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ABSTRACT

Host country policies restricting the activities of business enterprises owned by foreign multinationals
are purported to be a central factor affecting the investment behavior of multinational firms. For
example, policies stipulating that subsidiaries of foreign multinationals use domestically produced
components, export a share of host country production, or divest themselves of foreign ownership
raise the cost of internalizing transactions within a multinational firm relative to an arms-length
contract. Previous studies of the issue have evaluated the hypothesis that multinational firms will
internalize transactions through subsidiaries rather man arms-length contracts when control is
particularly important (e.g., advertised reputation goods, high technology goods). Our analysis builds
on the existing literature by taking a somewhat different approach; we search for evidence that
specific host country policies raise the cost of internalized transactions, while previous studies have
searched for evidence that particular types of transaction require the greater control associated with
internalization. Our analysis utilizes panel data on FDI by Japanese and US multinational firms in 30
countries over the years 1982 through 1988. One of our central findings is that direct investment by
Japanese multinationals in foreign subsidiaries is much more sensitive to import restrictions and local
content requirements than mat of US multinationals. This result strongly supports arguments from the
multinational firm literature that the Japanese keiretsu system of industrial organization features far
stronger vertical relationships with input suppliers than those that exist between US firms.



I. INTRODUCTION

The internalization of international transactions between multinational firms and their foreign

subsidiaries is an increasingly important element of international trade and economic development.

The United Nations' World Investment Report 1992 notes that there are more than 35,000

multinational firms, which together have in excess of 150,000 foreign subsidiaries. The report

estimates that aggregate foreign direct investment (FDI) by multinational firms in foreign subsidiaries

amounted to $225 billion in 1990, and that during the period from 1985 to 1990 global FDI grew at

twice the rate of aggregate domestic investment. Importantly, internalized transactions between

multinational firms and their foreign subsidiaries are estimated to account for approximately 25

percent of world trade. The report argues that there has been intensified international competition for

FDI, and that host country policies regarding foreign-owned business enterprises are a central factor

affecting the investment behavior of multinational firms. The testable implication is that the more

restrictive a particular host country's policies are toward the subsidiaries of foreign multinational

firms, the smaller is the amount of FDI made in that country.1

In this paper we use empirical methods to investigate the hypothesis that various host country

policies restricting the subsidiaries of multinational firms raise intemalization costs and thus reduce

FDI flows. To illustrate, consider the policy of requiring subsidiaries to use locally-produced

components in their production process. Such a policy may increase production costs, destroy

valuable quasi rents associated with existing component supply relationships, and impose search costs

on multinationals seeking a satisfactory host country supplier. These costs in turn can be expected to

motivate firms to seek alternative means of organizing transactions. For example, production in a

particular host country market can also be accomplished with an arms-length licensing or franchise

contract with a host country firm, while sales in a host country market can transacted through the use

of exports. Moreover, the restrictive policies of one country may be avoided by locating subsidiaries
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in less restrictive host countries. We also consider the effect of traditional economic variables on

FDI. Following Eaton and Gersovitz (1984) and Kravis and Lipsey (1982), among others, we

hypothesize that traditional economic factors also affect the investment decisions of multinational

firms. In particular, low factor prices and corporate tax rates, high quality infrastructure, and large

markets are all favorable economic conditions that can be expected to attract FDI projects.

There have been relatively few studies attempting to estimate the effects of individual host

country policies on the behavior of multinational firms, in part because of the difficulty involved in

obtaining measures of policy restrictiveness.2 The policy restrictiveness measures that we use are

derived from annual "country scores" assigned by the Country Assessment Service of the firm

Business International, Inc. (BI) to rate the restrictiveness of various host country policies, which are

described in section HI below. Scores range from 0 to 10, with higher scores corresponding with

policies imposing fewer restrictions on the foreign subsidiaries of multinational firms. This policy

data set is relatively unexplored.3 Estimation of a significant positive coefficient for a particular

policy means that lower score values (more restrictive policy) reduce FDI, and can be construed as

evidence that the particular policy imposes intemalization costs on multinational firms.

