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ABSTRACT 

This study focuses on Multinational Corporations (MNCs) and their importance in the 

economic development of Third World Countries. Recognising that. MNCs can contribute to 

economic growth and development, most Third World Countries are constantly working to 

attract them. hence their demand has become highly competitive. However, MNCs do not go 

without some negative effects. such as conflicts between host and investor countries. and the 

creation of damaging competition to local firms. These negative effects could be minimised if 

policies and strategies fo r the promotion and attraction of MNCs are part of. and integrated 

into. general economic development and economic reform policies and not seen in isolation. 

Although Third World Countries have implemented strategies to attract more MNCs. a 

refinement of some of these policies is needed if a country is to be successful in this regard. 

Key terms: Multinationals; Foreign Direct Investment; Economic growth , Third World 
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Chapter one 

Introduction 

Multinational Corporations (MNCs) are the most prominent contemporary Non­

Governmental Organisations ( GOs) (Krasner. 2003). They are corporations that have 

branches and subsidiaries operating on a world-wide basis in many countries. 

Simultaneously. they are huge firms that own and control plants and offices in at least, more 

than one country and sell their goods and services around the world. M Cs are major driver 

of global economic integration and establish new linkage among economies world-wide 

(Peterson. 2005). 

To finance domestic investment. developing countries need capital flow from abroad, 

typically in the form of loans that developing countries receive from other governments or 

from international organisations such as the World Bank or the International Monetary Fund 

(JMF).In addition. the financial crisis or rising interest rates for loans can dramatically 

worsen the economic situation of indebted developing countries. Apart from loans, 

investments in these countries are financed by foreign capital from private companies. This 

kind of equity tlnance is usually referred to as Foreign Direct Investment (FOI) (Schaub, 

2004). 

The main problems of Developing countries begins v.rith money and the economy. Their 

governments only get money from two sources: bon-owing and tax. Third world countries do 

not have high GOP tax and they also do not have stability or security to borrow like bigger 

nations do. Lack of agricultural equipment. technology and infrastructure have also been a 

problem in developing countries even though they have extremely big and fertile land. But 

because of Jack of ability to plant and harvest in a well-managed environment, crop potential 

decreases. Their products cannot be distributed because of lack of trucks. roads and rail. 

Many of the developing countries are still poor today compared to industrialised countries. 

The scarcity of capital and ski lled labour cause a low level of per capita income and prevents 

developing countries from realising economies of scale from which many richer nations 

benefit (Krugman and Obstfeld, 2000). 

Trade between developing and industrialised countries have expanded and increased from 

rich countries to the poor areas. The link between these groups of economies has become 
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more serious and subsequently making these two groups increas ingly dependent on each 

other (Schaub, 2004 ). 

Since the mid-1980s, investment in developing countries has significantly increased (Greer 

and Signh. 2003). The economic acti vities of Multinational Corporations (MNCs) have 

therefore been the subject of a series of research studies, which have to assess the effects of 

MNCs activities in the development process in the countries of the Third World. However. 

the findings of these studies are quite contradictory. Some studies have concluded that the 

activities are harmful for the development process of these third world countries. The 

uncertainty resulting from these contradictory findings is obvious reason for further analysis 

of the subject. 

This study tries to contribute to the scienti fie understanding of how economic deve lopment of 

Third World Countri es is affected by the presence and the activities of Multinational 

Corporations. Based on the above issues. this chapter focuses on areas such as the research 

hypothes is . scope of the study. methodology, aims and objectives and the research questions. 

Hypothes is 

• Multinational Corporati ons have positive effects on economic growth the Third World 

Countries. 

Statement of the problem 

Economic growth is the most important means of rai sing people 's incomes and reducing 

poverty in the developing world. MNCs create jobs and opportunities for poor people to 

support their families and build stable futures. Many deve loping countries face particular 

challenges that make it d ifficult for them to s timulate and sustain economic growth. These 

challenges include weak institutions. high unemployment. poor infrastructure. lack of access 

to financial ser\'ices and weak la-.vs and regulations. 

Aim of the study 

The study examines the impact of Multinational Corporations on the economic development 

ofThird World Countri es. 
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Objectives 

• To study factors that attract Multinational Corporations in Third World Countries and 

the effects of Multinational Corporations on the economy of third world countries. 

Research Questions 

• Why do ri ch countries invest in poor countries? 

• How does Multinational Corporation develop poor countries? 

• What are the positive and negati e impacts of Multinational corporations 111 host 

states? 

• Do third world countries have policies that attract investments? 

Scope of the study 

This study focuses on the contribution or MNCs 111 Third World States and how they 

contribute to development and underdevelopment. 

Rationale for the study 

Third World Countries depend on developed countries to develop economically through 

investments. The result of the study should provide a clear and deep understanding of the 

impacts of Multinational Corporations in the host country·s economy. Policy makers will 

benefit from assessing how policies have disadvantaged or advantaged the countries and will 

be able to develop and implement policies to address apparent investment problems. 

Methodology 

The study utili ses the emergent. exploratory and inducti ve qualitative method in view of the 

nature of the research. As Liebescher ( 1998) notes. qualitative ·'methods are appropriate 

when the phenomena under study arc complex. are social in nature, and do not lend 

themselves to quantitative enquiry'' .Therefore, qualitative research is essentially exploratory 

and involves methods of data collection that are non-quantitative or non-numerical (Miles & 

Huberman 1994). It captures the complicated detai ls of social life and .. treats actions as part 

of holistic social process and context, rather than as something that can be extracted and 

studied in isolation" (Payne and Payne. 2004). The qualitative method lends itself to the 

investigation of complex social phenomena without predetermining or delimiting the paths 

that such investigation should fo llow. Further. the strength of the qualitative method lies in its 
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unassailable explanatory power and in provid ing detailed information on the subject matter or 

the research. In thi s way, it provides in-depth understanding of hu man/ organisational 

behaviour and of social interactions as wel l as the rationale fo r such interactions. 

Data collection 

Data fo r this study was gene rated through primary and secondary sources. 

Primary sources 

Primary data ' as derived from a number of sources including fo rmal and infonnal 

interacti ons with relevant stake ho lders in Transnati onal Corporatio ns (TNCs). 

Secondary sources 

Secondary data sources for this study consisted of books. journal articles. magazines, 

newspapers. government legisla ti ons/reports. company reports and the Internet. (The internet 

served as an invaluable source of information for the study given the contemporary nature of 

the subject matter of this research and the melodramatic manner in which events have 

unfolded in underde eloped countries in recent times. The secondary sources provided 

extensive bibliographic and contex tual in fo rmation that com plemented the primary sources. 

thus illuminating the study. 

Data analysis 

The study synthesized data gathered from primary and secondary sources in order to provide 

a holistic analysis of the importance of Multi national Corporations on the economy of third 

world countries. 

Priliminary Literature Review 

Multinational Corporations arc important factors in the process of globalisation. 

Globalisation empowers big corporati ons and most of them originate from rich deve loped 

nations (Stream tau. 1999). M Cs develop in a large scale and are part of our everyday lives. 

From personal laptops, cell phones, a moving car and clothes we wear. most of these products 

we use are supplied by Multinational Corporations. Their presence has significant ro les in our 

li ves and they are also influential on mo re im portant actors, at macro levels. They are not 

only production centres that supply crucial and commercial crucial to countries but they ha e 
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grown to a point where they now act as an economic, political and influential actor (Koksal, 

2006). 

The biggest and most effective industrial corporations are based in the United States of 

America. Europe. South Korea and Japan. Currently. there are over 35000 Multinational 

Corporations globally. controlling more than 15000 foreign subsidiaries and accounting for 

about one-third of the entire world production. Developing countries that received the 

greatest number of Multinational investment arc those perceived to have high growth 

potential. They are generally known as the newl y industrialised and include Asian countries 

such as China, Singapore, Malaysia, Thailand, Latin American countries such as Mexico, 

Brazil and Argentina. The ten biggest recipients of foreign direct investment (FDI) recei ve 

nearl y 95% of the total , while all the African countries put together, receive less than 4 %. 

The 50 poorest countries of the world between them recei ve less than 2% (Baafi. 2009). 

MNCs can be classified according to the kind of business activities they pursue such as 

agriculture. extractive resources, industrial products, transportation, banking and tourism 

(Miyoshi. 2002). They are very effective in directing foreign policy of states. including that 

of the most powerful ones, and they set agenda for international politics. They have become a 

major factor in nationa l economic decis ion making process (Peterson. 2005). Miller (2004) 

opines that the activities of M Cs may seem evidence of the growing inability today of 

sovereign states to control and regulate effectively economic activities within the private 

sector. Therefore. one of the traditional rationales for modern sovereignty is undermined. 

Operations of MNCs create a , ·ari ety of problems and opportunities for both home countries. 

states in ,.vhich the MNC has its headquarters and the host countries (Carnoy, 2003: Clark and 

Chan. 2005). All three parties (home country. host country and MNC) benefit from the 

wealth created by M Cs. At least in theory, mutual interests result from the creation of 

wealth in the host country by MNCs. J\n observer calls the relat ionship between M Cs and 

host countries ··a love-hate syndrome'· (Bennett. 200 I). This means host countries may have 

both advantages and disadvantages in their relations with MNCs. 

MNCs may be considered as instruments of economic development for less-developed 

countries. However. when one looks at the functions they perform in host countries, it is 

observed in the study that they have a very strong bond with the home government which 

becomes a source of concern for host countries. MNCs challenge the state sovereignty of host 

countries. They may produce specialised products of which the buyer is usually the parent 
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company. They may manipulate prices of imports and exports m host countries (Brown. 

2005). 

MNCs serve national interest of home countries as instruments of global econom•c 

development: a mechani sm to spread ideology and a tool of diplomacy. They are. in most 

cases, highly centralised and dominated by the parent company located in the home country 

(Carnoy. 2003). The admini strators are mainly from the home country. research is 

centralised, techno logy is imported from the home state, profits are often sent back to their 

own countries. and the policies of the firm conform closely to the economic and foreign 

policies of the home government (Bennett. 200 I). Some consider, as pointed out by V. l. 

Lenin in his book titled "Imperialism. the highest stage of Capita lism ... M Cs as instruments 

for coloniali sati on. Sometimes. manipulated and controlled by home governments, MNCs 

expand the marketing base of their home country. They increase production in the home 

country to suppl y components for foreign subsidiaries. They can ensure lower priced 

products from foreign subsidiaries back to the home country. They provide taxes to the home 

country. Stockholders in the home country gain more profi t from investments made abroad. 

However there are many conflicts between M Cs and their home countries over taxation. 

trade po licies, and economic sanctions. MNCs may not want to follow national policies 

pursued by their home governments. 

One o r the measures o r influence of MNCs is the extent of the resources they control. They 

have ex tremely large flexibility in mo ing goods, money. personnel and technology across 

national boundaries and thi s flexib ility increases their bargaining power with governments 

(Bennett, 200 I). 

lultinational Corporations through foreign investment is important for fu ture de elopment 

of underdeveloped countries. It is a means of increasing the capital available for investment 

and the economic growth needed to reduce poverty and in raising living standards in these 

countries. In addition, it can contribute to sustainable economic development. They claim to 

have been servers of techno logies transfer. skill s and production methods. provide access to 

international markets, enhance efficiency of resource use. reduce waste and poll ution , 

increase product diversity and generate employment. 
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Theoretical framework 

Third World Countries have received a large amount of loans fi·om industrial ised nations 

after the Second World War (Krugman and Obstfeld. 2000). Most of these Third World 

Countri es depend more on capi tal inflows in the form o f loans and equities from abroad to 

finance their domestic investment. Many developing countries are heav ily indebted and thi s 

makes them extremely vulnerable to international lending crises because of unprofitable 

investments with loaned capita l. There are other crises of equity finance. Many developing 

countries cannot get new loans because they belong to the group of the hea ily-indebted 

countries (HIC) and most are close to default, which makes them no more eligible for new 

loans capital: Foreign Direct Investment (FDI) is the onl y source o f new capital available to 

many of these countries. 

The persistent lac k of economic growth. increasing poverty and s low technological progress 

in countries of the so-called Third World gave rise to a series of social and economic theories 

in the wake of the tifties, wh ich tried to find the causes of underdevelopment in these 

countries. Analyses based on these theories ascertain different causes and assume differing 

sets of indicators for underdc clopment. evertheless. they agree on some indicators: Low 

per capita income. high propensity to consume, low investment/sa\ ingrate. low capitali sation 

and low labour productivity, low industrialisation (rural economics). high unemployment 

rate. insufticient public infrastructure and deYelopment. high population growth rate. 

inadequate health care and inadequate education j ust to mention a few (Nohlen and 

Nuscheler. 1993 ). 

There have been significan t differences in the development of countries across the world and 

differen t strategies have been proposed on how these differences can be overcome. Theories 

o f modernisation dominated by Western economists assume endogenous causes fo r 

development backlog in the Third World and propose a transition path comparable to the 

historical path o f development of the First World. while dependency and world system 

theorists argue that there are exogenous causes for underdevelopment. 

Theories of deve lopment are normative in nature and no universall y valid definition can be 

applied to them. Each theory emphasises a preferred path of economic and social 

development, causes o f underdevelopment. strategies for transformation and for launching 

and maintaining processes of development. ln the realm o f the academic debate on 
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underdevelopment. two major theories require special attention: The dependency theory and 

the theories of modernisation (Welt. 1993). These theories are owe to merge the discussion in 

this study. 

Dependency theories 

In the mid-sixties. a series of social and economic studies were published which focused on 

the subject of dependence in thei r analyses. The aim of the dependency theory was to provide 

a theoretical explanation for underdevelopment and to develop strategies on hov. 

underdeve lo pment could be overcome. Underdevelopment was linked to foreign trade and 

internati onal relations. Contrary to new growth theories. which were dominant in the field of 

economics and which argued that underdevelopment is a consequence of endogenous entailed 

deficits to moderni sation. dependency theory focused on exogenously caused reasons o f 

underdevelopment. nderdevelopment was no more primarily seen as status of lagging 

behind the state of development achieved by industriali sed countries and as a consequence of 

poor integration into the system of the modern world. but rather as a consequence of high 

integration of peri pheral countries into a world economy. dominated by capitali stic 

(industri ali sed) countries o f the centre (Welt.l 993 ). 

Underdevelopment was seen as a consequence of differential dis tribution of power bet\'\·een 

the northern indus triali sed countries of the centre and the southern countries of the periphery. 

For the advocates o f this theory. underdevelopment neither resul ted from scarcity of 

resources and capita l nor from excess ive population grov.-t h . climatic and ecologica l 

disadvantages. cultural backwardness. or reluctance to work. but rather from imperialism. 

Imperialism was seen as the cause for the inability of Third World Countries to develop. 

According this theory. imperialism keeps these countri es underdeveloped in order to exploit 

thei r resources and to use them as markets fo r goods of industrial mass production (Nohlen 

and uscheler 1993 ). Underdeve lopment was not seen as a result of historicall y independent 

evaluation but as a consequence of a co loniali stic-imperialistic penetration and of an 

asymmetry of world trade forced upon these countries for centuries (Mansilla, 1986). Further 

arguments. summari ed for example by Mansilla ( 1986). are that underdevelopment cannot 

be seen as an early stage o f a hi storical evolution which precedes modernity, but rather as a 

process linked to development and which evo lves simultaneo usly to development. while the 

fate of underdeveloped regions in thi s process is to reduce the total costs of developed 

regions. The internal structure o f the economy o f the periphery is thereby shaped by the 
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development and expansion of the centre, which limits the ability of dependent countries to 

grow. The dynamics and goals of the centre influence and deform all economic and social 

areas of the periphery and prevent the emergence of a genuine national identity and a self­

determined path of development. The pattern of thi s asymmetry is mainly based on a 

deterioration of the terms of trade that guarantees a persistent fl O\ of resources from the 

periphery to the centre resulting in a severe shortage of capital in peripheral countries and a 

degradation of these countri es to mere suppliers of industrial inputs. 

