-
sarily associated with low export earnings in abso-
lute terms. This is lustrated in table V.5, which
contains data for local sales and exports of foreign
affiliates to host countries. In distinction to the
earlier discussion, the table documents trade effects
of FDI in services rather than merely TNCs in
services, since affiliates are classified by their own
industry and not by that of their parents. Ths
distinction does not necessarily affect all export
propensities, since most service affiliates belong to
service parents, just as most industral affiliates
belong to industnal parents. The only major
exceptions are trading and financial affiliates, since
these are frequently established by industrial
parents as well (see chapter 11). While data based
on the industry affiliation of affiliates produce a
lower (but not much lower) export propensity for
trading affiliates, they increase that of financial
affiliates by a factor of two. This shows that
financial affiliates of industrial parents serve the
financial needs of a corporate system in all coun-
tries (not infrequently from a tax haven).

Financial affiliates and affiliates in other indus-
tries (mainly mining) illustrate best the difference
between high export ratios and low export
volumes: while they both have high export
propensities (54 per cent and 80 per cent, respec-
tively), they accounted for only 3.5 per cent of the
total exports of all foreign affiliates. These total

exports amounted to $252 billion in 1982, of which
service affiliates accounted for 44 per cent ($112
billion). The bulk of exports of service affiliates
came, however, from wholesale trading affibates:
87 per cent, or $98 billion. All the remaining
service affiliates do not count much in terms of
export volume from host countries, even though
they exhibit high export propensities. But these
high export propensities do not translate into high
export volumes. These figures underline 2
substantial difference between wholesale trading
affiliates and all other service affiliates (including
retail-trading affiliates) concerning their role in the
exports of host countries.

The primary function of trading affiliates is to
support trade in goods (that is, exports and
imports to a host country) of their trading or
industrial parents. In fact, almost all their exports
from host countries are goods (99 per cent) and, as
a rule, they export goods produced by host-country
firms including by firms in the manufactunng
sector. In these cases, their role in promoting
host-country exports is more an indirect than a
direct one. (Other indirect effects are discussed
below.) In other words, trading affihates do not
directly produce exportable goods or services; they
merely help to export goods and services that are
already available in the host economy. This is an
important function, particularly in many devel-
oping countries, but it is different from the
production function. In addition, foreign trading
affiliates are important because a comparative
advantage in producing a good does not necessarily
imply a comparative advantage in marketing 1t.
The relatively high skill requirements of service
industries relative to manufacturing industries in
developing countries (mentioned earlier) suggest
the possibility that developing countnes may go
through a period when they enjoy a comparative
advantage in certain types of manufacturing but not
in the marketing of the same products. As exam-
ples of some developing countries (Republic of
Korea) show, this does, however, change; with
time, these countries may not only successfully
produce but also market their exportable goods and
services.

2. Export of services

Unlike trading affiliates, non-trading service affil-
jates produce and export mainly services. which




Table V.6. Sales of services by United States
majority-owned non-bank affiliates, by
developed and developing countries, 1982
( Billions of dollars)

Developing countries

Excluding
Developed financial
All market centres in
the
Sales countries economies All  Caribbean *
Total 663°% 396 18.6 9.4
Loca! sales S1.5% 331 10.2 86
Exports 14.8 6.5 83 0.7
To the United States 7.4 24 5.0 0.3
To other countries 74 4.1 3.3 0.4

Source: Same as table V.5,

2 Bahamas, Bermuda, Jamaica, Netherland Antilies, Tnnidad and Tobago,
United Kingdom islands.

b Totals and local saies of developed market economies and developing countries
do not add up for “all countnes”, because 2 part of the sales ($8.] bilkion) took
place in 1nternauonal ternitones.

explains why they are relatively unimportant as
exporters from host countries. Many services are
non-tradable and, in addition, the volume of traded
services 1s low compared to the volume of traded
goods; for world trade as a whole, the ratio is 1 to
5. As the data in table V.5 show, the total volume
of services sold by foreign affiliates ($66 billion) is
considerably lower than the total volume of goods
sold by foreign affiliates (3664 billion). Ninety per
cent of total services sales and exports of services
are effected by services affiliates, the balance by
industnial affiliates. Of the services sold, only one
fifth ($15 billion) arc exported, half of them to the
United States (sec table V.6), the home country.
Petroleum-related services are especially locally
oriented, with over 90 per cent of sales in the host
country. Among service exports, financial services
and insurance alone (banking services are not
included) account for 60 per cent, with two thirds
of all financial services being sold to the home
country. Business and other services account for
23 per cent of exports.

A disaggregation of the total sales of services
by groups of countries shows a much higher export
propensity for developing (45 per cent) than for
developed countries (16 per cent) (table V.6). The
figures for developing countries are, however,
distorted by the activities of financial affiliates in a
few offshore Canbbean centres, which are over-
whelmingly export onented. The exclusion of these
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countries restores the normal, expected pattern for
all other developing countries. Service activities of
foreign afliliates are predominantly locally oniented
and only a small part (9 per cent) of services
produced is exported (see table V.6). While most
of the local sales of services in developing countnes
are in non-financial centres (84 per cent), almost
all exports of services from developing countnes
originate in these centres (92 per cent). The latter
fact may also explain why the industry pattem of
service exports is dominated by financial services.

A final observation is in order. While the
volume of services exported by foreign affiliates is
quite low compared to that of goods, it may be
quite high compared to the volume of services
exported by their parent corporations and their
home country. In 1982, the United States exported
private non-factor services in the amount of $32
billion, of which roughly $17 billion were sold by
TNCs headquartered in the United States. This
compares to $15 billion exported by foreign service
affiliates in the same year, half of which went to
third markets, half to the United States. In the Light
of this. the services export performance of foreign
affiliates appears quite respectable, especially if it is
taken into account that the foreign affiliates figure
does not include exports by foreign banking affil-
iates, minorty-owned affihates and non-equity
forms.

3. Indirect effects

As in the case of trading affiliates, non-trading
service affiliates can indirectly affect exports as well.
Little evidence is available on the indirect export
effects of service activities, but a study of linkages
in Puerto Rico is suggestive (Weisskoff and Wolff,
1977, pp. 607-628). It found that business services,
while exporting directly only something under 20
per cent of their output in 1963, were a major
indirect exporter among the 26 Puerto Rican
industries studied: over 40 per cent of the output
of business services was exported directly or indi-
rectly. This placed business services as having the
second highest export propensity. Furthermore, 1t
was found that the relative importance of business
services as an indirect exporter increased signif-
icantly between 1948 and 1963, during the indus-
tnal transformation of Puerto Rico. This suggests
that business services become more important in
exporting at later stages of development.
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E. Linkages

One important aspect of the impact of FD1 in
service industries is the extent to which such oper-
ations are linked to other sectors of the economy.
There are two sides to this linkage. One is on the
demand side: purchases by service-industry firms
from firms in other industries. The other 1s on the
supply side: sales by service industries to other
industries. The first gives some indication of how
investment in service industries, to the extent that
it adds to the output of these industries, would raise
the demand for the products and services of other
industries. The second indicates how investment
in service industres, if it adds to output in these
industries, would increase the supply of services,
and which purchasing industries are the Llkely
beneficianies.

The types of input-output or inter-industry
relations tables which would be ideal for an analysis
of this question are not available. * However, if the
linkage characteristics of service industrics arc
universal, some indications of them can be denived
from United States input-output tables.

Taking direct sales only, about 40 per cent of
the total output of a group of selected services
consisted of intermediate products, that is, it was
sold to other industries in the United States, or
within the same industry (annex table C.6). Of the
intermediate output, 30 per cent went to manufac-
turing industries. That is an indication that the low
direct export propensities of these service industnes
-- barely more than 2 per cent on average -- do not
reveal the extent to which service-industiry output
was incorporated into exports, since some of the
service-industry output was exported indirectly, via
manufacturing industries or  primary-product
industnes.

Another linkage between service industries and
other sectors is through the service industries’
purchases of inputs from them (table V.7).  The
finance industry, a major service-industry foreign

investor, is relatively self-sufficient on the input
side, and what it does purchase is almost entirely
from other service industries. At the other extreme
are industres such as eating and drinking places
and auto repairs and services, which purchase more
from manufacturing industries than they pay 1o
employees (annex table C.6). The links of service
industries to manufacturing are mainly to such
industries as food and kindred products, petroleum
refining, construction maintenance and repairs,
metal products, office equipment and electrical
equipment.

Aside from these formal interconnections
among industries, the most important impact of
services on other sectors may be the effect of the
quality of services and, perhaps less important, the
price of services on the efficiency of other indus-
tries. ¢

There is little quantitative evidence on the
quality of services in different countres, but there
is some on prices. Although services in general
tend to be cheap relative to output as a whole in
developing countries (Bhagwati, 1984, pp. 279-286;
Kravis and Lipsey, 1983), more technologically
advanced services are expensive. For example, in
17 developing countries covered in one study, the
prices of all services relative to United States prices
were about 60 per cent of the prices of all goods
and services, but the prices of three more techni-
cally demanding service industries were as much as
two and a half times that level, even though all
three services are often subsidized (see annex table
C.7). The implication is that these services are
perhaps produced inefficiently. ~ All three are
industries in which FDI is almost neglhgble; it 1s
conceivable that such investment could increase the
efficiency of these services.

The high prices of technically demanding
services, and possibly an accompanying low
quality, are among the principal reasons why the
consumption of these services is low in these
countries. While the per capita GDP of these

€ The information needed 1o establisk linkages would be data disunguishing foreign-owned from domestcally-owned service industy firms in each
industry in each developing country, gving the composition, by industry, of sales and purchases. Such informaton could be provded by input-output
or intenindustry relatons tables, if they disungwshed between domesuc and foreign firms and if they were available for most developing countnes.
Nether of these concitions is met by the available data. Without an extensive study, one can only draw some inferences from the scanty data that are
available. The input-output data do have some uruque advantages. They show sales and purchases to and from a uniform hist of other industes.
Most imponant, they provide informaton not only on the dismbution of direct purchases, but also on the distnbuton of indirect purchases, showing
the cumulanve total of the demands that their purchases give nse to through the effects on supplying industnes.

6 Tlus 1s expressed, for example, in the following quote: “Good telecoms are now recogruzed In every post-industrial country as being as important

10 commerce as good roads and railways once were. Falling behund tn telecoms means falling behind in just about everythung else, though what
matters is not so much the cost of telecom services -- which for most industnes sull account for only 1-2 per cent of operatng expenses -- as their

quahty and range.” ‘Rewinng the world’, The Economist. 17 October 1987,




Table V.7. United States: sources of inputs
to service industries, 1977
( Percentage of total input)

Industry Manu-  Total intermediate
facturing inputs

Transport and warehousing 17.8 43.5
Communication,

except TV and radio 10.2 20.0
Wholesal~ and retail trade 4.5 285
Finance and insurance 2.9 39.4
Real estate and rental 8.2 21.0
Hotels, personal and repair service,

except aulo repair service 14.2 359
Business services 6.2 264
Eating and drinking places 35.3 55.6
Auto repair and service 26.1 47.2

Source: Annex tabie C.6.

countries is about 20 per cent of that of the United
States, and their per capita consumption of all
services is 17 per cent, that of elcctricity is 5 per
cent, air transport 2 per cent, and tclephone and
telegraph service 1 per cent of United States
consumption (annex table C.7). There seems to
be substantial room for future growth in these
industnes if productivity in them can be raised.
The three services mentioned above are all
important inputs into other industnies, and the
competitiveness of the latter (including many in the
manufacturing and mining sectors) must suffer
from the inefficiency of the services they use. The
same may be true for financial services, although
the effects may be less obvious. The function of
an efficient system of financial services is to pool
risks and to redistribute them from those who do
not wish to bear them to those who are willing to
do so at a price. If the insurance industry is ineffi-
cient, entrepreneurs may be unwilling to undertake
projects in which, for instance, a fire or an explo-
sion could wipe out their capital because they have
been unable to pool their risks with others. If the
banking system is inefficient, local entreprencurs
may not be willing to export because hedging
against exchange risk is too expensive or unobtain-
able. Even if local financial intermediaries are effi-
cient in serving local needs, they may not be expert
at tapping foreign sources of funds or at dealing
with the world-wide needs of manufacturing or
mining TNCs. For the most pan, the defects of

services industries have their impacts mainly on
other sectors. If and where foreign firms are able
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to provide these services more efficiently than local
firms, the host country’s gains from their entry
could be spread over a wide vanety of industnes.

F. Conclusions

Despite the concem in many developing coun-
tries about FDI in services and foreign control of
service industries, very little is known about the
extent to which TNCs participate in the production
of services in these countries. The available data
do not permit any detailed examination of this
issue, particularly for specific service industries, or
over time. There are some published data on
value-added in non-financial service industries in a
number of developing countries in 1982, but no
data on value-added by TNCs. Very rough esti-
mates of value-added by United States-based firms
in a few developing countrnies and the implied
shares of these firms in value-added in each country
are shown in table V.9,

The general impression from these figures is
that, although there has been a rise in the impor-
tance of FDI in the services sector, TNCs still play
a relatively minor role in most non-financial service
industnes of most developing countries. In coun-
tries which are main recipients of United States
FDI, the United States foreign affiliates’ share of
host country value-added in these industnes
appears to be very low (around 1 per cent). In the
Middle East, however, this share can reach 30 per
cent. Thus, compared to manufacturing industries,
the participation of United States firms in the
services production of developing countries is rela-
tively hmited.

These data hide, of course, the fact that, in
specific service industries or certain sectors of the
market (especially the internationally-oriented part
of the market), TNCs can play an important role
(see chapter II). In particular, foreign affiliates can
occupy central positions in some modern parts of
the services sector, such as accounting, advertising,
msurance, hotels, car rentals, data communication
and international banking. For example, a survev
undertaken In 1984 of 10,700 firms in 44 countries
showed that 61 per cent of those companies were
audited by one of the world’s 13 largest accounting
firms. Or, foreign affiliates are the largest adver-
tising agencies in 34 of the 53 countries for which
data are available for 1986 (table V.8). In all but
11 of these countries, foreign majornty- or
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Table V.8. The role of foreign advertising agencies in host countries/territories, 1986

nd 3rd 4tk Stk

Country or territory Largest largest largest largest larges:
Developing countries‘territories

Argentina MIJ-US(5) MI-GBR(}) DO MIJ-US(2) MI-US(3)

Brazil DO(LS11) DO(GBR 1) DO MJ-US(2) DO(LS 15)

Chile MI-US(5) MI-US(2) MN-US(3) DO MIJ-US(7)

Colombia MJ-US(12) DO(LS 5) DO (US 3) MI-US(9) MI-GBR(1)

Costa Rica DO(LS 3) MIJ-US(2) M1-US(9) MI-US(4) .-

Dorminican Republic MJ-US(6) MI-LS(2) MI-US(12) . MI-US(9)

Ecuador MN-US(S5) MI-US(2) DO({US 7) MI-US(9) .

Ei Salvador MN-US(4) MJ-US{2 . . .

Guatemala MI-US(2) MN-US(4) DO{US3) MIJ-US(9) DO

Honduras MI-US(2) MI-US(4) . . .

Hong Kong MI-US(7) MI-US(12) MIJ-GBR(1) MI1-US(2) MJ-US(3)

India DO(LS 5) MN-GBR(1) MXN-US(2) MN-US(7) DO/LS 3)

Indonesia DO(LS 2) DO(GBR 1) DO(LS 5) MN-US(8) DO{US 3)

Jamaica . MI-US(2) MN-US(9) . -

Kenya MIJ-US(2) MI-US(7) .

Kuwait DO .- . . .

Malaysia MN-GBR(1) MXN-US(7) MN-US(2) MN-US(5) MN-US(3)

Mexico MJ-US(2) DO MJ-US(S) DO DO

Morocco MI-US(2) . . “

Namibia MI-US(2) . . . .

Pakisian DO(US 2) DO DO DO DO

Panama DO(LS 12) MJ-US(2) DO

Paraguay MJ-US!5) MI-US(2) . .

Peru MJ-US{5) MJ-US(2) MI-US(11) DO(US3) ..

Philippines MI-GBR(1) MI-US(2) MIJ-US(5) DO(US 15) DO(US3)

Singapore MI-US{2) MJ-LUS(7) MJ-GBR(1) MJ-US{12) V@)

Thailand MI-US(2) MJ-LUS({7) DO(GBR 1) MI-US(12) MJ-US(S)

Trinidad and Tobago MI-US(2) DO MJ-GBR(1) MN-US(9) MN-US{14)

Uruguay DO(US §) DO-US(3) MJ-US(2) MXN-US(1D) .

Venczuela MJ-US(5) MN-US{?) MJ-US{(12) DO MI-GBR(1)

Zambia MIJ-US(6) . . .

Zimbabwe DO(GBR1) MN-US(6) MI-US{2)

minority-owned firms were a majonty of the top
five advertising agencies. In the insurance industry,
foreign insurance affiliates account for more than
half of all insurance firms in 16 countries and 20
per cent to 50 per cent in another 25 countries
(table V.10).

Leaving the questions of magnitude and rela-
tive importance aside, there is a widespread
impression that service industries consist largely of
technologically stagnant, small-scale personal
services based on unskilled !abour working with
Bittle capital in ways that have not changed for
many years. While there may be some such service
industnes, they are not the ones that have attracted
FDI, or that have stimulated intemnational
discussions on trade and FDI in senvices.