Our analysis utilizes panel data on FDI by Japanese and US multinational firms in 30

countries over the years 1982 through 1988. We find substantial support for the hypothesis that

import restrictions and local content requirements impose meaningful intemalization costs on

multinational firms investing in restrictive host countries (section IV). Surprisingly little evidence is

found for the notion that minimum export requirements, expropriation, and a privileged environment

for local firms impose significant intemalization costs. Moreover, policies limiting foreign ownership

shares only generate FDI intemalization costs in very limited circumstances. Of the traditional

economic variables we consider, infrastructure quality is found to be a central determinant of FDI in a

wide range of circumstances, while larger market size and lower labor costs and tax rates increase



FDI in more restricted circumstances.

One of our most striking results has to do with our comparative analysis of the sensitivity of

FDI by Japanese and US multinational firms to specific host country policies. In particular, it is

argued in the multinational firm literature that the Japanese keiretsu system of industrial organization

features far stronger vertical relationships with input suppliers than those that exist between US firms.

Thus we hypothesize that local content requirements and import restrictions placed on affiliates of

foreign multinationals will impose higher internalization costs on Japanese firms relative to US firms.

FDI by Japanese multinationals is found to be much more sensitive to import restrictions and local

content requirements relative to US multinationals, which supports the comparative hypothesis

regarding the nature of vertical relationships in Japanese and US industry. We are not aware of

another empirical study that similarly tests the hypothesis that vertical relationships in Japanese

industry are stronger than those in US industry.

II. BRIEF OVERVIEW OF THE LITERATURE

Transaction-cost theories of FDI have identified a number of circumstances in which

internalization is expected to be an efficient means of organizing transactions. McManus (1975),

Buckley and Casson (1976), Rugman (1981), and Caves (1982), among others, have argued that an

independently owned host country firm is more difficult to monitor and control through an arms-

length contract than is an integrated subsidiary unit of a multinational firm. When monitoring and

control are important, such as in transactions involving knowledge-based assets (technology) where

agency problems may be particularly acute, transaction costs are more likely to be minimized when

the multinational firm owns the foreign facilities that it utilizes in production.4 Empirical support for

this hypothesis is somewhat mixed. Mansfield and Romeo (1980) and Davidson and McFetridge

(1984) find that the probability of intermediate goods being transferred internally rather than through



an arms-length contract is higher when newer technology is to be transferred. In contrast, Gatignon

and Anderson (1988) find only a weak linkage between technology transfer and internalized

transactions. Benvignati (1990) offers evidence that undercuts the internalization hypothesis, finding

that the presence of shared reputational assets or high technology contribute little added explanation

for the observed pattern of internal versus arms-length exchanges.

Another situation that is thought to favor the acquisition of an ownership stake in foreign

production facilities arises from firm-specific reputational assets shared by the parent firm and the

foreign subsidiary. These transaction-cost issues have been studied in the context of services

franchising, where parent firm ownership of retail outlets is most likely when the incentive to

underinvest has the greatest potential for damaging the reputational asset.5 Hennart (1982) and

Horstmann and Markusen (1987) develop models in which FDI rather than franchising (licensing)

arises to attenuate the transaction-costs associated with underinvestment by foreign franchisees who

are difficult to monitor and control. Gatignon and Anderson (1988) and Gomes-Casseres (1989) find

that ownership stakes rise as a function of advertising intensity, which is consistent with the notion

that advertising creates a product-specific asset, and that internalization protects that asset.

Thus our empirical analysis of the internalization hypothesis, to which we now turn, differs

from much of the past empirical work on the issue in that instead of testing for hypothesized benefits

of internalization associated with control, we test for policy-based internalization costs.

III. FRAMEWORK FOR ANALYSIS

This section establishes the analytic framework to be used in section IV for estimation. We

begin in III. with a motivating description of the various estimation models to be used. We then

follow in III. B with a description of the policy and traditional variables that are used in our estimation

model, including an explanation of the scoring technique used to measure these variables. We end in



The panel structure of the data allows us to estimate three different regression models; a

pooled regression model, a fixed effects model, and a random effects model. These models are

described in detail in the appendix below. The pooled regression model involves estimating equation

1 without making any modifications, and so is based on the assumption that there exists no difference

between the n countries. In contrast, the most common formulation of the fixed effects model (which

we employ) assumes that differences across countries can be captured by the differences in the

constant term in equation 1. By imposing country dummies we measure the within-country variation

over a given period of time. The assumption is that country effects are specific and not random.

