
The
Importance of
Multinational

Enterprises

M

ultinational enterprises (NINEs) are business organiza-
tions that underpin much of the U.S. economy and the
international system of trade and investment. They are
increasingly global in their origins, sourcing, communi-

cations, production, and outlook. The foreign affiliates of MNEs
control a substantial portion of the world economy, perhaps as
much as one-quarter of all economic activity in their host
countries. Intrafirm trade, that is, goods and services exchanged
among parent companies and their foreign subsidiaries, may
account for more than 40 percent of U.S. imports and 35 percent
of U.S. exports. 1 Because they are so important and powerful,
MNEs evoke a wide range of concerns from home governments,
host governments, rival fins, and strategic partners.

Intensifying competition among firms in almost every sector
of the international economy is changing the structure of
multinational industry (see chapter 2). At the same time,
increasing competitiveness concerns and trade frictions
among nations have led to a heightened awareness of the
activities of MNEs. Because MNEs are the major force in
international trade and are deeply enmeshed in local economies,
they are influential in national politics and essential to industry.
But because they span national borders, many MNEs are less
concerned with advancing national goals than with pursuing

1

1 See notes 21,22, and 23 below. In 1990, worldwide sales of foreign affiites  in host
countries reached an estimated $5.5 trillion as compared with approxima tely $4 trillion
in total world exports of goods and nonfactor  services. See United Nations Conference
on Trade and Dexdopment, Frogramme  on Translational Corporations, World fnvest-
mertt Report 1993 (New York  NY: United Nations, 1993), p. 13.
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2 I Multinationals and the National Interest: Playing by Different Rules

objectives internal to the firm-principally
growth, profits, proprietary technology, stra-
tegic alliances, return on investment, and
market power. MNEs are highly flexible and
can take many different forms (see table l-l).

Congress is concerned about MNEs for several
reasons. In the broadest sense, the globalization
of business, transportation, and communica-
tions is disrupting the post-World War II
system of international trade and, in the
post-Cold War period, threatens to increase
trade friction among nations to unmanageable
levels. As tough talk on trade escalates between
the United States and its principal trading part-
ners, pressure builds for a coordinated response
from Congress, the Administration, and U.S.
business leaders. MNEs are increasingly the focus
of this debate because they are international
conduits of goods and services as well as major
providers of the technology, jobs, and capital that
support high standards of living in the industrial-
ized nations.

At a more fundamental level, Congress should
be concerned when the interests of MNEs, both
domestic- and foreign-based, increasingly di-
verge from those of the United States. Foreign
MNEs that penetrate U.S. markets, make few
investments, and drive local firms from the
marketplace cannot be considered national assets.
Affiliates of foreign-based MNEs that import
high percentages of complex parts for assembly
operations, that do not provide commensurate
pay, benefits, and training for American workers,
and that extract excessive subsidies from state and
local governments are not acting in the national
interest. Similarly, if a U.S.-based firm princi-
pally operates screwdriver assembly plants in the
United States, exports critical technology devel-
opment functions, and moves most or all of its
production facilities abroad to take advantage of
low wages and lax environmental standards, it
would not be acting in the Nation’s interest.

As a further complication, the distinction
between foreign and U.S. companies is breaking
down. As U.S.-based MNEs commit ever more

Table 1-1—Types of Multinational Enterprises (MNEs)

For purposes of this report, OTA has identified and analyzed
six principal types of MNEs. They are not intended to be rigid
or mutually exclusive, but instead to capture the major
differences that are relevant to the development of public
policy. The six types of MNEs listed below are described in
greater detail in chapter 2.

Resource-based MNEs
organize around the extraction of natural resources, or
agricultural products, and their processing for sale in
the industrialized countries.

Export-oriented MNEs
maintain the preponderance of their production and
R&D base in their domestic market. Export high
value-added products to other national markets, often
through intrafirm trade. Typically establish final
assembly, service, support, sales and marketing
operations abroad.

Regional MNEs
optimize their activities, including production, around a
regional market but have not yet achieved significant
sales and operations outside their region of origin.

Translational MNEs
have begun to locate production facilities globally, but
still depend heavily on their domestic market and
operations for their competitive position, economies of
scale and scope, key production operations, and R&D.

Global MNEs
replicate much of the full value-added chain, including
substantial product development and research
operations, in more than one national or regional
market.

Distributed MNEs
optimize the location of their sourcing, production, and
R&D on a global basis.

SOURCE: Office of Tdnology  Assessment, 1993.

resources to foreign affiliates, and foreign-based
firms produce and invest in America, the question
of what constitutes an American company for
purposes of public policy becomes even more
critical. The rapid expansion of the number and
scope of international strategic alliances among
MNEs adds complexity to this already difficult
question (see chapter 5).

What do nations want from multinational
enterprises? In the end, the United States wants
MNEs to conduct business here and interact
with local firms in ways that generate and
retain wealth and quality jobs within its
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borders. This is what all nations generally want
and increasingly demand from MNEs. For the
United States, it translates most immediately into
high-wage, high-value jobs for Americans, indig-
enous technology development, advanced manu-
facturing that draws on local talent, an expanding
tax base, and ultimately, generalized economic
well-being. The connection between the loca-
tion of technology leadership, both product
and process, and the health of national econo-
mies and living standards is becoming ever
more apparent to governments.

The answer to the policy question of what
should constitute an American company is tied
not so much to the ownership or home base of
particular MNEs, but rather to how a firm affects
the well-being and standard of living in the local
and national communities where it operates. In
this view, MNEs should be considered Ameri-
can if and when they act in the national
interest, and as American companies, they
shouId be entitled to a higher standard of
consideration.

The ultimate test of whether the United
States should contemplate requiring standards
of performance from foreign companies would
be its willingness to see the same standards
applied to U.S.-based firms operating abroad.
In that case, the objective would not be to
maximize benefits for the United States, but
rather to reach a balance in trade and investment
that did not confer large advantages on one nation
at the expense of others. Some analysts note that
creating such a regime would require joint devel-
opment of performance standards among the
principal trading countries, with the intent to
avoid unilateral actions that might heighten trade
conflict. Within that general approach, they
suggest, it would then be appropriate to require
foreign-based MNEs that enjoy the benefits of a
nation’s markets and national infrastructure to act
in ways that contribute to the national interest of
the host nation.

These concerns arise for two reasons. First, in
some industrialized nations, increasing global-

ization of research and development (R&D)
and production is detaching firms from their
national origins. As competition heats up within
the Triad of North America, Europe, and Japan,
many MNEs seek global economies of scale, and
efficiencies of R&D, production, sales, and serv-
ice, tied not to particular nations, but located
within different national markets around the
world. Because U.S. firms were first to globalize
their operations in large numbers, this process is
particularly pronounced for the United States.