The service industnies that are of intercst here
are industries in which soft technology is impor-
tant. In particular, some of them are heavy users
of high-skill personnel. And since the skilled
labour is located in host countries, and the skilled
employees are almost all nationals of those coun-
tries, the likelihood of skill transmussion to host-
country enterprises is probably greater than in the
case of hard technologies where the production of
new techniques is much more centralized in parent
companies. Thus, particularly with respect to
skills, there is likely to be more transfer of tech-
nology relative to the amount of investment in
service industnies than in manufacturing. Probably
10 a greater degree than in manufacturing. foreign
affiliates in service industries provide traiming
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Box V.5 Dreamparks international

On 15 April 1983, a Disneyland theme park opened in Tokyo. It was built by QOricntal
x Land Co. Ltd. (owned jointly by the Mitsui Real Estate Development Corporation and the
' Keisei Electric Railway) at a cost of $650 million. Orienta!l Land owns and operates the park
under a licence and royalty agreemcnt w:itii Walt Disnicy Co. Walt Disney Co. supplies its
rame, trains employees and manufactures prodicts required by the park and bought at cost by
Oriental Land. Walt Disney Co. receives royaities on the revenue generated by the park: 10
per cent of the admission fees and 5 per cent of the revenues from restaurants and shops.
During the first three years of operation, 30 million visitors passed through the theme park.
] In 1985, Walt Disncy Co. decided to build a Disneyland in Europe. A site near Paris was
| selected and an agreement was signed with the French authorities in March 1987. The Sirm's
decision was facilitated by the Government's willingness to offer tax concessions (the valuc-
added tax on entry fees was reduced from 18 to 7 per cent) and to accept the arbitration of the
International Chamber of Commerce in any contract disputes. The Government won the use
of French as the principal language of the park, a guarantce of $40 million from Disney if the
project were abandoned and assurarnces that GO per cent of the enginecring work and 90 per cent
: of the materials would come fron: France or other members of the European Community.
Euro Disneyland, a $2 billior: project, and its surrounding facilities, are expected to open
( in 1992. It is planned to include a Magic Kingdom (similar to those in Orlando, Florida,
! Anahcim, California, and Tokyo, Japan), a golf course, hotels, office buildings, restaurants and
* possibly conference facilities. The project will provide 20,000 temporary construction jobs and
‘ 30,000 permanent jobs. An estimated $1 billion annual revenues are expected from 10 million
; visitors -- $700 million from foreign visitors. The 4,600 acre site will be linked to Paris by a
] commuter train and a six-lane highway, to be built by the Government at a cost of $333 million.
|
1
!
b
|

Under the agreement, Disney will lead a consortium of investors to implement the project.
Firms from the European Community will hold at least 50 per cent of the equity. Disney will
receive royaltics and management fees for its role as the operator of the various facilitics.

Euro Disneyland may face competition from Music Corporation of America (MCA),
which is considering building a theme park in Europe as well. Its park may include a studio-
tour attraction (which would featurc suck universa! filni characteis as ET, Frankenstein and
King Kong), sound stages for movie and TV production, and resort facilities.

The United States theme-park market has grown by 10 per cent per annum since 1977, and
growth in Western Europe may have been even faster. But there is some concern that the
number of theme parks springing up will be more than the European market can support. In
the growing competition, transnational brand names like Disney and MCA are well placed to
win out over their local rivals.

do sell their services to non-residents of their
countries and, therefore, are exporters in the
balance-of-payments sense. Construction, on the
other hand, figures prominently among the FDI of
developing countrnes (chapter I), an indication that
these countries can develop a comparative FDI
advantage in certain industnes. These service
industries are, consequently, of more significance
for the absorption of unskilled labour in developing

countries, although the overall absorptive capacity
of foreign service affihates 1s almost negligble
compared to the total labour force of these coun-
toes.

The most important impacts of FDI in services
probably result from hnks with other industries.
There is no statistical evidence that shows these
links specifically for foreign-owned firms, but
service industries do provide important inputs into




Table V.9.  United States affiliates’ share of value-added
in non-financial service industries in selected
developing countries, 19822

(Percenrage)

Country or territory Share
Africa

Nigeria 1.1
Egypt 0.
Asia

Philippines 120
Singapore 7.0
Hong Kong 26
Indonesia 0.9
Thailand 0.8
Middle East

Saudi Arabia 30.3
United Arab Emirates 19.7
Israel 154
Western Hemisphere

Bahamas 38.0
Venezuela 6.3
Panama 4.6
Jamaica 4.5
Argentina 1.6
Colombia 1.2
Chile 0.9
Brazil 0.8
Mexico 0.5

Sources: Based on United States, Department of Commerce US Direct Invest-
ment Abroad: 1982, op. cit., and United Nations, Statistical Yearbook, vanous
years.

& Value-added of United States affiliates consists of net income, employee
compensation and foreign income taxation as reported by the source. Depreci-
ation in non-bank affiliates and interest payments by ail affitiates are rough esti-
mates.

goods industries and influence the degree of effi-
ciency at which these operate, and the degree to
which they can export their products. Business-
service industries, for example, export little of their
products directly, but their indirect exports, incor-
porated in the export of goods, could make them a
leading export industry.

The channels through which service industries
affect the performance of other sectors include the
prices at which essential services are provided and
the quality of the services. High prices for service
inputs may inhibit goods production, and especially
goods production for export, which may require
more service input, such as advertising or financial
services, than production for the domestic market.
But low-quality services may have even more
significant negative effects. It may, for example,

Table V.10.  The role of foreign insurance companies in

host countries, 1 January 1985

Number of foreign

insurance affiliates

as percentage of

toral number of Number of
insurance firms  countries or

(Percentage ) territories Country 'territory

Brazil, Chile, Colombia, Egyp1, El
Salvador, Finland, Ghana, Iceland,
Indonesia, Kenya, Mexico,
Morocco, Nigeria, South Africa,
Sudan, Taiwan Province, Tunisia,
United States, Venezuela.

Less than § 19

5-20 11 Argentina, Guatemala, Paraguay,
Peru, Philippines, Republic of
Korea, Spain, Sweden, Thailand,
Trinidad and Tobago

United Kingdom

20-50 25  Austria, Belgium, Bolivia, Canada,
Denmark, Dominican Republic,
Ecuador, France, Gabon, Germany,
Federal Republic of, Honduras,
Israel, Italy, Japan, Jordan, Lebanon,
Malaysia, Mauritius, Netherlands,
Norway, Pakistan, Panama, Sierra
Leone, Switzerland, Turkey.

Over 50 16  Australia, Cameroon, Cote d’lvoire,
Cyprus, Greece, Hong Kong, Ireland,
Liberia, Luxembourg, Malawi,

New Zealand, Portugal, Senegal,
Singapore, Uruguay, Zimbabwe,

Source: Sigme, No. 11712, November 1985,

discourage domestic or foreign producers from
expanding production destined for export. Care
should therefore be taken that the regulation of
prices in service industries (a more common prac-
tice than in manufacturing) does not produce
negative quality effects which would outweigh any
positive effects of low prices.

Another possible impact of services FDI on
host countries is that service TNCs could use their
superior technology and managernal skills to
provide consumers and businesses in host countries
with better or cheaper services than those available
to them from local suppliers. TNCs might supply
services not available without their presence, such
as advanced data processing or transmission
services, or advanced telecommunications or
facsimile services. TNCs might also supply services
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that are available from local companies (for
instance, in banking and insurance), but they might
supply them at lower prices or higher quality. In
both cases, the result could be that (other things
being equal) service prices, adjusted for gquality,
would be lower. On the other hand, if there are
local firms supplying a service, the entry of TNCs
may result in the destruction of some of these firms,
and improvements in the technical level of the
remaining ones.

It should also be noted that the impact of
service TNCs goes beyond the economic sphere
since, intended or not, capital investments are
normally accompanied by socio-cultural invest-
ments. Suffice it to say that service TNCs, perhaps
more so than their industnal counterparts, can
introduce, demonstrate and promote values, atti-
tudes and behavioural patterns in the countries in
which they are active and thus influence their
culture and especially consumption patterns. As
will be discussed in the next chapter, this is one of
the principal reasons for which FDI in such indus-
tries as mass media and advertising is regulated in
many developed and developing countries. The
importance of this issue is illustrated by the nego-
tiations for the $2 billion Euro Disneyland project
near Paris, concluded in 1987. One of the impor-
tant concessions the Government of France won
was the use of French as the principal language of
the amusement park (sec box V.5).

Finally, perhaps the most important fact
determining the role of services FDI in develop-
ment is that foreign service affiliates are generally
more complete, more free-standing and more lLike
parent firms than are foreign manufacturing affil-
iates. Manufacturing TNCs are able to build
internationa! affiliate networks within which an
international intra-firm division of labour can allo-
cate capital-intensive, technology-intensive and
skill-intensive operations to the parent corporation,
while labour-intensive (and particularly unskilled
labour-intensive) operations can be allocated to
foreign affiliates, especially those in developing
countnes; the high level of trade between manu-
facturing parents and their affiliates is an indication

of this ability.

While service TNCs are also building interna-
tional affiliate networks, they do not find their
operations as divisible as manufacturing firms, to
match the factor proportions of sub-processes with
the factor prices of host countries. The principal
reason is the low tradability of many services, that
is, the fact that the intangible and non-storable
nature of most of them requires that their
production and consumption must take place at the
same place and at the same time. Indeed, intra-firm
trade in the services sector is considerably lower
than in the manufacturing sector; in other words,
the type of trade is low that would be high in
industries that can split their production processes
among locations. Except in a few cases, service
firms cannot detatch low-skill operations and shaft
them to developing countries, while keeping high-
skill operations at home. As a result, foreign affil-
iates in many service industries tend to be more
similar to their parent firms in terms of physical
capital intensity and skill intensity. Thus, the lower
tradability of many services may mean that a given
level of FDI in services represents more transfer of
skills and physical capital than the same level of
FDI in manufacturing.  In sum, foreign service
affiliates tend to be more complete and more free-
standing than foreign manufacturing affiliates.

This discussion of the role of services FDI in
development has touched on a limited number of
potential impacts only. Given the scarcity of data,
its conclusions are tentative. Considerably more
research is needed to understand more fully the
nature and magnitude of the impact of service
TNCs. Progress in understanding 1s particularly
difficult because many of the economic and other
impacts are of an indirect sort and, therefore, diffi-
cult to isolate and measure. But a better under-
standing of the role of services FDI in development
is of crucial importance because the growth of such
investment increasingly raises the questions of how
it can best contribute to development and how the
policies of host countries can maximize this
contnbution.

? One imphcauon of tus is that. in services more than in manufacturing. the pattern of FDI] may be governed by ownershup-specific advantages
combined with location-specific advantages that are ma:nly demand- rather than supply-determuned. The locauon-specific advantages in services rmay
more frequently be the size of a market rather than factor abundance and factor pnces.
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A. Introduction

The preceding chapters dealt with the growth
of FDI and TNGCs in services, the reasons for this
growth and the impact of FDI in this sector on
host countnies. Repeated references were made to
the role of the policy and regulatory framework as
an important parameter influencing FDI in
services. The present chapter focuses on this
framework as it affects the growth and pattern of
FDI in services and the activities of TNCs. One
of the most striking features of the services sector
is its high degree of regulation as compared to that
of other economic activities, manufacturing in
particular. Regulatory policies are widespread both
in developed and developing countries, although
the emphasis on various types of policies tends to
be different in those two groups of countries.

Most developed markzi economies have relied
heavily on economic regulations aimed at specific
service activities. Despite recent moves towards
deregulation and privatization, such patterns are
still predominant today. Many economic regu-
lations limiting market entry and disciplining
pricing behaviour of enterprises are not specifically
related to FDI, and they apply in a non-
discnminatory manner. Nevertheless, they circum-
scribe the scope for foreign participation and, in the
case of public or publicly authonized private
monopolies, sometimes act as absolute barriers to
TNC activity. In additicn, a number of developed
market economies apply specific and often very
finely-tuned regulations to FDI. As demonstrated
by a recent survey, most of the remnaining obstacles
to entry and establishment in developed market
economies, as well as exceptions to national treat-
ment, are related to service industries (OECD,
1987a).

A lack of suitably trained personnel and
administrative capacity often makes it difficult for
developing countries to adopt finely-tuned policies
towards the development of the services sector.
As a result, economic regulations of service indus-
tres in many developing countries tend to be of a
broader nature and, in certain areas (like banking,
insurance and transport), public enterprises are
often predominant. Partly for the same reason,
regulations specifically addressed to FDI tend to
be more severe, closing, in certain instances, entire

ranges of activities to foreign involvement, or
demanding a high degree of local ownership from
those enterprises which are admitted.

This pattern is still predominant today, but it
is changing rapidly. In the developed countries in
particular, a clear trend towards deregulation and
the liberalization of FDI in services can be
observed. Deregulation, that is, the removal of
controls directly dealing with the management of
service activities at the domestic level, and liberali-
zation of FDI are closely interrelated, but they are
not the same. If unchecked by accompanying
policy measures, deregulation or privatization of
domestic enterprises can simply result in the
substitution of public monopolies by private
monopolies, and the activity concerned will remain
closed to entry by new competitors. Deregulated
activities can remain sheltered by barriers to trade
and investment. On the other hand, liberalization
of FDI does not imply that regulatory safeguards
or legal frameworks for service activities will (or
should) be dismantled. In certain cases (and in
particular in developing countries), the strength-
ening of such mechanisms as prudential controls
of financial services may even be a prerequisite to
successful liberalization.

The present chapter first reviews the general
reasons for the regulation of FDI in services and
the pattern that regulation has taken in both
developed and developing countries. ! As noted in
chapter 1, regulations have been one of the prin-
cipal reasons for the limited role that TNCs play in
certain service activities. In the present chapter, the
focus is on FDI policies, but measures of a more
general nature significantly affecting investment
decisions by TNCs in services are also taken into
account. It is not intended to provide a compre-
hensive description of all the relevant instruments
and measures. Rather, some examples are given
from both developed and developing countries to
illustrate the altemnative approaches which have
been adopted and their underlying reasons and
effects. In the remainder of the chapter, pressures
for change are discussed, some of the consequences
of liberalization are reviewed brefly and possible
approaches towards improving regulatory policies
consistent with development objectives are
outhned.

1 This review of regulatory policies is based on the following sources: UNCTC 1986a, 1953, 1982a, 1981, 1980, 1979, OECD 1987b, 19843,b,
1983a, Peat, Marwick and Mitchell 1986, and United States, 1986a,b.




B. Reasons for regulatory control

There are various reasons why the regulation
of services is so stringent and prevalent, the main
one being the crucial role played by services in the
process and pattern of economic development. As
spelled out in the introduction above, this role
includes the provision of basic infrastructure for
wealth-creating activities, providing various inter-
linkages, having strategic significance for economic
development, being a source of structural adjust-
ment and having a marked socio-cultural impact.
Clearly, the performance of the services sector is
crucial to economic growth in general. Moreover,
it is a role which is often undertaken under condi-
tions of (public or private) monopoly and in
markets which are imperfect in promoting
allocative efficiency. In particular, those services
which involve the use of networks (public utilities,
telecommunications) are often characterized by
natural monopolies, that is, situations in which a
few or even a single producer can exploit the econ-
omies of scope or scale.

Apart from these basic reasons, there are a
number of other broad concerns which motivate
regulations and policies affecting FDI in services in
developed and developing countries alike. These
include:

Public order and national secunty;

Cultural identity;

Consumer protection;

Prudential supervision;

Balance-of-payments considerations;

Natural monopolies;

Development  objectives, including the
promotion of indigenous industries.

Public order and national security interests are
universally recognized as inherent limitations to
international obligations in the area of trade and
investment, as demonstrated, for instance, by the
references made in GATT instruments, bilateral
treaties, the OECD Codes of Liberalisation of
Capital Movements and Invisible Transactions and
regional co-operative instruments, such as the
treaty establishing the European Community. The
interpretation of such clauses is generally left to the
contracting parties, subject to international surveil-
lance and control of abuse. Considerations of
public order and securty are relevant to services

2 On soc10-cultural impact, see Aschar, 1983
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and are often invoked in such areas as health (as
part of immigration controls or to check cross-
border movements in tourism) and air and man-
time transport (to justify policies maintaining
national-flag carriers). In the area of data services
(data processing, data bases, software, telecommu-
nication services), dependence on computers and
data bases located abroad is sometimes considered
a nisk to national security. From the perspective
of a small country, the additional fear of becoming
dependent on foreign supplies of essential services
is often voiced. '

Reasons of cultural identity are advanced in
favour of limiting foreign presence in areas such as
educational services and media, and particularly in
broadcasting, television and films. Advertising is
another area where this reason is given some
prominence, particularly in developing countries.
Finally, cultural considerations, sometimes coupled
with environmental concerns, are considered
compelling in the area of tounism, where large
numbers of foreign tourists may impose significant
strains on national endowments and the socio-
cultural environment. 2

Consumer protection is particularly important
because, owing to the intangible nature of many
services, the quality of most of them can only be
determined at the time of consumption, whether it
is because the production and consumption of a
service takes place at the same time (for example,
surgery), or because the consumption of a service
is deferred until later, while payments are already
taking place (for example, insurance). Hence,
regulations are required to ensure that the provision
of services meets certain standards. A related
matter is the need to assure the universal avail-
ability of certain services (for example, telephone
services) under equitable conditions, as are
requirements of prudential supervision of sensitive
activities. Prudential supervision in the interest of
ensuring the safety and stability of national finan-
cial systems is particularly important for banking
and other financial services, because corporate
bankruptcies (the ultimate market discipline) entail
social and economic costs, which are not confined
to the corporations that have failed. These
considerations usually apply to domestic and
foreign firms alike.

Balance-of-payments considerations frequently
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reflect the concerns of developing countnes vis-d-vis
TNCs, but serious balance-of-payments difficulties
are also recognized as a cause for temporary
derogations from, for instance, the obligations of
developed market economies under the OECD
liberalization codes. Such reasons have been used
to limit profit remittances and capital repatriation
or to impose restrictions on the imports of inter-
mediate services. For instance, in the area of
tourism and hotel services, developing countres are
concerned that pre-payment of charges, the use of
customer vouchers and inter-company settlements
of debt outside the country (rather than in the
tourist-receiving country) may reduce the amount
of foreign exchange accruing to the host country.
Import leakage is a related concern in view of the
high import content of many tournst related
services. Balance-of-payments considerations have
also prompted a number of developing countnies to
place restrictions on FDI in the insurance sector.
A concemn here is that foreign branches and
subsidiaries might invest premium income outside
the host country.

In such service industries as telecommuni-
cations, air and maritime transport and utilities,
investment  requirements and  production
economics may dictate an oligopolistic or even
monopolistic market structure in a number of
countries. Furthermore, national security consid-
erations can become important if the supply of
some of those services shifts from domestic to
foreign firms. Consequently, many countries prefer
to have those services supplied by national publc
or private monopolies. As will be discussed below,
however, this does not necessarily mean that the
scope of a given monopoly cannot be subject to
review and, in particular, that activities which have
outgrown the status of natural monopoles may not
be subjected to competition.