Finally, the random effects model is constructed under the assumption that the constant term in
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III.C with predictions that relate the sensitivity of FDI by Japanese multinationals to that of US

multinationals.

A. Estimation Models

We seek to estimate the relationship between FDI (measured in US dollars) and various policy

and traditional variables (described in m.B. below) using a panel data set consisting of FDI flows

from the United States and Japan to 30 countries from around the globe.6 Using the panel data we

estimate a log-linear investment function that regresses the logarithm of $FDI on the logarithm of

each of the independent variables:7



equation 1 is random, and so provides a solution intermediate between the pooled and the fixed

effects models. After conducting the pooled, fixed, and random effects regressions, we then carry out

diagnostic tests to determine which of the models best represents the underlying relationships in the

data, and report that model in the analysis below.

That "best" model is used in separate regressions for developing countries, developed

countries, and the joint sample of all developing and developed countries. The regression coefficients

obtained from log-linear estimation provide us with direct estimates of the investment elasticities for

various policy and traditional variables.

B. Description of Independent Variables and their Predicted Effects

In this section we describe the policy and traditional variables used in our empirical study,

and their predicted effects on investment by multinational firms in foreign subsidiaries. These data

have been generated by the Country Assessment Service of BI to provide business clients with annual

country rating scores for a variety of social, political, and economic factors that might be relevant for

FDI decisions. These variables are measured on a 0-10 scale, and the higher the score the more

favorable is the policy or traditional economic circumstance predicted to be for FDI.8

Table 1 provides a description of each independent policy variable. The scaling criteria are

described in Table 2. The policy variables investigated here were selected from a relatively large set

of country score variables in the BI data bank based on the criterion that the particular policy

restriction only apply to foreign multinationals and their subsidiaries.9 The lower is a particular

score in Table 2 the more restrictive is the policy toward subsidiaries of foreign multinationals. The

comparative-static prediction is that as these internalization costs rise, firms become increasingly

likely to choose alternative institutional structures for organizing their international transactions.

While internalization costs are not directly observable, the observable implication of this comparative-



static hypothesis is that FDI flows should be positively related to score values. Table 3 provides a

description of each independent traditional variable. These variables are also expressed as scores, and

this scoring is described in Table 4.

C. Relative Sensitivity of US and Japanese Multinational Firms to Host Country Policies

We now turn to more specific predictions for differences in the sensitivity of Japanese and US

multinationals to certain host country policies. We first predict that FDI by Japanese multinationals

will be more sensitive to import controls and local content requirements than that of US

multinationals. The reason is that Japanese firms have very close and long-term contractual

relationships with their input suppliers relative to US firms. Vernon's (1985) historical analysis is

revealing:

"Until World War II, 6 or 8 clusters — the so-called Zaibatsu — made up most of Japan's
modern industry. After World War II, Japanese firms continued to be linked in a large
number of clusters of a looser sort — the so-called Keiretsu. One consequence of that
structure was that most Japanese firms which were users of intermediate materials were linked
to Japanese suppliers by vertical ties...." (p. 11).

Similarly, as Aoki (1984) reports, much of Japanese industry has been organized around

capital keiretsu groups, which link a dominant parent corporation with many satellite subcontractors

through share holdings and vertical relationships. Reciprocal relationships within the capital keiretsu

result in extensive interfirm trade credits and share holdings, and mutual favoritism (kashi-kari-

kankei) is a widespread practice. Members of the capital keiretsu group tend to specialize in

complementary activities such as R&D, parts manufacture, and the assembly of these parts into final

products. Ozawa (1991) asserts that the tight vertical relationships binding Japanese firms has had an

effect on the way in which keiretsu members coordinate their FDI projects:

"Both downstream firms (final assemblers) and upstream firms (parts/component
manufacturers) in tandem have recently begun to advance overseas.... This move represents
the strategic response of Japan's assembly-based multinationals to the local content
requirements increasingly imposed by both the US and Europe..." (p. 136).