Two major approaches 

Within dependency theory, two major approaches emphasise s lightly differing causes for 

underdevelopment and strategies to overcome it. 

The first approach, which is based on a Marxist point of view. stresses the deterioration of the 

terms of trade and the exploitation of the periphery by the centre as the main cause for 

underdcvelopmenr. Unequa l exchange fo rces developing countries to increase exports to 

maintain the level of imports. This can only be achieved by a constant increase o f the burden 

on the labo ur Io ree. paralleled by a decrease of the purchasing power. Transnational 

corporations are considered as one of the major reason for thi s process because they transfer 

thei r profits out or developing countries and cause decapitalisation in host economies. Due to 

these terms of trade, peripheral countries arc not able to develop in accordance with the needs 

of their society. Therefore. the exclusion of these countries from the world market by a 

soc iali st revo lution is seen as a way out o f dependent development (Boeckh, 1993 ; Welt. 

1993). 

The second approach emphasises the structure of the relations between economies of the 

periphery and the centre and the alignment o f the peri pheral economies with the needs of the 

economies of the centre. tructural change results from changing conditions of the world 

market. These structural changes tend to trigger only a partial moderni sation, which atiects 

on ly the respective sectors of expott. but subordinates other sectors of the society to thi s 

respective export sector without integration. This lack of integration can lead to structural 

heterogeneity . While societies of the centre are seen as fully integrated in a capitalist manner, 

peripheral societies are characterised by this structural heterogeneity. Wi th the presence and 

interaction of differing socia l structures in peripheral countries. the dynamic in productivity 

and growth of the countries of the centre cannot be achieved (Welt , 1993). In additio n - as in 

the Marxist approach -, fo reign investment and particularl y transnati onal corporations arc 
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seen as dominant actors in this process of impeded development. Multinational corporations 

repatriate their above-average profits from their investments in developing countries, causing 

decapitalisation in the underdeve loped host economy. This impairs capital accumulatjon as 

well as productivity, which can only be compensated by increasing the rate of exploitation of 

the labour force and cause constantly diminishing real per capita income. The political 

actions taken by transnational corporations support the process of uneven economic 

deve lopment , resulting in g reat international inequalities in the periphery. The integration of 

peripheral economies into the global economic system dominated by M Cs. which influence 

the process of political decis ion-making at the internationa l level. puts pressure on the host 

economies to comply with international economic policies. Once T hird World countries have 

achieved a certain level o f industrial isation. the most dynamic economic secto rs within these 

economies are dominated by MNCs. which pursue interests in g lobal profitability. These 

interests and the transnational linkages can undermine the goals of domestic economic 

policies. If monopolistic trade patterns come together with formal or informal political 

control by the dominant M NCs. effective state actions can be negatively affected (Evans, 

I 985). 

Po liti cal decisions. espec iall y those affecting economic pol icies can be influenced by foreign 

investors. If foreign companies dominate specific economic secto rs - usually new sectors for 

the respective economy - with in the host economy. they can control domestic decision­

making to some extent. The creation of ne'~ economic sectors and the operations by MNCs 

entai l an administrative. technological and financial reorganisation of the home market -

tailo red to the capitalistic economic system of the centre - resulting in new forms of pol itica l 

and social control. This reformation can leave the host with less strategic control over the 

production system and the economic development process, and can therefore. lead to a 

decrease of domestic economic autonomy (Cardoso and Faletto. 1976). The integration into 

the global economic syste m and the economic dominance of M Cs in the host economy 

within parti cu lar sectors is accompanied by a transformation of the economic system towards 

an industrial capitalistic system. This forces host countries to create a political basis to cope 

with the requirements imposed by this process. Partic ipation of the masses in this process 

depends on the one hand, o n how strongly the (modern) economic system is contro lled by the 

state or on how close the ruling class cooperates with fo reign investors for the ir own benefit: 

on the o ther hand, it depends. for example. on how stro ngly the working class is marginalised 

by the economic development process. 
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Evans ( 1985) pointed out that transnational linkages and the presence of MNCs can -

depending on the type of industry - stimulate the development of new state capacities and 

can lead to an expansion of the state's ro le into areas which were otherwise preserved o f 

private capital. Intensive penetration of the host economy by M Cs in the field of extractive 

industries can accordingl y lead a rise of the state apparatus with increased control over the 

respective industries and with a more dominant position over the overall economy. However. 

this expansion of the state's role does not necessarily result in greater capacity, but can also 

resu lt in ineffective intervention. corruption and capture by other soc ia l actors .The expansion 

of the state's role has the effect of stronger involvement of the state wi th the M Cs rather 

than exc lusio n. which potentiall y increases the state's capacity in organi sational terms and in 

terms of power relati vc to local actors like labour and domestic capital. This involvement also 

provides MNCs also with the possibility to influence political and economic decisions, 

especiall y in the case of conflicts when the state apparatus is in the crucial position to mediate 

relations between the interest of local actors and MNCs. Since MNCs are often sitting astride 

key sources of government revenues and foreign exchange, the state apparatus can fi nd itself 

deciding in favour of MNCs and to the disadvantage of local actors. 

Other forms of politicFt l influence are blunt corruption. Deve loping countries. which are often 

prone to corruption. might offer MNCs vari ous ways to influence political and economic 

decisions in .. predatory'' states. where everything is fo r sale - not only political decisions. but 

also. legal judgments. licenses or appropriations - those with enough money can get whatever 

they seek (Evans, 1989). However, such predatory states bear also high risks for foreign 

investors. But generally. rent seeking politicians and the domestic bourgeoisie might give 

hand to serve the interest of M Cs operation in the country. If MNCs and domestic private 

e lites are invo lved in couuption. the state is handicapped or even incapable o f formulating 

and implementing goals as well as acting autonomously since decisions are up for sale. 

MNCs can inOuence electoral battles by financing electora l campaigns. This does not only 

happen in developing countrie . but also in industrialised countries like the U . where large 

foreign corporations can donate funds to the preferred presidential candidate. MNCs also 

dispose of the suffic ient financial means to influence public opinion through T V -spots. 

advertisements or articles in the print media and can therefore, lobby in their own interest. 
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The sum of these negative effects mentioned earlier is seen to persistently prevent 

industrialisation oft underdeveloped countries (Chase-Dunn 1989: Welt 1993). whi le the 

ambiguous effects of the state· s involvement wi th MNCs might result in beneficial or 

disadvantageous developmental effects. These views are moving towards the modernisation 

and post-modernisation theori es as discussed below. 

Theories of Modernization 

Theories of modernisation have been competing with theories of dependency. Proponents of 

the theories of modernisation argue that endogenous factors cause underdevelopment and that 

the expansion of global capitalism is the driving (exogenous) factor for development. It is 

assumed that underdeveloped societies can develop by imitation and alignment to developed 

societies. Tradition and modernity represent the starting point and goal of this process. 

Traditional values. traditional practices and social as well as political structures are 

exogenously modernised, while any restriction to this process of development is 

endogenously caused (Welt, 1993; Menzel 1993 ). 

Earl y theories of modernisat ion such as the new growth theor ies. focused on econom1c 

growth as the dominant fac tor for development. Equating economic growth with development 

respectively. made per capita income the predominant indicator while most other facto rs were 

seen to depend on low per capita income or being caused by low per capita income (Welt, 

1993; Menzel. 1993). The necessary accumulation of capital should be achieved by an 

increasing the savings rate. The main argument is that the lack of a per capita income which 

exceeds the amount necessary to satisfy basic needs and allow savings constitute a vicious 

ci rcle since savings leads to greater prosperity which in turn leads to higher sav ing rates. Due 

to a low saving rate. worn out means of production cannot be replaced or modernised and 

labour productivit) cannot be increased. this prevents development in areas described by 

other indicators. e'v growth theory suggests that income should be redistributed in favour of 

the upper income classes in o rder to increase saving rate (Herkenrath , 2003: Menzel. 1993). 

These early theories of modernisation have been criticised because their focus on a single 

facto r and of their over-emphasis of tradition as the opposite of modernity (Rostow. 1992: 

Apter. 1965). 

Theories of modernisation consider underdevelopment to be an early stage of development 

from tradition to modernity. The focus is on the factors that delay or hamper development 

and not on the causes of underdevelopment itself. Underdevelopment is simply seen as a 
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given fact and the cause of underdevelopment remain unquestioned. The major question is 

focusing on what the lack of progress in development. The lack of progress in development is 

blamed on endogenous factors , while in contrast to dependency. exogenous factors are 

attributed a positive function. Multinational corporations are promoted since their presence in 

developing countries can contribute to the accumulation of capital, provide a transfer of 

technology, knowledge and management skills. create jobs. contribute to a diversification of 

the economy and ensure the diffusion of social and political values of the centre. Further, 

modernisation theories emphasise the role of the centre as a model for the periphery. lt is 

therefore proposed that. developing countries follow the path of development of the countries 

of centre (Herkenrath, 2003; Kiely, 1998; Welt, 1993). 

As in the case of dependency theory, it is criticised that in modernization theories, modem 

societies of the centre are seen as the point of reference for the process of development and 

that the capitalistic system. as well as the values and achievements of the centre are 

proclaimed as the sole goal of development. In addition, for a ll countries of the periphery, the 

same path to modernity is assumed, regardless of the social and cultural structures of the 

respective countries. Regarding the assumed benefits of the presence of transnational 

corporations in peripheral countries. theories of modernisation have been criticised. 

especially by dependency theorists for being one-sided and indifferent about the fact that 

transnational corporations operate for profit in these countries and that. they have an 

incentive to preserve conditions for profitable operations. 

World system theory 

World system theory is not a coherent theory but rather, a set of competing theoretical 

approaches. which emerged in the 1970s. World system theory draws from many theoretical 

aspects of dependency theory but accounts for a wider range of social and economic concepts 

and therefore, goes beyond the framework of dependency theory (Bomschier. 2002). 

National development is not the isolated process of a particular country but a process, which 

takes place within a global system and is therefore, influenced by this very global system. 

Modernisation and dependency theories tend to be limited to economic development 

respectively on the peripheral and semi-peripheral regions of the world. while world system 

theories expand their views on the economic, pol itical and cultural structure of the world 

system. Jn world system theory, underdevelopment is determined by economic, po litical and 
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social forces that are beyond the range of innuence of the affected societies. The economic 

dimension is constituted by world trade and a globalising economy represented by 

multinational corporations. This economic dimension affects the political dimension 

regarding the power structures. Political regimes. international organisations o r military 

alliances are elements of these dimension. but also the political power structure within a 

country. The cultural dimension renects the cultural integration. The cultural integration, 

which is related with aspects of the economic and political dimension. specifies the global 

diffusion of nonns and values (Bornschicr and Chase-Dunn. 1985: Hcrkenrath. 2003). 

As in dependency theory, transnational corporations are of great importance in world system 

theory. M Cs are seen as the strongest agent in the world system that promote the 

hierarchical order in the world di ision of labour and therefore. favouring a capitalistic world 

order. MNCs are central insti tutions in the world-economy that cause the internalisation of 

economic relations. which were previously regarded as international. They constitute a new 

organisational form of the world economy (Bomschier and Chase-Dunn 1985). Regarding the 

political dimension, a power shift from states in national economies to a transnational 

economy is assumed. Nations are still significant, but are only o ne unit with in this system 

besides other nations and relevant political and economic institutions. Political regimes and 

international institutions constitute a political order in the world system. but this order can be 

subjected to economic interest and power. 

Contrary to dependency theory. world system theory considers the whole social world 

structure with its institut ions and dynamics. Dependence is no longer seen as a permanent 

state or a particular country because countries can move up or down in the economic and 

political hierarchy constituted by the concept of centre and periphery. That is, countries of the 

centre are subject to social change too. Social change in the centre affects the whole social 

system of the world due to the dominant position of the centre (Bornschier 2002). 

This broad perspective or world system theory overcomes many of the shortcomings or 

dependency theory. 
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CHAPTER TWO 

LITERATURE REVIEW 

2.1 History of Multinational Corporations 

In the late 19th and early 20th centuries. the world shrank in its physical dimensions, as 

steamships. railroads. telegraphs and cables reduced distances throughout the \·Vhole world 

and economic conditions changed. This was a time of substantial technological advancement 

with new products, processes and forms of business organisations challenging the old order 

(Wilkins. 1991 ). Developments in communication and transportation had varying 

consequences in different areas of life. The actors in the international political and economic 

arena started to change in order to adapt themselves to these new circumstances. During the 

20th century. states became more cooperative with the private sector and with other non­

governmental organizations. The private sector changed itself with the introduction of new 

institutions in order to keep itself in step with developments in technology. It is believed that 

.. Multinational Corporations .. emerged from this atmosphere as one of the leading actors. 

Multinational Corporations (MNCs) have been a central feature of economic activity in the 

past decades. According to the World Investment Report 200 l. Foreign Direct Investment 

(FDI) by Multinational Corporations (M Cs) in 2000. grew faster than any other economic 

aggregated indicator (UNCTAD World Investment Report 200 I). The spread of M Cs 

around the globe continues to generate argument about their beneJits in host countries. Large 

corporations of an economic. political. environmental and cultural fo rce cannot be ignored in 

today's globaliscd world. These corporations have different and obvious impacts on the li ves 

of billions of people every day (Roach. 2007). Many of the World's Multinational 

Corporations (MNCs) are increasingly focusing on Third World Countries as the next 

merging economy. Foreign investment can play an important role for a country's economic 

development. through capital formation. the transfer of technology and management skills. 

the sharing of information and ideas and market access. 

16 



Companies from Britain. the United States, Continental Europe, Japan and Canada extended 

their activities o erseas by making foreign direct investments and controlling some 

production activities from their home based headquarters (Wilkins, 1991 ). International trade, 

which is a part of the world economy, gained a new dimension with the emergence of 

multinational companies. These institutions broaden the meaning of international trade by 

adding new concepts like ·foreign Direct Investment· , ' Joint Ventures· and ' Overseas 

Operations·. 

Multinational Corporation is a business organisation whose activities are found in more than 

two countries and it is its organi sational form that defines Foreign Direct Investment (FDI). 

This form consists of a country location where the firm is incorporated and on the 

establishment of branches or subsidiaries in foreign countries. Multinational Companies are 

different in the extent of their Multinational activities in terms of the number of countries in 

which they operate. 

2.2 Multinational Corporations in Third World Countries 

The relationships between MNCs and a country's economic growth are still a subject of great 

debate. Economic growth is largely measured by the level of productivity in the country. The 

rates at which the country can grow. based on the growth theory, depends on the way 

countries deploy their resources. such as their labour fo rces. stock of capital and technology. 

When countries lack these resources within their borders, they must rely on foreign investors 

to bring in such resources in the form of foreign direct investment (Sawyer & Sprinkle. 2006: 

Lipsey & Chrystal. 2006). 