Development objectives, and the desire to
control the principal means by which those objec-
tives are achieved, are probably the strongest
driving force for FDI regulations in developing
countnies, although infant-industry arguments are
sometimes also used by developed market econo-
mies. Given the importance of services in

providing the infrastructure for many economic
activities and interlinkages (especially through
producer services providing intermecdiate inputs)
with other industries, countnies encourage (and
protect) the growth of domestic companies which

can provide services considered to be particularly
important for their economies. Added to this is the
perception that such services as telecommuni-
cations and financial services are strategcally
important for a country’s future growth and devel-
opment and, therefore, need to remamn under
domestic control. And countries which have an
export potential in some services naturally wish to
develop it, especially when these same services are
an important source of structural adjustment. In
each casc, policics are influenced by the desire to
encourage the development of indigenous firms,
and measures may be taken which may involve at
least temporary restrictions on the participation by
TNCs. A related concemn is that TNCs, by
following global corporate strategies which do not
pay sufficient regard to host country needs, may
undermine (or render less effective) domestic
monetary or economic policies pursued by host
countries.

On the other hand, foreign direct investment.
if properly channelled and utilized, can play an
important developmental role. Precisely because
of the importance of services, and especially when
they provide intermediate inputs, the exclusion of
foreign competition through FDI may result in
higher costs for those inputs or perpetuate outdated
technology and management patterns. High-cost
and inefficient producer services (for example, in
banking and insurance) affect the viability and
competitiveness of other industnes (including
manufacturing  activities) and thus may be
damaging to the overall development strategies of
the countries concerned (Bhagwati, 1987, pp.
549-570).  Furthermore, regulations often face
contradictory situations. Tourism, for instance, 1s
a source of foreign exchange, but, at the same time,
may have certain undesirable socio-cultural effects.
Similarly, a modern telecommunication system
linking a country internationally is becoming
increasingly indispensable for attracting FDI, but
the needs of economic development may require
the creation of broad-based basic services. Such
conflicting policy demands have to be resolved in
the hight of a country’s overall needs and pnionties.

A final observation is in order. Foreign direct
investment in a number of service industnes does
not appear to be highly regulated. However,
although there may be few specific provisions
concerning FDI, general regulations concerning, for
instance, professional services or government-




procurement policies (for example, in engineering
and consulting) may, de facto, influence the level
and form of foreign participation. At the same
time, a number of new services (for instance, data
processing and software services) have not yet
attracted the attention of regulators and, therefore,
such policy instruments as have been devised are
usually piece-meal rather than comprehensive.

C. Main features of regulations and policies
affecting foreign direct investment in services

Service industries, like other industnes, are
subject to general investment controls and policies
of host countries. In addition, specific and gener-
ally more stringent regulations are applied to service
industries in many countnies. The following
discussion focuses on the latter, as general invest-
ment régimes are dealt with elsewhere in this survey

1. Controls of entry, establishment and ownership

In addition to authonzation procedures applying
to all sectors, specific imitations to establishment
apply in many service industries. These regulations
vary in their degree of severity and, depending on
the industry concemed, range from the prohibition
of entry to relatively open and flexible régimes.

Broadcasting and other media services are,
mainly for strategic and cultural reasons, subject to
substantial limitations of foreign ownership in the
majority of developed and developing countnes.
In some countries, FDI is prohibited. Others apply
limitations to foreign equity participation in
domestic enterprises, ranging from S per cent in the
case of New Zealand to 25 per cent in the case of
Japan. In many countries (for example, Canada,
Finland and Trinidad and Tobago), broadcasting
is a public monopoly, which in itself excludes FDI.
But, even in this area, policies are changing in some
countries; France, for example, has recently opened
its television broadcasting to foreign investors.

Air transport is also subject to demanding
restrictions designed to protect domestic carners.
International air transport is governed by a network
of bilateral agreements providing for route allo-
cation and capacity-sharing between national
carriers. Those agreements are often supplemented
by pooling arrangements between the airlines
concerned, which limit or exclude any remaining
scope for competition. These restrictions of inter-
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national air transport services are reinforced by
stringent investment régimes protecting national-
flag carners. Foreign direct investment is either
excluded or limited to minority holdings. Even in
countries like the United States and the United
Kingdom, which have dcregulated their domestic
air transport markei, competition by foreign
carriers on domestic routes 1s excluded, and the
so-called fifth freedom right (that is, the right of a
foreign carrier to transport passengers from the
country concerned to a third country) is either
denied or only granted on a reciprocal basis.

International maritime transport is regulated
by shipping conferences, that is, private arrange-
ments between carriers which are either condoned
or encouraged by Governments. In most countries,
coastal trade and cabotage services are limited to
vessels flying the national flag; and the ownership
of such vessels by foreign enterprises is in many
countries imited or prohibited. Nevertheless, a few
countries like Australia, thiec Federal Republic of
Germany and the United¢ [lingdom allow foreign
ownership on condition that the enterprise is
locally incorporated.

Telecommunication services are operated by
public or private monopolies in many countries.
However, technological changes have prompted
reforms of regulatory régimes, exposing at least
some value-added services (for example, the trans-
mission of enhanced computerized data through
leased lines) to competition. The deregulation of
network operations has not yet resulted in any
significant increase in competition in the countries
which have taken these measures. In the United
States, AT&T has maintained a dominant market
share in long-distance communications after dereg-
ulation, but the situation may change when the
local Bell companies, which have recently been
authorized to provide value-added services, are also
allowed to enter the long-distance market. In the
United Kingdom, only one additional service
provider was licensed after the privatization of
British Telecom, and further licences are not
envisaged in the near future. Foreign direct invest-
ment in private or privatized telecommunication
companies is limited, if it is allowed at all. In the
case of British Telecom, foreign ownership may not
exceed 10 per cent, and a 20 per cent limitation
applies to the Communications Satellite Corpo-
ration in the United States. In Japan, the partial
privatization of NTT was part of a wider package
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of deregulation which has allowed foreign enter-
prises to enter this market (see box VL.1).

In the case of other data services, several
developing countries have introduced measures 10
promote the development of domestic industnes
(UNCTC, 1982b, 1983; Sauvant, 1986a). Brazil,
for instance, requires as a rule all data processing
to- be undertaken in the country, and normally
insists that data bases be located in the country as
well.  And India, through a combination of
performance requirements and joint ventures, has
developed an indigenous software industry with
growing export value (see box V1.2).

In the area of banking and other financial
services, the situaticn ranges from complete liber-
alization to the exclusion of FDI. Among devel-
oped market economies, no country excludes FDI
as a matter of principle, and restrictions have been
substantially relaxed in the course of recent years
(OECD, 1984a). However, several countnes have
retained discretionary powers to refuse authon-
zation of investment proposals considered contrary
to the national interest.  Acquisitions remain,
however, stringently controlled and are subject to
anti-trust scrutiny which, although applied on a
non-discriminatory basis, can result in significant
delays or modifications of proposals by foreign
investors (table VI.1). In a few countnes like
Sweden, the acquisition of participating interests in
domestic banks is not possible, and in other coun-
tries, ownership limitations apply, ranging from 10
to 51 per cent, with the possibility of exceptions
being granted on a case-by-case basis. In Canada,
the market share of foreign banks 15 himited to 16
per cent of the total domestic assets of banks.
Restrictions on foreign establishments in securities
markets are rather exceptional, but significant
obstacles to inward investment can result from the
asymmetry of domestic regulatory systems. In
some countries, lead management of bond issues
by foreign controlled institutions is either restricted
or admitted only on a reciprocal basis. Secondary
market operations are generally more restricted; in
some countnies, they must be camed out by inde-
pendent brokers, who can only obtain a license if
they are citizens of the country concerned. In
addition, limitations on foreisn membership in
stock exchanges and professional ascociations apply
in certain countries.

In developing countries, the prohibition of FDI
in banking has become the exception, although

many countries are still reluctant to allow the entry
of new foreign banks. Countries which have liber-
alized their entry conditions in recent years include
the Republic of Korea, Thailand and, to a more
limited extent, India. As in developed countries,
the acquisition of domestic banks by foreign banks
is subject to strong constraints. Similarly, limita-
tions on foreign ownership are still mormal as
banking is seen as a strategic economic actiyity. In
Brazil, for instance, foreign banks are limited to
minority participation in non-banking financial
institutions and cannot acquire more than one third
of the voting shares in investment banks, brokerage
firms and leasing companies.

Branches of foreign banks are often treated as
an entirely different category under various régimes.
They are either forbidden, admitted on a reciprocal
basis, or subject to prior authorization or special
conditions concerning their operations, which are
more stringent than those applying to foreign
controlled subsidiaries. The reason for this differ-
ential treatment is the fact that, since branches are
legally part of the parent company’s operations,
they are more difficult to supervise by local regula-
tory authorities than separately incorporated
subsidiaries.

Investment controls in the insurance sector
follow a pattern similar to that in banking and for
esscntially the same reasons, that is, the concern
that foreign firms could dominate a key sector of
the economy. No developed market economy
completely prohibits FDI in the industry, but in
several countries prior authorization has to be
obtained, and limitations on the degree of foreign
ownership are imposed (OECD, 1983a). Where
they are allowed at all, branches are generally less
welcome than subsidiaries and are sometimes
subject to special deposit requirements designed to
protect policy holders. In some countries, foreign
insurance companies are required to establish
separately incorporated entities if they wish to carry
out operations. Until very recently, even some
member States of the European Community
required that insurance companies headquartered
in other member countries establish themselves in
the country of their chients. This regulation was,
however, struck down by the European Court of
Justice in 1986 (European Court of Justice, 1987,
pp. 568-569). Regulations in many developing
countries are even more extensive. Some countnes,
for example, India, Malaysia and the Republic of




* Box VI.1 Japan’s telecommunication policy '

Japan's new telecommunication law, which entered into force on I April 1985, ended a
public monopoly that had lasted for more than 100 years. The Nippon Telegraph and Tele-
phone Corporation was privatized, and two categories of telecommunication business operations
were created:

Type 1
Carriers which own and operate their own telecommunication circuits. Foreign capital
is permitted up to a ceiling of one third of total equity. Within that framework, Japan
\ Communications Satellites Co. (jointly owned by C. Itoh Co., Mitsui Co. and Hughes
Communications) and Space Communications Corp. (a joint venture of Mitsubishi Corp.,
Mitsubishi Electric Corp. and Ford Motor Co.) are scheduled to start operations in 1989.

Type I r

| Firms leasing circuits from Type I operators to provide communication services. There
is no limit on FDI in this area. Value-addced networks, which provide such enhanced services
as computer data communicatior, and all international telecommunication services providers
Jall into this category. Kokusai Denshin Denwa (KDD) had a monopoly in the provision
of overseas telecommunication services until 1987; in December 1987, however, Interna-
¢ tional Telecom Japan Inc. and International Digital Communications Inc. (a consortium
including C. Itok Co., Toyota Motor Corp., Pacific Telesis Int. and Cable and Wireless)

the country.

received licences to provide thosc services as well.

Once these new firms take up operations, the provision of telecommunication services in |
Japan will have been made subject to competition, including from firms headquartered outside

Korea, effectively bar the entry of foreign-owned
insurance companies. In others, such as Brazil,
Colombia, Egypt, Indonesia, Kenya, Malaysia,
Mexico, Morocco, Nigenia, Peru, the Philippines,
Thailand, Venezuela and Zimbabwe, foreign inves-
tors are allowed to have limited equity participation
only. Developing countries, too, prefer insurance
subsidiaries to branches. For instance, the share
of branches in the international business of insur-
ance firms from France fell from 52 per cent in
1972 to 28 per cent in 1984 (Karailiev, 1986).
Generally, barriers to inward investment in rein-
surance tend to be less demanding in developing
countnes than those applied to direct insurance
(UNCTC, 1980).

Finally, entry controls are also quite frequent
in trade-related activities, and the nght of estab-
lishment is typically very closely regulated. More-
over, regulations normally make no distinction

between trade establishments which are geared
towards distributing goods and services in the
internal market and establishments which specialize
in identifying foreign buyers of domestic goods and
services to develop exports (for example, buying
agents of transnational retail chains) or suppliers
of foreign goods and services to obtain more
competitive imports (for example, affilates of
general trading companies). By not differentiating
between these two types of trade affiliates, host
countries do not take into account the different
impact each of them has and the different oppor-
tunities they offer.

2. Nationality requirements
Another type of government regulation frequently

found in most of the service industnies previously
examined relates to the nationality and or residence
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Box V1.2 India’s software policy

——

In 1970, India’s Department of Electronics introduced a decree that authorized the import
of computers to be used for the development of software. The condition attached to an
authorization was that the imported equipment generated software exports equivalent to 200

' per cent of the c.if. value of the equipment during the first five years of operation. In 1976,
J Indian citizens residing overseas were authorized to import equipment, provided they generated
software exports equivalent to 100 per cent of the cd.f. value of the import.

In 1981, new rules were adopted:

e If the equipment is imported by an Indian company to produce software for export, it
receives permission to use the computer after a certain period of time to produce software

Jor local consumption. The company has to export software in an amount equivalent to

300 per cent of the c.if. value of the imported equipment, and export contracts signed by

foreign customers having a value to at least 20 per cent of the cif. value of the computer

to be imported have to be attached to the import application.

' e If the equipment is imported by an Indian company to produce software for export on the

; basis of a presigned contract, the company has to re-export the equipment once the project
" is finished. The project is not expected to last longer than two years, and the computer :

: cannot be used to develop software for local consumption.

: ®

If the equipment is imported by ar Irndian citizen residing abroad who decides to invest
capital by purchasing a computer to establish an export-oricnted software company in
l India, the applicant must export 200 per cent of the c.if. value of the imported computer.
} In all three cases, all applicants must use at least one third of the operating time of the
| imported equipment to develop software for export, with strict monitoring taking place to
‘[ ensure compliance.
]
|

These rules were further amended in December 1986 in the following manner:

of members of the board of directors of an enter-
prise, its management andor its employecs.

investment (OECD, 1985a). In many countries,
admission to the appropriate professional associ-

Although both foreign and domestic enterprises are
subject to the same conditions, such nationality
requirements may bear particularly heavily on the
recruitment policies of foreign-controlied enter-
prises; in cases of a shortage of qualified local
personnel in the host country, this may create a
significant disincentive to investment. If kept
within reasonable proportions, however, such
requirements constitute only relatively minor

obstacles to investment in service industries.

In certain areas, such as professional services,
which are normally provided by individuals (for
example, medical doctors) or partnerships (for
example, accountancy firms), nationality require-
ments may act as a major barmer to inward direct

ations is a pre-condition to the practising of the
activity, and such admussion is often linked to citi-
zenship. For instance, many states in the United
States require that legal practitioners be nationals
and residents before they can become members of
the bar. Another obstacle frequently encountered
is the absence of any mutual recognition of
diplomas or professional qualifications obtained in
foreign countries. In addition, foreign investors are
sometimes not allowed to associate with local
partners, whereas in other countnes, they are
required to do so. Finally, local affiliates may be
prohibited from using the parent firm’s intcrna-
tionally known name.
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An organization setting up an export-oriented software company and requiring import of hardware
and[or software of computer|computer-based systems for that purpose can meet its foreign exchange
requircment for such import through any combination of the following options in any proportion: (a)

. Sfrom the Government of India; (b) through non-resident Indian p:iiicipation; (c) with foreign
exchange entitlement as a result of excess exports; (d) with foreign participation; and (e) through J
any other source permitted by the Reserve Bank of India.

The imports under this software export scheme have a software-export obligation equal to 250 per
cent of foreign exchange used under option (a) plus 150 per cent of foreign exchange used under

, options (b)-(e), to be fulfilled in a four-year period. The export obligation for software developed for
export on indigenous computers would be zero per cent.

The Indian Exim Bank also provides foreign exchange to software exporters for imports. The
export obligation in this case is 350 per cent of foreign exchange used and must be fulfilled in a four-
year period, starting from the date on which the customs clearance for the first import consignment
is made. In suck a case, a customs duty rebate of 50 per cent would be provided. The use of the
imported computer system may be in any proportion of domestic and export activities.

India’s software exports are recorded in the following table:

Software exports from India, 1975-195%
( Millions of dollars)

Yeor Value
€ H
1975-1976 0.7
1977-1978 2.0
1979-1980 44
- 1981-1982 14
1984 22
1985 26
1986 38

Sources:  O. Vikas, “Indigenous development of computer systems, peripherals and computer communication facihities”, Electronics, Infor-
mation and Planning , vol. 5 (August 1978), pp. 773-842; India, Engineening Export Promotion Council, “Report of EEPC computer software
deleganon 1o USA” (New Delhy, 1983), mumeo; and Indian Department of Electronics.

3. Policies bearing on the operations and competitive
opportunities of foreign affiliates

Operations of foreign affiliates may be limited to
specific subsectors of activities. Examples can be
frequently found in banking and other financial
services in developing countres (Germidis and
Michalet, 1984). In certain countres, such as
Brazil and India, restrictions exist on the extent to
which foreign affiliates in the banking industry can
add to their network of activities. In others, like

Singapore, licences are granted only for offshore
banking activities. Foreign-controlled banks may
be excluded from taking deposits in local currencies
(for example, Peru) or operating automatic teller
machines (for example, Thailand), and ceilings may
apply on local currency foreign currency swap
agreements (for example, Republic of Korea).

Access to local financing is frequently prohibited
or restricted in developing countries, while such
restrictions are rather exceptional in developed
market economies. Similarly, Brazil, Colombia,
Kuwait, Mexico, Morocco, Singapore, Sri Lanka,
Thailand, Tunisia, Venezuela and Zimbabwe do
not permit the establishment of new subsidiaries
and/or branches by foreign insurers.

Taxation policy is sometimes wused to
discourage nationals from placing insurance with
foreign-controlled enterprises. For this purpose,
certain countries levy a special tax on insurance
policies placed with foreign-controlled insurers.
Sometimes, policy-holders are not allowed to
deduct premiums paid to foreign insurers from their
taxes. Finally, claims received from insurance
policies placed with foreign-controlled enterprises
are taxed as income in some countries. In order to
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Table V1.1 The regulatory framework in OLCD countries for the acquisition
of indigenous banks by foreign enterprises, early 1980s

Country Regulation

Australia Forbidden under current policy.

Austria Licence required.

Belgium Mergers are subject to prior authorization. The banking comrolauthorilies.
must be notified of any significant change in equity ownership.

Canada For Schedule A banks, permitted up to 10 per cent of capital for each
shareholder (maximum 25 per cent held by non-residents).
Free for Schedule B banks.