Cable and Yasuki (1985) provide further evidence of tight vertical relationships in Japanese industry:

"Trading relationships between members of the same [Japanese] business group would be
subject to less uncertainty and risk than with outsiders, because of the greater information
held by each trading partner about the other, and the feelings of group loyalty that are likely
to exist between them. ...[T]he diversified nature of the groups' activities means that the
scope for securing intermediate goods supplies and market outlets within the group will often
be large" (p. 404).

Mody (1993) similarly argues that "[t]he Japanese firm is the best-documented nexus of network

alliances", and "[sub]contracting relationships with suppliers are not only for acquiring inputs but also

for learning" (p. 154).

Finally, it has been argued that these vertical relationships between Japanese multinationals

and their keiretsu subcontractors are stronger than those of multinationals from other countries. The

comments of Froot (1991) illustrate:

"Japanese manufacturing affiliates tend to avoid using domestic suppliers, importing roughly
three times as much per worker as other foreign manufacturing affiliates in the US. Evidence
on Japanese affiliates in Australia suggests that they purchase their capital goods almost
exclusively from Japan, whereas other foreign affiliates in Australia purchase from nations
other than their home" (p. 22).

Import controls and local content requirements are thus predicted to entail greater

internalization costs for FDI by Japanese firms because of the dependence that final goods producers

have on their domestic subcontractors within the capital keiretsu network. Either (i) productivity is

harmed by breaking off relations with subcontractors, (ii) penalties are paid to continue subcontracting

relationships, or (iii) the added cost of vertically coordinating FDI by various members of the keiretsu

group must be borne.

Differences in the criteria used to tabulate US and Japanese FDI data suggest additional

sensitivity predictions. The US Department of Commerce tabulates US FDI data for capital

expenditures on majority-owned foreign subsidiaries. In contrast, the Japanese Ministry of Finance

tabulates FDI data for capital expenditures on both majority and minority-owned foreign subsidiaries.

Based on this difference in data collection, FDI by Japanese firms may actually be less sensitive to
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host country policies restrictive of foreign ownership, since that data allows for investment in foreign

production facilities that are majority-owned by local companies. Minority foreign ownership may be

a necessary adaptation to restrictive host country policies.

IV. ANALYSIS OF THE DATA

Data on US FDI is tabulated by the US Department of Commerce and published in the Survey

of Current Business. In contrast, data on Japanese FDI is not published, and was made available to

us by the Japanese Ministry of Finance. Data on explanatory variables has been selected from the

data bank of Business International. We begin by describing the estimated effects of policy and

traditional variables on FDI. After presenting the regression results, we compare these results to the

internalization-cost predictions and discuss their economic implications.

A. Regression Results

We begin by reporting the regression results for FDI by Japanese multinational firms,

followed by that of US firms. The coefficient of variation for the each of the independent variables

used in the analysis is given in the appendix. Separate regressions are reported for the subsample of

developing countries, developed countries, and the overall sample containing observations from both

developing and developed countries. We report the regression results for FDI by Japanese

multinational firms in Table 5. Based on the LM and Hausman test we find evidence for random

effects in the estimation, and were able to reject the pooled regression and fixed effects models. Thus

the regression results reported in Table 5 are based on log-linear, random effects estimation models.

The analysis finds considerable variation in the effects of policy and traditional variables on

FDI by Japanese multinationals across the three regressions. First consider the regression for

developing countries. Higher score values for restrictions on imports and local content requirements
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imply less restrictive policy, and are found to significantly increase Japanese FDI in developing

countries. Both elasticities are estimated to be greater than one, but local content requirements have a

particularly large elasticity (4.1). The regression analysis estimates that higher score values for

currency convertibility (less restrictive policy) actually reduce FDI, an unanticipated result. We will

discuss this result in greater detail below. Lower labor costs and higher quality infrastructure both

significantly increase FDI in developing countries. These elasticity values are also both greater than

one, with quality of infrastructure having a very large elasticity (5.72).

