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Direct Investment Activity 
of Foreign Firms 
William J. Kahley 

Dramatic reversal in our nation's inter-
national investment position has awakened 
economists and the American public alike to a 
new awareness of global capital flows. As re-
cently as 1981, the United States was the world's 
largest cred itor nation ; just five years later it had 
taken on the opposite role, becoming the 
foremost debtor. Reasons for this extreme shift 
include the widening of our country's budget 
and trade deficits as well as foreigners' positive 
investment response to U.S. tax incentives and 
growth prospects. 

The waxing magnitude and accelerating pace 
of such investment demand an understanding 
and identification of the factors that motivate a 
multinational corporation (MNC) to produce 
abroad. Unfortunately, attempts to find satisfac-
tory survey or econometric tests of the factors' 
importance have been seriously impaired by 
the limited data available. Even so, the indus-
trial organization theory that dominates the 
literature of recent decades does help inform 
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continuing efforts to discern why foreign MNCs 
are drawn to particular U.S. industries. 

Following an overview of the changing role of 
MNCs in the lives of Americans and of the 
upheaval in our nation's investment position, 
this article will review the economic literature 
on why an MNC invests abroad. Next, the discus-
sion will turn to the issue of whether firm-
specific attributes can be disentangled from 
industry characteristics as one attempts to 
ferret out the reasons for foreign MNCs' invest-
ment directions. Finally, current research on 
foreign direct investment in the United States 
will be considered. Throughout, the emphasis 
of this article is on what motivates foreigners to 
invest in this country. The broader question 
about the desirability of U.S. debt is beyond the 
article's scope. 

MNCs and International Investment 

Multinational corporations—firms that con-
trol and manage production establishments in a 

SUMMER 1987, ECONOMIC REVIEW f 
Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

June 1987



Numerous and complex conditions dictate the direct 
investment activity of foreign multinational cor-
porations. Attempts to study these conditions are 
plagued h y statistical problems, among them the dif-
ficulty of disentangling separate effects that are highly 
correlated. Even so, continued empirical investigation 
of foreign direct investment in the United States may 
eventually yield a better understanding of this impor-
tant aspect of international capital flows. 

minimum of two countries—have existed since 
at least the eighteenth century. The British East 
India Company is a famous early example. 
Today, many Americans have dealings with 
MNCs on a daily basis. For example, the super-
market, gasoline station, or department store 
we patronize might be a U.S. subsidiary of a 
foreign parent corporation, or our American 
auto manufacturer may also produce vehicles in 
plants it owns abroad. In some instances, our 
cars or consumer electronic devices are the pro-
ducts of joint ventures or partnerships between 
a domestic and a foreign company. Additionally, 
many millions of Americans are employed by 
U.S. companies that own subsidiaries abroad, 
and over three million Americans work in U.S. 
affiliates of foreign companies. 

Traditionally, the MNC has not been of much 
interest or concern to American workers or con-
sumers. In part, their attitude derived from U.S. 
firms' seeming dominance of international 
markets into the 1960s, when large American 
companies were synonymous with the.term 
"multinational corporation." Moreover, few 
American workers' jobs were threatened by 
foreign competition then, and consumer pur-

chases of goods from foreign-controlled firms 
amounted to only a small fraction of U.S. gross 
national product (GNP). In the 1960s, however, 
our merchandise trade balance with the rest of 
the world began slipping persistently and ever 
more deeply into the red until the mid-1970s. 
Though still in deficit, the trade balance then 
showed spurts of improvement before worsen-
ing again throughout the present decade. 

Besides facing increasingly stiff competition 
from foreign imports over the past couple of 
decades—the ratio of U.S. merchandise imports 
to G N P has tripled since the mid-1960s-
domestic manufacturers also have come under 
intensified pressure from foreign-owned affil-
iates in the United States. For example, six 
Japanese auto producers now own or are build-
ing assembly plants in this country. Develop-
ments such as these have sharpened Americans' 
awareness of foreign producers. The difference 
is that whereas imports were viewed as a threat 
to American workers' jobs in American plants, 
the more recent direct investment trend has 
been welcomed as a source of employment. In 
tandem with this expanding awareness, the 
public has shown heightened concern over 
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international trade and capital flows, as the 
scope and tone of the television news and pop-
ular print media make clear. 