Denmark Permitted up to 30 per cent voting rights of share

Netherlands Free up to 5 per cent of voling shares; higher pa.rucxpauons subject
to a declaration of non-objection.

New Zealand Authorization requitgd for foreign acquisition of 25 percentor more
equity of New Zealand incorporaled banks.

Norway Free up 1o 10 per cent of share capital (but possibility of authorization
up to 25 per cent).

Portugal Forbidden by law in 1977, except participations in regional development
companies and para-banking institutions. Prohibition eliminated by
Decree Law No. 406 of 19 November 1983.

Spain Subject to individual authorization.

Sweden Forbidden.

Switzerland Authorization required for majority participanons.

Turkey Authorization may be granted for participations between 10 and 49 per cent
of share capital.

United Kingdom Free up to 15 per cent of share capital; higher participations are

subject to supervisory approval by the Bank of England and controlling
majority parucipations may be subject to investigation.

United States Frce up to 5 per cent of voting shares; for higher
participations, Federal regulatory approval is required.

Sources: OECD, Interneuonc! Trode in Services: Benking (Pans, OECD, 1984), p. 19; and national laws.

discourage the establishment of branches (rather Egypt, India, Indonesia, Iraq, Kenya, Kuwait,

than subsidiaries), branch operations by foreign
banks are sometimes subject to discnminatory tax
rates (for example, in Belgium, Finland, New
Zealand and Sweden). In some developing coun-
tnies, like India, such a tax régime also applies to
foreign-controlled banking subsidiaries. Finally, a
number of countries require that a proportion of
insurance be placed with national reinsurance firms
(for example, Algeria, Argentina, Brazil, Colombia,

Malavsia, Mexico, Morocco, Nigeria, Pakistan,
Peru, the Philippines, the Republic of Korea,
Singapore, the Sudan, Tunisia, Venezuel and
Zimbabwe).

Government procurement is an area in which
foreign affiliates are frequently given less favourable
treatment than national firms. Such treatment can

seriously handicap foreign investors in services like
construction and engineening where, government




contracts are of key importance. Moreover, over-
seas aid programmes often exclude foreign affiliates
from the provision of engineering services. Some
countries, mostly developing countries, also impose
a variety of restrictions in the area of advertising.
for instance, on the use of foreign languages and
materials in advertising and the remittance of fees,
royalties and profits to the parent company
(UNCTC, 1979; Boddewyn, 1985). Foreign affil-
iates also sometimes find it difficult to compete
with domestic firms for the supply of telecommu-
nication equipment and information services to
government departments or public monopolies.

In summary, the nature of the regulatory
framework concerning both entry and competitive
opportunities in host countries explains the broad
pattern of the distribution of FDI in services shown
in chapter I.  In industries such as broadcasting,
telecommunications and transport, which are char-
acterized by widespread restrictions on FDI, foreign
participation is of minor importance. On the other
hand, industries such as financial services, in which
regulations have become more relaxed, have
attracted the largest part of FDI in services.
However, apart from regulations, and as chapter I
has shown, many other factors come into play,
which explain the geographical and industnal
distribution of services. Therefore, it does not
follow that the removal of regulations on FDI in
services would necessarily Icad to increased activity
by TNCs. In addition, those services which are
orented towards local markets and customers (for
example, retail banking and public services) would
not, in many countries, te attractive enough to
TNCs even in the absence of restrictions.

4. Economic regulations affecting the scope of
Joreign participation

As has already been mentioned, many service
industries in developed and developing countries
are, to some degree or other, subject to economic
regulations which alter the output and resource
allocation in these sectors. Such policies (even
when they are operated in a non-discriminatory
manner) may have a significant impact on FDI and
the operations of TNCs. The following types of
measures (which can be used as substitutes or in
combination with each other) are particularly
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important? public monopolies or the
predominance of government-owned or controlled
enterprises; private monopolies based on exclusive
licences; formal regulations relating, inter alia , to
market access, prices and forms of business activ-
ities; asymmetries between national regulatory
régimes; and self-regulation through professional
bodies recognized by Governments.

Public and private monopolies generally
constitute absolute barriers to FDI in the activities
concerned. However, there has been a tendency to
define the scope of natural monopolies more
narrowly in recent years. In addition, more efforts
have been made to improve the quality of infor-
mation available to regulators and to strengthen the
incentives for regulated enterprises to be efficient.
A certain degree of competition, which could also
allow foreign participation, has also been intro-
duced in some instances in the following ways:

e By allowing the competitive provision of
certain services previously provided only by
monopolies; thus, a few countries now permit
the competitive supply of value-added tele-
communication services, while the supply of
basic services is reserved for a public or private

“ monopoly;

e By encouraging more competition between the
suppliers of different facilities for the same
services, for example, satellite versus cable
transmission; and

e By splitting up monopolies into regonal
producers of services; examples of this are the
divestiture of AT&T in the United States and
the creation of independent regional railroads
in Japan.

In addition, competing bids by enterprises with
foreizn participation are considered when, for
instance, franchising prvate service providers.
Finally, it has to be taken into account that the
need for natural monopolies depends on the
industry and size of the country; it may make more
sense for a small country like Switzerland to have
a natural monopoly in the airline industry than for
a large country like the United States.

In the case of services which are of central
importance 1o economic development but in which
natural monopolies do not necessarily exist (for
example, road transport, banking and insurance),
FDI can play a useful role as long as investors

3 For a detailed discussion, se¢ the chapter on regulatory reforms in OECD, 1987c.
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comply with regulatory requirements. However,
as pointed out above, specific investment controls
excluding or limiting foreign ownership are wide-
spread in these areas.

An important implication of this fact is that the
provision of certain services has been exempted
from competition law in a number of countries
(OECD, 1979, 1986a). This has allowed restrictive
practices, such as rate fixing and market allocation,
to the detriment of consumers, sometimes with the
explicit or tacit approval of regulatory authorities.
Since restrictive business practices do exist in the
services sector, the Set of Multilaterally Agreed
Equitable Principles and Rules for the Control of
Restrictive Business Practices specifies that the
principles and rules for enterprises, including
TNCs, apply to transactions in services as well as
goods (UNCTAD, 1981). In addition, services
have been included in the scope of application of
most national restrictive practices conirol legs-
lation, including articles 85 and 86 of the Treaty of
Rome which forms the basis of the control of
restrictive business practices by the Commission of
the European Communities* Thus, the Commis-
sion decided in 1984 to exempt the transnational
interbank  system from clearing uniform
Eurocheques. The interbank system amounted to
a cartel agreement, because the member banks
agreed to common charges. The exemption was
granted, however, taking into consideration the
specific circumstances of the business in question.
Particularly in the wake of recent policies of dereg-
ulation and liberalization, it may well be that
restrictive business practices in service industries
will come under increased scrutiny.

Asymmetries between national regulatory
régimes also affect the scope of foreign participation
and raise important issues for FDI which cannot
be resolved by a mere reference to the principle of
national treatment. This problem can be best
illustrated by developments in the securties
markets. The regulatory régimes in Canada, Japan
and the United States impose a stnict separation
between banking and secunties operations. The
majority of countnies, on the other hand, apply the
principle of universal banking, according to which
banks are allowed to engage in the full range of
financial activities, including dealings on stock
exchanges and secondary market operations. Thus,

it follows that a bank from a universal banking
country would have to cease engaging in securities
or banking business (as the case may be) when
entering the market of a country with a splt
banking/securities system. Conversely, a bank
from a split system would be able 1o broaden its
activities into securities or banking on a foreign
market. The application of national treatment by
countries having an institutional separation of
banking and securities activities can, therefore, be
an investment obstacle for institutions from
universal banking countries. The issue has been
partly resolved in Japan, where foreign banks have
been allowed to open securities affiliates, provided
that they are at least 50 per cent owned by the
foreign bank. Taking advantage of this, leading
Japanese banks, which use the London market for
integrated financial operations to undertake activ-
ities they are not allowed to carry out in Tokyo,
kave recently opened representative offices of their
London-based affiliates in Tokyo in an attempt to
get access to local Japanese securities business. But
change may be imminent here as well: in
December 1987, a Committee on Secunties and
Finance, established by the Ministry of Finance of
Japan, recommended the discontinuation of the
strict separation between banking and securnties
operations in the near future.

Situations similar to those in the banking and
securities industries are encountered in the insur-
ance sector, where a number of countnes require
an institutional separation between companies
engacing in different classes of insurance activities.
This is perhaps a reason why, in a number of
countries, the establishment of foreign insurance
affiliates is still subject to reciprocal agreements.

Apart from government regulations, there are
a number of other practices bearing on the organ-
ization of markets in services. In many countries,
certain regulatory powers for particular professional
services (especially concerning access to those
services and forms of business activity in them)
have been delegated to non-governmental profes-
sional bodies (OECD, 1985a). Understandably, the
first prionty of such bodies is to protect the inter-
ests of their members rather than those of the
consumers of their products. Policies are often
rooted in tradition and lack transparency, which
partly explains the slow pace of regulatory reform

4 Treaty establishung the European Economic Communuty, (Unuted Navons, Treary Series, vol. 294, no. 4300).




in these activities. In many cases, restrictive
conditions are placed on foreigners possessing the
same professional qualifications. On the other
hand, professional bodies with an open member-
ship may serve as an effective means of self-
regulation, avoiding the necessity of government
controls. It is interesting to note that the deregu-
lation and internationalization of financial markets
in the United Kingdom was accompanied in 1986
by the creation of the Securities Association which
embraces both local and foreign financial insti-
tutions. This association was given large self-
regulatory powers covering the rules for market
operations and investor protection.

Another example of private regulatory activities
in services are shipping conferences which are
multinational or national associations of camers.
They have the purpose and/or effect of regulating
rates, charges and conditions for the transportation
of goods by these carriers. Certain aspects of these
conferences relating to agreements on tariffs, time
schedules, itineraries and sometimes cargo pooling
have given rise to anti-trust concerns. An impor-
tant aspect is the ability of conferences to prevent
access to trade by outside companies, be they
domestic or foreign owned. 3

5. Incentives and performance requirements

Alongside regulatory mechanisms, incentive
programmes , which comprise a vanety of fiscal,
financial and other measures designed to promote
national economic development and to attract FDI,
can be found in virtually every country. Occa-
sionally, however, foreign affiliates may be excluded
from participating in such programmes. This is the
case in a number of countries which, for cultural
reasons, provide assistance to domestic enterprises
for the production and distribution of films and
other audio-visual matenal (OECD, 1986b).
Discriminatory  aid  programmes favouring
indigenous companies are also applied in certain
developed market economies such as Austria,
Finland, New Zealand and Spain in the tourist
sector. Another area in which foreign participation
is not normally sought, although it is rarely
formally excluded, is government funding for large
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research programmes in high technology industnes
aimed at increasing the  international
competitiveness of mnational industries. The
European Community is grappling with this
problem in respect to some of its high-technology
programmes. Siniilarly, a few developing countres
give high priciity to the development of national
data-service industries, and the incentive schemes
launched for this purpose generally do not apply to
foreign affiliates.

Other incentive programmes are designed to
attract FDI. Although they geperally apply across
the board, they have mostly been geared to manu-
facturing TNCs. However, service activities have
come to be included as well in recent years as a
number of countrizs have sought to promote the
establishment of foreign research laboratories, soft-
ware industries and business services. Belgium, for
example, is providing tax incentives for the estab-
lishment of “co-ordination centres” of TNCs. In
order to qualify for tax exemptions, a centre’s
activities must be performed solely for the benefit
of other companies within the group. These may
be supply services (such as advertising and sales
promotion), centralized financing transactions
(such as invoicing, factoring, accounting and insur-
ance), or services offered indirectly through intra-
group transactions. In developing countries (for
example, Barbados, Céte d’Ivoire, Jamaica, Jordan
and Morocco), specific incentive programmes m
tourism are widespread.

Performance requirements relate to the opera-
tion of foreign affiliates. They may be agreed at the
time of the initial investment, or they may be a
condition for the grenting of financial or other
incentives. They include a gamut of undertakings
related to the proportion of inputs sourced locally,
export performance, foreign currency earnings,
employment and training of local personnel, tech-
nology transfer, and so on. To give a few examples
concerning finance-related services:

e Requests for government approval or licences
may be denied (or approval may be jeopard-
ized) unless a company agrees to make speci-
fied new investment(s) in the country, even if
the company is already well-established in that

5 In order to enable developing countries to oblain an equitable share in international maritime transport and to assist them in building up nationa}
merchant fleets, the United Nabtons adopted in 1974 the Convention on a Code of Conduct for Liner Conferences, which came into effect in October
1983. Competinon issues raised by shipping conferences are addressed in work under way in the European Community; and, in early 1987, the OECD
adopted a Council Recommendation defirung, inter alia, desirable and undesirable practices of the conferences and covering the quesuon of abuse of
dominant positons both for conference participants and outsiders.
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country;

e As a condition for access to local capital
markets or acquisition of bank licences, a
company may be required to provide loans to
small-scale and/or agricultural enterprises;

e  Permission to open 2 branch or an-automatic
teller machine may be made contingent upon
a bank loaning more to a particular economic
sector or geographic region; and

* In order to obtain access to the leased lines
necessary to conduct business, a company may
be required to process and/jor store its data
locally.

Perfformance requirements are generally
designed to foster the integration of foreign affiliates
into the local economy, to enhance their contrib-
ution to development objectives, and to minimize
the perceived negative effects of global corporate
strategies, such as intra-group transfers of income
to profit centres outside the host country. In the
area of such services as tourismn and construction,
performance requirements are most frequently used
1o ensure domestic sourcing of products and factor
inputs.

Data on the incidence of performance require-
ments and investment incentives are only available
for the United States for 1982 (table V1.2). They
indicate that performance requirements are insti-
tuted relatively infrequently, but in developing
countries more frequently than in developed ones.
Incentives are considerably more frequent and are
roughly equal in both groups of countries. What
is important in the context of this chapter is that
both performance requirements and incentives are
more frequently used to influence FDI in manu-
facturing than in services. Employment require-
ments are faced by 5 per cent of service and 10 per
cent of manufacturing affiliates. Otherwise,
however, less than 1 per cent of service afliliates
face either export, import, local content, transfer-
of-technology or import/export balancing require-
ments, compared to 2 to 4 per cent of
manufacturing affiliates. As regards investment

incentives, tax concessions are accorded to 15 per
cent of all service affiliates and 38 per cent of
manufacturing affiliates. Only 3 10 5 per cent of
service affiliates receive either tanfl concessions,
subsidies or other forms of incentives, compared to
13 to 26 per cent of manufacturing affiliates.

Although incentives and performance require-
ments are seen by host countries as playing an
important role in economic development, a number
of home countries have expressed concern about
the extent to which such measures affect (and, more
specifically, distort) the pattern of international
trade and investment (OECD 1983b; Guisinger,
1985). These concerns, which, as can be seen from
table V1.2, apply less to services than to manufac-
turing, are considered in the Uruguay Round of
Multilateral Trade Negotiations under the heading
of “trade-related investment measures”. In the
absence of an agreed international framework for
FDI, however, host countries have a legitimate
interest in ensuring the conformity of investment
projects with their development objectives and
priorities. Furthermore, many countries, in partic-
ular developing countries, may perceive conditional
entry linked to certain performance requirements
as the only feasible approach to the liberalization
of FDI in services.

Host countries also have concerns regarding
trade-related investment measures which affect the
pattern of international trade and investment.
Some measures taken by home countries, such as
the extraterritorial application of certain trade
directives to foreign affiliates or measures taken
vis-d-vis such affiliates in the context of balance-of-
payments difficulties, can distort trade patterns,
even when they are considered to be necessary by
home countries in the interest of broader policy
objectives. Of greater concern to host countries,
however, are measures taken by TNCs, however
understandable these are from the viewpoint of
those corporations. For instance, in the framework
of their global strategies, TNCs may allocate
markets to their various entities and discourage or
even prohibit their foreign affiliates from competing
with each other or with the parent company in
certain export markets. Or, foreign affiliates may
be required to procure parts of their supphes from
other group entities rather than from indepcendent
sources, a practice which, for instance, can be
found in certain hotel resort chains. Such practices
may also distort patterns of trade, and they arc one
of the reasons why Governments of host countnies
sometimes impose performance requirements on
TNC affiliates (Nogueira-Batista, 1987; Randhawa,
1987, pp. 163-173).
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Table V1.2 Incidence of performance requirements and investment incentives among United States foreign affiliates, 1982

( Percentage)
All industries
All countries
Developed
market Developing
economies countries M anufacturing Services
Performance requirements

Export requirements 1 3 4 0.3
Import requirements 0.5 3 3 0.7
Local content usage 0.6 2 2 64
Employment requirements 4 15 10 5
Transfer-of-technology

requirements 2
Specific export/import

ratio requirements 1 3 3 0.5

Investment incentives

Tax concessions 25 26 38 15
Tariff concessions 7 16 17 3
Subsidies i8 9 26 5
Other 7 9 13 3

Source: United States, Department of Commerce, 982 Benchmcrk Survey Date  (Washington, Government Printing Office, 1985).

D. Regulatory review and effects of policies

The previous paragraphs have described, in
general terms, the pattens of regulation in service
industries. They confirm that many service indus-
tres are highly regulated, both in developed and
developing countries. But political perceptions of
the value of regulation have changed. In addition,
in a period of budgetary constraints, slow growth
and high unemployment, countries have to reassess
many of their economic policies to seek ways and
means to utilize better their scarce resources. The
services sector has not escaped this reassessment.
Indeed, in some respects, pressures for change in
this sector have been even more pronounced than
in the goods sectors:

e  Policy makers are slowly beginning to realize
that services are not of a non-productive
nature just because they (to quote Adam
Smith) “perish in the very instance of their
performance” (Smith, 1955, p. 143), but rather
have the importance outhned earler.
Improving the efficiency of the services sector
is therefore a powerful tool of economic
policy. The centrally imposed efficiency of

regulations as an appropniate means to achieve
these ends has come under increasing scrutiny.
e Many developing countnies, in addition to
changing their macro-economic policies, have

established better administrative capabilities,
which allow them to take a more selective and
finely-tuned approach to the regulation of
services. This applies also to those service
industries which are regarded as being central
to economic growth.