Multinational Corporations (MNCs) in form of Foreign Direct Investment (FDl). has been 

perceived as a vehicle for driving economic growth and sustainable industrial development. 

particularly in developing countries. This perception was originally based on the v iew that 

multinational corporations (MNCs) would promote domestic investment and growth. lead to 

a transfer of specialised skill s in the area of management and technology as well as link 

industries in developing countries with global m arkets (Ngowi, 200 I). 
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Many developing countries today are trying to make their business environment more 

attractive to foreign investors through the establishment of a hospitable regulatory framework 

for Multinational Corporations (MNCs). Relaxing rules regarding market entry and foreign 

ownership, improving standards of treatment accorded to fo reign firms and improvements in 

the functioning of markets are some of the means of achieving this aim. In addition to 

seeking a friendly and 'vvelcoming business climate. firms that invest abroad often factor in 

labour and capital. To thi s extent. countries where labour costs are low relative to 

industrialised countries are successful in attracting MNCs. While low labour costs and large 

markets are important determinants of MNCs, the level of exchange rate and volatil ity are 

both through to be determinants of MNCs (Jayaratnam. 2003). 

2.3 Policies to attract MNCs in to an economy 

Attracting MNCs is the main focus for most countries as shown by many studies. It has 

become the most important source of development and economic growth. Governments 

recognised that MNCs can contribute to economic growth and development and as a result. 

most have given the attraction of MNCs high priority, especial ly on the African continent. 

The grovvth of M Cs in the world has been important in recent years. Between 2002 and 

20 I 0. the World"s M Cs in no, increased more than five times and after reaching a peak in 

that year. it experienced a decline. One of the interesting features of this growth phase was 

that , most MNCs transactions were between developed countries. This stands to confirm that 

altho ugh M Cs are important to developing countries, its d istri bution has been biased in 

favour of developed countr ies. The problem or unequal distribution of MNCs in developing 

countries has been exacerbated by the decline in World MNCs transactions and as a result of 

the scarcity. both developed and less-de eloped countries are no'' competing for it. 

espec ially due to the posit ive multiplier effects these corporations have on an economy. It is 

lor thi s reason that. policies to attract Multinational Corporations have become of critical 

importance (Addison & Hcshmati. 2003). 

Multinational Corporations (MNCs) take investment decisions in response to certain pull 

factors. Whether M Cs will undertake Foreign Di rect Investment (FDI) in a fo reign country 

or not. depends on the existence of a number of factors that influence such deci s ion. 
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In view of the above, this section discusses policies that a country can consider to attract 

MNCs. These can be categorised into three types: first , by general economic policies that 

increase locational advantages: second. by national MNCs po licies that reduce the transaction 

costs of investors: and thirdly. by international MNCs policies that deal with agreements on 

foreign investments. Other general policies in add ition to the above will also be discussed. 

Generally the economic po licies work at the macro level and aim to improve the 

fundamentals of the economy such as the market size. infrastructure and availability of 

skilled labour to mention the few. which in turn. aid in attracting MNCs tlows into an 

economy. The national MNCs policies work at the domest ic level, regulate entry and exit of 

MNCs along with the creation of incentives and restrictions on ope rations of foreign firm s in 

different sectors of the econom .. International MNCs policies work at the international level 

and deal with agreement issues relating to the treatment of M Cs from a particular region. 

These agreements may ensure that MNCs from a particular region are either treated or not 

treated under most-favoured-nat ional and national treatm ent s tandards. 

2.3.1 GENERAL ECONOMIC POLICI ES 

General economic po licies should help make economic fundamentals strong. Economic 

fundamen tals should address the market s ize. cost factors. the exchange rate. the rate of 

intlation and macroeconomic factors in their pol icies. 

Market size 

Economic policies aimed at developing the market of a coun try should make sure that MNCs 

is attracted into that country. Market size may be measured by o ther factors that are proven 

to be significant not only by the population of the host country. Pa11icularly. these are policies 

directed at assessing and improving the purchasing power of the local population, policies 

regarding the proximity and connections with other relevant countries. or po li cies to effect 

healthy competition already present in the host country. 

Due to large resource base. large markets are often given more consideration than smaller 

markets. Fi nns most of the time, invest in large markets to capitalise on their own specific 

assets by entering the market first or by following a lead in the new market. Large finns. 

which mostl. operate in large markets. arc more will ing to undertake the risk and cost 

associated wi th MNCs projects due to the ir large resource base. The market potential of host 

countries has a s igrLifican t and positi ve effect on attracting MNCs. Lunn (1980) states that. 
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for developing countries, previously found the market size to be an important indicator that 

attract MNCs. 

According to Dunning and Narula (1998), countries that own small domestic market size are 

likely to have not just limited natural resources such as primary commodities, but also limited 

attraction in tenns of MNCs. In this way, lack of economies of scale inhibits foreign 

investment/ a small population is not just indicative of small aggregate consumption, but also 

that, domestic firms would need to seek overseas markets in order to achieve economies of 

scale. 

In addition, it has been argued that, firms expect to experience greater long-term profits 

through economies of scale and lower marginal cost of production in countries with larger 

market potentials as a large market size generates economies of scale and a growing market 

improves the successes of market potential, resulting in attracting MNCs flow (World Bank 

Report, 1995). 

Chakrabarti ' s (2001) v1ews also similar to that above, but, it is argued from another 

perspective. According to him, most MNCs attraction policies have focused on the size of the 

host markets, measured by GOP. The size of the market has been widely found to be an 

important incentive for MNCs and in some cases, it has proven to be the most important one, 

in that, a large market brings in higher returns on investment by allowing a more efficient 

utilisation of resources and the exploitation of economies of scale, but this does not go 

without disadvantages. Chakrabarti (2001) further argues that production units are thought to 

be located where the marginal cost of production is lowest. Traditionally, it is considered 

much easier for a large market to organise its production structure in a way that can exploit 

the benefits of economies of scale in production, which could then lead to higher efficiency 

gain, a lower marginal cost of production and a larger market share. 

Wang and Swain (1995) have identified the size of market as an area for development in 

order for both developed and developing economies to attract MNC. However, Wang and 

Swain point out that the size of the market may be less influential or even not important when 

MNCs invest to exploit the host country only as a production base; for example; to reap 

profits from the cost advantage of the host economy by exporting the production more 

competitively to markets in home countries of investors or other countries. 
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Cost factors 

Policies to attract MNCs should be directed at addressing factors that cause investment cost 

differentials across countries and are in this way, categorised as cost factors. T hese include 

labour, capital and infrastructure costs. Cost factors may significantly influence the attraction 

of MNCs into an economy. 

Accoriding to Dunning (2003. to assess the cost of labour and the availability of skilled 

labour, real wage rates arc used - lower real wages in a host country are expected to attract 

MNCs. According to neoclassical theories, labour cost differential is considered an imp011ant 

determinant of MNCs. The new international division of labour theories also focus on the 

cost minimisation strategies of firms. It can be argued that locational advantage caused by the 

low wages, increases the prospects of low production costs and could stimulate a firn1 to 

establish itself in a new market (London & Ross, 1995; Banga, 2003 ). 

Dunning (2000) argues that the main focus is not only on inexpensive labour but also takes 

into consideration productivity, t1exibility and the adaptability of the labour force in the host 

country. which effectively decreases cost. Therefore. in order to attract MNCs, the country 

must offer a relatively skilled and educated labour force. 

The impact of the cost of capital (for example, lending interest rates) on MNCs intlows is 

found to be ambiguous. On the one hand. it can be argued that higher lending rates may have 

a positive impact on MNCs, for example: the higher the cost of capital in the host country, 

the more capital is bought in by foreign tinns. On the other hand , it can be argued that a host 

country ' s cost of capital impacts directly on domestic consumption, which positively affects 

the market. Thus, the lower the interest rate, the higher the domestic consumption and hence 

the higher the MNCs inflows, and therefore, economic policies of host/potential host 

countries should include cost factors (Bende-Nabende,Ford,Sen & Slater, 2000). With regard 

to infrastructure costs, it is found that, all things being equal, the availability of appropriate 

infrastructure means a lower infrastructure cost and an increase in the ability of the host 

country top attract MNCs enough communications systems in particular and transportation 

links within and outside the country are essential to making a country attractive to foreign 

investors. Some of the variables involved are important to making a country attractive to 

foreign investors. Some of the variables involved aJe land and property rents, fuel costs, 

infrastructure and transport cost. 
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Developed infrastructure must cover both physical (transport and communications among 

others to name the few) and financial (developed financial markets, insurance, accounting 

and legal skills) facilities. An advancement of financial infrastructure like capital markets, 

money markets and property markets in a host country creates a perception in investors that 

the host country is more organised and has the platform to manage inflows. The more 

highways. railways and interior transport waterways that are adj usted according to the size of 

the host country, the more the attraction of MNCs inflows. Another important variable is the 

level of telecommunications services. Higher levels of telecommunications services will save 

time and reduce the costs of communication and information gathering, thus facilitating 

business activities. Therefore, countries wi th more developed infrastructure are likely to 

succeed in attracting MNCs. which is something that economic policy reforms should take 

cognisance of. especially in developing countries (Greene. 2000; Banga. 2003). 

Exchange rates 

The volatility of exchange rates is also important. Profits from foreign investment in an 

economy are often used to supplement the profi t of firms in host countries and also, in home 

countries of foreign investors. As a resu lt. less volatile exchange rates are necessary for an 

investor to repatriate its prolits to the home country. 

The economic policy of a country may favour a depreciating or appreciating currency, 

depending on the country's objective. Exchange rates may be real or nominal. The nominal 

exchange rate is the rate at which an organisation can trade the currency of one country for 

the currency of another. Real exchange rate (RER) is the rate at which an organisation can 

trade goods and services of one economy (for example. a country) for those of another. 

Trevino (2002) argues that even though there is mixed evidence on the impact of real 

depreciation on the host country with regard to MNCs inflows, foreign investors, who may 

either gain or lose from a devalued currency, may in fact gain due to the larger buying power 

in host countries. They can also produce more cheaply and therefore, export easil y. This may 

attract resources - and efficiency - seeking MNCs. Trevino further argues that, foreign 

fi rms may not invest in a host country if they believe that depreciation may continue after 

their entrance into the host country as devalued currency is expected to encourage inflow of 

MNCs host countries as this reduces the initial cost of investment to fo reign investors. 
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Accord ing to Asiedu (2002). a depreciation of host a country's currency might attract MNCs 

for two reasons. Firstly. a real depreciation of the host country's currency renders that 

country· s assets relatively cheaper. motivation MNCs. Secondly. in cases where MNCs is 

invested for re-expotts to markets at home or in other countries. real depreciation of a host 

country's currency enhances the competitiveness of producing in a host country. thereby 

raising the investor" s wealth. 

Tht: volatility or a host country's real exchange rate may anract or deter M Cs. Instability or 

currency has often been identified as a currency significant impediment for the inflo·w of 

MNCs. The instability of a host country's currency tends to reduce MNCs inflow by 

discouraging the repatriation of investment returns (Chakrabarti. 200 I: Banga. 2003 ). 

Analysts argue that. caution must be exercised when exammmg currency fluctuations 

between host and home countries. because the importance of changes in exchange rates to 

countries can be different based on country-specific objectives and strategies. It is commonly 

held that. exchange-rate fluctuations increase risks and uncertainties, thereby affecting 

incentives to attract investment. Kwon and Konopa ( 1993) fu rther argue that an unfavourable 

shift in foreign rates also poses a danger to MNCs. 

Rate o f inflation 

When policies arc geared towards the control of inllation in an economy. investors see this as 

a sign of internal economic stability in the host country. lligh inflation indicates the inability 

of a government to balance its budget and failure of a country's central bank to conduct 

appropriate monetary policy and hence. may reflect instabil ity of the macroeconomic policy 

of a country. This type of instability creates uncertainty in the investment environment, which 

discourages MNCs and the reduction of MNCs is made worse by the fact that the relatiYc 

costs of production in host countries rise. unless this is compensated by a proportionate 

depreciation of the currency (Scheider & Frey. 1985 ). Pedroni (200 I) holds a country view 

that. overly tightened in fl ation policies lead to falling price levels and the resulting 

contraction in economic acti vities might trigger a deflationary spiral and eventually bankrupt 

host country's {inn. This can persuade local investors to sell ofT their interests in host 

countries· companies to foreign investors at low prices. thereby expanding the inflow of 

M Cs. 
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It can therefore be argued that, if foreign investors are risk averse or even risk neutral. 

uncertainly about the potential lor high inflation rates may lead to a reduction in MNCs, 

because investors do not want to risk their expected profits. /\s long as there is uncertainty 

about the future level of inflation, foreign investors will demand a higher price to cover their 

exposure to inflation ri sks and this in turn will decrease the volume of investment. Hence. 

economic policies must address the stability of inflation over time, which is vital to the 

attraction ofMNCs. 

Political, economic and financial stability 

Generally. a country wi th sound economic policies that promote macroeconomic stability, 

has an established and practised rule of law, enforce contracts and encourage private-sector 

development can be expected to attract MNCs. Investors will have more confidence that a 

nation that has done well in the past will also be likely to do well in the future (TaJJman, 

2002). 

The lack of policies to promote these economic fundamentals has diverted MNCs from many 

of the former Soviet Republics and severa l Balkan countries. Schneider and Frey ( 1985) re­

examined the issues and concluded that moderate changes to pol icies arc crucial for M Cs 

flows to developing countries. Casson (2003) shares the same view by explaining that a basic 

leve l of overall economic. political and financial stability is a prerequisite for MNCs in a 

country. He further argues that the basic institution of an economy must allow the inflow and 

repatriation of foreign private capital. 

2.3.2 NATIONAL MNCS POLICIES 

As observed by Globerman and Shapiro ( 1999). it is not easy to statistically examine the 

impact of specific policies regarding M Cs. such as incentives offered and the removal of 

restrictions on the operations or foreign firms. since they are hard to separate from other 

factors due to the fac t that they are more implicit than explicit. Another difficulty in 

examining the impact of these policies is the difficulty in quantifying them. 

According to Kumar (2002). M Cs may flow into a country not only because the host 

country provides certain investment incentives but also because these incentives. when 

compared to those provided by other competing host countri es. appear to be more attractive. 

Also. an important fact that needs to be addressed is that. when considered individually, 
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different incentives offered by a host country may have an important influence on MNCs 

""hen considered as a package. In view of the above. policies such as tariffs. investment 

incentives and removal of restrictions tax structure arc discussed in this section. 

Tariffs 

Trade policies and. more broadly. trade cost (tari ffs. non-tariff barriers and transportation 

costs) . are :generally found to have an important impact on MNCs flow. 

With the decline in the barriers to trade and an increase in the importance of networks. 

foreign investors find barriers to entry and non-competitive envi ronments less appealing. In 

more recent studies. it has been found that foreign investment is prevented by high tariffs or 

non-tariff barriers on imported inputs and is attracted to more open economies. On the other 

hand, all things being equaL high amount of tariffs induces im·estors to set up operations in 

host countries (especially those with larger markets or larger potential markets) in order to 

avoid the cost imposed by such barriers. In reviewing cross-country regressions on the 

determinants of MNCs, Charkrabarti (200 I) maintains that market size and openness to trade 

regarding tariffs have been the most reliable indicator of M Cs. 

ln\'cstmen1t incent ives 

ational policies should consider two main categories of M1' Cs incentives offered by host 

countries to attract MNCs inflow. The first is fiscal ince-ntives. For example: policies 

designed to attract MNCs inflows. The first is fi scal incenti ves: and are designed to reduce the 

tax burden of a firm. and the second is financial incentives such as di rect contributions to the 

firm from the government (include direct capital subsidies or subsidised loan). Financial 

incentives include grants, subsidised loans and loan guarantees. publicly funded capital 

participating in investments involving high risks and government insurance at preferent ial 

rates. Fiscal incentives are. however, preferred by host countries partl y because these can be 

easi ly granted without incurring any signi licant ti nanc ial costs at the time of their provision 

( mit h. 1991: Banga. 2003 ). 