The estimated effect of policy and traditional variables on FDI by Japanese multinationals in

developed countries differs from that of developing countries in several important ways. First, limits

on foreign ownership are estimated to have a large and significant effect on Japanese FDI in

developed countries, as are market size and low corporate tax rates. Second, a significantly negative

constant term together with generally larger estimated coefficients reflect a steeper regression

equation. As with developing countries, less restrictive local content requirements and higher quality

infrastructure both increase FDI. Finally, in the joint sample of developing and developed countries,

a more favorable score for restrictions on imports, local content requirements, and quality of

infrastructure all significantly increase FDI by Japanese multinationals, while a more favorable score

for restrictions on convertibility of currency is estimated to decrease FDI by Japanese firms.

We report the regression results for FDI by US multinational firms in Table 6. Based on the

Hausman test we were able to reject the hypothesis of no random effects for the analysis of FDI in

developing, developed, and all countries. As with the regressions reported for FDI by Japanese

multinationals, the regressions reported in Table 6 are based on random effects estimation models.

The policy and traditional variables under analysis are estimated to have a much smaller effect on FDI

by US multinationals. More favorable scores for restrictions on imports and quality of infrastructure

are both found to increase FDI by US multinationals in both developing and developed countries.

10



More favorable scores for currency convertibility restrictions increase FDI by US firms in developed

countries, and market size is found to increase FDI in the pooled regression.

B. Discussion

A central question addressed in this paper is the extent to which particular host country

policies increase the costs of internalizing transactions, and thus reduce FDI flows by multinational

firms. The analysis suggests that significant and economically important internalized transaction costs

are generated by restrictions on imports and local content requirements, particularly for Japanese

multinationals. To see this, note first that local content requirements are estimated to have no

significant effect on FDI by US firms, while in contrast local content requirements have highly

significant and very large elasticity effects on FDI by Japanese firms. Second, while import

restrictions do have highly significant effects on FDI by US firms, the estimated elasticities are less

than one-half the size those estimated for Japanese firms (except for the case of import restrictions in

developed countries).

These differences in the influence of policies specifying import restrictions and local content

requirements on Japanese and US multinational firms are largely consistent with those predicted to

occur as a consequence of the tight keiretsu organizational network in Japanese industry. While the

coordinating benefits of the keiretsu system have been clearly argued by Aoki (1984), Ozawa (1991),

and others, our analysis suggests that the keiretsu system is relatively vulnerable to host country

policies restricting input sourcing. Such policies either encourage multinationals to invest elsewhere,

to bear the added cost of host country input sourcing, or having their former input suppliers invest in

component manufacturing facilities in the same host country as the downstream (multinational)

component buyer. Ozawa (1991) offers evidence that such tandem FDI by Japanese multinationals

and their upstream component suppliers has become increasingly important. The added costs of

11



vertically coordinating FDI is itself a transaction cost associated with internalized exchange.

Of the remaining host country policies considered here, those implying expropriation or a

privileged environment for local firms are not found to generate significant internalization costs.

Others such as export requirements and limits on foreign ownership are found to generate

internalization costs that are either marginal or limited to rather narrow circumstances. Recall that

the FDI data for US multinationals only includes observations on majority-owned subsidiaries, while

Japanese FDI data includes all foreign investment projects. Thus if limits on foreign ownership have

a greater or more significant impact on FDI by US multinationals relative to Japanese firms, such a

result would be consistent with problems caused by differences in data collection. In fact, the policy

of limiting foreign ownership is estimated to have no significant effect on FDI by US firms, and only

has a significant effect on FDI by Japanese firms in developed countries. As a consequence we do

not find evidence that differences in data collection criteria across Japan and the US affect the

regression results.

Host country policies restricting the conversion of host country currency are found to actually

increase FDI by Japanese multinational firms, a result that undercuts the internalization prediction.

To investigate this issue in greater detail, we disaggregated the analysis to the country level. We

found that of the 30 countries in our sample for FDI by Japanese multinational firms, convertibility

scores were negatively correlated with Japanese FDI in only five — Chile (-.9), Mexico (-.11), the

Philippines (-.57), Thailand (-.37), and Venezuela (-.20) — all of them developing countries.10

Zero or positive correlation coefficients were calculated for the other 25 countries. These findings

suggest that the perverse effect of convertibility restrictions on Japanese multinationals is rather

narrow as opposed to general in scope, and that case study analysis of convertibility restrictions at the

individual country level may be fruitful in future research.