Second, some very large firms organize their
operations around what might be termed a “glo-
balization’ strategy, that is, around vertically
integrated supplier networks, both in their home
base and with respect to their foreign assembly
operations. These MNEs tend to retain higher
value-added R&D and production functions at
home, and to export sophisticated parts and
components to their foreign subsidiaries. Typi-
cally, they exert strong influence over their
supplier networks, often requiring them to take on
substantial design and engineering responsibili-
ties, and help absorb losses when business is bad.
Many analysts associate this model most closely
with Japanese-based MNEs and their affiliated
keiretsu business groups. (See chapter 4 for a
discussion of the keiretsu system.)

Most corporate managers and analysts argue
that setting up the full value-added chain in all
principal markets-from R&D through manufact-
uring and after-sales service-would be highly
inefficient and probably impossible, given exist-
ing networks of facilities and supplier relation-
ships. The trend, they contend, is precisely the
opposite, toward dispersed sourcing and greater
international division of labor at all levels of
business operations. Many managers believe
they cannot remain competitive unless they
have access to low-cost components, high-
quality labor, and flexible production arrange-
ments-wherever and whenever these are avail-
able. These concerns cannot and should not be
taken lightly.
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But these concerns can also be overempha-
sized. They reflect the needs of managers in
particular companies to meet specific corporate
objectives. And they do not give sufficient credit
to the ability of MNEs to adjust and reconfigure
to meet changing economic and political condi-
tions. The U.S. economy (or any other, for that
matter) cannot remain competitive unless MNEs
that sell and conduct business in America also
contribute to its research and technology base,
employment, manufacturing capabilities, and
capital resources. (See chapter 6 for a discussion
of MNEs and international capital markets.)

Recognizing these requirements, many indus-
trialized countries have imposed local content
rules and have set up technology promotion
programs that encourage companies to implement
strong local commitments. Such rules have de-
creased penetration of key sectors in several
European countries by Japanese exports, and have
forced U.S. and Japanese companies to adopt
more locally oriented production strategies as a
condition of market access. Surely there must be
some balance or compromise that can be reached
between maximizing efficiency at the level of the
firm, and the needs of host governments to ensure
that firms act in ways that contribute to national
well-being.

Although companies and governments may
pursue different objectives, the interests of MNEs
and those of nations are not necessarily incompat-
ible. Governments can and do offer inducements
or impose sanctions that encourage MNEs to act
in ways that further the national interest. And
companies, for their part, can adjust their ap-
proach, commitment, and investments to meet
local economic and political conditions, particu-
larly if constraints and opportunities are applied
fairly and uniformly.

Problems occur when the rules of different
nations that affect MNE behavior diverge from
one another, or when one nation favors MNEs
based in its own territory, or discriminates against
the products and affiliates of foreign-based fins,
and the target country does not. Solutions may lie

Figure l-l—Percent Shares of Employment, Sales,
and Total Assets of Foreign Affiliates in the United

States and Japan, 1989
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SOURCE: Ministry of International Trade (MITI), “Measures for Pm
motlng Foreign Direct Investment in Japan,” January 1992, ohart 6; as
taken from MITI,  “Survey of Foreign Affiliates in Japan”; Ministry of
Finance (MoF),  “Corporate Business Statlstlcal  Annual Report”; U.S.
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either in no discrumination or in reciprocal and
equal discrimination. The key is to keep the
system of MNE business from interacting with
the system of nation states in ways that create
unfair advantages for some national econo-
mies at the expense of others or, in the extreme,
set one nation against another. Despite recent
progress at the 1993 G-7 Economic Summit,
obstacles to harmonizing trade and investment
regimes remain substantial.

The present system of international trade and
investment can be characterized as one in which
the interests of nations and MNEs have been
drawn too tightly (as in Japan) or, conversely,
have been allowed to drift too far apart (the U.S.
case). This is the result of basic asymmetries, both
in the different national systems of policy that
regulate trade and investment, and in the organi-
zation of business (and business practice) within
the Triad of modern industrial economies. Ulti-
mately, widely divergent policy systems and
business practices among trading nations may
disrupt the international economy.
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At one extreme, the United States has permit-
ted and encouraged foreign companies to take
advantage of extraordinary access to its markets
for trade and investment purposes. Even in the
automobile sector, for example, where voluntary
export restraints were employed in the 1980s to
limit Japanese imports, the United States permit-
ted unfettered foreign direct investment (FDI),
which helped the Japanese automakers capture
even more of the U.S. car market. Thus, foreign
affiliates in the United States account for a
signtificant share of total U.S. assets, sales and, to
a lesser extent, employment (see figure l-l). In
1992, Japan’s direct investment position in the
United States reached $96.7 billion, exceeding
that of any other nation,2 (Chapter 3 discusses
FDI and the special case of Japan.)

Moreover, the United States has constrained
the cooperation of competing U.S. companies
through pervasive antitrust legislation and litiga-
tion. For much of the post-World War II period,
the United States championed the system of free
and open trade, and to that end, tolerated some
unfair trade practices of both developing and
industrialized nations. 3 Foreign-based MNEs,
operating from a protected home base, have
amassed capital and technology sufficient to
mount highly sophisticated and successful
assaults on key elements of important Ameri-
can industrial sectors and markets, such as
automobiles, machine tools, semiconductors, and
consumer electronics. At the same time, they have
also contributed to the quality and low cost of
goods available in the United States. In the auto-
mobile sector, there is no doubt that the competi-
tive challenge of Japanese auto companies has
forced improvements in product quality and
production efficiency at GM, Ford, and Chrysler.

Figure l-2—inward Flows of Foreign Direct
Investment into Selected Countries, 1981-1992
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SOURCE: Organization for Economic Cooperation and Development
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1980s (Pans, 1992), p. 15, table 3; OECD,  Rnancia/  Market Tren&,
June 1993, p. 44, table 1.

At the other extreme, Japan has restricted
foreign investment and imports, and has permit-
ted foreign MNEs limited access to its markets,
typically only through joint ventures with Japa-
nese partners.4 (See figure 1-2 for a comparison of
FDI flows into Japan and several other Organiza-
tion for Economic Cooperation and Development
(OECD) countries, and figure 1-3 for a compari-
son of the domestic sales of foreign affiliates in
the same countries.) Proprietary technology has
often been extracted as a condition of market
access. As a prominent Japanese industrialist
wrote in 1993, “Japan has much to do to open
its domestic market. . . Although overt protec-
tionism has been curbed, it is clear that many

2 U.S. Department of Cornmeree, Bureau of Economic Analysis, “U.S. Net Investment Position, 1992,” press release, June 30, 1993, p.
8 and table 3. See fig. 3-3 inch. 3 of this report.

s For a survey of foreign trade barriers, see (If&e of the United States Trade Representative, Z993  Trade Estimate Report on Foreign Trade
Barriers, Mar, 31, 1993.