The deregulation policies of countries playing
an important role in international trade and
investment may exercise strong competitive
pressures on world markets and induce similar
deregulation in other countries. For instance,
if a major financial market is deregulated,
operations tend to shift to that market from
others which are regulated. This happened in
the case of the deregulation of the London
financial market, which promoted liberali-
zation measures in neighbouring financial
centres. Deregulation of air transport in the
United States has generated a reappraisal in
other countries and regions of their own regu-
latory régimes and may, in the long run, lead
to a restructuring of foreign airline industries;
the takeover of British Caledonian by (the
recently privatized) Bntish Airways (in
competition with Scandinavia’s SAS) seems to
point in this direction. Similar trends towards
restructuring and internationalization can be
observed in the telecommunication industry.
All this would suggest that, in the years to
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come, a new generation of service TNCs may

emerge in areas which have been, untl today,

primarily the province of national enterpnises.

e The new data services increase the tradability
of certain services and, by so doing, create a
world market for those services. This is of
particular  interest to  countries  that
competitively produce (with domestic or
foreign capital) services for export. In addi-
tion, the increased use of data services, and
especially the fact that they increase the
tradabil:y of other services, may blunt some
of the traditional regulations aimed at FDI
For instance, one reason for closely regulating
the establishment of foreign banks is to main-
tain control over monetary flows. The possi-
bilities created by transnaiional electronic
transfer systems, such as SWIFT, or the inter-
national linking of automated teller machines
may make some of these regulations less
effective, if not obsolete.

e Sernvice TNCs are now rapidly expanding
internationally. Many service TNCs find this
expansion inhibited by national restrictions;
they desire, therefore, a stable, predictable and
transparent international framework, which
facilitates corporate internationalization. Since
principal home countries consider the expan-
sion of international service transactions as a
source of growth and structural adjustment for
their economies, they support this desire and
are secking the establishment of such a frame-
work for trade in services within the Uruguay
Round of Multlateral Trade Negotiations.
Such a framework may generate pressures for
a review of national regulatory policies. At the
same time, efforts towards deregulation and
liberalization are gaining momentum at the
bilateral and regional level, a development
which may itself affect the structure and
pattern of regulatory frameworks.

All these factors suggest that the policy and
regulatory framework for FDI in services will come
under increasing scrutiny. However, 1t should not
be assumed that such scrutiny will necessanly lead
1o more liberalization or deregulation. In some
cases it is possible that activities which hitherto
have not been regulated will become regulated, for
instance, because of greater attention to prudential

concerns. In others, the nature of the regulation
may change; for example, general market regulatory
policies may be replaced by more selective and
finely tuned policies, aimed, inter alia , at chan-
nelling FDI into services considered as prionty
areas by host countries. Such a shift of emphasis
would certainly be consistent with a heightened
awareness of the importance of the services sector
for development, together with better capabilities
of Governments, and especially those of developing
countries, to deal with TNCs wishing to invest in
the services sector. Most certainly, Governments
are now in a better position than they used to be
1o assess the costs and benefits of FDI in services
and to determine the best mix of policies and
regulations required to maximize the latter. A
number of countries went through a similar process
with manufacturing industries and may be able to
learn from the experiences gained there. It 1s not
inconceivable that the 1990s will be a decade of
liberalization of FDI in services, just as the 1980s
were a decade of liberalization of FDI in manufac-
turing.

Any review of regulation of FDI in services
must address itself to 2 number of questions. What
regulatory policies are most effective to achieve the
objectives pursued? What is their significance in
practical terms, that is, how important is it to
regulate specific service activities? Can the type of
regulations envisaged be effectively enforced and at
what cost? Will the regulations serve the interests
of the users of the services they aim to protect?
What ha: “een the effect of existing regulations on
skill creation, employment, market structures,
competition and innovation? Have they helped to
improve the balance-of-payments situation? To
what extent have they fostered (for instance,
through interlinkages) the development of dynamic
and internationally competitive indigenous enter-
prises? Can FDI in services be used to enhance or
create comparative trading advantages for particular
kinds of services and goods? ¢ Have foreign service
affiliates made use of comparative advantages for
export opportunities? How far have new technol-
ogies, which have increased the tradability of
services, rendered some regulations obsolete? Are
there alternatives to existing measures which are
more effective in reaching specific goals? How can
developing countries best participate in interna-

6 For a discussion of comparative advantage, see Sapir, 1983, pp. 27-42, Hindley and Smith, 1984, pp. 369-389.




tional service markets?

Almost none of these questions has been the
subject of systematic research. What studies have
been conducted on the effects of a liberalization of
FDI régimes in the services sector have drawn on
the evidence of the effects of domestic regulatory
changes. For instance, it has been demonstrated
that considerable efficiency gains might be reaped
in the airline industry in the United States (in which
the Government has traditionally exercised far-
reaching controls over prices and output) through
greater exposure to market forces. Deregulation
has led to reduced prices on a number of routes,
created pressures to reduce costs and stimulated
demand and output (Breyer, 1986; Mormison and
Winston, 1986; OECD, 1985b). However, the
intensified competition which followed led in some
cases to a process of concentration through mergers
and take-overs; at the same time, less profitable
routes were discontinued and concentration
increased on high-volume inter-city routes. The
net Jong-term eflects of deregulation are, therefore,
not yet clear. Finally, it is not certain to what
extent those effects can be generalized from the
large United States market to smaller markets else-
where.

A special issue in this context concerns the
privatization of public enterprises. In many devel-
oped and developing countries, the performance of
public sector service enterprises has led to the
implementation of privatization programmes.
Available evidence suggests that privatization, (if
the incumbent enterprise is exposed to competi-
tion), can result in efficiency gains and assists in the
process of economic adjustment (Hemming and
Mansoor, 1988). Moreover, foreign private capital
may contribute needed capital resources and
managerial skills. On the other hand, it is possible
that, in the absence of strong indigenous capital,
privatized enterprises might fall into the hands of
foreign corporations. The possibility of this
happening has caused Governments to privatize by
stages and to retain a certain amount of control
through “golden shares” or blocking minorities.
Indeed, many pnvatization programmes (for
example, those recently undertaken in France)
permit only limited foreign equity participation.

As regards services FDI, it is interesting to note
that an increasing number of developing countnes
have begun to allow the participation of foreign
TNCs in service industries previously closed to
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such investment. This does not mean that invest-
ment entry in those countries is now unrestricted.
Rather, specific sub-sectors of activities, for
example, investment or offshore banking (versus
retail banking), offshore insurance (versus domestic
insurance) and computer-assisted engineering
(versus basic construction), are sometimes singled
out as ones in which foreign investment has a
contribution to make. At the same time, such a
strategy needs to allow for the possibility of
indigenous enterprises improving their competitive
position over time and expanding into higher tech-
nology areas.

The presence of TNCs in service activities can
create a more competitive environment, which
brings costs and prices down and benefits
consumers. However, a recent case study on partial
Liberalization of the insurance sector in the
Republic of Kcrea has demonstrated that such
effects are unli%ely to occur if foreign affihates, like
their domestic counterparts, are protected by a
highly sheltered and regulated environment (Cho,
1987). In such cases, the national interest could
perhaps have been better served by deregulating the
domestic market, that is, rendering domestic firms
more efficient through competitive pressure before
allowing entry by foreign enterprises.

The complementary role of foreign and
domestic enterprises in the development of the
services sector has been illustrated by a series of
case studies on transnational banks and financial
markets in developing countries (Germidis and
Michalet, 1984). The studies found that a number
of beneficial effects arose from the presence of
foreign banks in the countries surveyed. For
instance, financial flows (and, in particular, syndi-
cated loans) were facilitated, because foreign affil-
iates were better acquainted with local economic
conditions and could give better guidance to their
parent companies on lending policies. The pres-
ence of foreign banks has also been one of the
factors contributing to the modemization of the
local banking system. For instance, in developing
countries with large domestic markets open to
foreign banks, the use of instruments such as credit
cards and cheques has become more widespread,
and local banks have been stimulated to embrace
the latest computer technologies, with beneficial
effects both to domestic and international opera-
tional efficiency. Concerns that foreign banks, if
admitted, would end up dominating the banking
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system of the host country were not confirmed.
Indeed, foreign banks are not directly competitive
with local banks in most instances; instead, they
engage in such complementary and specialized
activities as offshore banking operations, corporate
financing of affiliates of TNCs or major local clients
and foreign-currency transactions. Only in a few
instances do foreign banks engage in retail banking
of any significant scale. This complementary role
of foreign banks is only partly due to regulatory
constraints. The perception of such banks is that
the cost of developing a network of local branches
and agencies to attract depositors and to reach
small and medium-sized borrowers is both highly
costly and requires a great measure of local exper-
tise.

It is, however, not clear to what extent these
examples can be generalized. Given, on the one
hand, the relatively weak cervices sector in many
developing countries and, on the other, the
competitive advantages and strengths of many
TNGs, it could well be that the opening of
domestic markets to service TNCs might lead to
the domination of a number of industries (or parts
thereof) by those corporations, a situation judged
undesirable by a number of countries in the light
of their objectives. In any event, concerns that a
liberalization of FDI in services would favour
foreign firms and inhibit the emergence of
indigenous service industries (or threaten the exist-
ence of existing industries) are certainly real
(Nogueira-Batista, 1987, Randhawa, 1987, pp.
163-173). The effects of liberalization may be
different if strong indigenous enterprises exist.
Then, an opening to FDI in services may lead to
participation by these enterprises in the market, not
its domination by them, with overall beneficial
effects for the more efficient provision of services.
What some countries seek, therefore, is a policy
which leads to the balance between domestic and
foreign firms which most efficiently advances their
economic and other objectives.

The preceding discussion has been conducted
from the perspective of developing countnes as
importers of services capital. Yet, firms from a
number of developing countries are now themselves
developing a comparative investment advantage in
such service industries as engineering, construction,
tourism, transport and certain data services. As a
result, they are forming their own TNCs. By
increasing the international competitiveness of

these and other firms from developing countries,
those countries stand to benefit from improved
conditions for mobilizing financial resources,
maintain a2 high level of human skills, integrate
technological advances and relocate labour and
managerial personnel -- especially if these condi-
tions recognize the relatively underdeveloped status
of the services sector in developing countres in
general. )

To return to the key questions posed earlier,
ultimately each country has to determine for itself,
and for each of its service industries, what policies
are likely to be most effective in light of its chosen
objectives. But the fact that a particular policy and
regulatory framework with respect to FDI in
services has been in place for some time is not, in
itself, evidence that it has best served a country’s
objectives -- but neither does this necessarly
suggest that this framework should be dismantled.
Rather, the rapidly changing conditions in the
international service economy (of which the growth
of FDI in services is itsell a part) have created a
number of pressures which require a
re-exarnination of the efficacy of existing regulatory
mechanisms. The outcome of such a review 1s
difficult to forecast; it could result in a strength-
ening of the regulatory framework, or in its liber-
alization, or in a modification of its form. extent
and flexibility. Moreover, the result may vary from
country to country and industry to industry,
depending on the objectives pursued and the capa-
bilities available, and taking into account the
conditions of international competition during the
late 1980s and the central role of services for
economic development in general.

E. The international framework for foreign direct
investment in services

In spite of the importance of FDI in services,
no international framework for this activity exists.
Furthermore, virtually all the instruments that do
exist have been drawn up with a view to industnal
FDI, although they apply to services FDI as well.
Most important among these are treaties of friend-
ship, commerce and navigation and bilateral
invesiment treaties.

The treaties of friendship, commerce and navi-
gation have been concluded by the United States.
Many of them cover services, but they normally
provide for a number of exceptions for certain types




of vital activities, such as air transport, banking
(involving financing or depository functions),
communications and shipping (United States,
1984). In addition, insurance and various profes-
sional services may be subject to special require-
ments according to some of those treaties.

The growing network of bilateral investment
treaties concluded especially between developed
and developing countries embraces all sectors.
Those treaties generally extend national and most-
favoured-nation treatment to foreign affiliates of the
signatory States. However, they often contain a
number of exceptions, most of which relate to
service industries. Apart from several treaties
concluded by the United States, they do not
generally cover entry or establishment (UNCTC,
1988; OECD, 1985c), an issue of some debate in
the context of international transactions in services.
There are only few bilateral trade and co-operation
agreements which specifically mention services, but
their number may grow in the future. Most
important among these are the United States-Israel
and United States-Canada free trade agreements.
The former, concluded in 1985, contains an annex
dealing with services; it provides, among other
things, for the right of commercial presence, that is,
situations in which a presence within one country
1s necessary to facilitate the export of a service from
another country. The latter, signed at the begin-
ning of 1988, deals with services and provides,
among other things, for national treatment, right
of establishment, right of commercial presence,
transparency and dispute settlement (box VI.3).
The extent to which these principles may find their
way into other international agreements remains to
be seen.

At the regional level, the European Commu-
nity has made substantial progress in the liberali-
zation of service activities with a view to creating a
unified internal market. The Treaty of Rome
already contains, on a formal level, legally enforce-
able nghts regarding the free establishment of
enterprises and free trade in services. As to the
practical implementation of those rights, a few
examples indicate the progress that has been
achieved. In the area of banking, for instance,
efforts have been directed towards the sirengthening
of co-operation and the adoption of common

7 See the introducton in OECD, 19874d.
8 Both instruments have been repninted in The CTC Reporter, No. 18 (Autumn 1984), pp. 27-41.
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procedures towards banking legislation between
national supervisory authorities. Work is also n
progress on the liberalization of capital movements
which would affect the operating conditions not
only of financial institutions indigenous to the
European Community, but also cf subsidianies
owned by residents outside the Community. In the
area of insurance, eight directives have been
adopted since the early 1960s, which embrace such
issues as establishment, the placement of contracts
with insurers from other member States and the
harmonization of legal and superviscry conditions
for different types of insurance. Recently, the
European Community and Switzerland negotiated
a bilateral agreement on the establishment of
insurance companies. In the case of professional
services, the provisions of the Treaty of Rome on
the freedom of establishment and supply of services
are to be given effect through a process of mutual
recognition of professional diplomas and qualifica-
tions and the co-ordination of the statutory
provisions governing entry to the professions.
Finally, mention should be made of the decision to
adopt a package of measures aimed at the gradual
liberalization of air transport within the Commu-
nity.

At the OECD level, the Code of Liberalisation
of Capital Movements has been revised by a clar-
ification, which explicitly provides for the right of
establishment. 7 However, it does not cover
establishments by physical persons, nor does the
Code extend to industries closed to foreign as well
as domestic investments. National treatment for
foreign affiliates is provided for in the 1976 Decla-
ration and Decisions on International Investment
and Multinational Enterprises, as revised in 1979
and 1984. ¢ The OECD Committee on Interna-
tional Investment and Multinational Enterprises
has recently conducted an examination of the
remaining exceptions to national treatment in the
services sector and has recommended that these
should be removed or reduced. At the same time,
the OECD Code of Liberalisation of Current
Invisible Operations is being updated; this work has
already yielded results in such service industries as
insurance, tourism, maritime transport and banking
(OECD, 1986¢). Reference should also be made
to the conceptual framework for trade in services
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Box V1.3 Canada-United States Free Trade Agreement: Services *

The Parties have agreed to complete a final text that lays out a set of disciplines covering

a large number of service sectors. Principles of such a text would include national treatment,

right of establishment, right of commercial presence, transparency and dispute settlement, all
r of which will apply to future laws and regulations governing trade and investment in covered
sectors.

Both Parties have agreed to include in the services understanding a provision for addressing
Jurure rollbacks in various sectoral areas on a mutually agreed basis.

The Parties will include sectoral annexes clarifying the application of the disciplines to
architecture, tourism, and enhanced telecommunications and computer services. Subject to
appropriate legal review by both Parties, a similar annex would be included that clarifies the
application of the Agreement to future laws and regulations in the transportation sectors.

Both Parties have established specific understandings regarding the temporary entry of
business persons and recognized professions and persons engaged in sales or after-sales service
Junctions. -

The Parties have agreed to an annex that would ensure the further development of an open
and competitive enhanced telecommunications and computer services market by incorporating
the following principles:

(a) Non-discriminatory access to, and use of, the basic telecommunications transport services,
including: the lease of local and long-distance telephone services; full period flat rate

I private-line service; dedicated inter-city voice channels; and public data services for the

movement of information, including intracorporate communications; the sharing and
reselling of basic telecommunications services; and the purchase or lease of terminal
equipment;

(b) Maintenance of existing access for the provision of enhanced telecommunications services
through the use of the telecommunications transport network and computer services within
and across borders of both Parties;

(¢) Assurance that enhanced service providers do not bei-efit from unreasonable cross subsi-
dization or other anti-competitive practices from their related monopoly service providers.
Appropriate safeguards, such as separate accounting records, sufficient structural sepa-
rations and disclosure shall be put in place.

The understandings will govern computer services whether or not conveyed over the tele-
communications transport network.

Enhanced telecommunications services are services which are more than basic telecommu-
nications services as defined and classified by measures of the regulators of the Parties.

Greater precision, including agreed-upon benchmarks, will be included in the definition.

* Excerpt from “Preliminary transcript: Canada-U.S. Free Trade Agreement. Elements of the Agreement” (Ottawa, 1987 ), mimeo.,
pp. 12-14.

developed by the OECD Trade Committee; it have been carried out on the possibilities of liber-
addresses, among other things, questions of market alizing services at the regional level. The recent
access, national treatment, regulations and service Deciston 220 of the Andean Group liberalizing the
monopolies (OECD, 1987¢). investment régime set up by Decision 24 has

On the part of developing countries, studies  opened-up service industries, such as banking,




insurance, domestic transport and advertising, all
industries previously closed to inward FDI. This
decision had been preceded by regulations by indi-
vidua! Andean Group members granting substan-
tial exceptions from Decision 24 and allowing
limited foreign participation in some of those
industries.

At the interational level, a few specific
arrangements are particularly relevant to FDI in
services. Most important among them are:

e The United Nations Set of Multilaterally
Agreed Equitable Principles and Rules for the
Control of Restrictive Business Practices,
administered by UNCTAD, applies explicitly
to services.

e The Tripartite Declaration of Prnciples
Concerning Multinational Enterprises and
Social Policy, administered by the ILO, 1s
applicable to the whole range of social and
employment issues relating to service TNCs.

e The Mullateral Investment Guarantee
Agency (MIGA), negotiated under the
auspices of the World Bank, offers also insur-
ance for service TNCs. (MIGA is likely to
come into effect in 1988.)

¢  The draft Code of Conduct on the Transfer of
Technology under negotiation in UNCTAD
also will apply to service TNCs once it is
adopted.