The growth of public interest in international 
trade and capital flows appears warranted. 
Available data show that the nation's net inter-
national investment position, which denotes 
the balance of U.S.-owned assets abroad minus 
foreign-owned assets in the United States, has 
shifted markedly over just the past few years as 
the merchandise trade deficit has deepened 
(Table 1). In 1980 the United States was owed 
about $106 billion and its trade deficit was a 
"mere" $25 billion. Our creditor status peaked 
at $141 billion in 1981, but subsequently slip-
ped to a paltry $3.6 billion only three years later. 
Thereafter, the United States became a debtor 
nation, a position it had not held since the out-
break of World War I. By year's end 1986 the 
nation's debt reached $264 billion, making the 
United States the biggest debtor in the world. In 
the same year, the country's merchandise trade 
deficit swelled to $144 billion. 

The negative net international investment 
position of the United States is attributable only 
partly to its mushrooming trade deficit over the 
same period. As the trade deficit grew, the net 
capital inflows helped to finance the "current 
account" deficit, that is, our net purchases of 
merchandise from abroad as well as services 
and transfer payments. In addition, the means 
and motivations for portfolio and direct invest-
ment abroad by Americans and foreigners alike 
also have been shifting. Consequently, our 
perspective on the significance of foreign direct 
investment has likewise changed. 

Into the 1960s, economists generally shared 
the public's nonchalance about capital flows 
and the existence and impact of international 
corporations. For most economists, the form of 
international capital movement was not con-
sidered important and the motivation for all 
capital flows seemed clear. Before I960, both 
direct and portfolio investment abroad were 
treated in the same way, even though an impor-
tant economic distinction exists between the 
two types of international capital flows. 

Foreign direct investment refers to an amount 
that residents of a country invest in a foreign 
establishment or enterprise over which they 
have effective ownership or management con-
trol. An American business establishment under 
such control is called a U.S. affiliate, and the 
foreigner's investment is said to be "direct." 
Other foreign investment in a U.S. business, 
such as the purchase of its stocks or bonds by 
investors seeking to diversify their assets rather 

than exercise an effective management role, is 
called portfolio investment.1 

In 1980, U.S. private assets abroad in the form 
of direct investment totaled $215 bil I ion, or $ 132 
billion more than foreign direct investment in 
this country. By year's end 1986 this net surplus 
had narrowed to about $50 billion. Thus, more 
than one-fifth of the nearly $370 billion total 
change in the U.S. net international investment 
position over the period is attributable to direct 
investment flows. A net increase in foreigners' 
portfolio holdings of U.S. corporate stocks 
accounted for another one-fifth of the change, 
while most of the remainder was due to net 
increases in foreigners' holdings of U.S. govern-
ment and corporate bonds. 

Reasons for Foreign Investment 

The large size of international capital flows 
and recent rapid shifts point to the critical 
importance of understand ing what governs them. 
Over the years, numerous reasons have been 
cited to explain the accelerating pace of foreign 
investment in the United States. Both the pop-
ular press and official U.S. sources suggest that a 
relative rise in both the wealth of foreigners and 
the number of their large companies has in-
creased foreigners' ability to invest in this coun-
try. In addition, some argue that foreigners, such 
as the Germans and lapanese, save more than 
Americans do, further enabling them to invest 
here. 

The U.S. Department of Commerce maintains 
that the appeal of investing in the United States 
has been enhanced by a number of other 
developments: (I) greater recognition among 
foreign companies of the size and growth of the 
U.S. market and an advancing perception of this 
country as an economic and political safe haven; 
(2) growing numbers of large foreign MNCs 
whose experience contending with American 
firms abroad convinced them that they could 
compete successfully in the U.S. domestic 
market; (3) a narrowing spread between Amer-
ican and foreign production costs, which ren-
ders production here relatively more attractive 
to foreign firms than exporting to the United 
States; (4) concern about increasing U.S. protec-
tionism and a feeling that investment in this 
country offers an effective way to hurdle trade 
barriers; and (5) the wooing of foreign investors 
by state development agencies, particularly in 
the South.2 
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Table 1. 
U. S. International Investment Position 

(billions of current dollars) 

Type of Investment 1980 1986 Change 
Net position 106.3 -263.6 369.8 

U. S. assets abroad 607.1 1,067.9 460.8 
U. S. official reserve assets 26.8 48.5 21.7 
U. S. government non-official reserve assets 63.8 89.4 25.6 
U. S. private assets 516.6 929.9 413.3 