Fiscal incentives may affect location decision, although other incentives seem to play a 

secondary role. HoweYer. fiscal incentives appear not important for MNCs that is geared 

primarily towards the domestic market. Instead. such M Cs appears more sensitive to the 

extent to which it will benefit fi·om import protection (Would Bank Report. 2003). 
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Removal of restrictions 

National MNCs policy directives should g1ve considerat ion to the removal of MNCs 

restrictions. Rugman ( 1981) and Banga (2003) suggest that various forms of restrictions have 

been applied to M Cs host countries in the pre-liberalised era, the nature of which either 

attracts or prevents MNCs. Rugman ( 198 1) and Banga (2003) further explain that these 

restrictions relate to admission and establishment. ownership and control. and other 

operational measures. Admission and establ ishment restrictions include closing certain 

sectors. industries or activities of M Cs: screening. authorising and registraring investment: 

and minimum capital requi rements. Ownership and control registration exist in various 

forms, for example. allowing only a fix ed percentage of fore ign-owned capital in an 

enterprise: compulsory joint venture: mandatory transfer of ownership to local private firms. 

usually over a period of time; and restrictions on reimbursement of capital upon liquidation. 

Developing countries during the past decade have begun liberalising their national policies to 

establish a hospitable regulation fi·amework for MNCs by relax ing rules regarding market 

entry and foreign ownership. improving the standards of treatment accorded to foreign firms 

and improving the functioning of markets. These main policies are important because MNCs 

will simply not take places where they are not allowed or strongly impeded. l lowever, 

changes in the direction of greater openness allow firms to establish themselves in the 

direction of less openness ensure a reduction in MNCs (Cunningham. 2000: Banga. 2003). 

Even after entry. foreign fi rms could face certain restrictions on their operations. such as 

employment of foreign key personnel and performance requirements. such as sourcing or 

local content requirement and export targets. Owing to the enforcement of trade-related 

investment measures (TRIMs). many of these restrictions have now been withdravm and the 

types of restrictions relating to MNCs have been greatly relaxed in many countries. Many of 

these restrictions now do not require investment approvals or I icensing except for few sectors 

that are close to MNCs. The impact of the removal of some restrictions has a positive effect 

on attracting MNCs and hence causes a higher flow of MNCs into an economy (World Bank 

Repo11. 2003). 

Tax structure 

The evidence on the impact of tax policies on M Cs is evolving. !lines ( 1999) shows 

increasing evidence that a low tax burden attracts M Cs .l ie further argues that the rate or 
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taxation should not be prohibitive or undu ly punitive and must not be different to the 

marginal rate of personal income tax. llowever. special concession such as tax holidays. 

relati vely low corporate tax rates. simplicity, consistency, predictability. exemption from 

certain import duties and prevention of doub le taxation should be offered as incentives for 

large-scale investment projects deemed to be in host coun try" s interest (but too general a use 

should not be made of this. since investors may use the opportunity for speculation, which 

may negatively affect investment flows by encouraging short-term investment). 

A country's tax regime is a key policy instrument that may negatively or positively influence 

M Cs. Imposing a tax burden that is high relative to benefits realised from public 

programmes in support o f business and relative to tax burdens levied in other competing 

locations may discourage investment, particularly where location-specific profit opportunities 

are limi ted or prolit margins are thin , with the hos t country's tax burden a function of not 

only statutory tax provision but also of compliance cost (Nigh, 1998). 

Owen ( 1992) shares the same view with Nigh by stating that a poorly-designed tax system 

may discourage capital where the rules and their applications arc non-transparent, overly 

complex or unpredictable. adding to an investor· s project cost and uncertainty over net 

protitability. Systems that leave excessive administrative discretion in the hands of officials 

in assigning tax relief tend to invite corruption. undermine good governance objectives 

fundamental to securing an attractive investment. Policy-makers of host or potential host 

countries are therefore. encouraged to ensure that their system is one that imposes an 

acceptable tax burden. keeps tax compliance and tax administration costs under control, and 

addresses MNCs attraction rather than contribution to deterring MNCs. 

Navarerti and Venables (2004) indicated that the responsiveness to tax policies is mainly 

driven by the relative costs of production. which is becoming more prominent. Moreover, 

they mentioned that the evidence on tax incentives is not conclusive but that. there are some 

indications that transparent and s imple tax systems tend to be most attractive for M Cs. 
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2.3.3 INTERNATIONAL M NCs POLICIES 

International MNCs are those that deal with agreements on the treatment of MNCs from a 

particu lar region. 

Bilateral investment treaties 

There has been a large increase in the number of bilateral investment treaties (BITs) that have 

been signed and enforced in the last two decades. particularly in the 1990s. BITs deal only 

with investments and lay down specific standards of investment protection and transfer of 

funds (Eaton & Tamura. 1994: Banga. 2003). 

Root and Ahmed ( 1979) show that these treaties contain provisions for settlement of disputes 

between the treaty partner, investors and the host state. BlTs also cover a number of other 

areas in particular: non-discrimination in treatment and. in some cases. the entry of foreign­

controlled enterprises and other related fields. Bilateral agreements shape M Cs frameworks. 

Over 2100 BTis were in effect by the end of 2002. These generally contain binding 

commitments on expropri ation, fund transfers and compensations due to armed conflict or 

political instability on a national treatment (UNCTAD. 2003). 

Bilateral investment treaties are one of the unusual ways in which rich countries can try to 

increase MNCs flow to developing countries by reducing ex-ante. the ri sks associated with 

opportunistic beha\'iour by host governments and providing some ri ghts to investors once 

they are settled in a country. 

An important characteristic of BITs is a considerable uniformity in broad principles 

underlying the agreemen ts. coupled with numerous variations in the speci lic formulations 

employed. BITs generally recognise the effect or national law on M Cs and accept the right 

of governments to regulate its entry. BITs were initial ly addressed exclusively between 

developed and developing countries. A major reason for this is that developed countries were 

the major source of investments. However. the 1990 witnessed an increasing number of BITs 

between developing countries. BITs are popular because they provide host economies with 

the flexibility to screen and channel foreign investment to desired sectors or locations while 

extending protection to foreign investors. By providing protection. BITs arc expected to 

promote and attract M Cs (UNCTAD. 1999: Banga, 2003). 
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Regional investment agreements 

With regard to regional investment agreements, some of the regional trade bodies in various 

countries have taken the initiative to improve the investment environment to make it more 

conducive to the free-now of MNCs. An example of such an agreement among the 

Association of South-east Asian Nations (ASEAN) is the non-binding investment principles 

reached in 1999. The ASEAN investment agreement. signed by all member countries. 

commits them to opening up industries and granting national treatment to all ASEAN 

investors (Banga, 2003). 

2.3.4 OTHER POLICIES 

Resource structure 

MNCs policies address the resource structure of a country and the rights of foreign investors 

with regard to these resources. A country may possess a significant comparative advantage or 

an absolute advantage in primary commodities. Such a country is likely to start domestic 

firms that possess advantages in the exploitation of such assets. However, especially if such 

an advantage is a near absolute one, it is likely to be the recipient of considerable investment. 

These advantages associated with the host country include the availability of skilled labour 

and other infrastructural facilities, and may lead to sequential investment by both domestic 

and international firn1s. As a result. a comparati e ad antage in a natural resource-based 

industry may be sustained. 

The lack of a natural resource-base which is a comparative disadvantage in primary 

commodities would , all things being equal. result in the opposite effect. Such a country is 

also more likely to begin strategic asset-seeking investment at an earlier stage. Over all, these 

countries would become net outward investors at a considerably earl ier stage of development 

than those well-endowed with natural resources that will attract MNCs (Dunning & Narula. 

1998). 

Cultural distance 

Economic policies geared towards strengthening ties with other countries that share similar 

cultures to that of a host country is ideal for MNCs anraction. Culture can be described as an 

accepted way of doing things by social groups that differentiate one group from another. 

Investment decisions are partially influenced by cultural factors. In investigating MNCs flows 
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for Central and Eastern Europe, Mikalak ( 1992) suggests that inherent variations in language 

and culture dissuade potential investors, except in countries that have ties. 

Grosse and Trevino ( 1996) conclude that countries culturally dissimilar to the United States 

or further away tend to have less investment in the United States. Davidson ( 1980) finds that 

US firms have usually made their first foreign investments in countries like Canada and the 

United Kingdom due to similarity in culture. Root ( 1990) argues that uncertainty due to 

cultural distance, may also cause executives to undervalue foreign investments. Furthermore. 

the cu ltural familiarity of the host country offers a whole range of efficiency-enhancing 

measures including the procurement of inputs, marketing and distribution of output, thereby 

making the economy more habitable for MNCs. 

The economic system 

The economic policies of a host country or potential host country should define the 

orientation of an economy, which will substantially affect both economic development and 

the extent and pattern of MNCs flow into it. The economic orientation of a country may 

either be outward looking, export-oriented or inward looking. An export-oriented regime is 

likely to achieve faster growth and structural upgrading. 

Lizonda ( 1990) argues that an export-oriented regime is a necessary condition for attracting 

MNCs and MNCs-facilitated developments. Where a country's policies are more export­

oriented, the faster the process of structural adjustment and economic growth becomes, and 

the faster the country will attract MNCs. 

According to Porter ( 1990), although the kind of economic system associated with a country 

broadly determines the path it takes. the nature of government policy associated with a 

particular system can be different. The differences between the macro-organisational 

strategies of countries at the same stage of development influence both the structure of 

markets and the extent to which economic activity is efficiently conducted. thereby affecting 

the specialisation and economic structure of the country as well as the extent of MNCs 

activity association 'vVith it. 

Present economic indicators play a role in attracting MNCs. Current economic performance 

represents the current governmental regime's ability to handle the state ' s economy as well as 
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other social factors. Investors will seek out countries that have had recent economic success 

in the hope that the trend will continue in the long run. 

A country's international experience 

The economic policies of a host country should consider the international experience of the 

country as a basis, which can be considered an important factor in attracting MNCs. Buckly 

and Casson (1985) state that experience reduce cost and uncertainty of serving and hosting a 

market. Similarly, Agarwal and Ramaswani (1992) maintain that countries without foreign 

market experience are likely to have more problems in managing foreign operations, as a 

country's knowledge base wil l increase with repeated experience and be embodied in 

personal and organisational memory. 

Prior experience with a simi lar type of environment in a foreign country will become 

valuable to a firm when dealing with similar circumstances. Consequently, the firm will 

prefer to use the same strategies, because these enhance the firm's value by reducing 

implementation costs in another country, since existing routines can be used. Furthermore, 

firms in highly experienced countries will also be motivated to undertake market-seeking 

MNCs by the advantages associated with staying close to their customers and thus protecting 

their ownership-specific advantages from deterioration (Amemiya, 200 I). 

The human capital of a country 

A country with sound educational and training policies should, all things being equal, attract 

MNCs. The human capital of an economy should be an important factor when considering 

investing for a long term in another country, as the investor will use the labour in the host 

country. It would seem that the more educated a population is. the more likely it is to attract 

MNCs. However, Root and Ahmed (1979) found that although the theoretical literature on 

MNCs presumes human capital to be among the key ingredients of MNCs flow into an 

economy. among the 58 developing countries they studied, none of their proxies for human 

capital literacy, school enrolment and availability of professional and technology workers 

were found to attract MNCs. 

Schneider and Frey ( 1985), using data for 54 developing countries, found the share of an age 

group with secondary education to be a less significant determinant of M Cs compared with 

other economic and political influences. Hanson ( 1996), using a sample of 105 developing 
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countries. concluded that the adu lt literacy rate was not an impo11ant determinant of M Cs 

compared v\'ith other socio-political variable. Finally. arula ( 1996) demonstrated that the 

level of tertiary education in a population was not a statical ly significant explanatory variable 

for MNCs inflows among 22 developing countries. 

All the above cross-country studies show that human capital is not necessarily an important 

input lo r MNCs. This conclusion is. however, consistent with the fact that the 1970s to 1990s 

was a period when MNCs in developing countries concentrated on market and resources­

seeking. and/or low-end manufactured types. and cheap labour and/or abundant natural 

resources were more imp01iant. This still holds true tor recent times. 

2.4 T HE NEED FOR MNCS I N AN ECONOMY 

The benefits of MNCs for a host country can be very important. Some of the benefits include: 

kno"' ledge and technology transfers to domestic firm and the labour force. productivity 

effects. enhanced competition and improved access for exports abroad, especially in source 

countries. Moreover. since DFI flows are non-debt creating, they are a preferred method of 

financing external current account deficits. especially in developing countries where these 

can be sustained. Also. FDI represents investments in production facilities. and its importance 

for developing countries is much greater. Not only can it add to invisible resources and 

capital formation but. more importantly. it is also a means of transferring organisational and 

managerial practices between locations as well as accessing international marketing 

networks. 

The main beneficiaries are enterprises that are part of transnational systems (consisting of 

parent firms and affiliates) or that are directly linked to such systems through non-equity 

arrangements. but these investments can also be transferred to domestic firms and to the 

wider economies of host countries if the environment is conducive for this. The greater the 

supply and distribution links between foreign affiliates and domestic firms. the stronger the 

capabilities of domestic firms to capture spill-overs (i.e. indirect effect) from the presence of 

and competition from foreign firms. the more likely it is that the attributes of FDI mcrease 

productivity and spread competition. 
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2.4.1 The advantages of M NCs 

Foreign investment is good for productivi ty growth and economic activity in a developing 

country in that it contributes to economic growth. However, as with many economic 

phenomena, there is no conclusive evidence one way or another. but the empirical evidence is 

that M Cs often, though definitely not always. contribute to economic growth. The evidence 

is indeed good that economic growth usuall y leads to reduced poverty, though no t necessaril y 

to a more equitable distribution of income (Bevan & Estrin. 2000). 

Estrin ( 1994) mai ntains that poverty reduction resul ting from economic growth arising from 

M Cs. may not necessary benefit the poor directly. ho\\'ever. because MNCs contribute to 

export growth, productivity growth and finance for balance of payments, support increases in 

national income that offer the potential to benefit the poor indirectly. Also. even though 

M Cs may not reduce poverty directly. it helps to create an enabling economic environment 

and increase employment, which may help many to move out of poverty. The beneficial 

effects of MNCs on povet1y reduction are poverty stronger when these corporations are 

employed as a tool to develop labour-intensive industries and where it is fastened in the 

increase toM Es· national labour law and internationally accepted labour standards. 

According to l lausmann and Femandez-Arias (2000). the advantages of MNCs m 

contributing to economic growth are three-fold: 

First. some developing countries have domestic savings that are too low to finance an optimal 

rate of capital building. If. at the same time. they have problems tapping into intemational 

financial markets. MNCs may be their best chance of reducing financing constraints. A 

similar effect occurs where domestic savings may be ample. but a deficient banking system is 

unable to funnel the available funds to domestic investors. 

Second. MNCs are a more stable source of external finance than portfolio investment and 

borrowed funds. For example, in the case of a financial crisis, loans and short-term securities 

investments are usually taken back very quick ly. Investors with a direct stake in enterprises 

are less likely to stop taking part in a business activity due to short-term considerations. 
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Finally, Hausmann and Fernandez-Arias (2000) further explain that perhaps, and most 

importantly, countries at all levels of development may benefit from a foreign corporate 

presence in their business sector in that MNCs have direct effects on the performance of the 

host country's business sector. The entry of fore ign enterprises generally leads to productivity 

growth and enterprise development. This. in tum. can lead to improved competition. 

particularly in previously protected market segments. 