4 For a description of unfair trade practices directed toward Japa see Industrial Structure Council, Uruguay Round Committee,
Subeomrnittee  on Unfair Trade Policies and Measures, Report on Unfair Trade Policies by Major Trading Partners, May 11, 1993. The
Industrial Structure Council is the official advisory body to the Japanese Minister of Internatiorud Trade and Industry.
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Figure 1-3--Foreign Affiliates’ Share of Domestic
Sales In Selected Countries, 1986
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SOURCE: C. Fred Sergsten  and Marcus Noland,  Reconu/ab/e Differ-
ences? United States4aparJ  Eeonornlc  Conflict (Washington DC:
Inetitute  for International Eeanomice),  1992, p. 66, table 3.3.

foreign products still have trouble with entry
into and distribution in the Japanese mar-
ket.”5 Foreigners have often found it extremely
difficult to invest in Japan, whereas Japanese
investors have found many opportunities abroad.
(See figure 1-4, which shows the trends in the
position of inward and outward Japanese foreign
direct investment, and figure 1-5, which offers a
comparison of inward and outward direct invest-
ment in selected countries on a per capita basis.)
In Japan, then, the conception of national interest
is tightly coupled to preserving market and
investment opportunities for Japanese-based com-
panies, although in recent years, “overt protec-
tionism’ has played a less important role than
nontariff and structural barriers to foreign prod-
ucts and investment.

The policy questions turn on two issues: l)how
to achieve a rough balance between the needs of
MNEs to achieve global efficiency on the one
hand, and the need of nations to retain technical
and industrial competitiveness on the other; and
2) the exact mechanisms to be deployed for the

distribution of advanced R&D and manufacturing
capabilities among competing economies.

Greater coordination among the advanced
industrial nations is probably required to
harmonize the rules of business and of trade
and foreign investment. Until that can be
accomplished, however, Congress may wish to
consider a range of policy instruments based on
the notion of specific reciprocity. Such policies
could facilitate the transition to a more global and
internationally consistent set of rules for the
conduct of international business. (Specific recip-
rocity is addressed in the Policy Discussion
section at the end of this chapter.)

BACKGROUND AND
CONSIDERATIONS

As technology and

ADDITIONAL

industrial power diffuse
around the globe, fewer of the largest MNEs (as
ranked by sales) are based in the United States
(see figure 1-6). Since the late 1960s, U.S.-based
companies have dropped steadily from the list of
the 500 largest fins, at a rate of about 6 firms per
year or about 150 firms altogether. They have
been displaced largely by Japanese firms. During
the same period, however, the number of European-
based MNEs on the list increased moderately, and
in 1991 edged past the number of U.S. firms. The
aggregate sales of U.S.-based companies on the
list were also exceeded in 1991 by the Europeans,
and competition from the Japanese companies
continued to escalate (see figure 1-7).

Foreign MNEs, primarily based in Japan and
Europe, have thoroughly penetrated most sectors

of the U.S. economy, putting pressure on indige-
nous firms, acquiring some, weakening many,
and forcing others to become more efficient or
exit the competition. This pattern is reminiscent
of the extension of U.S.-based firms to European
markets in the 1960s. Nevertheless, sustained
concern has focused on the activities of Japanese-
based MNEs in the United States, ranging from

5 Akio Morita,  ‘“Ibward a New World Economic Order, ’ The Atlantic Monthly, June 1993, pp. 90,96.
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Figure 1-4-Japanese Direct Investment Position Abroad and Foreign Direct Investment Position
in Japan, 1980-1992
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SOURCE: MITI,  “Measuree  forl%motlng  Foreign Direct Investment in Japan, ’’January 1992, charts 1 and 3; Bank of Japan, &lance  ofhfon?hly
Payments, March 1993.

Japanese investment in small, high-technology
start-ups and university research programs, to the
domination of whole industries by Japanese-
based MNEs (see chapter 4). While U.S. firms are
major players in most industries in Europe, they
have, with some important exceptions, faced
significant barriers to investing and gaining
market share in Japan.

The competitiveness of U.S.-based MNEs is
not necessarily the principal concern. Many
analysts contend that the issue of national owner-
ship or origin of firms is less important than the
contributions that all firms, foreign and domestic,
make to a nation’s economy. In this view,
governments should be concerned with funding
basic research, educating a skilled workforce,
improving infrastructure, and providing a stable
fiscal and monetary environment attractive to
MNEs. In practice, however, governments have
structured trade, investment, financial, monetary,
and industrial policies to benefit their economies
and to create advantages for their firms, both at
home and abroad.

This has led to broad asymmetries and increas-
ing divergence in the national policy regimes of
Europe, the United States, and Japan that, taken

together, constitute the rules of the game for the
conduct of multinational business. In the area of
foreign direct investment, to cite one example, the
United States and Britain typically have applied
free market principles to the inward and outward
flow of investment capital. The other major
trading nations, particularly Japan, have imposed
a variety of restrictions and conditions on FDI.
While France and Italy have consistently applied
limitations, Japanese restrictions appear to be
qualitatively different and even structural in
character.

MNEs, for their part, have responded to asym-
metries in market access or ease of investment by
configuring their operations differently, for ex-
ample, by engaging in minority joint ventures or
licensing technology and marketing rights to
indigenous firms in more exclusive national
markets. But asymmetries in the rules of multina-
tional business have not affected all firms to the
same degree. MNEs based in Japan, for example,
enjoy easy access to both Japanese and American
markets, but many U.S.-based MNEs, while
facing barriers in Japan, must still battle Japanese
and European competition for market share in the
United States. Such imbalances in market access
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Figure 1-5-Per Capita Inward and Outward Direct Investment Position in Selected Countries, 1990
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and in national treatment are partially reflected in
the stubborn U.S. trade deficit with Japan, which
has persisted despite substantial devaluation of
the dollar against the yen. The concern is that in
some nations, sanctuary markets have been pre-
served for indigenous fins, and that the partici-
pation of foreign-based companies, far from
being free and open, has been structured to serve
the host government’s conception of the national
interest.

The question arises: Why has the United States
tolerated asymmetries in market access and in-
vestment with some of its trading partners, when
such practices create disadvantages for U. S.-
based MNEs and, in the long term, can inflict
damage on important sectors of the U.S. economy
and technology base? The answer is part history
and part ideology, and goes beyond the question
of MNEs. In the immediate post-World War II
decades, the U.S. economy and technology base
dominated the world. The United States champi-
oned the system of free and open international
trade, in large measure by opening its own
economy to imports and foreign investment, even
if nations with less developed economies did not
reciprocate. Since many companies in Europe and
Japan could not have withstood head-to-head

competition with U.S.-based MNEs, foreign coun-
tries with recovering economies took steps to
protect and subsidize infant industries, establish
trade barriers, and regulate FDI.