It has been argued that during the 1980s Japanese multinationals used FDI as a substitute for
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exports into developed countries with large markets, especially the US. In contrast, many US firms

are said to have used FDI in developing countries as platforms from which to export finished goods

into developed countries with large markets (e.g., the US market).11 Based on this argument, host

country market size should be more important to Japanese multinationals, while in contrast US

multinationals may find that minimum export policies of developing countries imply little if any

internalization cost. Our analysis offers some support for this argument. First, we find a large (2.53)

and highly significant coefficient on market size in the regression for Japanese FDI in developed

countries. In contrast, market size is not significant for US FDI in developed countries, and is

significant but small (.38) in the regression for the overall sample. Second, the estimated coefficient

on export requirements is negative (-.34) and marginally significant (p-value = .14) in the regression

for FDI by US multinationals in developing countries. Similar results with slightly greater

significance are found for the regression addressing FDI by US multinationals in the overall sample of

host countries. These results offer support for the claim that there is some tendency for Japanese

multinationals to use subsidiaries to penetrate host country markets, while the tendency for some US

multinationals is to use their foreign subsidiaries as a platform from which to export goods.

In a recent theoretical study of FDI, Raff (1992) offers empirical predictions regarding the

relationship between expropriation policy and a host country's economic characteristics. In Raffs

model, host countries view expropriation as one of several instruments, including taxation, for

extracting value from multinational firms. The host country trades off extracting value from

multinationals against discouraging FDI with highly extractive policies. First, Raff predicts that

countries with relatively high tax rates put multinationals at relatively low risk of expropriation since

taxes are already being used to extract value, and high tax and high expropriation probability will

excessively drive away investment. Second, countries with relatively high labor costs are predicted to

generate relatively less risk of expropriation, since high wages and high expropriation likelihood will

13



excessively drive away investment. We evaluate these predictions by calculating the correlation

coefficient between (i) expropriation score and corporate tax rate, and (ii) expropriation score and

manufacturing wage rate.

For (i) we find a correlation coefficient of .14, which is significant below the 5 percent level

(t=2.03).12 A positive correlation means that high risk of expropriation (low expropriation policy

scores) is positively related to high tax rates (low tax rate scores). This small positive correlation

somewhat undercuts Raff's prediction that countries with policies of relatively frequent expropriation

will tend to also have relatively low corporate tax rates. In contrast, for (ii) we find a correlation of -

.55, which is significant at well below the 1 percent level (t=9.4). This latter result strongly

supports Raffs prediction that low wage countries are more likely to engage in expropriation. Thus

our analysis offers somewhat mixed support for Raffs predictions.

Of the traditional variables we include in our analysis, the quality of a host country's

infrastructure is found to have the most important implications for FDI by both Japanese and US

multinational firms, and in both developing and developed countries. The estimation generally yields

large and highly significant elasticities. As one would expect, the significance of infrastructure

quality is higher in developing countries relative to developed countries. It is instructive to compare

our results for the effect of traditional variables on FDI flows to those from the empirical literature.

Kravis and Lipsey (1982) have analyzed the importance of market size and labor cost in influencing

FDI by US multinationals. They conclude that while market size significantly increases FDI from US

multinationals, labor cost has played a relatively minor role. We similarly find that while market size

significantly increases FDI from US multinationals in our overall sample, labor cost have no

significant affect.13 In terms of the effects of corporate tax rates on FDI, Graham and Krugman

(1991) conclude from cross-sectional evidence that changes in tax rates in the US have not been

important in influencing the inflow of FDI into the US. A similar observation is made by Shah and
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Slemrod (1990) in a study of FDI in Mexico. Wheeler and Mody (1992) also report that taxes have

an insignificant impact on FDI by US multinationals. However, Grubert and Mutti (1989) find some

evidence for sensitivity to relative tax rates in a study of US multinational investment in Canada. Our

results are also rather mixed; corporate tax rates generally are insignificant, except for FDI by

Japanese multinationals in developed countries, where more favorable tax scores (lower tax rates)

significantly increase FDI.