However, all these arrangements deal only with
aspects of the activities of service TNCs and,
together, do not constitute a comprehensive
framework for FDI in general or service FDI in
particular.

The United Nations Code of Conduct on
Transnational Corporations seeks to fill this gap
by establishing a balanced international framework
specifying the rights and responsibilities of foreign
investors and countries (UNCTC, 1986b). Among
other things, it deals with the right of establish-
ment, fair and equitable treatment, national treat-
ment, transparency, dispute settlement and
balance-of-payments issues, and it envisages a
follow-up monitoring mechanism. Agreement on
the relatively few outstanding issues in the Code
and its adoption by the United Nations would
contribute to the predictability, stability and trans-
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parency which are essential if mutually satisfactory
relations between TINCs and the countries in which
they operate are to prevail. The comprehensive
approach taken by the Code fully covers FDI in
services 2nd could be of considerable benefit for the
developme.ii of these activities in the context of
economic  cGeovelopment and  international
co-operaticii. it could also help to ease the nego-
tiations on tracc in services which are now under
way within the Uruguay Round of Multilateral
Trade Negotiations. ?

These negotiations on trade in services, which
were launched in September 1986 in Punta del Este
(Uruguay), are still at an early stage. Although they
deal with trade in services, they may have impli-
cations, and perhaps far-reaching ones, for foreign
direct investment! in services (Sauvant and Zimny,
1987, pp. 27-55),. Since many services are intan-
gible and non-stcrable, they can only be delivered
to foreign marlets if {oreign affiliates can be estab-
lished to produce and sell those services in the host
countries, or if ¢t least a right of commercial pres-
ence is granted to facilitate transactions. Hence, the
export of services is inexorably intertwined with
FDI in services for major service-exporting coun-
tries. As a consequence, they seek to subsume FDI
in services, or at least aspects of it (such as certain
non-equity forms or trade-facilitating activities),
under the trade régime for the purpose of estab-
lishing an international framework for trade in
services. ! If this approach prevails, it would repre-
sent a redrawing of the boundary lines for the
purpose of this agreement: national treatment
would then be granted not only to service products
when they cross international boundaries (a key
GATT principle for trade in goods), but also to the
services provided by foreign affiliates. The appli-
cation of the national treatment principle would
then shift from service products to the producers
of services , regardless of whether those producers
are located abroad or in the importing country (that
is, are foreign affiliates).

Some developing countries oppose this
approach because, for them, trade and FDI remain
separate types of transactions, which should be
governed by different régimes. For them, the fact
that certain services cannot be traded does not
necessarily mean that FDI should be subsumed

9 For a2 discussion of the relanonship between the Code and the international discussions on services, see Sauvant, 1986b.
10 I its domesnc trade legislabon, the United States has already done this. See the discussion of the 1984 Trade and Tariff Act in Sauvant, 1986b.
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Box V1.5 Santa Claus, Inc.

Tourism is an important sector for many countries which can capitalize on their natural
beauty, famous monuments, unusual features or myth. Since tourism promotes exports, brings
Joreign exchange and creates employment, some countries go to great lengths to conceive and
to implement original ideas to attract tourists.

The Scandinavian countries have done this by building on the myth of Santa Claus. Taking
advantage of their proximity to the North Pole, an abundance of snow and a large reindeer
population, they compete with each other to be the true home of Santa Claus. Denmark had
a headstart when a 1932 Walt Disney cartoon put the workshop of Santa Claus in Greenland;
subsequently, children began to send letters to him there. Sweden has established a Santa Claus
amusement park near Mora, which attracted 100,000 visitors in 1986 (the entrance Jee: $6.75
Sor adults, half for children). A business group in Mo I Rana, near the Nordkap, Norway, is
planning to make this village the home of Santa Claus.

So far, however, Finland seems to be making the running. International publicity through
television, radio, the press, personal visits by Santa Claus to many countries, and a special post
office address (which guarantees personal replies from Santa Claus) have elicited a growing
response. Joulumaa (Christmas Country) in Rovaniemi, the capital of Finnish Lapland (the
part of Finland that falls within the Arctic Circle), is the centre of attraction. The current
Santa Claus village was visited by about 300,000 tourists in 1986. Hotels, restaurants, crafts,
polar safaris and skiing thrive on them. The village has been so successfud that plans are under
way for a much bigger one. More attractions and better facilities will certainly increase its
international competitiveness.

The Santa Claus project is sponsored by the provincial government of Lapland, the Finnish
Tourist Industry and Travel Boards, the Finnish Foreign Trade Union, the Finnish Broadcasting
Company and Finnair, which has been proclaimed "Santa Claus’s official airline”. However,
the idea has been so lucrative that, in 1984, a British tour operator began offering a
Christmasday tour to Santa Claus land on Concorde, operated by another transnational airline,
British Airways. The thought of visiting Santa Claus by Concorde is obviously irresistible to
many: by 1987, the number of Coacorde flights had increased to four, with 400 believers making
the trip. Two transnational shipping lines, Viking Line and Silja Line, combine cruises to
Stockholm with tours to Santa Claus land. Santa Claus land is furthermore served by Hertz,
Avis, Budget and Europecar. In line with the dismal state of statistics on services, no systematic
time series data exist on the extent and pattern of presents received by the faithful.

What is clear, however, is that Santa Claus land has
been firmly integrated into the transnational travel-
tourism complex.

The Santa Claus example shows how a country can
successfully create a competitive advantage in order to
promote its tourism industry. Another example are
theme parks (see box 4 in chapter V), through which
imaginary characters are exploited nationally and
internationally. Children’s literature offers many ideas
for countries (and particularly developing countries)
to corner — alone or together with transnational service
corporations — lucrative myth-market niches. W here
will be the home of Ali Baba, Robinson Crusoe or
Aladdin? Which island will become Treasure Island?
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lations to attract FDI could have consequences no
less detrimental than the continued application of
outdated or inefficient regulatory controls. Nothing
would be gained, for instance, if ownership merely
changed from public to private hands, or if public
monopolies were merely replaced by private ones
which remained sheltered from the forces of
competition. What is needed is a careful policy
mix of measures to achieve efficiency gains and
other objectives.

A first step could be for individual countries to
study the nature of their service industnes, their
cross-linkages with other sectors and the impor-
tance of services for the attainment of overall
economic objectives. A stock-taking of the regula-
tory framework and its economic effects would be
part of this process. lmproved information and
understanding, greater transparency of rules and
monitoring of effects, and better co-ordination
among interrelated economic policies would be
among the immediate benefits to be denved from
such an exercise. In the course of that policy
review, Governments could ask themselves whether
the reasons which motivated their regulations still
remain valid today, whether the measures taken
have proved effective in terms of the objectives
sought and, if not, what policy and regulatory
adjustments are necessary to achieve those objec-
tives.

As a next step, countries could assess their
competitive position in the international market for
services. Given the location-independent character-
istics of some services, many possibilities exist (for
an example, see box VI1.4). But, even where
location is an important factor, imagination and
inventiveness can open possibilities (for an
example, see box V1.5). Special attention should
be given to the examination of the ways in which
a stronger services sector might assist a country’s
competitiveness in the supply of industnal
products. In this context, developing countnes
need to pay particular attention to the growing data
content of many services and the importance of
developing suitable policies for data services; this
should include, most importantly, the improvement
of the telecommunication infrastructure as well as
of educational and training facilities.  Rapid
progress is necessary in the fast-moving area of data
technologies, and expenience shows that this 1s a
feasible task for at least some countries and certain
parts of the industries involved.

During both steps, the role of FDI and the
conditions under which such investment could be
put to most productive use for the host economy
would have to be reviewed. Attention might be
given, for example, to the extent to which certain
investment controls may have deprived host coun-
tries from inflows of capital and the skills which are
so essential for service activities. The possibilities
and conditions of a complementary and mutually
beneficial role for FDI and the domestic sector
would ment careful study in this context, recog-
nizing that it is for each country to decide on the
admission of FDI in the context of policies which
not only include economic, but also socio-cultural
and political objectives.

A more libcral approach towards inward FDI
in services does not negate the necessity for
economic regulation. Indeed, it could well be that
the regulatory system may require strengthening in
certain couniries as an accompanying measure 1o
liberalization, for example, in the areas of
prudential contrels, consumer protection and
competition. Furthermore, a flexible regulatory
systern may require the upgrading of administrative
structures and  decision-making  capabilities.
Country studies on the role of services, backed up,
as approprate, by workshops or technical assist-
ance programmes sponsored by international insti-
tutions, can also be of assistance in this process.

As long as there are asymmetries in national
regulatory systerns, and as long as significant
differences in levels of development and the
perceived role of services FDI remain, investment
régimes are bound to be different. And those
differences cannot be overcome by the mere appli-
cation of national treatment rules, unless this prin-
ciple allows for the diversity of underlying
situations. In addition, consideration should be
given to the harmonization of regulatory systems.
Such efforts seem to be particularly promising in
the area of prudential controls, technical specifica-
tions and accounting standards, where progress
achieved within regional groupings and interna-
tional organizations could pave the way towards
broader co-ordination at the international level.

Finally, intergovernmental co-operation on
FDI in services needs to be improved. This may
be achieved through the exchange of information
and consultations between regulatory authonities,
policy discussions and agreed international frame-
works. All participants in the international invest-




ment process, TNCs and host countries alike, stand
to benefit from such co-operation.
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There are a number of factors which suggest

that the potential for transnationalization in
services is lower than that in manufactunng:

Data for the services sector as a whole could
continue 1o show lower levels of transnation-
alization and low shares of TNCs in
production, because the totals are heavily
weighted with activities that, because of regu-
lation, or because of the nature of the services
themselves, are normally provided by local
firms or Governments. The room for FDI
gronth is often in subsectors of the larger
service industries. For example, the provision
of retail banking services to individuals and
local firms is less attractive than the provision
of intenational banking services, the financing
of trade and the provision of banking services
to foreign-owned firms. The same is probably
true for such services as legal, accounting,
architectural, and engineening services, in
which markets may well be split between local
firms supplying smaller-scale and local
demand, and some mixture of local and foreign
firms supplying the needs of large firms, TNCs
and Governments.

United States service TNCs have grown in an
economy in which services have accounted for
a major share of the GNP for some time.
Nevertheless, they are clearly less transnational
than their manufacturing counterparts.

In most industries, service TNCs do very little
R & D, a factor which has been one of the
principal ownership-specific advantages for
manufacturing firms. This basic difference is
not likely to change.

Because many services are intangble and
hence cannot be stored, they can be delivered
to foreign markets only through FDI and not
trade. However, as the application of data
technology increases the tradability of services,
the need for FDI may decrease (although it is
conceivable that this may only lead to an
expansion of intra-firm trade). An indication
of this could be the fact that the number of
foreign banking affiliates has virtually
remained stable since the beginning of the
1980s, when data technologies were introduced
on a large scale by transnational banks. More
generally, foreign affiliates which had been
established in the past may curtail or transform
their on-the-spot operations.

On the other hand, a number of factors suggest

that there is room for considerable growth:

All indications are that the share of the services
sector in most countries will continue to
expand. As that occurs, it is also likely that
international transactions in services will grow
as well. And, since many firms are unable to
exploit their competitive advantages abroad
through trade because of the intangibility and
noa-storability of many services, a strong
incentive exists to strive for entry into foreign
markets through FDI. In spite of increased
tradability, therefore, it is most likely that, at
least for the immediate future, FDI will remain
the most important vehicle through which
many services will be delivered abroad.

The faster growth of service industries relative
to goods industries creates in many countnes
the opportunity (and incentive) for investment
from abroad. In the United States, for
example, employment in foreign-owned
service affiliates rose at a faster pace than 1n
goods production, but the foreign share did
not grow as rapidly, because the United States
services sector was growing much faster than
the United States manufactunng sector
(Lipsey, 1988, p. 50). Perhaps equally impor-
tant, since service industry firms have been
growing more rapidly in their home countries
than goods producers, more of them are, by
growing, moving into the size range in which
FDI takes place. Since attaining a minimum
size is one of the main determinants of firms
becoming transnational, the growth of the
services sector should push many more service
industry firms over the size threshold.

An added, and obviously not unattractive,
factor is that services FDI seems to be quite
profitable. While foreign service and manu-
facturing affiliates of United States TNCs in
developed and developing countries both
showed an average rate of return of 11 per cent
during 1980-1986, the figure for service affil-
iates in developing countries was 14.5 per cent,
compared to 9.5 per cent for manufactuning
affiliates. In the case of Japan, foreign service
affiliates also experienced (in 1983) higher rates
of return than foreign manufacturing affibates.
In addition, the 1983 rate of retun for
Japanese foreign trade affiliates was twice that
of their parent firms, a situation that did not




prevail in manufacturing. lf these earning
prospects can be maintained, they will be an
additional stimulus for growth.!

®  United States data clearly show that, in the
aggregate, service TNCs are considerably less
transnationalized than manufacturing TNCs.
It is very likely that the same applies (perhaps
even more so) to TNCs from other principal
home countries. In other words, there is
considerable room for substantial growth. The
rapid increase in FDI in services during the
first half of the 1980s indicates that firms are
actually beginning to realize this potential.
Opportunities that were not taken in the past
are now being exploited. All this suggests that
there is, in fact, a transnationalization gap
between industrial and service TNCs, and that
this gap 1s being closed. How far this can be
done depends, of course, on the extent to
which TNCs possess (and utilize) advantages
over local firms in the countries in which they
might establish (or expand) their affiliates.

¢ The further expansion of FDI in the industrial
sector, as well as the further growth of inter-
national trade, technology transfer, financial
intermediation, tourism and the growth of
transnationalization in the world as a whole,
1s likely to pull along service firms interested
in servicing their clients abroad. Furthermore,
transnational industrial firms, even more so
than in the past, may expand their own
networks of service affiliates abroad to obtain
in-house the services they require. However,
economies of scale may place service TNCs in
a better position to provide those services. If
such externalization should take place, this (in
the past very important) source for the growth
of FDI in services may lose some force.

¢  The rapid growth of FDI from Japan and the
Federal Republic of Germany is likely to be
accompanied by a rapid increase of their
outward services FDI stocks -- be it because
industrial firms  establish their own foreign
service affiliates or because service firms follow
their industrial counterparts abroad. The
result may well be a substantial change in the
ownership structure of FDI in services, with
the United States losing (as in manufacturing)
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its leading position. A longer view of future
trends would furthermore suggest that there is
room for the appearance of service TNCs
based in developing countries. Since many
service industries are labour-intensive, they
should be approprizte fields for the expansion
of firms based iz developing countnes, once
they reach thc required level of size and
sophistication.

How these various factors will influence devel-
opments is, of course, difficult to predict. On
balance, however, it is very likely that FDI and
TNGCs in services will continue to expand rapidly
abroad, in absolute terms and as a share in the
total. The likelihood that this will happen under-
hines all the more the need to examine what conse-
quences this development will have for host
countries, and especially developing ones.

There is, however, one crucial variable which
strongly influences the extent to which these
various factors can assert themselves: the nature
of the regulatory environment. During the
mid-1980s, FDI in many service industries faced
considerable government regulation and controls,
more frequently and more restrictive, in fact, than
most manufacturing industries.  For instance,
some capital-intensive and technically sophisticated
service industries, such as telecommunication, air
transport and electricity, are normally closed to
foreign investors, and in such crucial services as
banking, insurance and other financial services,
FDI is often restricted. Yet, in at least one of these
industries, FDI has been important in the past:
public utilities accounted for 14 per cent of United
States FDI abroad in 1929 and 13 per cent as late
as 1957 (Lipsey, 1988). :

It may well be that the regulatory environment
will not change substantially in the coming years;
and there is widespread agreement that the
provision of many services requires more careful
supervision than that of goods. But if the 1990s
become a decade of liberalization for FDI in
services -- in the same way in which the 1980s have
been a decade of liberalization for FDI in manu-
facturing -- then the single most important factor
constraining the growth of FDI and TNCs in
services would no longer be valid.

I See United States, Department of Commerce, Survey of Current Business, various issues (the service data for the United States include mining,
agniculture, fisheries and forestry), and Japan, Minstry of Intemational Trade and Industry, Kaigai Jigyo Katsudo Kihon Chosa: Kaigai Toshi Tokei
Soran, 2nd Survey (Tokyo, Keibun Shuppan, August 1986).
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Methodological note

Systematic time-series statistics on FDI in services are available only for a few countries. Even when
such data are available, they suffer from both the well-known deficiencies of FDI statistics in general (see
E/C.10/1986,3) and from particularly difficult conceptual problems surrounding services.

A major problem (and one familiar in national accounting) is that of the definition and coverage of the
services sector. Most countries do not formally define the services sector for their FDI statistics. Rather.
they usually classify the data on services by a few major activities like trading, financial scrvices, transpor-
tation and communication, together with items which are important to their own economics, such as real
estate or services related to the petroleum industry. Only the United States separates the latter services, and
they include mostly trade- and transport-related services. Moreover, countries differ in the way they group
their major service categories. Transportation is frequently lumped together with communication, and at
times with storage (the Netherlands) or public utilities (the United States). The remaining services arc
usually shown with little or no detail and included in such categories as “other services” (the Netherlands),
“services” (the Federal Republic of Germany, the United States, Japan), “other non-manufacturing” (Japan)
or “other enterprises” (Canada). Even the concept “services” is interpreted differently by different countnes.
In Japanese data, the term “services” is used in two ways: first, to distinguish the services sector as a whole
(“commerce and services”), and second, as a narrower category containing “other” services, along with the
additional residual service category, “other non-manufacturing”. In the first sense, the services sector in
Japancse data includes construction, which is excluded from the services sector by the Netherlands data.’
In the case of the United States, the concept “services” is used in a very specific sensc; it refers to business
services and such other services as hotels, health services, rentals and education. Altogether it can be
disaggregated in some 18 services activities -- a unique feature of the United States data. No other country
provides such detailed breakdown of the services category. In the case of the Federal Republic of Germany,
the narrow “services” item comprises real estate (reported separately in many countnes, or combined with
finance), holdings (considered by the United States as a part of the larger item "finance, insurance and real
estate”) and other unspecified services (for example, Canada’s category “other enterprises”); it 1s not known
where such activities as construction (Canada) and public utilities (France, Japan, the Netherlands) are
included; and the classification of “holdings” (an important FDI activity) varies and 1s sometimes unclear.
While in some countries (the Federal Republic of Germany, the United States) "holdings” are considered
as part of services FDI, in others it is not clear where they are included.