Policymakers in the United States tended to
view these developments as necessary for the
recovery of the war-torn European and Asian
economies, and for the establishment and mainte-
nance of a global trading system that could
support an increasing gross domestic product
(GDP) and standard of living in both advanced
and developing nations. For over three decades,
the Bretton Woods system generally increased the
wealth of the advanced industrial nations, and
enabled remarkable economic progress among
newly industrialized countries.

But since the early 1970s, the technology assets
and industrial power of Japan, and to a lesser
extent Europe, have grown to challenge and even
surpass the United States in many areas. During
the 1980s, the commitment to free and open trade,
and the fear of igniting trade wars or a globa1
recession, limited U.S. policy initiatives to a
patchwork of ad hoc, protectionist policies. These
were often designed to aid U.S. firms in industries
like steel, textiles, automobiles, and machine
tools, and culminated in the Super 301 provisions



Chapter l–The Importance of Multinational Enterprises | 9

Figure 1-6-World’s 500 Largest Firms by Region
of Origin, 1966-1991
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of the Omnibus Trade and Competitiveness Act
of 1988.6 Despite these measures, for most of the
1980s, the U.S. manufacturing base continued to
erode and the U.S. standard of living slipped, both
in absolute terms and relative to our major trading
partners. 7

Concern about MNEs is heightened when firms
based in a single nation or region appear to win
more than their expected or fair share of the global
economy, and the suspicion persists that national-
ist policies helped them to do so. In the late 1960s,
for example, European journalists and policymakers
warned that if the ‘‘invasion” of Europe by
American MNEs was not stemmed, Europe would
become a subsidiary, with industrial and techno-
logical development directed by MNEs based in
the United States. In words echoed in recent

1966 1971 1976 1981 1986 1991

NOTE: Sales are calculated in nominal dollars. Some analysts suggest
that this figure would be less dramatic if adjusted for exchange rate
fluctuations.

SOURCE: OTA database compiled from annual reports, Fortune 500
International, and Standard and Poor’s Register.

discussions of Japanese investment in the United
States, one journalist described the “assault” in
Europe by U.S.-based MNEs: “Most striking of
all is the strategic character of American indus-
trial penetration. One by one, U.S. corporations
capture those sectors of the economy most
technologically advanced, most adaptable to
change, and with the highest growth rates. ’

This view helped mobilize government poli-
cies intended to foster indigenous European
technology development and industrial competi-
tiveness. Most of the major industrial powers of
Europe created national champions, protected
their infant industries, restricted inward FDI,
sponsored government-funded R&D programs,
and subsidized essential industries. This pattern
continues within the European Community (EC),

6 Super 301 authorized the U.S. Trade Representative to retaliate against trading partners for persistent unfair trading practices, but has now
lapsed due to sunset provisions in the 1988 legislation,

7 On the erosion of the U.S. manufacturing base, see U.S. Congress, office of Technology Assessrnen~  Making Things Betier: Competing
in Manufacturing, OTA-ITE-443  (Washingto@  DC: U.S. Government Printing Office, February 1990); and on the relative decline of the U.S.
economy, see U.S. Congress, OffIce of Technology Assessment Competing Econonu”es: America, Europe, and the Pacific Rim, O’IA-lTE-498
(Washington DC: U.S. Government Printing OffIce,  October 1991).

8 Jean-Jacques Servan-Schreiber,  The American Challenge (New York NY: Anthenium, 1968), p. 12.
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with the implementation of EC directives that
extend R&D subsidies and preferential govern-
ment procurement to EC firms. That these poli-
cies encourage firms to establish production
within the EC is supported by evidence of the
continued high rate of FDI, despite recessionary
conditions. 9

In contrast, the U.S. Government appears not to
have articulated a strategic concept of the national
interest. It has, instead, continued to define the
national interest in terms of the more global
objective of promoting free and open trade and
investment among the advanced industrial nations-
and has deviated from these principles only under
extreme pressure from special interests. As the
U.S. technological and industrial lead diminishes
relative to its trading partners, this approach is
proving more difficult to sustain.

The interests of all nations ought to be fairly
straightforward-quality jobs, a rising standard
of living, technology and industrial development,
ensured rights of workers and consumers, and a
high-quality environment at home and globally.
But the interests of nations diverge when there is
a zero-sum economic game; for example, during
a sustained global recession, or when one or more
advanced industrial nations adopts a mercantilist
perspective on world trade. They can also diverge
over time when differences in the policy systems
of disparate nations or regions become too
extreme, when the principle of national treatment
is applied by some states and not by others, and
when MNEs doing business in one country can
operate with considerably more latitude than in
other countries.

As compared to nations, the interests of MNEs
are far more situation-oriented and linked to
opportunity. The specifics differ from industry to
industry and from firm to firm within particular
sectors. Because of their internal flexibility and
ability to adapt to external circumstances, MNEs
can reconfigure their operations and assets to

meet the requirements of markets and host
governments around the world. Increasingly they
seek skilled labor, intellectual resources, finished
components, capital, and physical infrastructure
in different national jurisdictions. In this sense,
they are well-equipped to deal with the various
asymmetries among the policy regimes of Eu-
rope, Japan, and the United States. What they fear
most is unpredictable change, change that can
take the form of shifting market factors, govern-
ment regulation, or labor relations-such as the
violent labor upheavals in South Korea in 1988
and 1989. Such changes can force MNEs to
abandon established strategies, and thereby inter-
nalize the costs of adjustment, either as direct
financial losses or as lost opportunities. Firms
desire what only nations can provide: a stable and
predictable political and economic environment
conducive to international business.

In specific cases, the interests of MNEs and
nations may diverge sharply. From a firm’s
perspective, moving assets abroad may be neces-
sary to meet competition that has access to
lower-wage labor, less onerous taxes, govern-
ment support for R&D, or even a protected home
market. But from a policy perspective, the firm
may represent part or all of a key national asset.
Because of their ability to adjust to a wide range
of external factors, many MNEs can play one
national political jurisdiction off against another.
Their motivation to do so may increase as global
competition heats up and once-proprietary tech-
nologies become widely diffused around the
world.

Some analysts believe that globalization of
MNEs may collectively exert a steady downward
pressure on wages, environmental standards,
health and safety, and worker benefits. Some are
concerned about the erosion of democratic princi-
ples, as decisions made in corporate boardrooms
and among trade negotiators increasingly affect

g FDI flows into the EC from non-EC countries were apprmi.mately  $86 billion in 1990, $67 billion in 1991, and $70 billion in 1992
(estimate). Bank for International Settlements, 63rd Annual Reporr, 1993.
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workers and consumers around the world.l0 This
scenario echoes the more parochial conditions of
19th century America, when one state lost major
firms or whole industries to another state. The
difference today is that the winners might not
reside in the United States.