Lipsey (200 I) share the same vtew with Hausmann and Fernandez-Arias (2000) by 

maintaining that, MNCs have become an important source of private external finance for 

developing and developed nations. lt is different from other major types of external private 

capital fl ows as it is motivated largely by the investors ' long term prospects of making profits 

in production activities they directl y control. Foreign bank lending and portfolio investment 

in contrast, are often motivated by short-term profit considerations that can be influenced by 

a variety of factors and are prone to herd behaviour. 

As developing countries industrialise. MNCs contribute to their further integration into the 

global economy by engendering foreign trade tlo'vvS. Several factors are considered, including 

the development of international networks of related enterpri ses and an increasing importance 

of foreign subsidiaries in MNEs, strategies for distribution, sales and marketing. [n both 

cases, thi s leads to an important policy conclusion that. a country's abi lity to attract MNCs 

depends on investors· subsequent access to importing and exporting. Some countries have 

tried to use MNCs in a more targeted manner to either boost exports or limit imports. As for 

the former, YJNCs may clearly help host countries that were financially constrained to exploit 

their resource endowments o r their geographical location. 

M Cs allow the transfer of technology. particularly in the form of new varieties of capital 

input that cannot be achieved through fmancial investments or trade in goods and services. 

Baldwin and Porter ( 1997) report that the spill-overs (posi tive externalities generated by 

MNCs) fall into two categories: technology diffusion and human capital building. These 

corporations bring new technologies into host countries. which are eventually diffused to the 

broader domestic business sector. The channels through which this may take place are many 

but the report concludes that the important source of tec hnology spill-overs is vertical 

linkages between MNEs and local suppliers. Foreign-owned enterprises usuall y provide their 

suppli ers with technical assistance, training and other information to improve the quality of 
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their products. Also. through FDL many MNEs assist local suppli ers in purchasing raw 

material s and intermediate goods and in modernis ing or upgrading production facilit ies. 

An important issue is the ac tual uses that host countries are able to make of the technologies 

thus transferred. Crucia ll y. the techno logies needs to be relevant to the host country's 

business sector beyond the specific company's business sector are of great importance. 

Evidence suggests that for FDI to have a more positive impact than domestic investment on 

productivity. the technology gap. between domestic enterprises and fo reign in esters must be 

relatively limited. Where important differences prevail or where the absolute technological 

level in the host country is low, local ente rpri ses are unlikely to be able to absorb forei gn 

technologies transferred via MNEs (Bevan & Estrin. 2000). 

Meyer ( 1998) supports the above notion by explai ning that FDI can lead to beneficial 

technology and management ski lls transfer to local firms. Owing to the fact that M Es 

typically have greater technological and management expertise than local firms, such 

expertise can be transferred to other parts of the economy. This appears to happen most 

clearly when M E has c lose ties with local partners, suppliers and customers. In cases where 

the MNE is not tightl y integrated with local firms. there is ev idence that technology and skills 

transfer takes place most likely through labour mobility. professional contacts or a general 

rise in competitive pressure. 

Information and communication technology is a ve1y important ingredient for g ro·wth . It 

helps in developing a coun try's productive capacity in all sectors of an economy and provides 

a link between economies. thereby leading to competition. It stimulates invention. innovation 

and wealth creation. It contributes to poverty reduction by increasing productivity and 

providing new opportunities. It also sharpens the effectiveness. efficiency and transparency 

of human capital in a society. It is comprised of indicators such as internet hosts and the 

number of computers. telephone mainlines. creation of bandwidths. fax machines. TV sets. 

radios. users of mobile phones and subscribers to newspapers (Bevan & Estrin. 2000). In the 

face of global competiti on, potential host countries are disadvantaged if information 

infrastructure and information technology are very low in quality. 

Recipients of MNCs often contribute to employee training in the course of operating the new 

business. ·which assists in human capital development in the host country. Investment in 
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general education is of utmost importance in creating an environment in which foreign 

enterprises wish to invest. Achieving a certain minimum level is paramount to a country's 

ability, not only to attract MNCs but also, to maximise the human capital effects that may 

arise from foreign enterprise presence, since magnitude of MNE sponsored training is 

necessarily smaller than that of general education. The direct impact of human capital from 

FDT comes mainly from the fact that MNEs tend to provide more training and other 

upgrading of human capital than domestic enterprises. 

The beneficial effects of training provided by MNCs can supplement but not replace a 

generic increase in skills development. The presence of MNEs may, however, provide a 

useful demonstration effect as the demand for skilled labour by these enterprises provides 

host-country authorities with an early indication of what skills are in demand (Smith, 1991 ). 

Grabbe (2001) shares a similar view that MNCs can improve the skills and wages of the 

labour force in that, MNEs provide training and better employment opportunities for 

development of labour. There is strong evidence that MNEs pay better and train employees 

more thoroughly than domestic firms in developing economies. He further illustrates that the 

presence of MNEs in the labour market provides an incentive to lo~.:al firms to improve the 

conditions and wages of workers. However, this creates a negative impact in the sense that, 

local firms, in order to control labour costs, may adopt a negative stance with regard to the 

reception of FDl. 

Human capital levels and effects are closely interrelated with technological transfers. 

Technologically advanced sectors in host countries are more likely to see human capital 

effects and conversely, economies with a high capital component lend themselves more 

easily to technology effect, since technological development differs with the capital level of a 

country. Consequently, efforts to get the benefits of teclmology and human capital effects 

could gain effectiveness when policies of technological. educational and training 

improvements are undertaken jointly. 

MNCs can also promote competition 111 the domestic jnput market. The European 

Commission Report (2004) identified two main categories of efficiency gains from these 

corporations; the effects on competition and the effect on enterprise restructuring and 

development. As for competition, since the early 1990s, a wave of mergers and acquisitions 
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has reshaped the global corporate landscape. At the same time, a surge in the number of 

strategic alliances has changed the way in which formerly independent corporate entities 

interact. There has also been a wave of privatisations that has attracted considerable MNCs 

mainly in developing and emerging countries. This adds up to an increasing degree of 

concentration in national markets, which could have important effects on competition. 

Foreign entry also has the potential to increase competitive pressure in a previously cosy 

national market. This argument is underpinned by the fact that MNE entry is generally found 

to increase productivity levels among host-country incumbents. Without any surprises, this 

effect is strongest in markets where there appears to have been little competition before the 

foreign entry (European Commission Report. 2004). 

Foreign market entry may lead to the closure of weaker enterpri ses. which may also lead to 

increasing market concentration thus. removing competition. While it is desirable that 

strongly performing entrants be allowed to replace less productive domestic enterprises. 

policies to safeguard a healthy degree of competition must be in place. The best way of 

achieving this is by expanding the relevant market through increasing the host economy's 

openness to international trade. In addition. efficiency-enhancing national competition laws 

and enforcement agencies are needed to minimise the anti-competitive effects of weaker 

firms exiting the market. 

Foreign-orchestrated takeovers lead to change in management and corporate governance. 

MNEs mostly impose their own company policies, internal reporting systems and principles 

of information disclosure on acquired enterprises and a number of foreign managers are 

normally appointed with the takeover. Where foreign corporate practices are superior to the 

ones prevailing in the host economy, these boost corporate efficiency. llowever. in some 

cases country-specific competences are an asset for managers in subsidiaries. therefore, 

MNEs need to strive towards an optimal mix of local and foreign management. 

Foreign participation in the privatisation of government-owned enterprises is a case in point. 

Experiences from the transition economies in Eastern and Central Europe have been largely 

positive. Participation by MNEs in privatisations has consistently improved the efficiency of 

the acquired enterprises. Some political controversies have, however, occurred because the 

efficiency gains were often associated with sizeable job loses. Moreover. it has been argued 
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by some that the good experiences with MNE participation in the privatisation process of 

transition economies could simply reflect the fact that few domestic private investors were 

brought into previously publicly-owned enterprises. important efticiency gains also occurs 

(Breuss & Egger.2002). 

The privatisation of utilities is often particularl y sensitive as these enterprises often enjoy 

monopolistic market power within segments of the local economy. The first-best privatisation 

strategy is to link pri vat isation with a largely unreconstructed economy prior to privatisation. 

Local authorities often try to attract foreign investors by promising them protection from 

competition for a designated period. In this case, it is a heightened need for strong. 

independent and domestic regulatory oversight (World Bank Report. 2000). 

Lall ( 1980) indicates that FDI is generally done by MNEs which are usually concerned with 

making profits. Therefore, the investments are usually well targeted towards setting up a 

business that will make money and create jobs. This contrasts sharply wi th aid and loans to 

governments which arc often squandered through corruption or spent inefficiently on 

unneeded infrastructure or other vanity projects. Profits generated by FDI contribute to 

corporate tax revenues. A successful foreign-owned firm wi ll generate protit and hence tax 

revenue fo r the host country. Those taxes can then be spent on necessary infrastructure. social 

programmes and education just to mention a few. This is a strong incentive for go emment 

encouragement of FDI. However. in some cases. the tax benefits can be disappointing. One 

ri sk is that the government may provide too great a tax amnesty as an incentive. For example, 

a sharp dec line in corporate tax in some of the member countries of the Organisation for 

Economic Cooperation and Development (OECD) may result in transfer pricing. This occurs 

when a foreign-owned entity produces an intermediate good that is purchased by its parent 

company (such as car parts shipped to an assembly plant in another country). When the 

subsidiary sells its products at an artificially cheap price to the parent company so that it can 

pay lower taxes. this has a negative effect on the host country·s tax revenue. 

Furthermore, FDI may improve access to export markets. This is because MN Es almost by 

definition. require substantial skills in importing and exporting. Many economists and 

policymakcrs believe that a key benefit of FDI is that the presence of export-oriented foreign 

firms in a country can help improve shipping and logist ics infrastructure for example, 

mcrease presence of in te rnational shipping firm s and agents. There is probably also 
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knowledge transfer in this regard where managers of local fim1s learn from the example of 

the M E on how to open new export markets (Mallampally & Sauvant. 1999). 

Ja)aratnam (2003) argues that FDI does not only improve skill s and wages of labour and lead 

to technology transfer, but can also provide additional demand for output of local producers. 

Another key component of positive effects is the increased demand for inputs from local 

suppliers that new MNEs can create. leading to increased profits and higher tax revenues for 

the state. A key determinant of the benefits to national income from FDI is the extent to 

\Vhich the foreign enterprise sources locally rather than importing its inputs. Similar to the 

above. if an MN E creates a product previously imported by local producers or otherwise in 

short supply. FDI can lead to a decrease in production costs for local fim1s and corresponding 

higher productivity and profits. 

Since exports will earn foreign currency. an export-oriented foreign-owned entity can 

improve the current account of the balance of payments of a nation. The balance of payments 

benefits are reduced. ho\\ever. by the extent to which the firm imports its production inputs. 

In addition. the initial fO I investment itself can also be an important source of foreign 

currency since the MNEs will need to use local currency to either purchase a local entity or 

contract for work and equipment in sett ing up a new entity. This will be regarded as an inflow 

on the financial accounts of the BOP. llowevcr, MN Es will al so eventually repatriate profits 

and retain earnings pe riodicall y. which causes an outtlow of foreign cutTency (Christie. 

2003). 

FOI is also viewed as .. good cholesteror· because it is thought to be bolted down and cannot 

leave so eas ily at the first sign of trouble. nlike short-term debt. direct investment tn a 

country is immediately re-priced in the event of a crisis (Christie. 2003). 

Lim (200 I ) shares the same vie-..v with Christi e (2003) by elaborating on the fact that FOI is 

thought to be more usefu l to a country than investment in the equity of its companies because 

equity investments are potentially .. hot money .. which can leave at the first sign of trouble, 

whereas, FDI is durable. Also. since FD! is usually in the form of a factory or some other 

fixed object, it is very illiquid and thus a long-term investment. Moreover. MNEs are less apt 

to leave the country during speculative perjods. This is one reason why FOI is so important to 

a country. Alfaro (2003) also concurs that because FDI is genera II y spent on real assets such 
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as plant and equipment. the capital embodied in FDI cannot flee a country in times of crisis as 

easily as debt capital can. Even in instances where the FDI is a service-related effort. time is 

spent on developing an ongoing business and owners wi ll be reluctant to sacrifice this 

investment in human capital. Thus, FDI is said to be less likely than debt capital to exacerbate 

a crisis situation. 

The presence of foreign firms in a host country may improve access to international markets, 

since many are well connected globally in terms of access to financial markets. consumer 

outlets and transpot1ation networks. Foreign firms can act as catalysts for domestic exporters 

by providing externalities that augment the exporting prospects of domestic firms. Foreign 

firms may also be seen as natural conduits of information about foreign markets. foreign 

consumers and foreign technology and they provide channels through which domestic firms 

can contribute their goods (Ai tken. !Janson & HaJTison. 1997). This raises a country's 

potential to increase foreign-exchange earnings from exports for purchasing imports and 

servicing debt. 

2.4.2 Disadvantages of MNCs 

MNCs are not without disadvantages to a host nation despite the various advantages of listed 

above. M Cs may lead to decapitalisation: damaging competition: creation of monopolistic 

power and social disorder: generation of undue influence on the shaping of policy: 

environmental degradation: exploitation of natural resources: strain in international relations: 

dissipation of potential gains: information bias between host and investor countries: and 

excessive borro\ving in domestic credit market. Furthem1ore, it may be unstable. exacerbate 

or create resources and indicate economic weakness. 

If foreign ownership becomes too extensive, decapitalisation can occur. As foreign- owned 

firms become established and profitable, they begin to repatriate earning to their home 

country. In so doing. the local currency is converted to their home - country currency and 

capital leaves the country. If the base of fo reign-owned companies is large enough, this can 

lead to serious capital drain. This is especially a concern if in times of crisis, all foreign­

owned companies repatriate retained earnings simultaneously. The effect of this could be 

similar to the effect of foreign lenders refusing to roll over short-tem1 loans. The country can 

be starved of capital and a bad economic situation can be made dramatically worse. This is 
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sometimes cited as one of the primary risks of a country becoming too reliant of MNCs 

(Rasmini , 2000; Mallampally & Sauvant, 1999). 

Singh and Jun (1996) and Mallampally and Sauvant (I 999) indicate that, because MNEs 

often have skills, technology and capital firms that cannot match, they may create damaging 

competition to local firms, and that this is often cited as a primary negative effect. This is a 

significant and complex risk to evaluate. Lehman and Mody (2002) note that it is certainly 

true that local firms could be damaged or even put uut of business and may even result in 

unemployment. It is also true that in many instances, competition from more efficient 

foreign-owned producers can be seen as a benefit to the economy as a whole, improving 

overall productivity and forcing local firms to modernise and improve efficiency. 

Lankes and Venables (1996) clarify, that by their access to finance and advanced technical 

and management expertise, MNEs can possibly force all local competitors out of business, 

which can lead to market dominance by MNEs. One of such monopolistic power is obtained, 

MNEs can then raise prices and extract excessive profits, potentially e liminating any overall 

benefit ofFDI. Lankes and Venables (1996) further warn that monopolistic power gained by 

MNEs is a risk associated with FDI that should be closely monitored by host countries. 