If countries provided a detailed breakdown, the data could be adjusted in a manner which would permit

the same coverage of the services sector and hence the full comparability of data between countnies.
However, with the notable exception of the United States, this is not possible. Hence, for most countnes,
the only adjustments which can be made are limited to the inclusion of public utilities and construction in
the services sector. It should also be noted that some countries do not include in their FDI data such
important service activities as banking and insurance (for example, Indonesia and the United Kingdom prior
to 1981).
- Only a few developed countries publish FDI data broken down by major service industries, which also
provide geographical distribution of FDI stocks and flows, that is, the countries of onigin and the destination
of FDI. However, cross tabulations of industries with countries are usually done at a higher level of
aggregation for industries. For instance, in the United States, it is no longer possible 1o single out
petroleum-related services or retail trade, transportation and construction. The former became part of
“petroleun” and the latter become part of a residual category “other industries”, which also includes mining.
agriculture, forestry and fishing. Therefore, industry/country data are usually less precise and not strictly
comparable with the industry data.




165

There are other problems in the interpretation of the data on services. For instance, lending between
parent companies and foreign affiliates (which should normally be considered as part of FDI) should be
recorded either as new investment (when a parent firm lends to a foreign affiliate) or as disinvestment (when
a foreign affiliate lends to a parent firm). However, some parent companies establish finance affiliates in
offshore financial centres, with the sole purpose of borrowing funds from the world’s financial markets and
of re-lending them to the parent firms. Such lending may considerably affect the value of the “normal” FDI
flows and stocks of the countries involved and result in an over- or under-estimation of stocks in the years
when it occurs. These specific kinds of flows seriously affect the share of services in total FDI, since they
are recorded under the item “finance”. This is particularly the case with finance affiliates of the United States
TNCs located in the Netherlands Antilles. Therefore, these stocks of FDI have been excluded from the
United States data.

Another example (noted earlier) concerns the role of holding companies. These are classified by at least
two important home countries as FDI in services, and can inflate the volume of the country’s FDI stock
in services abroad to the extent to which holdings are in non-service industies. Other countnes do not
provide separate information on holdings. It can only be assumed that they are reported under the same
industries as those of their parents or affiliates. Similarly, the measurement of FDI in transportation is
complicated by the existence of flags-of-convenience in shipping. It is not always clear whether those flags
constitute a form of FDI. Some major home countries (like Japan or the United States) include them in
FDI data, while countries hosting flags of convenience affiliates must not necessarily do so. The substantial
discrepancy between the total stock of FDI in Panama, as reported in Panamanian official sources, and the
United States FDI stock in Panama, as reported by United States official sources, may be explained by this
difference in approach.

It should also be noted that activities of TNCs in services and FDI in services are not the same thing,
since many industrial TNCs establish service affiliates abroad, and vice versa , service TNCs can invest in
manufacturing or extractive industries. Most countries collect FDI data on the basis of the industry or
destination of inward or outward investment, that is, on the basis of the sectoral classification of foreign
affiliates. But the Netherlands, for instance, reports outward FDI data only on the basis of the sectoral
classification of the parent company. A few home countries compile information on the basis of both
approaches, which allows an examination of the extent to which FDI in services results from the expansion
of service TNCs or from cross sector mnvestment.

Most countres limit their FDI data collection to one or two vanables, such as the value of FDI stocks
andjor flows. Only a few developed countries publish data on other variables, such as assets, sales and
employment of foreign affiliates. One of these notable exceptions is the United States, which collects
comprehensive financial and operating data for TNC parents and affiliates and transactions between them.
Not surpnisingly. therefore, data of this country are used most frequently to illustrate many aspects of the
activities of service TNCs.
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Annex table A.1. United States: Increase in the stock of outward foreign direct investment,
by industry and region, 1977-1985
( Billions of doliars)

Latin Ame-
Developed nca and Asia
Al market Developing the Carib- Offshore and M.ddle
Industry countries 3 economies countries bean ® centres © Pacific Africa Eas:
All industries ¢ 107.1 62.6 43.1 9.3 13.7 9.4 2.9 8.4
Petroleum ¢ 30.3 129 15.8 19 0.8 4.0 2.6 6.6
Manufacturing 336 253 82 5.3 04 2.0 - 04 0.3
Services f 43.6 24.5 19.6 2.1 124 34 0.1 1.5
Services
Wholesale trading 7.0 4.3 26 0.3 0.5 1.3 0.02 0.53
Banking 10.3 3.1 54 0.4 3.8 0.9 0.17 0.24
Finance, insurance,
real estate 214 11.7 9.8 0.8 8.5 0.6 .14 -0.07
Other services 1.5 1.0 0.5 ) ) 03 0.06 0.45
) 0.7 y-03
Other industries f 34 24 1.3 ) ) 0.1 0.01 0.24

Source: UNCTC, based on United States, Department of Commerce, US Direct Imestmen: Abread, 1977 {(Washingior. D.C., 1981) and US Dicect Investmen: Abroad
195> Benchma-k Survey Datc {(Washingion D.C., 1985,.

Note : Numbers in the table are the difference between the value of stock in 1977 and 1985,

Geographica! breakdown excludes “internauonal’.

Excludes ¢/‘shore centres.

Bahamas, Bermuda, Panama, Tnnidad¢ an¢ Tobagc and other Caribbear Islands.
Excludes investtment in “finance, insurance and real estate’ in the Netherlands Anulles.
Inciudes relatec senvices.

Includes mining, forestry, agnculture and fishing.

_-oanos

Annex tabie A.2. Japan: Increase in the steck of outward foreign direct investment,
by industry and region, 1977-1985
( Billions of doliars)

Deve- Deve- Laiin Ame-
All loped loping rica and
coun- marke! coun- North Western the Carib- Mddie
Industry tries economies tries America  Europe  Oceania bean ® Asia Africa  Easi
All industries * 61.4 325 28.9 215 7.9 29 11.9 131 2.5 1.5
Primary ® 7.1 1.9 5.2 0.9 . 1.0 1.0 38 0.2 0.2
Manufacturing 17.3 8.8 8.5 6.4 1.7 0.6 2.5 4.9 0.1 0.8
Services 349 20.6 14.3 134 5.8 14 8.3 4.1 2.1 -0.2
Construction 0.6 0.2 04 0.2 - - 0.1 0.2 - -
Trading 9.7 8.0 1.7 5.4 2.1 0.5 0.8 0.9 - -
Finance and insurance 9.2 7.0 2.1 36 3.2 0.3 1.5 0.6 - 0.1
Real estate 1.9 2.0 0.1 1.8 - 0.1 - 0.3 - -0.4
Other services © 13.5 33 10.2 24 0.5 0.5 59 2.2 2.1 -

Source: Minustry of Finance, Government of Japan.

Note: Numbers in the table are the difference between the stock in 1977 and in 198S.

a Individual industry data do not add up to the total because data for “branches™ and “fixed assets” are not svailzble.
b Includes agnculture, forestry, fishing. mining and petroteum.
¢ “Other non-manufactuning” for 1977 and 1963 plus “services” and “transportation” for 19%S.




Annex table A.3. Selected home developed countries: Composition of
outward foreign direct imvestment in services,
latest available year
{ National currency in billions)

. Value of Industry share (Percentage)
stock in Insu- Other Real Communi- Public Construc- Other
Country Year services Trading Banking rance finance Holdings estate Transport cenons unlities tion  services
Australia (Australian dollars) 1983 16 222 ———-53.1%———~ NSA NSA 14l NSA NSsA 42 5.7
. Austria (schillings) 1982 5.9 NSA NSA 0.1 NSA 318
Canada (Canadian dollars) 1984 12.1 NSA NSA 132 ® NSA 13.2
France (French francs) 1983 417 NSA 52 46— NSA NSA 5.1
. Germany, Federal Republic of
(deutsche mark) 1985 703 422 129 7.7 104 112 84 el 2.0-emm 0.2 1.8 2.7
ltaly (lire) 1984 6 657.0 12.5 ----—----842-——-— NSA NSA  —--ldoemoee- NSA NSA 1.8
Japan (dollars) 1986 606 240 ----—--299 NSA 108 129 NSA NSA 1.7 20.7
Netherlands (guilders) 1984 31.7 322 —e——- 31.5——- NSA NSA B JL¢ S NSA 36 281
Spain (pesetas) 1983 11350 213 - 65.3-—---- NSA NSA 2.7 7.4 3.2
United Kingdom (pounds) 1984 264 39.1 56 16.1 5.5 NSA 104 57 NSA NSA 37 14.¢
United States (dollars) 1986 119.1¢3249¢ 131 7.2 11.7 219 04 26¢ 06 0.3 1.0 85t

Source: UNCTC, based on official pational sources and J. Dunming and J. Cantwell, eds., JRM Directory of Internationa! Investment and Production {New York, New
York University Press, 1987).

Note: NSA - not separaiely avaiiable.

Includes property.

Refers 10 “railways and other utilities”.

Excludes Netherlands Antilles.

Includes petroieum wholesale.

Inciudes petroleum tanker operations and pipetines.

Business and other services and 4.2 per cent of oil and gas-field services.

—“aonow
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Annex table A.4. Selected host countries: Cemposition of inward
foreign direct investment in services, by major categories, latest available year
{ Billions of currency and perceniage)

Industry share (Percentage )

Value of Banking,
Country or stock in finance, Real Holding Communi- Public Construc- Otker
territory Year services Trading insurance estate companies Transport cations uhlities  tion services
Developed countries
Belgium (Belgian francs) 1981 413 351 NSA NSA NSA NSA NSA NSA NSA 649
Canada (Canadian dollars) 1984 236 27.1 559 NSA NSA NSA NSA 29 NSA 139
France (French francs) 1983 551 303 16.1 394 NSA 1.2 - NSA NSA 8.7
Germany, Federal republic of
Federal Republic of {deutsche mark) 1985 549 36.2 19.1 24 31 8 —- 2.5 e 1.1 07 4.4
Italy (lire) 198511 752 123 645 NSA NSA - 4.] e NSA NSA 19.1
Japan (dollars) 1986 20 437 352% NSA NSA ———--29 -——-- NSA 29°¢ 154
Netherlands (guilders) 1984 249 422 245 NSA NSA e 2.8 ———-  NSA 2.8 7.7
United Kingdom  (pounds) 1984 133 241 338 10.5 NSA 1.5 - NSA 1.5 1.5
United States  (dollars) 1986 1112 413 278 19.1 NSA  -eeee- 2.) --eeee 33 64 ¢
Developing countries/territories
Latin America
Argentina (dollars; 1985 09 97°¢ 620 NSA NSA NSA NSA NSA 6.2 222
Bolivia {doliars) 1986  0.06 16.5 823 NSA NSA NSA NSA NSA 1.2 NSA
Brazil (dollars) 1985 56 17.7 19.0 2.5 444 09 NSA - NSA 15.3
Colombia (doliars) 1986 0.35 394 496 NSA  NSA —e 8.3 ceeme- 0.6 0.9 1.1
Ecuador (dollars) 1985 06 263 26.6 NSA NSA 04 NSA NSA 1.7 450
Mexico (dollars) 1981 32 333 584 NSA NSA 1.7 NSA NSA 6.} 0.6
Panama (dollars) 1983 0.2 376 -10.0-- NSA —eeee 48.6 - NSA NSA 3.9
Paraguay {dollars) 1983  0.26 NSA 751 NSA NSA 2.2 NSA NSA NSA 220f
Peru (dollars) 1985 04 401 233 13.3 NSA 1.9 2.3 7.7¢% 09 10.3 b
Venezuela (dollars) 1984 0.65 169} ~——-4879 ——— NSA ——3.6 --—-- 17.5 11.7 2.2
Asia and Pacific
Bangladesh (dollars) 1982 0.012 81.7 NSA NSA NSA 0.2 NSA NSA - 18.0
Indonesia (dollars) 1985 0.7 449 . NSA NSA 2.5 5.7 NSA 923 31.%
Korea, Republic of (dollars) 1986 0.7 NSA 127 NSA NSA 4.0 NSA -8 189 6A4k
Malaysia (dollars) 1934 1.2 17.2 64.3 NSA NSA NSA NSA  NSA 20 165
Philippines (dollars) 1983 05 199! 550 NSA NSA - 6.1 ------  NSA 40 139
Singapore (dollars) 1981 4.2 321 57.8 NSA NSA mvnee 6.6 emeuen NSA 2.6 0.7
Thailand (dollars) 1984 0.9 39.1 140 2.1 NSA e 8.9 —-oe- NSA 282 7.8
Taiwan Province (doliars) 1985 1.2 21™ 203 NSA NSA 52 NSA NSA 9.2 63.3
Alfrica
Egypt (dollars) 1984 6.7 NSA 39.0 NSA NSA NSA NSA NSA 213 39.7
Morocco {dollars) 1982 04 93 9.7 321" NSA weeeee 8.7 ceeeen NSA NSA  44))
Nigeria (dollars) 1982 16 433°¢ 75 P NSA NSA cnn 2,6 —meee NSA 46.4 9 NSA
Source: See annex tabie A3.
Note: NSA - not separately svailable.
a  Other enterpnises. j Includes 17.4 per cent of hotels.
b Incdudes unciassified services. k  Manly hotels and tounsm.
¢ Includes real estate. 1 Inciudes property.
4 Includes 1 per cent petroleum-related services. m Foresgn trade.
¢ Markeung. n Property.
{f Inciudes 4.4 per cent of hotels. o Indudes business services.
g Electric power. p Indudes consultancy and other services.
h Includes 2.1 per cent of tourism. q Builing and construcuon.
i lndudes restauranis and hoteis.




Annex table A.5. Share of finance- and trade-related services in the
stock of foreign direct investment in services of selected countries
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( Percentage)
Outward FDI Inward FDI
Financial Financial

Country Year services Trading services Trading

Developed countries
Austria 1982 61.8 6.3 -
Australia 1984 53.12 222 . .
Canada 1984 58.7 14.8 55.9 271
France 1983 479 25.9 16.1 30.1
Germany, Federal Republic of 1985 422 422 50.9® 36.2
Italy 1984 842 12.5 40.9 24.6
Japan 1986 299 240 35.2 43.7
Netherlands 1984 31.5 32.2 245 42.2
Spain 1983 65.3 21.3 . .
United Kingdom 1984 27.2 39 33.8 241
United States 1986 53.9% 32.4¢ 27.8% 413

Developing countries/territories
Argentina 1985 62.0 9.7
Bangladesh 1982 . 81.7
Brazil 1985 63.4b 17.7
Colombia 1986 49.6 396
Ecuador 1985 26.6 263
Egypt 1984 39.0 -
Korea, Republic of 1986 12.7 .
Malaysia 1984 17.2 643
Mexico 1981 58.4 333
Morocco 1982 9.7 93
Nigeria 1982 7.5 43.3¢
Paraguay 1984 75.7 -
Peru 1985 23.3 40.1
Philippines 1983 55.0 19.9*
Singapore 1981 57.8 321
Taiwan Province 1985 20.3 2.1
Thailand 1984 14.0 391
Source : Annex tables A3 and A4,

Includes property.

Includes holding companies.
Includes petroleum wholesale.
Includes business services.
Inciudes real estate.

Foreign trade.
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Annex table A.7. United States: Total assets of non-bank foreign affiliates,
by industry of United States parent and by industry of affiliate, 1982
N ( Billions of doltars and percentage)

Industry of affiliates (Destination)

Finance
(excluding
banking),
Industry Whole- insurance Business Other
of parent All Manufac- sale and real and other indus-
(Origin} industries Petroleum twring trade estate services tries b
»
Billions of dollars
All industries 7515 1952 265.8 57.8 1613 19.7 51.9
* Petroleum ? 236.9 1732 16.1 2.9 29.9 14 13.3
Manufacturing 380.3 13.3 236.1 44.6 60.1 9.1 17.0
Services
Wholesale trade 14.7 0.6 34 7.6 1.4 0.7 0.8
Finance (excluding
| banking), insurance :
o and real estate 72.2 40 6.9 1.1 57.2 1.0 2.1
| Business and
other services 9.6 . 0.5 . 1.5 59 04
Other industries ® 37.8 .. 2.7 . 11.1 1.5 18.1
Percentage distribution
" All industries 100.0 26.0 354 7.7 21.5 2.6 6.9
Petroleum ? 100.0 73.1 6.8 1.3 12,6 0.6 5.6
Manufacturing 100.0 35 62.1 11.7 15.8 24 4.5
Services
Wholesale trade 100.0 43 23.2 52.0 9.8 . 49 5.7
- Finance (excluding
banking), insurance
and real estate 100.0 5.6 9.5 1.5 791 : 14 3.0
Business and
other services 100.0 (10.1) 5.5 24 15.9 61.5 4.6
} Other industries ® 100.0 (8.1) 7.1 34 294 4.1 47.9
Percentage distribution
All industries 100.0 100.0 100.0 100.0 100.0 100.0 100.0
Petroleum 3 31.5 88.7 6.0 5.0 18.5 7.1 25.6
Manufacturing 50.6 6.8 88.8 77.2 37.2 46.2 32.7
Services
Wholesale trade 1.9 0.3 1.3 13.1 0.9 3.5 1.5
Finance (exciuding
banking), insurance
and real estate 9.6 2.0 2.6 1.9 358 5.1 4.0
Business and
- other services 1.2 . 0.2 . 0.9 299 0.8
Other industries ® 5.0 . 1.0 . 6.9 7.6 349
Source:  United States, Department of Commerce, Survey of Current Business, Vol. 65, No. 12 (December 1985), p. 44.
i & Includes petroleum services.
b Agriculture, miming, construcuon, transportation, i and public utili retail trade. Affiliates in the two latter categories account for 54 per cent of the

assets of “other industnes” by industry of affiliate and for 80 per cent of assets by industry of parentL
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Methodological note

The data on the largest companies in the service industries have been compiled from a variety of
sources, including company directories (for example, Who Owns Whom, Moody's), general business perni-
odicals (for example, Fortune, Forbes), industry journals (for example, Advertising Age; Hotels and
Restawrants International; The American Lawyer, Engineering News Record) and annual reports. Once the
basic data had been collected, they were sent to firms for verification and completion; in addition, many
companies were contacted by telephone to clanfy particular questions. Most of these inquiries yielded data
identical with, or close to, those obtained from the published sources. In most cases for which HWho Owns
Whom provided data, these were taken for the tables compiled in this study.