While the social impact of MNEs is not the
focus of this study, policymakers are finding that
the debate increasingly extends beyond narrow
questions of economic advantage. As the Euro-
pean nations are now discovering, the dynamics
of cost competition in the global economy can set
up a basic and continuing conflict with the social
standards long advocated by governments in
industrial societies. These include worker bene-
fits, environmental quality, and progressive tax
codes, among others. To the extent that global
finance and production function in a relatively
unregulated environment, this conflict may be
inescapable, not just for the United States but for
competitor nations as well. The Office of Tech-
nology Assessment (OTA) has recently addressed
these issues with regard to the proposed North
American Free Trade Agreement.11

The structure of multinational industry is
undergoing a transformation, and it is transform-
ing national economies with it. The change is
characterized by globalization of markets and
some fins, widespread excess capacity in mature
industries, a tendency toward consolidation in
many (but not all) sectors, deepening interna-
tional cooperation and competition among fins,
decreasing product-cycle times, and rapidly esca-
lating costs of technology development. The
potential consequences of these changes are
unclear. Nevertheless, many NINEs appear to be
moving toward a more widely distributed pattern
of sourcing, foreign investment, and strategic
alliances with other firms. (See chapter 5 for an
overview of international strategic alliances.)

Their reasons are complex: some seek to
optimize global resources, some to hedge against
unfavorable national policies; others hope to
reduce technical, financial, and market risks.
Responding to these changes presents enormous
challenges both to nations and to companies. The
principal concern is that MNEs are too impor-
tant to national and global well-being to have
this process proceed in a totally ad hoc man-
ner, and that doing so could lead to economic
dislocation and heavy costs of adjustment for
nations and companies alike.

ABOUT THIS REPORT
This report is the frost publication of OTA’s

assessment of Multinational Firms and the U.S.
Technology Base. It was requested by the Senate
Committee on Commerce, Science, and Trans-
portation and the Senate Committee on Banking,
Housing, and Urban Affairs. The major findings
of this report are presented immediately follow-
ing this section. Although the findings suggest a
number of policy options, this chapter does not
propose specific policies for congressional con-
sideration, but instead it presents a framework for
a discussion of new and largely untried ap-
proaches to international trade and investment.
The final report of this project, to be published in
1994, will propose specific policy options in the
context of particular industries.

The goal of this assessment is not to formulate
a series of unilateral national regulations, al-
though that course should not be dismissed out of
hand, but to suggest a framework for concerted
multilateral action to construct a system of
international commerce--one that constrains mer-
cantilism, balances interests among nations and
between nations and fins, and facilitates busi-
ness conditions conducive to international com-
merce. Fundamental to such a system is the

10 will~  Greider,  who  will  Tell  the people: The Betrayal of Amen’can Democracy (New York, NY: shOII  & Schust~,  1992),
pp. 377-378.

11 us, conwe~~,  Office of T&~o]og Assessment,  u,s..&fe<~ico Trade: pul/inL,  Apart or I’ull;ng Together?, 1~-545 (w~hitlgto~  DC:
U.S. Government Printing Office, October 1992).
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maintenance of a high standard of living in the
industrialized world and the continued improve-
ment of less developed economies. This would
have to be accomplished in the context of the
protection of the rights of labor and convergence
toward higher environmental standards through-
out the world.

The problems besetting the system of interna-
tional business and trade are exceedingly com-
plex. The structure of multinational industry is
evolving far more rapidly than the rules that
govern its conduct. And, as already stated, the
policy approaches of major industrialized nations
have diverged significantly in ways that may
ultimately undermine the post-World War II
system of international trade and investment.
With these thoughts in mind, this first report
should be read as a primer, which develops a
common understanding around which future pol-
icy issues and choices can be articulated.

The body of the report, chapters 2 through 6,
describes and analyzes some of these issues,
starting with an overview of the way in which
multinational industry is organized and has devel-
oped over the past 25 years (ch. 2). Chapter 3
provides a comparative framework upon which to
evaluate worldwide foreign direct investment.
The chapter analyzes the critical policy differ-
ences between the United States, Japan, and the
European Community, as well as the costs and
benefits of the current U.S. policy of national
treatment. The difficulties presented to foreign
firms trying to invest in Japan are provided as a
special case. Chapter 4 concentrates on the
activities of Japanese MNEs in the United
States-activities that have been the focus of
discussion and congressional debate over the past
several years. Chapter 5 addresses the growth of

strategic international business alliances, and
their implications for the evolution and regulation
of multinational commerce. The final chapter
traces the emergence of global capital markets
during the past two decades and examines some
of the principal implications for MNEs and
policymakers. Each of the chapters begins with a
brief summary that is followed, when appropriate,
by the major findings of the particular chapter.

This report concentrates on large-scale MNEs,
many of which appear on the Fortune 500
international list, although it does not exclude
analysis of smaller companies with overseas
subsidiaries. The OTA database, on which several
of the tables and figures rely, is comprised of
basic statistics on the 500 largest MNEs in the
world .12 The emphasis on large MNEs stems from
their ability to marshal tremendous economic,
technological, and political resources. Some of
these companies can mobilize technology on a
scale matched by only a few nations. Individually,
some MNEs are powerful enough to affect
significantly the balance of trade among nations
in particular industries.

The report also concentrates on manufacturing
NINEs, although it does not exclude services or
other sectors of international commerce .13 This is
due to the critical linkages among technology
development, advanced manufacturing, and the
competitiveness of nations, as well as the estab-
lished concerns about the relative decline of
manufacturing in the United States.14 It is also
partly in response to concerns expressed about
manufacturing by the congressional committees
that requested this assessment. This report draws
extensively on the analysis and findings of
previous OTA work, particularly on Competing
Economies, which addressed America’s com-

IZ me ~~~e, WMA con~ abut 40,000 data pints, was drawn from three sources:  StdStiCS  publkki  from 1%6  UKOU@ 1991 fi the
Internationid  Fortune 500 List; data purchased from Standard& Poors;  and data culled from over 500 annual reports of major corporations.

13 For  m ove~ew of the s~i~ sector,  see U.S. Congress, Office of Technology Assessmen4 Internafi”onal competition  itI i$e?VkeS,
OTA-ITE-328 @ihShi@O~  DC: U.S. hV ernment Printing 0f31ce,  July 1987).

14 ~r mom dew on problems associated with manufacturing in the United States, see Muking Things Better, op. Cit.,  fOOtQOte  7.

15 Competing Economies, op. cit., foo~ote 7.
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petitiveness problems as compared with Japan
and the European Community .15

MAJOR FINDINGS

Finding 1:
The modern MNE is a highly flexible and

adaptable form of business organization. It can
take many different forms (see table l-l). MNEs
configure and reconfigure their operations to
meet diverse requirements, including those
imposed by different governments, or to take
advantage of opportunities and inducements
offered to them by governments.