V. CONCLUDING COMMENTS

To what extent do host country policies restrictive of foreign-owned subsidiaries result in

meaningful internalization costs that significantly retard FDI projects? Our analysis of BI policy

restrictiveness data offers some clues. Of the host country policies considered here, our results

suggest that import restrictions and local content requirements are the most important sources of

internalization cost for multinational firms. FDI by Japanese multinationals is found to be much more

sensitive to import restrictions and local content requirements relative to US multinationals, which

supports the argument that the Japanese keiretsu system features stronger vertical linkages with import

suppliers. These results may have policy implications for host countries that are molding policies to

attract FDI. The clearest result of our analysis is that countries attempting to attract FDI from

Japanese multinational firms should focus on relaxing local content requirements and investing in

infrastructure. The policy implications for attracting FDI from US firms are less clear.

One of the more surprising results of our analysis is that the marginal impact of expropriation

policy on FDI is insignificant. One plausible explanation is that by and large the countries in our

sample engaged in relatively little expropriation during this period; the mean country score for

expropriation was approximately 9 (out of 10 maximum) in the various sample; this was the highest

mean score of all the policy variables included in our sample. Moreover, the coefficient of variation
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for expropriation is only 5.6. It is possible that the relatively small variation in the generally

favorable expropriation policy observed in the countries making up our sample is not economically

significant.

Most empirical studies of the internalization hypothesis have largely focused on the issue of

control (e.g., advertised reputation goods, high technology goods). In contrast, there has been

relatively little empirical research addressed to the question of whether particular host country policies

restricting foreign subsidiaries of multinational firms imply internalization costs that in turn reduce

FDI flows. The difficulty of measuring the restrictiveness of individual host country policies directed

at foreign subsidiaries is a formidable barrier to such research, and one approach to this problem has

been to construct aggregate "country risk" indices.14 One recent empirical study of the

internalization hypothesis that has included aggregate policy measures is Gatignon and Anderson

(1988). They construct a "country risk" dummy variable based on the degree that "a country's

political, cultural, and economic environment threatens the stability of a business operation" (p. 315).

Thus in contrast to our work, which investigates policies directed at the activities of multinational

firms, their risk variable is not specific to the activities of foreign subsidiaries, and so raises costs on

domestic as well as foreign-owned firms.15 They sorted countries into high, medium, and low risk

categories, and found that the higher the risk category the lower the degree to which a foreign

affiliate was owned by a multinational firm. Importantly, they also found that a dummy variable

identifying the six countries with the greatest legal restrictions against foreign ownership also was

inversely related to FDI.16 Thus by estimating the response of FDI flows to policies restricting the

activities of subsidiaries, we provide a new approach to measuring internalization costs, and thus to

understanding the choice between direct investment, arms-length contracting, and other alternative

arrangements for organizing international transactions.
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hypothesis is rejected, we need to do away with the OLS estimates and rely on the REM.
Having established the presence or absence of country-specific effects, we test for whether

these effects are fixed or random by carrying out the Hausman test (see Hausman, 1978). The test is
based on the null hypothesis of no correlation between country-specific effects and the regressors in
the estimated equation. Under this null hypothesis the OLS estimate in the fixed effects model and
the GLS estimates in the random effects model are consistent, while under the alternative hypothesis
the GLS estimates are inconsistent. Consistency differences are diagnosed with the Hausman test.
Based on the outcomes of the LM and Hausman tests we report the results of the best fitting model.

List of Host Countries
The following is an exhaustive listing of the cross section of countries included in our

analysis. FDI by Japanese and US multinationals is studied over a common set of 29 countries. In
the estimation of FDI by Japanese multinationals we included the US as the 30th host country, as
omitting it would result in the omission of nearly 1/2 of all FDI flows by Japanese firms. To give
US multinationals symmetric treatment, Japan was included as the 30th host country.
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ENDNOTES

1. Presumably host country policy makers must trade off the benefits of encouraging FDI (e.g.,

expanded tax base) against the benefits of extracting value from foreign multinational firms (e.g.,

expropriation of subsidiary assets). See Raff (1992) for a theoretical treatment of this issue. We take

host country policies as given and determine their effects on FDI.