Mills ( 1995) explains that large-scale flows of MNCs will tend to create reliance on them, so 

that policy is constrained by the need to avoid any move that discourage continued 

corporations. Foreign investors in general and multinationals in particular may, tend to have 

undue influence on the shaping of policy. The danger of abuse of market power will be 

particularly strong when the entry of large MNEs raises concentration levels within an 

economy. Then, if the bargaining and regulatory capabilities of the host country are also 

weak, democracy, indigenous development and the welfare of population may also be 

undermined. 

New production facilities may lead to environmental degradation. A frequent example is that 

MNEs attempt to locate polluting facilities where environmental controls are the weakest. lt 

is true that most developing countries have fewer environmental regulations and less ability 

to enforce regulations, which may result in terrible accidents and great environmental harm 

caused by MNEs. However, there is no concrete evidence to prove that MNEs are more li kely 

to pollute than domestic firms. Evidence may actually point the other way because MNEs, 
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due to thei r higher pro file. are considered to be more sensitive to environmental issues than 

local firms (Mallampally & Sauvant 1999). 

According to Graham ( 1995) environmental and natural resources costs may also be 

invo lved. requiring careful consideration of the shot1-term advantages to be gained from 

MNCs and the longer-term implications for the country' s resources base and general s tate of 

the environment. The large-scale exploration of natural resources is o ften associated with 

large-scale environmenta l damage. Graham ( 1995) further argues that sometimes. and even 

more importantly, politico-strategic interests could also be at stake when MNCs comprises a 

large component of the total investment and invo lves a loss of control over strategic sectors 

of the economy. vital infrastructure and natural resources. Moreover. in some circumstances. 

the county's sovereignty maybe at stake. 

M Cs often create conflicts between the host and the source country. This is because MNCs 

in the host diminishes the market share of domestic firms in the source country. which in 

turn. has adverse effects on the level of employment and profits in the source country. The 

host country does not lose out if there are no major domestic finns in the country and in fact. 

it encourages M Cs in order to reduce the level or unemployment. However. fo reign firms 

often import inputs from source countries and therefore. the host country docs not benefit 

fully from these corporations. In order to reap the full benefi t of MNCs. host countries tend to 

im pose content restri ction on the products of the investor. which e ffective ly reduces the 

ex pected advantage or both the source and host countries (Grosse. 1989). 

Wood.,vard ( 1997) alsomentions that MNCs can generate unfair discrimination between 

source and host countric , and this raises serious political and economic implications. 

especiall y in middle-income countries. wi th some affected groups ask ing why fo reigners 

should be given better treatment than domestic investors. 

pecial treatment for some projects or sectors may also reduce net benefits from MNCs. In 

attempting to foster part icular sectors or specific investment projects, authorities may 

negotiate special condi tions for foreign investors on a base-by-case basis. This is however. 

very risky. In a competitive world. they may end up diss ipating all the potential gains form 

such investment (World Investment Report, 1999). 
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MNCs may not necessarily benefit the host country. Through MNCs, foreign investors gain 

crucial inside information about the productivity of the firms under their control. This gives 

them an information advantage over uninformed domestic investors whose buying of shares 

in domestic firms does not entail control. Taking advantage of this superior information. 

foreign investors tend to retain high-productivity firms under their ownership and control. 

and sell low productivity firms to the uninformed investors. As with other adverse selection 

problems of this kind, this process may lead to over-investment by foreign direct investors. 

Excessive leverage can also limits the benefits of MNCs. Domestic investment undertaken by 

these corporations' may be heavily leveraged owing to finance that may be obtained from the 

domestic credit market. As a result, the fraction of domestic investment actually financed by 

foreign savings through MNCs flows may not be as large as it seems because foreign 

investors cOULD repatriate funds borrowed in the domestic market, and the size of the gains 

from MNCs may be reduced by the domestic borrowing by the foreign-owned firms. 

Recent studies also cast evidence on the stability of MNCs in a new light. Though it is true it 

can be difficult to mo e out of a host country at short notice, financial transactions can 

sometimes accomplish a reversal of MNCs. For instance. the foreign subsidiary can borrow 

against its collateral domestically and then, lend the money back to the parent company. 

Likewise. because a significant portion of MNCs is inter-company debt, the parent company 

can quickly recall it (Winham, 1996). 

Winham ( 1996) believes there are some other cases in which MNCs might not be beneficial 

to the recipient country, for instance. when such investment is geared towards serving 

domestic markets protected by high-tariff or non-tariff barriers. Under these circumstances. 

MNCs may strengthen lobbying efforts to perpetuate the existing misallocation of resources. 

There could be a loss of domestic competition arising from foreign acquisitions leading to a 

consolidation of domestic producers. through either takeover or corporate fai lure. 

CONCLUSION 

In this chapter. the researcher looked at the factors that can attract foreign investors from 

developed countries into less developed countries. The effects of MNCs on host countries 

were been examined and, aside from their negative effects, there appears to be more positive 

net eiTects. justifying the cause for studying the need for this type of investment. 
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CHAPTER THREE 

3.1 MULTINATIONAL CORPORATIONS IN A GLOBAL ECONOMY 

Traditional forms of international trade. as well as newer forms of multinational business 

operations. international business andl multinational corporations have become large in scale 

and a major influence over political. economic and social developments throughout the 

world. The emerging global order has introduced many new concepts and actors into the 

,,·orld agenda. The new economic relations. the new tools for trade. the new interdependence 

not only between states but also between states and multinationals. have created new 

circumstances (Tolentino. 2000). The unstoppable ri se of multinational gave them both an 

economic and political power to influence state actions. The interference or these private 

actors in state affairs spread to inter-state relations and even to domestic issues of Third 

World states ,·ia other state's foreign policies. 

The emerging global order is led by a few hundred corporate giants, many of them bigger 

than most sovereign nations. The new giant firms of the 21st century have achieved 

something that no other nation could! manage today. They have reached out to millions of 

people through different kinds of global webs like shopping, culture. workforce and finance. 

These world-wide webs of economic acti vity have already achieved a degree of global 

integration that has neYer been achie,·ed before by any world empire or nation state 

(Tolentino. 2000). 

From a mere three thousand in 1990. the number of multinationals has grown to over 63.000 

today. Along with their 821.000 subsidiaries spread all over the world. these multinational 

corporations directly employ 90 million people (of whom some 20 million are in developing 

countries) and produce 25 per cent of the world's gross product. The top 1.000 of these 

multinationals account for 80 percent of the world's industrial output (Gabel and Bruner. 

2003). 

When we consider these powerful corporations, they may seem to be a boom to mankind, 

replacing the nation-state. diffusing te•chnology and economic growth to developing countries 

and interlocking national economies into an expanding and beneficial interdependence 

(Modelski. 1979). Or they may seem as imperialistic predators. exploiting all for the sake of 

the corporate few whi le creating a web of political dependence and economic 
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underdevelopment. Many of them are extremely powerful institutions and possess resources 

far in excess of most of the member states of the United Nations. The rise of multinationals 

has threatened the absolute power of nation states. Both domestically and internationally. 

states start to share their political and economic power with institutions like MNCs. 

Interdependence is not valid only between states anymore, states and private actors have to 

cooperate in order to protect their interests (Sen. 1999). 

owadays, it seems that the sovereign states are feeling naked. Concepts such as national 

sovereignty and national economic strength appear curiously drained of meaning. Even in 

1971. governments had begun to ask how these entities were affecting their national interests 

and what policies were needed to deal with them. Multinationals used various kinds of tools 

to achieve success. such as Foreign Direct Investment (FDI), Joint Ventures and Portfolio 

Investments. While they were crossing the border, they did not only interact with host 

governments but they also co-operated with home governments. When multinationals 

broadened their businesses, they became great political and economic tools for their home 

governments to intervene in domestic affairs of their neighbours. While states sometimes saw 

foreign multinationals as ri vals or intruders. they did not miss the opportunity to use their 

home based multinationa ls to interfere with other state's domestic affa irs. Many developed 

countries. like the United States, have always tried to use the big U.S multinationals, 

especially in 3rd World countries, to interfere in the domestic pol itics or in bilateral relations 

with that particular country on the economic or political sense. The United States· 

interfe rence in the domestic or political affairs of South American countri es v ia U.S 

ori ginated firms is a good example (Vernon. 1971; Gibbs. 1991 ). 

The international political system after the 1980s and 1990s started to be defined as a global 

system with the concept of interdependence heading world politics. Global isation and 

interdependence between states and firms came to a point to affect our sociaL politicaL 

economic and cultural li ves. 

The emergence of developments in science and technology had not onl y created multinational 

corporations. With the disappearance of the absolute national border lines and improvements 

in communication. technology and transportation and with economic agreement pacts like 

EEC. NAFTA. the world has become more li ke a g lobal vi llage where people could meet, 

trade, interact and e ffect each other more than ever. Globali sation. which is perhaps the most 
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repeated phenomenon of the century, has changed the rules of the games of economic, 

international relations and politics. 

While some scholars believes that globalisation has added much to the integration of the 

world, others maintain the process of global economic integration is stimulating political and 

social disintegration (Barnet & Cavanagh, 1994). Scholars like Ohmae view globalisation as 

de-legitimising the national economy and the nation state (Dent,2003) While the nation state 

is losing power, other non-governmental actors such as MNCs have a stronger influence on 

the national and international economic issues of states. 

As a Realist, Robert Gilpin argues that despite all polemics against multinational 

corporations, there is little evidence to support the view that multinationals have been very 

successful in replacing the nation state as the primary actor in international politics. He also 

asserts that MNCs are successful in influencing their home government 's policies and are 

able to influence the host government policies via home governments which act as agents for 

their own countries (Gilpin, 1993). 

A globalised world defines the interconnection of political , cultural and economic events and 

makes them intensely affected by developments taking place in one another. One of the 

reasons for globalisation is economic developments as mentioned above. With the dissolution 

of the bipolar world, economic integration within the states has become one of the most 

important aspects of the 2Pt century. Not only by trade agreements like GATT/WTO, but 

also, with regional integrations like EU or NAFTA, nation-states are trying to overcome the 

effects of new interdependence as the outcomes of globalisation. Nation-states, even the 

wealthiest or the most powerful ones like U.S, can no longer stand alone with the distance of 

multinational corporations in economic and political arenas. The structural changes in the 

world economy and competition on products and markets created have new kinds of 

relationships between states and corporations. Governments have initiated several strategic 

economic policies to overcome and tackle the new standards and hard conditions of 

international markets mostly affecting their relations with MNCs. 
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3.2. Home and Host Count ry Relations with M NCs 

Since 2000, it has been recognised! that governments. firms and markets are partners in 

advancing economic development and national competiti veness. Governments promote 

market friendl y policies in order to take advantage of the new globalised economy and in 

order to cope with multinationals. As a result of the emergence of the new global world. it 

has become necessary to conform not on ly to economic developments but also to political 

issues. After the two world wars. the collapse of the Soviet Union and the breakdown of the 

Berlin Wall. capitalism became the major economic system and power diffusion among the 

states became more obvious favouring the United States. American power ushered in 

liberalisati on. The power became one of the most importan t aspects (in terms of politicaL 

military and economic power) which brought the American structure into the scene. 

American leadership introduced globalisation and globalisation brought in multinationals to 

be one of the leading actor not only on the economic platform but also, on the political 

platform. Probably. the ma in factor behind economic g lobal isation. which also brought in 

political changes, is the technological advancements. Today. technological changes not only 

affect economic issues but a lso socio-cultural structures of societies. Countries that aim to 

take a privileged position in global markets spend a large amount of capital on Research and 

Development. Besides gove rnments. as partners in world markets. MNCs also lead the R&D 

competition in the technology race. 

Due to the emergence of globalisation. governments have had to pass multiple legislative 

measures, regu lations, executi ve orders and court decisions enabling foreign lirms to operate 

in their territories. their own firms to operate abroad and to make their markets global. As 

quoted in several articles and books. ~he emerging consensus is that: globalisation is reducing 

the autonomy or states (Sasscn, 2003:Sen. 1999). 

Globalisation is de-nationalising the capabilities that are the basis of the territorial organis 

ation of military powers or the state (Sen. 1999). Globalization is not only internationalizing 

the financial and natural resources of a nation state but also at the same time, it creates 

interdependency among nation states, multinational corporations and international 

organi sations that weakens states· wi ll and right to use their military. economic and political 

power to protect their rights in every s ingle arena. 
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This kind of circumstances (or what we call today a g lobal village o r globali sation itself) to a 

certain extent naturalises the usc of the sovereignty power of a nation state. An important 

point highlighted by Sen in hi s article is about the relation between globa lisation and 

interdependence. He states that ··Globalisation is close ly related to economic interdependence 

per sc. but not synonymous with it. The former is a structural phenomenon because it 

institutes a deeper level of economic interpenetration than the latter and becomes more 

consequential as a ru le·· (Sen. 1999). 

Dent explains this interdependence and g lobal isation equation between firms and 

governments as a state's ability to conduct an effective diplomacy with fo reign MNCs. This 

depends on the state· s own power base. technocratic capacities, general adaptive qualities and 

the development level of the economy over which it presides. While MNCs seck to extract 

po licy concessions from states and influence state·s economic policy-making processes. they 

also view those states endowed with suffic ient technocratic capabilities as adaptive partners. 

whereby. both agents gain by working in conjunction to respond to the mutual challenges 

presented by g loba li sation (Dent.2003) . 

Besides the partnership of the two actors. the goal s of multinatio na l firms and the home or 

host countries are not always identical. To be more conc rete. what is good for the U.S based 

multinational company is not necessaril y what is good for the natio nal interest of the United 

States or any other state. Each nation state tries to max imise its own national goals. 

Therefore. inevi tably. a potential confli ct ex ists between the multinati onal enterprise and the 

nation state. In all business operations. whether domestic or international. the business 

enterprise and governments have common interests that overlap and are in harmony as well 

as potential areas of conflict where the interests of the two parties eli verge. 

As a sovereign power. nation states have the power and the responsibility to govern business 

transactions within their bo undaries that will increase national interest and intervene on 

outside intruders because: ··The multinational corporation not o nly promises the most 

e fficient use of the world resources but as an institution. it poses the greatest challenge to the 

power of a nation-state since the temporal position of the Roman C hurch began its decline in 

the 15th century"· (Behrman. 1975). 
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The challenge that MNEs pose against the sovereignty of the nation state have different 

degrees. Economic sovereignty reflects the abi lity of a government to choose how best to 

manage its resources for wealth-creating activities. Cultural sovereignty ref1ects the freedom 

of a country to determine its own way of life. including the extent to which it wishes to adopt 

the customs, ideologies and values of other societies. Legal sovere ignty defines a country's 

authority to devise its own laws and regulations, independent of any outside interference. 

Political sovereignty embraces economic. cultural and legal sovereignty. It is the prerogative 

of a country to manage all its affairs as it wishes and without any unacceptable inf1uence 

from another jurisdiction. Political sovereignty in any meaningful sense. rests on the status, 

power and independence of a nation-state in relation to that of other nation-states which may 

directly or indirectly affect its own well-being. In order to understand how an MNC has an 

effect on a nation-state's sovereignty. it is necessary to examine the extent to which and what 

ways the ultimate sovereignty has been effected (Dunning. 1992). 

MNCs may affect the sovereignty of a nation-state by their actions or by their reactions to the 

policies of governments in the political , social or cultural arena. But perhaps, the most 

important effect of MNCs is on national security and in political areas. Al though nation­

states. with or without their permissions are obliged to overlook the interference of other 

actors on their sovereignty, there are some strategic interests like national security upon 

which no nation-state can tolerate outside influence. 