Direct investment abroad 215.4 259.9 44.5 
Foreign securities 62.6 131.0 68.4 
Other U. S. bank and nonbank claims 238.5 539.0 300.5 

Foreign assets in the U. S. 500.8 1,331.4 830.6 
Foreign official assets in the U. S. 176.1 240.8 64.7 
Other foreign assets in the U. S. 324.8 1,090.6 765.8 

Direct investment in the U. S. 83.0 209.3 126.3 
U. S. securities 90.2 405.5 315.3 
Other U. S. bank and nonbank liabilities 151.5 475.8 324.3 

Source: Constructed by the author from data in R.B. Scholl, "The International Investment Position of the United States in 1986," Survey of 
Current Business, vol. 67, no. 6 ( June 1987), p. 40. 

These and other factors may help to explain 
the rapid growth of foreign investment, but they 
fail to tell the whole story. Foreign investment 
might naturally be expected to improve a firm's 
profits. Indeed, until 1960 the MNC was viewed 
by most economists simply as an arbitrageur of 
capital, sending money to countries where it 
could earn its highest risk-adjusted return. In its 
arbitrageur role, the MNC contributed to effi-
cient allocation of world resources. 

The classic welfare argument contends that 
international capital flows increase world in-
come because capital is more equally produc-
tive at the margin as a consequence of the flow. 
The home country gains in that it earns a higher 
country-wide return on its capital abroad than it 
would have earned domestically; the host coun-
try gains because, with more abundant capital, 
higher returns accrue to its other domestic fac-
tors. At the firm level, of course, the advantage is 
represented by larger profits (measured as pre-
sent discounted value) than would be earned 
without the investment or with alternative 
investments. 

)ohn Dunning and Alan Rugman, leading con-
tributors to the development of the modern, 
post-1960s theory of foreign direct investment, 
described the earlier view: 

In I960 the prevailing explanation of inter-
national capital movements relied exclusively 

upon a neoclassical financial theory of portfolio 
flows. In this frictionless world of perfect com-
petition, with no transaction costs, capital 
moves in response to changes in interest rate 
(or profit) differentials.3 

In his important dissertation, Stephen Hymer 
was first to observe that several features of the 
multinational corporation and foreign direct 
investment are inconsistent with the pre-1960 
theory.4 For individuals, the main determinants 
of "portfolio" investment decisions are the 
expected rate of return and the investment risk. 
Corporations, however, are likely to concentrate 
on the profitability or return on investment over 
the medium or long term. Within this t ime 
frame, many industry-specific factors may com-
bine to influence returns. 

Today economists agree that the pre-1960 
explanation of d irect investment was overly sim-
plistic and that Hymer's redirection of thinking 
about the MNC was a great contribution. In-
deed, at its annual meeting a few years ago the 
American Economic Association organized a 
session, "In Honor of Stephen H. Hymer: The 
First Quarter Century of the Theory of Foreign 
Direct Investment"; the "quarter century" dates 
from the publication of Hymer's dissertation. 
The modern, "industrial organization" theory of 
direct investment, while attributable primarily 
to Hymer, was further refined by Charles Kin-
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dleberger, Harry G. johnson, Richard E. Caves, 
and others.5 In the scheme of the theory, 
"market imperfections" motivate MNC invest-
ment abroad. 

As an illustration, consider a parent firm that 
decides to produce abroad by building a new 
plant or buying an existing one. To be success-
ful, the firm must overcome inherent disadvan-
tages vis-a-vis foreigners producing on their 
home turf. Among these disadvantages are the 
higher transportation and communications 
costs associated with managing from a distance 
and less knowledge of the prevailing language 
and customs, such as business and political 
practices and processes. In addition, the pro-
ducer from abroad must deal with another 
currency and will be taxed differently. Pre-
sumably, a firm that penetrates such a market 
with production facilities must possess some 
production or marketing edge that will enable it 
to survive.6 Hence, industrial organization anal-
ysis is warranted. 

Following Kindleberger's taxonomy, counter-
vailing advantages that outward-bound firms 
might possess stem from one or more of the 
following: 

• lack of perfect competition in the goods 
markets owing to product differentiation, 
marketing skills, or administered prices; 

• imperfections in factor markets because 
of proprietary technology, managerial 
skills, or discriminatory access to capital ; 

• economies of scale internal or external to 
the firm; 

• government limitations on production or 
entry to the industry. 