2 . We briefly discuss the transaction-cost literature on the multinational firm in section II below.

3 . The only other empirical study of which we are aware that has utilized this data set is Wheeler

and Mody (1992), and they focus on agglomeration economies rather than internalization costs.

4. See Ethier and Markusen (1992) for a detailed theoretical model addressing the FDI issues

associated with knowledge-based assets. Their model predicts integrated foreign subsidiaries based on

a complex set of factors including the importance of knowledge-based assets relative to physical

assets, discount rates, exporting costs, wages, and industry structure.

5. Firms may also choose to own foreign production facilities because of small numbers problems in

the host country. As Williamson (1975) has argued, unified ownership (FDI) may be an

organizational structure that minimizes the transaction-costs associated with opportunistic ex-post

renegotiations.

6. Specifically, we evaluate FDI by US and Japanese multinationals in a common set of 29

countries. For FDI by Japanese multinationals we include the US as the 30th country. We believe

there would be serious implications associated with ignoring the US as a host country for Japanese

FDI. For example, as Sakurai (1992) points out, by the latter 1980s the US absorbed nearly one-half

of all FDI by Japanese multinationals. To be symmetric, we then included Japan in the set of

countries in which we evaluate FDI by US multinationals.

7 . We used a base-10 logarithm for our transformation.

8. Like Wheeler and Mody (1992) we transform the scores to a 1 - 11 scale by adding 1 to each



value, to avoid taking the logarithm of 0.

9. Three of these — Export Requirements, Local Content Requirements, and Limits on Foreign

Ownership - are commonly referred to as "performance requirements" in the multinational firm

literature. The only internalization-cost policy variable in the BI data set that we did not include was

capital and profit repatriation controls. This variable is highly collinear with currency convertibility

restrictions, and so was omitted from the regressions.

1 0 . Because of the low number of time-series observations (7) on each individual country,

hypothesis tests regarding whether these correlation coefficients are significantly different from zero

have relatively low power. Nevertheless, the correlation coefficient for the Chile sample is significant

at below the 1 percent level, while that for the Philippines is significant at approximately the 13

percent level. None of the others are significant at near the usual levels.

1 1 . During the 1980s (the relevant time period for our empirical analysis), a substantial portion of

FDI by Japanese multinationals was largely intended to be a substitute for exports into the US and

Europe. As Sakurai (1992) states, "From the end of the 1970s Japanese FDI in industrialized

countries, mainly the US, had begun to increase. This shift in FDI had strong links with the frequent

trade conflicts that had begun to occur between Japan and the US in the late 1970s. In the latter

1980s, over 70 percent of Japanese FDI went to industrialized countries, with the US absorbing

nearly 50 percent of the total" (p. 102). Organized labor is a common source for the argument that

US multinationals are using FDI to create "export platforms."

12 . This correlation value was computed based on 30 countries including the US (the set of host

countries for Japanese FDI). When the correlation is computed based on 30 countries including Japan

(the set of host countries for US FDI), the correlation value is .07, which is not significantly different

from zero at the 10 percent level.

13 . Wheeler and Mody (1992) also find evidence that market size significantly increases FDI flows.



1 4 . One exception is a survey study by Schollhammer (1974), who contacted 140 multinational

firms from France, Germany, the UK, and the US, asking them to rank in order of importance over

75 country-specific factors. Of the transaction costs considered in the present study, all but import

restrictions were among the ten most important factors for US firms, while the rankings varied widely

depending on the national origin of the multinational firm. Interestingly, the transaction-cost factors

listed above were ranked much higher in importance by US multinationals relative to European

multinationals, with French firms being the most nonchalant.

1 5 . Similarly, Srinivasan (1992) has studied the effects of both traditional economic variables as

well as country risk measures on location decisions by multinational firms. He finds evidence that

country risk, export restrictions, and labor costs decrease short-run FDI flows.

1 6 . In a related vein, Murtha (1993) uses survey data to evaluate the effects of host country policy

inconsistency on multinational firms. Murtha finds evidence that the transaction costs of

subcontracting with subsidized local suppliers increase with host country inconsistency, as it may

cause suppliers to demand new contracts.