Finding 2:
Technology differences have decreased among

competing firms since the late 1960s. The abso-
lute technology superiority of an IBM, AT&T, or
Boeing has been offset by the rise of capable
competitors worldwide. The traditional U.S. ad-
vantages of privileged access to broad, deep, and
liquid capital markets, as well as large economies
of scale and scope, have similarly leveled off. In
this context, the policies and actions of govern-
ments may be decisive in determining which
MNEs prosper in global competition. At a
minimum, they will influence both which com-
petitors will succeed and where state-of-the-art
technology development and manufacturing take
place.

Finding 3:
The structure of the MNE system is chang-

ing rapidly. Excess capacity and increasing
competition are leading to consolidation and
shakeout in many global industries such as
consumer electronics, automobiles, pharmaceuti-
cals, and steel. A coherent system of international
trade, investment, and monetary polices has not
emerged to meet the challenges of the global
economy.

Finding 4:
Instead, broad asymmetries in the policy

regimes of the major trading nations have
developed-especially market access, foreign
direct investment, financial, and industrial
policies related to the activities of MNEs. These
asymmetries, when combined with major shifts in
the global economy and protectionist responses to
them, contribute to increasing trade frictions and
tensions in international relations.

Finding 5:
Public policies and private sector initiatives

have combined to restrict foreign direct invest-
ment in some OECD nations to a level far
lower than that of others. (See figure 1-8.) In
Japan, for example, the ratio of outgoing to
incoming FDI in 1990 was 20 to 1 as reported by
Keidanren, Japan’s premier business associa-
tion.l6 The Japanese Government has acted both
to assist domestic firms and to ensure that the
domestic economy remains self-sufficient in des-
ignated industries and technologies. Some ana-
lysts suggest that the climate for FDI in Japan is
improving, in part due to efforts by the Japanese
Government. But the increase in FDI into Japan
is moderate, and the evidence of real opportuni-
ties for foreign investors in Japan is inconclu-
sive. 17

Finding 6:
Governments remain influential in dealing

with MNEs. The U.S. Government, however, has
opted to minimize its influence over many aspects
of MNE behavior in the United States. This
attitude, as reflected in government policies, is in
stark contrast to Japan and several EC member
states. Twenty-five years ago, the United States
was the center of gravity for world commerce and
technology development. Today that center is
slipping away, as foreign MNEs increase their
penetration of U.S. markets and U.S.-based MNEs

16 K~&~co~&  OnkitHMtI“onal Industrial CooperatiorL  ‘Y.rnprovernentof  the Investment Climate and Promotion of Foreign Direct
Investment Into JaptQ” Oct. 27, 1992.

17s= C. Fred Bergstcnand Marcus Noland, Reconcilable Differences? UnitedStates-Japan Economic Conflict (Washington DC: Institute
for International Economics, June 1993), pp. 81-82.
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Figure 1-8-Ratio of Direct Investment Abroad to
inward Foreign Direct Investment

in Selected Countries, 1990
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shift their attention and assets to expanding Asian
markets and Europe. The U.S. Government has
not developed sophisticated and flexible policy
instruments or the institutional capacity to ad-
dress this shift.

Finding 7:
Many MNEs are increasingly “multi” and

less “national” than in the past; there appears
to be a growing divergence of national needs
and the needs of these MNE organizations.
This finding is less true of Japanese and some
European-based MNEs, where companies tend to
retain a stronger national identity. In the Euro-
pean case, some major MNEs are owned or
directly subsidized by the state. In Japan, formal
government policies and informal administrative
guidance-as well as the signals effectively
embedded in the structure of business networks—
have encouraged companies to consider and act in
the national interest.

Finding 8:
The interests of U.S.-based MNEs frequently

diverge from the U.S. national interest at least
in part because the U.S. Government has not

specified what that interest is. In the past, the
U.S. Government defined the national interest in
abstract and international terms, as the mainte-
nance of free and open trade, with the understand-
ing that an expanding global economy means a
rising standard of living for all major trading
nations. Several high-ranking corporate officers
told OTA that in order to survive, they are taking
actions they believe are not in the national
interest, including selling off key U.S. assets and
placing R&D facilities and advanced manufactur-
ing plants abroad.

Finding 9:
U.S.-based firms no longer dominate the list

of the largest MNEs. This decline reflects in
part the relative decline of the U.S. economy
and the rise of Japan. Of the 500 largest NINEs
in the world today, 157 are based in the United
States, 168 in Europe, and 119 in Japan. In the late
1960s, 304 were U.S. companies, 139 were
European, and 37 were Japanese. Of the 147 new
foreign-based firms on the list, 82 are Japanese,
29 are European, and 36 are spread among 14
additional nations (see figures 1-6 and 1-7). The
steady rise in the number of foreign-based MNEs
is exerting pressure on U.S.-based companies and
on the viability of important industrial sectors in
the United States.

Finding 10:
The number and importance of interna-

tional strategic alliances (ISAs) are increasing
rapidly, but their overall significance is not
well-understood. This trend is partly a result of
intensifying international competition in many
industries, and partly a result of dramatically
escalating costs associated with technology de-
velopment and bringing new products to market.
There is concern that strategic alliances may
weaken U.S. technology leadership in some
industries by transferring technology to foreign-
based firms. Conversely, some analysts cite the
beneficial transfer of process technologies to the
United States, particularly from Japanese-based
manufacturing fins. In industries and product
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areas characterized by high barriers to entry and
oligopolist competition, ISAs may present the
potential for cartelization and even collusion
among alliance partners. Until such time as
egregious examples are brought to light, compa-
nies involved in strategic alliances will have to
exercise a discipline of self-restraint.

Finding 11:
For an increasing number of firms, multina-

tionalization represents a strategic response to
a changing financial environment character-
ized by rising international capital flows, more
open capital markets, expanded financing op-
tions, and volatile exchange rates. Because they
have diversified operations in a number of na-
tional jurisdictions, many firms can take advan-
tage of remaining regulatory and tax differences
to hedge some of the risks created by increased
financial uncertainty. Notwithstanding such strat-
egies, productive new investments can still be
undercut by the complexity of risk management
in rapidly changing national and international
markets.

Finding 12:
Many U.S.-based MNEs have learned to

optimize their operations on a regional or
global basis. It is, therefore, likely that move-
ment toward a more managed trading system
or a more highly regulated financial environ-
ment could force firms to adapt and reconfig-
ure their operations.

Finding 13:
Japanese MNEs have used both domestic

government support and the support of the
keiretsu corporate ties to move aggressively
into U.S. markets in numerous key sectors
such as autos, semiconductors, and consumer
electronics. They have drawn effectively on the
technological resources of U.S. assets such as
innovative small firms and world-class university
research.

Figure 1-9-U.S.-European Community Direct
Investment Position, 1980-1992
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POLICY DISCUSSION
Asymmetry in the national policies that influ-

ence MNE trade, investment, and market access
among Europe, Japan, and the United States is
stark. European governments, caught in the inter-
section of national sovereignty and the evolving
rules of the EC, often vacillate on trade and
investment issues between promoting policies
that tend toward closure and others that stress
bilateral reciprocity.