In the real world, the many kinds of market 
imperfections that exist for a great range of 
goods and resources provide ample oppor-
tunities for direct investment. For instance, 
numerous firms own patents on products or 
have established brand identifications that 
make their product special to its buyers. Fur-
thermore, many companies possess a unique or 
unusual technical advantage in producing or 
marketing particular goods. An administrative 
ability to exploit potential cost advantages by 
producing on a large scale for a big market also 
might prompt a foreign company to produce in 
the United States. Similarly, onerous govern-
ment-imposed restrictions on output, market 
entry, or product safety and production stan-
dards can encourage a firm to shift production 
from one country to another. 

Note, too, that advantages generally develop 
and erode as the international economic struc-
ture changes and adjustments occur. As an 
example, improved and lower-cost communica-
tion via satellite transmissions can lower the 
communication barrier to production abroad, or 
"just-in-time" manufacturing and inventory 
policy can spur geographic moves by suppliers, 
enabling them to deliver materials promptly 
when needed. 

Kindleberger illustrated the industrial organ-
ization theory and contrasted direct investment 
with portfolio investment in a straightforward 
and concise manner. He made use of the simple 
formula for capitalizing an income stream, C = I/r, 
where C is the present value of a capital asset, I 
is the stream of income produced by the asset, 
and r is the real, risk-adjusted rate of return on 
investment in the asset. Portfolio investment 
occurs when r differs among countries, while 

"In the real world, the many kinds of 
market imperfections that exist for a 
great range of goods and resources 
provide ample opportunities for di-
rect investment" 

direct investment typically corresponds to the 
positive differential in I that can be earned 
abroad by an MNC compared with a local firm 
abroad. 

Generally, imperfections in the goods and 
factor markets as well as economies of scale are 
conditions that permit a foreigner to earn a 
higher I than local producers. However, if the 
MNC has an advantage in accessing cheap capi-
tal, perhaps because of its favorable position as 
a large, trustworthy borrower, differences in r 
also may contribute to direct investment. Fi-
nally, if MNCs have an advantage over local 
firms, government policies—other than those 
prohibiting direct investment—affect where the 
MNC will produce goods for sale in the foreign 
market. Government imposition of a tariff on 
imported goods, for example, might cause the 
MNC to shift from exporting its domestically-
produced goods into a foreign market to pro-
ducing goods there instead. 
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A useful means to judge whether an MNC 
investment is desirable is to consider the move 
in light of the type of imperfection generating 
the investment abroad. David Teece argues 
that vertical integration—that is, direct invest-
ment across industries that relate to different 
stages of production of a particular g o o d -
results from the MNC's development of internal 
production and distribution systems as a sub-
stitute for inefficient markets.7 For instance, ver-
tical integration might enable a firm to install 
specialized cost-saving equipment in two lo-
cations without the worry and risk that facilities 
may be idled by disagreements between enter-
prises of different nationality and facing dif-
ferent incentives. Horizontal direct investment, 
or investment that is cross-border but within an 
industry, also requires that the MNC possess an 
advantage such as "know-how" or technology 
and that contractual difficulties be anticipated. 

"Investments need to be examined on 
a case-by-case basis to ascertain 
whether MNCs create market imper-
fections or simply respond to them by 
internalizing transactions, turning ex-
ternal economies into internal profits. " 

Examples of contractual difficulties are the 
MNC's ability to price know-how or to write, 
execute, and enforce use restrictions governing 
technology transfer arrangements. Thus, foreign 
direct investment occurs when a firm possesses 
a valuable asset and is better off directly con-
trolling use of the asset abroad rather than sell-
ing or licensing it. 

In both vertical and horizontal investments, 
market imperfections motivate activity; how-
ever, whether MNC investments are efficient 
from an overall perspective depends upon the 
type of imperfection. As Dunning and Rugman 
summarized this condition: 

If the market imperfections are natural transac-
tions costs, then the MNC (multinational enter-
prise) is conceptually efficient. However, if the 
market imperfections are structural and en-
dogenized, leading to asset power, then the 
MNC is best v iewed as operating strategically, 

and such actions may or may not b e effi-
cient.8 

In other words, MNC investment may improve or 
reduce the efficiency with which the world's 
resources are used, but it is impossible to draw 
a general conclusion about its desirability. 
Investments need to be examined on a case-by-
case basis to ascertain whether MNCs create 
market imperfections or simply respond to 
them by internalizing transactions, turning 
external economies into internal profits. 