In order to explain the bargaining between the governments and corporations and the 

influence on sovereignty, Vemon has figured out a thesis called ··sovereignty at Bay'· 

(Vemon. 1971). This thesis assumes that bargaining advantages are. and always will be. on 

the side of the corporation. In contrast to the corporation· s vast resources and tlexibility, the 

nation-state has little with which to bargain. Most nation-states lack economies of scale. 

indigenous technological capabi lities. or native entrepreneurship to free themselves from 

dependence upon American or other developed county originated multinational corporations. 

According to this argument the extent to which ation-states reassert their sovereignty is 

dependent upon the economic price they are willing to pay and it assumes that when 

confronted with this cost, they will retreat from nationalistic policies. 
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In an age of rising economic expectations. the sovereignty at bay model rests on an important 

truth: a government will be reluctant to assert its sovereignty and drive out the multinational 

corporations if this means a dramatic lowering of the standard of living, increasing 

unemployment or decreasing tax income etc. Nation-states are still the core element of the 

international system and they are. in appearance. at least the sole user of the sovereignty 

power in many senses but are not alone anymore on the game field. 

3.3 Interdependence and Triangular Diplomacy 

In the 21st century. governments have come to recognise that their increased dependence on 

the scarce resources has been controlled by fi rms. When Keohane and Nye stated in o ne of 

their articles that: ··we live in an era of interdependence .. (Keohane & ye. 1993 ). they vvere 

referring to the power calculations which are now more delicate than in the previous ages 

among states. Today. we are li ving in a world o f vu lnerabi lities and benefits between states. 

other states and even multinational corporations. Actors of the international arena are sharing 

more common economic or political interests than they did the past. The referred to the 

challenge between the Modern and the Traditional way of thoughts and point out the debate 

of whether the territorial state. \"-'hich has been dominant in world politics for four centuries 

since the feudal times. has ended or is being eclipsed by non-territorial actors such as 

multinational corporat ions. owadays. almost five of the ten dominant power of the world 

are not nation states. World politics still seem to be ruled by powerful states but the main 

actors are not only states anymore. What traditionall y oriented scholars forget to calculate are 

the outcomes of the fundamenta l changes in technology. communication. soc ial and 

economic transactions which lead us to a ne\"- world of interdependency among nation-states 

and multinational corporations. 

The turmoiL which is the result of globalisation. in world politics in the last decade. has 

altered relationships among states and non-governmental actors. Growing interdependence 

among states in economic growth. trade surplus or political superiority and influence have 

created rivalry between states and multinational corporations. Once the only competitor for a 

nation-state was a superior one. but now, they also have to because of powerful 

multi nationals unbalanc ing their trades. interfering with their import-export balances or 

manipulating the political position of a home or host government. Securing their place in 

world economy and politics. not only among nation states but also among other actors like 

GOs and more specifically among important economic actors as MNCS. has become far 
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more significant. The competition for power as a means for wealth has created global 

competition for wealth as a means for power. These changes in world politics have added two 

new dimensions to diplomacy. No longer do states negotiate among themselves. they must 

now also negotiate with foreign firms (Strange & Stop ford, 1991 ). 

Multinational firms are becoming more like s tatesmen as they seck corporate alliances to 

enhance their capacities to compete with others for world market shares. These structural 

changes in international po litical economy have altered the nature of the game. thus. affecting 

the actions and responses among firms and states. 

lntensi fying cross-border competition brings interdependence among governments and firms. 

o longer have they absolute powers in thei r states. within their territories. it becomes 

applicable for governments to use transnational politics. National boundaries do not define 

the rules anymore. Negotiation and action carried out on a triangular basis is the name of the 

game in the global century. In addition to the traditional players of the old game. such as 

minister and ambassadors. executives of both domestic and multinational firms are now 

involved. The grovvth o r global competiti on can be seen as moving the world towards a 

position where events arc conditioned more by an emerging private managerial technocracy 

than by the traditional notions of state power. Besides. the competition and diplomacy among 

the actors. supra-national bodies (another gift of globalisation) have emerged to offset the 

growing power or the v.orld market such as free-trade areas and agreements ( trange & 

Stopford. 1991 ). 

Change in the international economy points one direction: states are losing their power to 

pursue independent policies and now must master the new game of triangular bargaining. The 

new game is about keeping relations at a level which please everyone at the same time. States 

are now in the middle or a Bermuda triangle. Governments need to manage a series of 

difficult trade-offs among competing internal and external objectives. The more complex the 

economy. the greater the difficulty in establ ishing and maintaining explicit policies in these 

tradc-offs. several kinds of relationships have to be taken into consideration. 
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This new diplomacy has three critical ingredients: bargaining among states for power and 

influence, competition among firms contesting the world market and the spec ific bargaining 

between states and firms for the use or creation or wealth-producing resources. All three arc 

criticall y influenced by and in turn, influence the world structures of security. finance and 

knowledge. Changes in these s tructures throughout the last century and in this century, have 

also created new possibil ities for obtaining wealth. States and multinational corporations 

adjust themselves to these changes in order to take the best advantages from the triangular 

diplomacy of world affa irs. The influence o f state-firm bargaining has proportionally grown. 

The grov.·ing interdependence of the world economy has grown proportionally not only in the 

internati onal arena but also in domestic politics. The growing interdependence of the world 

has put new pressure on national political authority. Opinions may differ on the relative 

contributions of different factors to the changes. but the pressures are pushing governments 

further and faster into the arms of multinationals. States are being drawn. without order, into 

a new game with more complex rules. The new game of competing fo r world market shares 

alters the order of importance of the functions of the state. The dual role of the state both to 

support business and provide finance on the one hand and to be the g uardian of social welfare 

and redistributors of resources on the other. is exceedingly difficult to manage coherently. 

The choice indicates how much the state is willing to take on an active role of managing 

national resources for g reater international competitiveness. There are bargains bctvveen 

ministers wi thin the governme nt. there are bargains between political parties supporting the 

government. there are bargains wit h labour unions. with business associations. with religious 

groups and ethnic minorities. There are also bargains which interlock all these together wi th 

foreign corporations. foreign governments and internatio nal organisations. ln all of these 

bargains. being overgenerous with one partne r can cost dearl y in relations with another. The 

global strategies and the interference of multinational corporations in state act ions force states 

to share some o r their rights and reorgani ze thei r structures (Strange & Stop ford. 1991 ). 

When we look at the relations of nation state and foreign firm. we see governments typically 

percei ing themselves as caught between the upper milestone of s tructural changes which 

force them to compete for world market shares, and the lower milestone of their dependence 

for survival both on foreign in estors and on local political support. On the other hand. 

multinational firms have to use corporate diplomac y to get the best possible deal from their 

home and host governments. A pri vate corporation may wish to protect its exports in a 
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particular country and persuade its own government to suspend actions that might otherwise 

be undertaken by us ing corporate diplomacy. 

Governments now give greater priority to the accumulation of wealth-creating resources. This 

has direct implications for the preassumed Hobbesian international society and nation state. 

where each state claims sovereignty and there is no superior ruling authority or interfering 

multinationals. The over-rid ing concern of every state was its own security (Strange & 

Stop lo rd. 1991 ). This vievv assumed that governments as guardians of the national interest, 

pursued power as a means o f securing their independence from interference by other s tates. 

International relations was therefo re about the pursuit of power as a means of se lf defense 

and wealth was primarily needed to provide the state with the revenue with which to match 

the offensive military capabil ity o f predatory neighbours. Nowadays, it is argued that wealth 

is needed to preserve the state more from interna l rather than externa l threats. for example, 

multinational corporations. Without "'calth. or the prospect of future sources of wealth, even 

if there is no external security threat. the state loses its power to exercise the right of 

sovereignty and even begins to fall apa11. 

First of all_ no one can deny that multinationals have gained enormous power since their 

existence. Multinationals ha e experienced a type o f economic and even political power 

deve lopment which has global economic. soc iaL polit ical and cultural roots. Multinational 

corporations are the dri ving Ioree behind globalisation and many commentators agree that 

they have bene fi ted from it the most. Larger than many host nat ions. multinationals are often 

in a powerful position to dictate terms. Payment of bribes or 'commissions' has fuelled 

corrupti on and secured favourable terms fo r multinational companies in their operations 

around the world ( Pliger. 2004). The consequences of this growing corporate power can be 

seen clearly in relation to their foreign investment role. At its best. investment by a foreign 

company can provide j obs. stimulate economic growth and offer developing countries access 

to key technology and ski lls. At its worst. multinationals exploit cheap labour or natural 

resources which poor countries offer, and leave them with nothing in return. How therefo re 

can countries ensure that all investments follow the best practice? Many governments have 

laid do"' n performance requirements of multinationals to ensure that their presence works for 

the benefit of the host commun.ity. For example. any hotel chain wish ing to start up business 

in China. has to do so in partnership wi th a Chinese enterprise ( Pliger, 2004). 
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In 1952, General Motors CEO. Charles Wi lson made the famous statement that "What is 

good for General Motors is good for the country" (Anderson & Cavanag, 20 13). During the 

past decade and a hal f. General Motors and other global corporations have obtained much of 

what they claimed was good for them. They have succeeded in obtaining trade and 

investment liberalisation pol icies that provide global fi rms with considerable freedom to 

pursue profi ts internationally. They have also persuaded governments to take a generall y 

hands-off approach to corporate monopolies. claiming that mega-mergers are needed for 

firms to compete in global markets. 

In September 2000, Business Week magazine released a Business Week/Harri s Poll which 

showed that between 72 and 82 percent of Americans agree that "Business has gained too 

much power over too many aspects of American life:· In the same poll. 74 percent of 

Americans agreed with Vice President AI Gore's criticism of ''a wide range of large 

corporations, including 'big tobacco, big oil , big polluters. the pharmaceutical companies and 

HMOs .. , 74-82 percent agreed that big companies have too much int1uence over 

"government policy. politicians and policy-makers in Washington." A kind of 

interdependence was fo rmed among nation-states and corporations due to this complex 

formation. We can even say that in some cases, MNCs have become so enormous that they 

can influence not only the economic agenda but also. political issues among nation-states 

where they have interests. 

Briefly, governments as a group have indeed lost bargaining power to multinationals as the 

possibi li ties for collective action have diminished. Intensifying competition among states 

seems to have been a more important force for weakenjng their bargaining power than the 

changes in g lobal competition among firms. This is not to deny that governments maintain 

considerable power in their dealings with any of the foreign fi rm. States still control access to 

land and to the labour li ving on the land. f-'irms control capital and technology or at least. 

have access to both. They can raise both debt and equity capital on international markets. 

whereas, governments have started to lose their access to capital nowadays. Governments, in 

other words nation-states of the global century, have become inadequate in catching up with 

the rapid changes of world economy. In order to survive, they have to become inter­

dependent on multinationals which are in favour of their national interests or find emergency 

exits fo r interest-clash issues. One can easily argue that from their original position before the 

global economy emerged. s tates have started to lose power. One can also argue that 
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multinational corporations have great effects on nation-states and influence their policies on 

different issues. 
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CHAPTER 4 

4.1 FINDINGS 

Multinational Corporation is a business concern with operations in more than o ne country. 

These operations outside the company"s home country may be linked to the parent by merger. 

operated as subsid iaries. or have considerable autonomy. They have the capacity to shape 

global trade, production and financial transactions. Multinational Corporations arc viewed by 

many as favouring their home operations when making difficult economic decis ions. but this 

tendency is declining as compan ies are fo rced to respond to increasing global competition. 

Multinational Corporations are sometimes perceived as large, utilitarian enterpri ses with littl e 

or no regard for the social and economic well-being or the countries in wh_ich they operate. 

but the reality of their situat ion is more complicated 

Multinational Corporations ha e existed since the beginning of overseas trade. They have 

remained a part of the business scene throughout history. entering their modern form in the 

17111 and 18111 century with the creation of large. European-based mo nopolistic concerns such 

as the British-East-Indian company during colon iali sation. Multinational concerns were 

viewed at that time as agents of civil izati on and played a central and important role in the 

commercial and industrial deve lo pment of Asia. South America and Africa. By the end of the 

19'11 century. advancemen ts in communications closely linked 'vorld markets and 

Multinati onal Corporations continued their favourable image as instruments of improved 

global relations through commercial ties. The existence of close internati onal trading 

relations did not prevent the outbreak of two World Wars in the first half of the twentieth 

century. but an e,·en more closely bonded world economy emerged in the aftermath of the 

period of contlict. 

In more recent times. MNCs ha\'e grown in power and' isibility. but ha e come to be viewed 

more ambivalcntl y by both governments and consumers world-wide. Indeed. multinationals 

are today. viewed with increased suspicion given their perceived lack of concern for the 

economic well-being of particular geographic regions and the public impression that 

multinationals arc ga ining power in relation to government agencies. internationa l federation 

and organi satio ns. and local. national and international labour organisations. Despite such 

concerns. MNCs seems poised to expand their power and influence as barriers to 

internationa l trade continue to be removed. 
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The World Trade Organisation and the World Bank are the three institutions that underwrite 

the basic rules and regu lations of economic. monetary and trade re lations between countries. 

Many developing nations have loosened trade rules under pressure from the International 

Monetary Fund and the Wo rld Bank. Domestic financial markets in these countries have not 

been developed and do not have appropri ate laws in place to enable domestic financial 

institutions to stand up to foreign competition. The administrative setup. judicial systems and 

law-enforcing agencies generally cannot guarantee the social discipl ine and political stability 

necessary in order to support a g rowth-friendl y atmosphere. 

As a result, most M Cs are investing in certain geographic locations only. In the 1990s. most 

foreign investment was in high- income countries and a few geographic locati ons in the south 

like East Asia and Latin America. According to the World Bank·s 2002 World Development 

Indicators, there are 63 countries considered to be low-income countries. The share of these 

low-income countries in which foreign countries are making direct investment is very small. 

It rose from 0.5 percent to o nly 1.6 percent in 2000. 

Although Foreign Direct Investment in developing countries rose considerably in the 1990s. 

not a ll deve loping countries benefited from these investments. Most of the Foreign Direct 

Investment went to a very small number o f lower and upper middle-income developing 

countries in East Asia and Latin America. In these countries. the rate of economic g rowth is 

increasing and the number of people liv ing at poverty level is failing. l lowcver. there are 

nearly 140 developing countries that are showing very slow growth rates while 24 richest 

developing countries (plus I 0-12 newly industrialised countries). are benefiting from most of 

the economic grovvth and prosperity. Therefore. many people in developing countries are still 

li ving in poverty. 

GOP grovvth is usually the parameter to measure economic g rowth of a country. even though 

it is not the only parameter. GDP includes all the production within the country for the given 

period. Foreign direct investment is included in GOP and much has been done to uncover the 

relationship between MNCs and growth. 

Many research works have shown that the cont ribution of MNCs to growth is positive. Using 

different data and methodologies. many researchers have concluded that MNCs has positive 

impact on growth. Fo r instance. in a paper by Loungani and Razin (200 1 ). it was reported 

that of the three sources of capital flow to developing countries (FDI. po11folio investment 
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and primary bank loans), FDI was discovered to be the most resilient during the global 

financial cri ses from 1997- 1998 and also during the Latin American financia l crises in the 

1980s. Moss. Ramachandran and Shah (2005) had a similar conclusion in their study which 

focused on three countries in Africa: Kenya. Tanzania and Uganda. It was revealed that the 

percentage o f export from MNEs is far more than the one from local investors. This shows 

that MNCs in the form of FDl contributed more to GDP than local investment in the three 

countries. 