It is difficult to generalize about a European
position because countries vary in the policies
they promote. French and Italian initiatives often
place conditions or restrictions on trade and MNE
investment, while the British seek greater access,
at least in FDI. In the aggregate, however, the
European direct investment position in the United
States is comparable to the U.S. direct investment
position in the European Community (see figure
1-9). Even though German governments have
consistently advocated an open trade and invest-
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ment system, they nevertheless often acquiesce to
French and Italian demands for constraint of
imports, foreign investment, and the activities of
foreign-based MNEs. Many German firms have
enjoyed the best of both worlds, as exporters and
advocates of free trade on the one hand, and as
beneficiaries of European protectionism on the
other?

Japanese behavior bears little comparable am-
bivalence. Successive Japanese governments have
favored or tolerated market closure in both trade
and investment since 1945—to the increasing
detriment of many foreign-based MNEs. In recent
years, many formal legal barriers have come
down, but structural ones have increased, offset-
ting the legal gains. Although Japan has liberal-
ized outward FDI, joint ventures remain the
principal avenue of market access for U.S.-based
MNEs. These often involve minority investment
positions for the U.S. partner, a significant
transfer of American-origin technology to Japa-
nese concerns and, on occasion, apparently preset
limits on the market share the joint venture
company can attain in Japan.18 At the same time,
some Japanese affiliates in the United States have
transferred important management techniques
and process-related technologies to U.S. compa-
nies. Figure 1-10 shows the disparity in the
U.S.-Japan direct investment position over the
past decade.

Both the structural impediments that exist in
the private sector, and the reluctance of many
foreign-based MNEs to commit resources to
overcome de facto barriers to investment and
trade, contribute to the failure of many U.S.-based
MNEs to achieve a credible and commensurate
presence in Japan. There is, nevertheless, growing

Figure I-l O-U.S.-Japan Direct Investment
Position, 1980-1992
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evidence that many problems faced by foreign
firms in Japan could be alleviated by concerted
action on the part of the Japanese Government,
and there is increased interest in pursuing a more
activist approach that includes quantitative goals
for U.S. trade and investment with Japan, both in
the U.S. Government and the private sector.l9 In a
recent example, foreign-based firms achieved
20.2 percent penetration of the Japanese semicon-
ductor market in the fourth quarter of 1992—in
large measure due to administrative guidance
promulgated by Japan’s Ministry of International
Trade and Industry (MITI).20

The relationship between translational invest-
ment and trade is the subject of much recent

113 Several ~mp~es told OW tit fheir Japanese joint venture operations have been limited to a Specific  IIMUht h.
19 Cowfl  on Comwtitivene55,  Ro~map  for ResuIts:  Tr~e policy, Technology a& Ame~”can Compt?fitiw?rwm (Washington ~;: June

1993), pp. 1011.
m ~~uwntieco~lmion  of~e [20pmcent  semiconductor] agreement, the Japanese Government attempted fianti~ya ~ries Of ~~~io~

vis+-vis the Japanese end-user industries. ’ Yui Kimura, ‘Inward Foreign Direct Investment in the Semiconductor Industry in Japanj’  a paper
presented at the Conference on Foreign Direct Investment in Japan at the School of Organizxttionand  Management, Yale University, May 14-15,
1993, p. 18. The uiticalrole of MI’TI’s administrative guidance in meeting the 20 percent goal by the end of 1992 was cmfiied  in discussions
between OTA and staff of the U.S. Trade Representative.
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analysis. Intrafirm trade may already exceed that
of international trade among unaffiliated firms.21

One authority calculates that, for both Japan and
the United States, intrafirm trade combined with
the exports of foreign-owned affiliates accounted
for about half of all trade in the mid-1980s.22

Using a more conservative measure, another
authority estimates that in 1988, intrafirm trade
accounted for approximately two-fifths of all
imports to the United States, and for about
one-third of all exports of U.S. firms.23

These figures indicate that, to an increasing
extent, trade is closely coupled to and follows
from investment by MNEs; that is, parent compa-
nies tend to supply their foreign subsidiaries and
vice versa. Accordingly, if a nation closely
controls or restricts the investments of foreign-
based MNEs, then it also controls or restricts a
significant proportion of related international
trade. Conversely, a policy aimed at attracting
inward FDI, if successful, would also attract more
imported goods and services from foreign corpo-
rate investors. This helps to explain the simulta-
neous increase in Japanese direct investment in
the United States and the increase in the balance
of trade deficit with Japan, for example, in the
automobile sector in the late 1980s.

The evidence of asymmetry in national FDI
policies (documented extensively in chapter 3),
and the structural importance of translational
investment to the global pattern of trade, raises
the question of whether the United States might
reconsider its present policy of national treat-

ment.24 Throughout the 1980s and into the 1990s
trade tensions remained high, and “industrial
countries resorted increasingly to non-tariff meas-
ures to protect trade-sensitive industries from
foreign competition. ”25 With a general propen-
sity toward trade blocs and with the Uruguay
Round unresolved, the issue of translational
investment takes on increased importance. As the
foundation of intrafirm trade, such investments
provide a safety valve against global market
closure. The United States appears to be pre-
sented with three broad policy approaches.

Three Possible Approaches

Unilateral National Treatment and Open Markets
The first approach, the currently employed

policy of unilateral national treatment, is predi-
cated on the principles of open markets, free
trade, and unimpeded investment. The United
States has tolerated defections from these princi-
ples by other nations that have employed overt
industrial policies or more subtle, structural
barriers to imports, trade, and investment. On the
positive side, investments of foreign MNEs have
helped compensate for the low savings rate in the
United States, added financial liquidity, and
instituted various organizational initiatives in
manufacturing production. These benefits cannot
be dismissed lightly.

In contrast, there is increasing evidence that a
partially open system, characterized by asymme-
tries in national policy frameworks, may have

21 JOhII M.  Stopford  and SUSan Smmge,  Rival States, RiFal Firms: Competition for World Market Shares (Cambridge, w: Cmbridge
University Press, 1991), p. 17; and World Investment Report  199.?, op. cit., footnote 1.

22 De~ne Julius,  GIo/M[  Companies and Public  Policy: The Groti’in~ Challenge of Foreign Direct Investment Wew yOrk  m: COU.IICfl

on Foreign Relations, 1990), p. 74.
23 Denfis  J, Encamatio~Riva/S  Beyond  Trade.  Anwrica  I’ersu,s.lapan  in Gfobal Competition (Ithi3C%  NY: COrtN311  ufiverSi&  PKXS,  1992),

p. 28.

~ me member States  of tie OECD formally subscribe to the principle of national treatmen4 which means tit governments s~ not
discriminate against or in favor of any firm based on UK nationality of its owners.