Throughout the data-collection process, a number of problems were encountered relating to the iden-
tification, selection and ranking of the largest companies and TNCs, their assignment to a given industry,
the availability and comparability of variables between companies and industries and, in particular, the
proper measurement of the foreign component of the activities of TNCs. Although utmost efforts were
made to resolve these difficulties and to apply unified standards and definitions to all corporations (or at
least corporations in a given industry), this was not possible in all cases. Matters were further complicated
by the fact that, unlike in the case of national income or international trade, no world-wide standards exist
concerning accounting rules and data-disclosure requirements. They vary from country to country and from
industry to industry. Even if a country collects data on the world-wide activities of its TNCs (few do).
data-collection requirements do normally not extend to, for instance, minonty-owned affiliates and non-
equity forms.

Despite these shortcomings. the data collected for this study are quite satisfactory in providing a gencral
picture of TNCs in services and the patiern of their activities. What follows is a description of major
problems encountered during the collection of the data and the way in which these problems were tackled:

a. Identification of the largest companies in each industry

For most service industries, professional publications were used to identify the world's largest compa-
nies. It is not always certain, however, to what extent these publications, which focus mostly on developed
market economies, also cover companics from socialist countries and developing countries. An extra effort
was made to deal with this problem, for instance, by cross-checking with the list of largest companies in
developing countries, published by South. The major methodological problems relate to the industry
assignment of companies (sometimes made difficult because some companies are quite diversified); choice
of juridical forms (holding company or parent company Vvs. its subsidiarics): and types of companies within
an industry (for example, wholesale vs. retail companies).

In the case of diversified companies, their assignment to a given industry was based on the major
activity of that company. It was not always easy to establish this activity, particularly when a firm is active
in more than two industres (for example, American Express: insurance, banking, securities and credit
cards) and neither of them is clearly the major one. In such cases, the industry classification of a company
was a matter of judgement.

Given the variety of forms in which a company may be organized (some of them are characteristic of
a given industry), it was not possible to use unified critena to distinguish companies according to form
(holdings, groups, corporations, subsidiaries etc.). For companies organized as groups or holdings within
the same industry, the data refer 10 these groups or holdings rather than to the individual participating
companies, even if they are legally independent (for example, in advertising. accounting). Companies which
are subsidiarics of holding parents in a different industry, and are clearly identifiable as separate units (by
name or legal form), are reported separately wherever possible. This 1s the case with some hotels (belonging
to airlines, or belonging with airlines to the same holding company) and insurance and reinsurance
companies, where in many cases the latter belong to insurance companies.

Some service industries encompass under a generic name a number of distinctive functions and-or types

L 3
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of companies which are not always easy to classify. An example is “trading”, which can be disaggregated
by type of trading (wholesale vs. retail) and by type of trading companies (commodity traders, supermarkets,
marketing subsidiaries of industrial companies). The distinction used in this publication (wholesale and
retailing companies and supermarkets) is certainly not a perfect one, combines companies with different
characteristics (for example, Japanese sogo shosha with West European traders), and may leave out some
types of companies altogether (for example, commodity traders and trading subsidiaries of large industnal
companies).

b. Variables measuring size

In most cases, revenues (or sales) were selected to determine the size and ranking of each company.
In some cases, however, other vanables were used, either because revenue figures were not available (law
firms, construction companies) or because other variables were a more appropriate measure of size in a
given industry (accounting, reinsurance). It should be noted that choice of variable affects the ranking of
the largest companies. For example, the ranking of the largest banks by revenues is different from the
ranking by assets. Wherever possible, the data for several variables (net income, assets, employment,
physical units) have been reported in addition to the ranking varnable.

c. Foreign affiliates

The possession of foreign affiliates is the major criterion used to determine whether a company is a
TNC or not. The term “forcign affiliate” is used in a generic sense. Wherever possible, it includes branches,
subsidiarics, representative and other offices and units linked to a parent corporation through non-equity
(contractual) arrangements (for example, management contracts or franchising agreements). In other words,
the determining criterion was not ownership but rather control over activities. However, a strict application
of this approach was not possible in each case. In banking, all foreign affiliates were included, while in such
industries as trading and insurance, affiliates were limited to branches and subsidianes. In some industnes,
the typical form of foreign presence is an office (accounting. law firms), while in other franchised units seem
to prevail (fast-food). The data on the number of foreign affiliates are, therefore, difficult to compare across
industries.

An effort was made to compile data for 1980 and 1976, but in most instances data, for these years were
difficult to obtain.
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Annex table C.1. United States: R&D expenditures as percentage of sales and R&D employment
as percentage of total employment in services, 1982

( Percentage)

Parent companies 3

Foreign affiliates ©

Research and development

Expenditure Employment

R4&D expenditures

as percentage of sales R4&D employmen?

as as By as percentage of
percentgge percentage indusrry toral employmen:
of of By industry of affiliate of parent All counrries.
sales total All Developed Developing  All by industry of
Industry employment countries countries countries countries Affiliate Paren:
Oil and gas field services . 1.58 0.07 0.24 0.03 0.13 -
Petroleum wholesale trade 0.89 0.0] 0.01 - 0.03 0.45
Other petroleum services © 0.37 0.0] - - - - -
Wholesale trade . 2.04 0.21 0.23 0.04 0.06 1.33 0.79
Durable goods 1.21 3.82 0.23 0.26 0.01 0.1 1.42 0.9¢&
Non-durable goods . 044 0.17 0.19 0.06 0.03 0.92 0.29
Financial services,
excluding banking 0.12 0.63 - 0.01 - . - 3.07
Finance, except banking - - - - - - . -
Insurance 0.13 0.70 - - - . - 4.14
Real estate - - - - -
Other services 0.38 1.29 0.26 0.26 0.22 0.08 1.31 0.39
Hotel etc. - - - - - - - -
Business services 0.87 3.73 0.50 0.47 0.61 0.15 2.60 0.63
Advertising - - - - - - - -
Manangement,
consulting, and
public relations - 0.56 0.64 - 0.36 2.19 -
Equipment rental 0.11 - - . - - - -
Computer services 3.24 7.03 0.35 0.26 - 0.42 2.0 1.96
Other business services 0.41 . 1.33 0.15 5.26 0.62
Motion pictures - - - - - - - -
Engineering,
architectural . 0.03 0.04 - 0.08 - 1.03
Health services . - - - - - .
Other services 0.01 - - - - . - -
Construction 0.07 0.33 0.02 0.04 - - 0.14 -
Transportation,
communications,
and public utilities . 1.02 - - - . -
Retail trade 03 . 0.01 0.01 - 0.02 - .
Total services 0.11 1.05 0.10 0.13 0.02 0.27 0.75 1.33
Memorandum
Petroleum and coa! products 0.57 2.39 0.18 0.21 0.04 0.14 1.06 0.97
Manufacturing 3.03 4.91 1.15 1.31 0.46 0.83 2.27 1.94
Source: United States, Department of Commerce, US. Direcr ) t Abrood: Benchmork Survey Date {Washingion, Department of Commerce, 1985).

s Parent companies of majonty-owned non-bank foreign affiliates.
b Majonty-owned non-bank foreign affilates.
storage, gaso!

¢ Tankers, pipel service
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Annex table C3. United States foreign affiliates: Total assets and bet property, plant and equipment per employee
in services, 1982

( Thousands of dollars)
By industry of affiliate 8 By industry of parent ®
NetPP & E Net PP A& E
Toral assets per employee  per employee Total assets per employee per empleyee
All Developed Develaping All All Developed Developing All
Industry countries countries  counfries  couniries  COURITies  Coun ITies  counmmies countries
Oil and gas field services 154.4 100.9 123.7 59.6 203.4 121.6 . 60.¢
Petroleum wholesale trade 658.6 589.6 267.7 85.7 497.8 . 867.5 80.1
Other petroleum services 538.8 2430 281.9 3235 438.1 . . 2470
Wholesale trade 1222 121.5 125.2 16.7 107.6 1343 204 21.8
Durable goods 113.5 113.7 112.7 17.5 804 1044 . 171
Non-durable goods 147.8 146.9 150.2 144 1799 224.0 . 34.2
Banking € 36083 38359 33379 .- X X X ¢
Financial services,
excluding banking 1547.8 9377 48154 23.7 163.4 169.5 147.2 12.0
Finance, except banking 2 643.2 998.9 13423 16.5 616.3 561.3 7779 9.8
Insurance 587.7 486.7 1141.0 13.6 179.5 158.6 3474 11.2
Rea!l estate 748.0 . . 432.0 " 212.9
Other services 629 61.0 684 16.5 66.7 59.2 . 14.4
Hotel etc. 304 32 26.9 16.7 344 . . 16.7
Business services 70.2 65.6 91.9 19.3 52.2 53.0 483 6.8
Advertising 539 57.2 36.5 5.3 58.4 61.1 44.2 4.8
Management,
consulting, and
public relations 146.4 130.8 3533 14.9 115.0 114.3 125.0 7.2
Equipment rental 126.4 97.6 314.0 529 726.7 . - 75.0
Computer services 81.1 81.5 84.1 345 66.7 65.8 71.2 14.5
Other business services 29.0 30.3 243 6.6 26.6 . . 5.7
Mouon pictures 205.7 230.6 81.0 4.0 2283 . . 6.7
Engineering, architectural etc. 64.4 51.2 135.9 5.5 96.3 71.6 . 26.9
Health services 64.4 45.0 78.5 10.3 96.8 814 1171 19.€
Other services 53.0 48.4 79.3 18.6 64.5 . . 22.6
Construction 62.1 63.9 60.3 7.3 79.5 66.1 . 17.4
Transportation, communications,
and public utilities 138.1 68.0 137.6 779 148.5 85.5 230.6 29.0
Retail trade 274 284 21.1 9.6 414 33.3 . 10.7
Total services 2145 163.6 348.0 26.1 130.8 100.2 171.2 20.7
Memorandum
Petroleum and coal products 291.8 452.3 86.2 125.2 516.7 490.7 550.0 198.3
Manufacturing 56.7 64.6 39.0 19.6 80.0 84.1 70.3 204

Source: See annex tadle C.1.

Note: x = Not apphicable.

8 Majority-owned foreign sffiliates.
b Majonty-owned foreign non-bank affiliates.
¢ Figures for dankung refer 1o ali affiliates, not only 1o majority-owned ones.
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Annex table C.4. United States: Trade propensities ® in services, 1982

- ( Percenrage)
R Parent companies © Foreign affiliates total exportsc
) Exports Imports from Affiliates classified by industry of
Industry Total To affiliates affiliates Affiliate Paren:
Oil and gas field services 14.08 . 0.68 5.6 12.8
Petroleum wholesale trade 12.55 . 1.39 46.2 62.7
’ Other petroleum services 0.76 - 0.19 2.6 6.2
Wholesale trade 20.78 4.59 1.57 41.7 56.3
. Durable goods 7.24 . . 35.3 324
Non-durable goods 27.32 - . 51.3 69.2
Financial services,
excluding banking 2.01 0.67 041 37.8 19.1
. Finance, except banking 2.89 . - 53.9 28.2
Insurance 1.93 - 0.28 26.3 18.5
Real estate - - - . .
Services 6.00 0.82 0.35 19.8 20.1
Hotel etc. 2.56 - 0.06 0.5 5.6
Business services 5.71 0.99 0.38 21.2 13.7
Advertising 224 - . 0.8 0.8
Manangement, consulting, and
y public relations 543 - 0.20 69.2 16.8
Equipment rental 16.90 - - 5.8 79.6
Computer services 6.86 . 0.53 15.5 22.2
Other business services 5.39 . . 16.3 132
Motion pictures 3.13 0.08 . 46.4 34.3
. Engineering, architectural etc. 23.39 247 0.58 27.8 329
Health services 1.73 . . . 9.7
Other services 294 . - . 7.2
Construction 9.73 . 0.18 9.5 379
Transportation, communications,
and public utilities 235 0.22 1.14 9.2 34
Retai] trade 0.39 . . 2.2 5.6
Total services 6.11 1.29 0.92 36.0 40.3
Memorandum
Petroleum and coal products 20.99 11.00 6.81 16.6 31.3
Manufacturing 11.10 4.32 2.88 339 338
Source: See annex table C.8.
a Exports/imports as percentage of sales.
¥ b Parent companies of majority-owned foreign affiliates.
¢ Majority-owned foreign affiliates.
¥
]
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Annex table C.6. United States: Selected wses of service output and sources of input
into service industries, 1977

q
Uses of output
N (Millions of dollars)
Other
services, Total
Primary Manufac- Own Construc-  including inter- Total
Type of service outpur 3 products turing industry tion Government mediate Export output
3 Transport and warehousing 2 440 31543 16 634 5884 18 939 75 440 9756 128 264
Communications, excluding
television and radio 417 4 532 946 1052 16 457 23 404 985 52 868
(2 Trade 6 808 57 467 4973 23 354 20 080 112 682 12416 386 171
Finance and insurance 2402 7 909 25 270 2310 20 861 58 752 630 128 578
Real estate and rental 12 124 8 049 17 816 629 40 822 79 438 3705 279243
Hotels, persona! and repair
services, excluding auto 259 3 664 674 319 6 008 10 924 29 46 129
Business services 2 957 36 521 9514 15 191 67 147 131330 3481 161 969
Eating and drinking places 462 6 841 158 199 14 493 22 153 81 87 839
Auto repairs and services 798 3 289 173 1168 11 742 17 170 2 43 380
Total above 28 667 159 835 76 158 50104 216 549 531 293 31085 1314 441
Sources of input
(Percentage of total inputs)
T
Type of inpur
Intermediate input Value added
Primary Con- Other Tota! Compen-  Industrial Property-
- produc- Manu- Own struc- service inter- sation of  business ype
Service industry non Jacture industry tion industry  mediate employees . taxes income
Transport and warehousing 0.01 17.8 13.2 - 12,5 43.5 39.3 34 13.8
Communications, excluding
television and radio . 10.2 1.8 . 8.0 20.0 34.7 10.5 348
Wholesale and retail trade 0.16 4.5 1.3 . 22.5 28.5 42.1 13.8 15.6
Finance and insurance . 29 19.6 . 16.9 394 40.8 4.3 15.6
Real estate and rental 0.01 8.2 6.5 - 6.3 21.0 24 17.3 59.3
Hotels, personal and repair
services, excluding auto 0.01 14.2 1.5 . 20.2 359 36.0 3.7 244
Business services . 6.2 7.1 . 13.1 264 39.5 1.0 33.1
Eating and drinking places 0.22 353 0.2 . 199 55.6 30.3 39 10.2
Auto repair and service .- 26.1 0.4 “ 20.7 47.2 251 2.6 25.2

Source: United States, Department of Commerce, “The input-output structure of the US economy, 197?", Survey of Current Business, vol. 64, No. § (May 1984).

a  These are almost identicai 10 the output of the corresponding industries except in the case of business services, $26 billion of which were produced in the printing and
publishing and radio and television broadcasting industries.
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Annex table C.7. Per capita GDP, consumption and price levels of
services in selected developing countries, 1975
(United States = 100)

Consumption Price leveis ®
Per capita Air Telephone, Air Telephone, All
Country GDP Total  Electricity transport  telegraph  Electricity  transport  telegraph  services
Malawi 49 4.5 0.7 0.1 0.1 194 111 161 47
Kenya 6.6 8.1 0.2 4.1 0.2 535 109 206 60
India 6.6 71 0.5 0.1 0.3 213 120 221 34
Pakistan 8.2 8.1 2.2 29 03 125 35 140 48
Sri Lanka 9.3 10.6 09 0.9 0.2 147 100 310 36
Zambia 10.3 114 39 0.1 04 64 69 48 61
Thailand 13.0 10.0 25 0.8 0.8 150 70 96 62
Philippines 13.2 15.1 5.6 2.1 08 n 58 101 38
Korea, Republic of 20.7 16.8 53 1.7 8.5 262 38 39 60
Malaysia 215 21.6 48 6.6 1.7 234 - 112 182 68
Colombia 224 25.5 326 18.0 15.4 25 91 33 65
Jamaica 240 30.6 15.1 6.7 27.6 108 63 20 64
Syrian Arab Republic 250 17.3 4.7 0.2 13 254 168 98 75
Brazil 25.2 242 119 13 4.8 218 96 84 65
Mexico 347 314 224 N 16.7 158 69 43 66
Iran 37.7 25.7 6.7 33 2.8 172 90 110 77
Uruguay 396 51.4 27.2 126 13.7 133 26 119 63
Median 20.7 16.8 4.8 21 1.3 150 70 98 61

Source: lring B. Krawis, A.'Htslon and R. Summers, World Product end Income. Internetiona! Comparusons of Reel Gross Product (Balumore, The Johns Hopkins
University Press, 1982).

a At international price.
b Relative to pnce levels for GDP.
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QUESTIONNAIRE
. Foreign Direct Investment and Transnational Corporations in Services, S T/ICTC/[99,
! United Nations Centre on Transnational Corporations, September 1988

In order to improve the quality and relevance of the work of the United Nations Centre on Transna-
tional Corporations (UNCTC), it would be useful to receive the views of readers on this and other similar
. publications. It would therefore be greatly appreciated if you could complete the following questionnaire
| and return it to:

Readership Survey
Centre on Transnational Corporations
United Nations, Room DC2-1212
New York, N.Y. 10017, USA

1. Name and address of respondent (optional)

- 2. Which of the following best describes your area of work?
Government || Public enterprise |
Academic
Private enterprise | or research institution | |
International organization | | Media ||
Non-profit organization P Other (specify)

3. In which country do you work?
4. What is your assessment of the contents of this volume?

Excellent | Adequate b}
) Good || _ Poor b

5. How useful is this volume to your work?

P Very useful b Of some use || Irrelevant | |
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6. Please indicate the three things you liked best in this publication:

7. Please indicate the three things you had the most difficulties with:

8. If you have read more than the present UNCTC publication, what is your overall assessment of them?

Usually good,
Consistently good (B but with some exceptions| |
Generally mediocre || Poor I

9. On the average, how useful are these publications to you in your work?
Very useful b Of some use | | Irrelevant ||
10.  Are you a regular recipient of The CTC Reporter, the Centre’s semi-annual publication which reports

on the Centre’s and related work?
Yes | | No | |

If not, please check here if you would like to receive a sample copy sent to the name and address you
have given above. | |