The OECD (2002) simply stated that MNCs increases e fficiency of resources and ratses 

factor productivity in the host country, so it sees the influence of M Cs on growth as 

positive. Some research works concur that the contribution of MNCs to growth is positive but 

depends on some factors in the host country. Alfaro (2003) concluded that the contribution of 

MNCs to growth depends on the sector of the economy where the MNCs operate. li e claimed 

that M Cs inflow to the manufacturing sector has a positive effect on growth whereas. 

MNCs inJ1ow to the primary secto r tends to have a negati ve effect on growth. For the service 

sector. the effect of MNCs inflow is not so clear. However. an economy wi th a well­

developed financial secto r gains more from M Cs (Alfaro et a l, 2003). The impact of MNCs 

on gro"vth a lso depends on the local condition or the host country. C howdhury and Mavrotas 

(2003) mainta ins MNcs· contribution to growth depends on factors such as human capital 

base in the host country and the degree of o penness in the economy. and even when MNCs 

are contributing to the economy, its impact might not be easi ly noticed in the short run. Lall 

(2002) believes MNCs inflow affects many factors in the economy and these facto rs in turn, 

affect economic grov.1h. Therefore. the impact of MNCs on growth cannot be measured 

directly since the impact is through its contributions to these other facto rs. 

Countri es with high growth can attract MNCs better than countries where the economy is not 

in good shape. This confirms the fact that even though M Cs contribute to growth. growth 

also influences the level of MNCs in a country. C howdhury and Mavrotas (2003) conducted a 

Toda-Yamamoto test of causal ity on three countries (Malays ia. C hile and Tha iland) from 

1969-2000 to explore the degree of causation between MNCs and growth. They discovered 

that it was GDP that caused MNCs in C hile and not the other way round. They also 

discovered that there was b i-directional causality in the other two countries. Kumar and 

Pradhan (2002) also discovered that in the majority of cases. the direction of causation 

between growth and MNCs is not pronounced. Furthermore. in poor countries, the direction 
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seemed to be running from growth to MNCs in an equal number of cases as from MNCs to 

grov.rth. This conclusion is similar to that of Hansen and Rand (2004), who argues that 

foreign direct investment and growth have a positive relationship, but the direction of 

causality is not clear. Knowing this direction of causality is very important for the 

formulation of economic policy. Although the contribution of MNCs to growth might be 

positive, Ray (2005) does not believe it helps develop local industries in the host country. 

Hence. multinational companies can be flourishing in the host country whi le local firms are 

not developing. This type of contribution is not good for the economy in the long run. 

It is worth noting that some research work has claimed that the contribution of MNCs to 

growth is not positive. In a study by Carkovic and Levine (2002), it was concluded that 

MNCs do not have a robust independent influence on growth. The study employed two 

models for the empirical work and used data from 75 countries. Mwlima (2003) also does not 

consider MNCs as an important tool for development. He claims that incentives and tax 

holiday adopted by most African countries to attract foreign investment have not been 

successful: instead. it adds to economic problems of some countries. He maintains most 

African countries are competing to attract FDI to the level that each country wants to give the 

best incentives. This sometimes leads to a situation where the incentives could be more than 

the gain obtained from the foreign investment. This can leave the country worse off than it 

was before the investment. Zambia has been mentioned as a specific example. He concluded 

that there is no real evidence that MNCs bring development, noting that the aim of any MNE 

is to make profit and not to provide development. If these claims are anything to go by, 

developing countries should approach and introduce M Cs with caution. 

Before now. most developing countries were not so recepti ve of MNCs. They were more 

comfortable \·Vith local investors who had no influence from the western world. After decades 

of skepticism, international events reshaped the attitude of developing countries towards 

M Cs as the debt crises affected most of them in the 1980s and access to credit and portfolio 

investment were very difficult for most countries (Alfaro 2003). Today, almost every country 

wants MNCs to supplement local investments and this has increased the activities of MNEs 

in developing countries tremendously. lt should be noted that the influence of MNEs in world 

economic growth in recent years cannot be underestimated. UNCT AD reported that the world 

FDI inflow was 648 billion dollars in 2004. Out of this sum. the inflow to developing 

countries increased to 233 billion dollars, which amounted to 36% of the world total inflow. 
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By implication, FDl inflow to developing countries increased by 40% compared to 2003 

figures while the inflow to the developed world dropped by 14% (United Nations, 2005). 

According to Alfaro eta!. (2004), MNCs were mostl y welcome by developing countries in 

the 1980s because of the debt crises these countries were facing. and more recently because 

of the bad shape of the economy which they believe MNCs can help improve. Another thing 

that has contributed to the increase in MNCs inflow to developing countries is favourable 

policies by the host country towards these corporations. The growth of MNCs has been 

faci litated by positive policies by governments of the host countries and by the efforts of 

multinational companies to utili se opportunities created by the favourable policies. MNEs are 

likely to get cheaper labour in developing countries and this can reduce the total cost of 

production. The United ations (2005) reported that intense competitive pressure m 

developed countries is leading many multinational companies to explore new ways of 

improving their competitiveness. Some of these ways are by expanding operations to 

developing economies to boost sales and by rationalising production activities with a view to 

reaping economies of scale and lowering production cost. African countries, like other 

developing countries. are trying to attract MNCs because of their perceived importance. 

According to Mwilima (2003). nil African countries are keen on attracting MNCs. They hav,.; 

different reasons for attracting them, but the reasons are like those of other developing 

countries and can be summarised as follows: trying to overcome scarcities of resources such 

as capital and entrepreneurshi p; access to foreign markets; efficient managerial techniques; 

technological transfer and innovation: and employment creation. These benefits of MNCs to 

African countries are difficult to assess but will differ from sector to sector depending on the 

capabilities of workers. firm size and the level of competitiveness of domestic industries. 

Most African countries now have investment promotion agencies (!PAs). The roles of these 

IPAs include attracting FDI and protecting MNEs that come with the mention to invest. 

Agencies like these. if given the right tool to operate, can actually increase MNCs inflow to 

developing countries by creating a good image of the countries to potential international 

investors. Despite the effort of policy-makers in Africa. the continent is not attracting these 

corporations as it is supposed to. Africa's share of FDI to developing countries has been 

declining over time. from about 19 percent in 1979 to 9 percent in the 1980s and to almost 3 

percent in the 1990s (Chowdhury and Mavrotas, 2003) and the rate at which it is declining is 
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high. M C to developing countries increased by 40% m 2004. but the flow to Africa 

remains the same as it was in 2003, $18 billion. 

It should be noted that a major part of foreign investment to Africa is channelled to the oil 

and gas sector. The strong investment in this sector is because of high prices of oil and gas 

which will increase investor·s prof:itability (United Nations. 2005). The reason why the 

African share of the world's FDI i:s not increasing includes. but not limited to. political 

instabilitie and inconsistent policies in most countries. Any MNE will want to operate under 

a lesser level of uncertainty but this cannot be guaranteed in some African countries. In a 

study by Rogoff and Reinhart (2003). some African countries were compared with countries 

from other parts of the world with tlocus on inflation and currency instability. It has been 

revealed that high inflation and unstalble currencies are some of the major reasons why Africa 

cannot really attract MNCs. Apart from the inflation rate. another factor that is limiting the 

inflow of M Cs to Africa is infrastructure. MNEs prefer economies with good roads. 

uninterrupted power supply and otlher amenities. Production costs are usually lower in 

countries with well developed infrastructure than in countries with poor infrastructure. But 

the effect of poor infrastructure on tfNCs inflow is lower than factors like roreign reserves 

and natural resources (Onyei wu and Shrestha. 2004 ). 

A report by the OECD (2002) attributes the spectacular failure of African countries to attract 

M Cs to a mix of unsuitable national economic policies. poor-quality services. closed trade 

regimes and problems of political legitimacy (United Nations. 2005). Alaba (2003) indicated 

that exchange rate uncertainty is one or the major reasons why MNCs are not increasing in 

Africa. According to him ... Proper management of the exchange rate to forestall costly 

distortions constitutes an important pillar in determining the flow of MNCs to igeria and 

indeed sub- aharan African countri1es." · Based on the above reasons why Africa cannot 

attract M Cs. if the cont inent vvants to increase its share of M Cs. there must be political 

stability. good infrastructure and economic stability. If all these are put in place. the continent 

will be able to attract MNCs like other developing countries. But it will take a considerable 

time to achieve these, hence the inltlow of MNCs to the continent might not increase in 

relative terms for a long time to come. 
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Similarly, M Cs are viewed as being exploitative of both thei r workers and the local 

envi ronment. given their relat ive lack of assoc iation with any given locality. This criticism of 

Multinationals is val id to a point. but it must be remembered that no corporation can 

successfully operate without regard to local social labour and envi ronmental standards. and 

that Multinationals in large measure, do conform to local standards in these regards. 

MNCs are also viewed as acquiring too much political and economic power in the modern 

business environment. Indeed. corporations are able to innuence public policy to some degree 

by threatening to move jobs overseas. but companies are otten prevented from employing this 

tactic given the need for highly trained workers to produce many products. Such workers can 

seldom be found in low-wage countries. 
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CHAPTER FIVE 

CONCLUSION AND RECOMMENDATIONS 

CONCLUSION 

It is evident from the theoretical review that a number of factors are important in attracting 

Multinational Corporations by host countries. Understanding the specific ownership, 

internali sation and locational advantages o f multinational firm s will aid in understanding the 

behaviour o f firms as countries seek to attract the right kind of foreign investment. M. Es 

could seek resources. large markets or low-cos t production as motives dri ving their 

international expansion across countries. It can be noted that various factors of MNCs affect 

different countries differently depending on their individual country characteristics. policies 

and location. While a number of studies on M Cs have been carTied out for developing 

countri es. there is no consensus as to particular factors that affect a group o f countries o r 

individual countries. Mixed results are evident with regard to the importance of certain 

variables in determining MNCs. Variables considered include growth, skills, labour, market 

size, openness. infi·astructure, exchange rate and internati onal interest rates. Other broad 

factors include natio nal po licy frameworks and government incentive policies. The empirical 

review establi shed that the importance of each of these fac tors va ries across regions. 

countries and time. Therefore, the lack o f knowledge on other factors determining inward 

MNCs provides a ra tionale for thi s study on developing countries. 

RECOMMENDATIONS 

Based on the ex periences with M Cs in Africa, a /\DC seminar that brought together 

researchers. trade unioni sts and GOs in Windhoek. Namibia in February 200 I. 

recommended the following : 

• Africa should abandon its open door po licy toM Cs: 

• A fri ca sho uld determine the natio nal po licy and set the context fo r MNCs. Social 

policy and the public secto r cannot be handed over to international institutions or the 

private sector: 

• Africa should resist all additional conditions that come with MN Cs and instead; 

• African governments sho uld set up their own cond itions wi th regard to MNCs: 
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• Africa should retain savings as the basis for domestic capi tal accumulation. Other 

areas that need to be addressed in order to maintain own financial resources are: 

-transfer prizing (changing prizes charged by companies when moving their products 

between their units in different countries in order to avoid high taxes) 

- Payments for consultations 

- Fees for copy-writes and patents 

- losses due to privatisation 

- losses due to structural adjustment programmes 

- Loss through increased costs of interest payment 

- Loss through continuing debt payments. especially for debts that were created by 

the apat1heid regime; 

• Afi'ica should obtain technology that is not tied to MNCs; 

• Trade Unions and NGOs should put pressure on Southern African government to 

join forces in order not to succumb to pressure from the North during negotiations in 

the WTO~ 

• There is a need to stop the liberalisation of capital movements and speculative capital 

nows at global level; 

• Africa should develop regionalism as defined by the people and not by the EU or the 

US: and 

• Africa should use the concept of selective de-l inking from the global economy wi thin 

regional settings but not as a form of national autarchy. 

Due to many socio-economic problems faced by developing countries. most have become 

desperate in trying to find solutions. The problems vary from high unemployment rates. 

poverty and lack of technology. Jn thei r effot1S to overcome these problems. most developing 

countries have recei ved advice from bodies such as the IMF and the World Bank to liberalise 

thei r economies in order to attract MNCs which in turn, they believe, will bring development. 

The liberalisation of economies have led to developing countries engaging in privatisation. 

introducing incentives to attract MNCs in the form of tax holidays. relaxing regulatory 

framework and introducing investment promotion agencies responsible fo r Social 

Observatory Pilot Project - Final Draft Report - FDI attracting MNCs. Since most of the 

deve loping countries have liberalised thei r economies. it would be expected that MNCs fl o\\'. 
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to developing countries, would have risen, but to the contrary, actual flows of MNCs to these 

countries have been on the decline. 

The privatisation process, preached by the IMF and the World Bank as one of the 

prerequisites for attracting MNCs to developing countries has not been successful and has 

often resulted in further hardships for the poor in these countries. 

One of the main outcomes of using incentives to attract MNCs is the increase in competition 

among deve loping countries. This has Jed to countries engaging in a ·race to the bottom·. 

offering investors more and more attractive financial incentives and reducing the regulatory 

requirements on firms. Engaging in this type of competition almost inevitably means that 

even the country that ·wins' (the investment) has paid too high a prize for it. Competition on 

investment incentives raises the distinct possibility that every country - big or small - could 

be worse off than if it were to stop using MNCs incentives altogether. 

CUTS have pointed out that incentives are only useful to the extent that they succeed in 

attracting investment from one country to another and that, they do not create new t1ows of 

MNCs (CUTS, 200 I ). It has been proven that incentives do not work in attracting firms as 

foreign firms come due to factors such as the s ize of the market, privatisation. resource 

extraction and personal reasons. Some developing countr ies go to the extent of making 

changes to their regulations and restrictions on mobility of capital. whereas. some countries 

have introduced structural adj ustment policies to try and attract MNCs. The fact that most 

countries have created a conduci ve environment to attract MNCs. but that. MNCs flows to 

developing countries are sti ll on the decline has shown the contradiction to the claim that the 

·conducive environment' is critical for MNCs. Thus. it can be concluded that, it is not 

conducive environments or incentives that attract MNCs. but that. M Cs decide on where to 

invest based on other reasons. 

As Tandon has pointed out. nothing seems enough to attract MNCs into one economy. more 

and more incentives are needed to seduce MNCs. For example, workers are expected to 

abstain from strikes and not even bargain for better salaries. Fear of sending the wrong signal 

to investors has led to workers' rights being compromised. Tandon indicates that there is no 

real evidence that MN Cs bring development. just as there is no evidence that liberalisation. in 

general, brings development (Tandon, 2002). It is important to keep in mind that MNCs are 

65 



not in business for development, but to make protit. whereas, govemments are supposed to 

ensure development. The fact that the goals of both govemment and investors are not the 

same, indicate that it becomes a very difficult task to direct MNCs in a way that will lead to 

development. 

Thus. the theory that MNCs bring development and growth needs to be reviewed in order to 

prove whether or not this holds water. Tandon could be right when he stated that it is growth 

that attracts MNCs and not M Cs that bring gro~1h. The main challenge is for the IMF. 

World Bank and others who argue that M Cs are important for growth and development, to 

present information in the form of case studies to support their argument. Developing 

countries should exercise caution when they open their doors to M Cs. In the process of 

attracti ng MNCs, go,·ernment should assess what kind of development the country needs. 

target MNCs accordingly and then , set up policies which wi ll guide the developmental 

process of the country. MNCs must only be allowed to operate under Social Observatory 

Pilot Project - Final Draft Report - FDI certain nationally determined conditions and must 

conform to certain performance requirements that wi ll ensure a positive impact on 

development. 
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