25 ~temtional  Mone~ Fund, I.rLTue.r and De\’clopment~  in international Trade  polic>’. World Economic and Financial Smeys

(Washington DC: International Monetary Fund, August IW2). This report also noted that in the 1990s, “. . . protection persists in agriculture
and declining sectors and has spread to newer ‘high-tech’ areas (aerospace, electronics, biotechnology). . . .In this uncertain trade environment
countries are tending increasingly to address their concerns in tk context of bilateral and regional trade arrangements, ’ pp. 1-2.
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significant disadvantages for U.S.-based MNEs,
for technology development in the United States,
and for the overall vitality of the U.S. economy.
Over time, it may lead to the loss of many high
value-added jobs in the United States. A primary
question addressed in this report is whether the
United States can afford to sustain an open,
unilateral system of largely unregulated MNE
access—both in trade and investment-while
MNEs based in several OECD nations enjoy
barriers that preclude or reduce comparable im-
ports and investments, for example, in the auto-
mobile and electronics industries. The issue is a
vital one if, as many now contend, trade and FDI
are so inextricably linked in the 1990s that FDI
has become ‘trade-creating, ’ rather than ‘trade-
destroying.’

The competitive decline of many U.S. fins,
and the increasing evidence that the U.S. econ-
omy has not benefited fully from the influx of
trade and investment in the 1980s, suggests that
a reconsideration of a unilateral policy of national
treatment may be warranted. But the fear of
advocates is that attempts by the United States to
redress this imbalance could lead to a series of
undesirable outcomes—for example, increased
protectionism, prolonged global recession, or
trade wars. Any adjustment in policy must
address these legitimate concerns.

2. Enhanced Protection in the United States
The second possible approach would be to

restrict foreign-based MNE investment and se-
lected imports in the United States severely, as
some appear to advocate. The introduction of
wholesale sanctions against foreign direct invest-
ment in the United States (FDIUS), or an increase
in protectionist trade practices, would likely
generate domestic’ problems for the United States,

as well as problems for the effective functioning
of an integrated capitalist system. Neoclassical
economists call for maintaining a free trade and
investment system because they fear any limita-
tions will cause a spiraling descent into a 1930s-
style depression.

Movement toward trilateral trading zones in
Europe, Asia, and North America provides evi-
dence of the allure of protectionist trade and
investment practices, despite claims that reduced
internal barriers are a sign of growing trade
liberalization. The United States has worked
diligently to avoid the growth of protectionist
barriers through the GATT, although the prob-
lems of the Uruguay Round persist.

3. Specific Reciprocity
An intermediate approach embodies, more

directly, 26 the notion of reciprocity in policy”

Reciprocity emphasizes equivalence and contin-
gency. Equivalence suggests a balanced ex-
change of benefits among nations, while ccntin-
gency emphasizes conditional action to attain that
balance. 27 Collectively, they might reasonably be
expected to contribute to a doctrine of fairness,
whose instruments are flexible and directed
toward a policy of openness, but also amenable to
greater closure in particular sectors if circum-
stances demand.

Some critics have equated reciprocity with
mercantilism and protectionism.28 Some even
suggest that responding in kind to unfair foreign
trade and investment practices would constitute a
first step toward a descent into worldwide market
closure and possibly global depression. In this
view, the United States should maintain its stance
as exemplar and defender of liberal trade, invest-
ment, and financial policies, even when signifi-
cant damage is thereby inflicted on key sectors of

26 ~e ~Mclple  of ~tio~  ~eatment encompu5es  tie notionof‘‘fise’ r~ipr~i~,  which rn~ that brc)acI,  unihtterd  action tO open
markets in one country should be reciprocated by other countries, although there is no direct requirement to do so.

27 Robert Keohane,  “Reciprocity in International Relations,” International Organization, vol. 40, No. 1, winter 1986, pp. 5-8.
28 see, for exaple,  Jagdish  N. B@gwati  and Douglas A. w “The Return of the Reeiprocitarians-U.S.  Trade pofiw  ‘1’bdaY)’” World

Economy, 10: 1, June 1987, pp. 109-130; and Edmund Dell, “OfFree Trade and Reciprocity,” WorldEconomy, vol. 9, June 1986, pp. 1:!5-1 39.
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the U.S. economy and technology base. It is clear
that specific reciprocity represents a distinct
choice.

Specific reciprocity involves calculating a
‘‘careful equilibration of benefits’ and rules that
are “designed to achieve particular behavioral
outcomes. ’29 It may provide effective instru-
ments for addressing the problem of asymmetry
in policy-by obtaining compliance with the
terms of bilateral or multilateral agreements
through the implicit threat of reciprocal action.
Because it can lead to the elimination of foreign
barriers, it can expand free trade and invest-
ment. 30

While reciprocity has sometimes been identi-
fied as protectionist, it may also serve as a
principle of equity whose strategic instruments
can promote greater free trade or comparable FDI
rules. In the past, the United States has generally
pursued unilateral principles in the realm of FDI
that ignored transgressions by its trading partners.

Specific reciprocity emphasizes the contingent
nature of the action of other countries with
advanced industrial economies. It has its own
advantages and disadvantages. Used prudently
and conservatively, it could provide leverage for
the U.S. Government to ensure access in other

OECD countries for trade and investment by
U.S.-based firms. Specific reciprocity has the
strategic advantage that it can be applied in the
context of bilateral negotiations or multilateral
forums, and can carry sanctions that are unilateral
in application. If used prudently, reciprocity
emphasizes the capacity of the United States for
flexibility, allowing appropriate policies tailored
to particular market sectors. It supports more, and
more varied, instruments of policy, while escap-
ing the simplistic choice between free trade and
protectionism.

Countervailing potential problems, however,
could arise from implementation of a policy of
specific reciprocity. Foremost is the possibility of
a shift to closure rather than establishing recip-
rocity, if it is applied on a quid pro quo basis, or
not employed with a degree of reserve and
acumen. Threats of protectionism might, there-
fore, escalate in the absence of restraint and
diplomacy. Indeed, reciprocity may often call for
a less assertive tone, but more consultative forms
of coordinated management between the U.S.
Government and its major trading partners. Spe-
cific reciprocity requires competent management
and effective diplomacy, but may present the
basis for a constructive approach.

29 Stephen D. Krasner, ‘‘TradeConflicts and the Common Defense: The United States and Japan,” Political Science Quanerly,  vol. 5,1986,
p. 788.

W SW, for e~ple, Beti v. Y~borOU@  and Robert M YarborouglL  ‘Reciprocity, Bilateralkq and ‘Wonomic Hostages’: Self-MOK@J
Agreements in International Trade,’ lnternutionaf  Studies Quurterly,  (1986), 30, pp. 7-21, especially p. 19. Keohane, op. cit., footnote 27,
discusses this possibility in more general terms, on p. 27.