Brief examination of some of the post-1960 
refinements to the basic industrial organization 
theory of direct investment will help to clarify 
this conclusion.9 In the goods market, oligopoly, 
or domination of an industry by a few firms, is an 
example of a "structural and endogenized" 
market imperfection. The firms' mutual recogni-
tion of their interdependence in the industry 
promotes conscious rivalry: each firm reacts to 
another's action. Raymond Vernon explicitly 
accounted for this interdependence in foreign 
direct investment by arguing that, as a product 
matures and its production technology becomes 
diffused, firms counter the threat of losing 
market share to imitators overseas in a kind of 
preemptive strike.10 Further refinements to this 
defense were suggested by F.T. Knickerboc-
ker's "follow-the-leader" investment strategy, 
whereby an investment by one firm triggers an 
investment response by rivals, and by E.M. 
Graham's "exchange of threat" strategy, whereby 
rivals invade each other's markets with sub-
sidiaries to maintain overall shares." 

On the other hand, several refinements to the 
basic industrial organization theory have de-
veloped or elaborated on the beneficial role 
firms play in those settings where it is especially 
costly to coordinate economic activities via 
established markets. These "market failure" 
imperfections, known by terms such as "ap-
propriability" or "internalization" theory, are 
variations on the theme that the market mech-
anism often is prevented from efficiently allo-
cating the production and transfer of knowledge. 
For example, transactions costs for enforcement 
or monitoring may be very high for a record or 
video company seeking to license its product 
abroad, perhaps because the licensee could 
pirate copies to avoid full payment of royalties 
or owing to difficulties in establishing contrac-
tual terms for the lease. Under these conditions 
the firm is likely to maintain internal control to 
ensure that returns on its asset are approp-
riated rather than being gobbled up as transac-
tions costs. 
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Motivations for Inter-Industry 
Investment in the United States 

The foregoing theoretical explanations of 
MNC behavior have generated a growing amount 
of empirical research into the motivations for 
foreign direct investment. Research intensity 
has been heightened further by differences of 
opinion about the relative importance of the 
various influences; in some instances, hypoth-
eses even conflict. Research also has been kin-
dled by the expanding awareness of how im-
portant it is to understand MNC behavior in our 
increasingly integrated world economy. Unfor-
tunately, numerous statistical and conceptual 
problems hamper attempts to distinguish 
among hypotheses about MNC activities. Even 
so, these difficulties have fostered yet more 
work on the topic as the available data base on 
foreign direct investment has grown richer 
over time. 

Multinational firms differ from others in sev-
eral distinct ways, some of which are firm-spe-
cific. Other differences, however, are better 
attributable to differences among industries. 
For example, Vernon concluded, and several 
other researchers subsequently confirmed, that 
large size effectively distinguishes MNCs from 
other firms in their industries.12 Alternatively, 
some assert that such factors as high profit-
ability and large expenditures on research and 
development (R&D) or advertising are industry 
characteristics that attract foreign investment. 

In weighing all the attributes that may account 
for foreign direct investment, it is often concep-
tually difficult to separate those features that 
are firm-specific from those that pertain in-
dustry-wide. The following quotations testify to 
this challenge: 

Among the firm-specific advantages of the mul-
tinational emphasized by internalization theory 
are those relating to R&D, product differentia-
tion, management, economies of scale in pro-
duction, and avoidance of tariff and non-tariff 
barriers.13 

Advantages to be gained by investing abroad 
instead of exporting include: obtaining lower-
cost factors of production; avoiding or reducing 
tariff and nontariff barriers; reducing transpor-
tation costs and delivery time; avoiding politi-
cal instability or government interference at 
home; obtaining knowledge of foreign tastes, 
marketing techniques, etc.; and obtaining 
economies of scale by vertical integration-
back to raw materials production, for ex-
ample.14 

Since foreign operations provide an oppor-
tunity for the pooling of market risks, vertical 
integration, sharing of research and develop-
ment technology, and advertising costs, as well 
as an additional tax advantage, the benefits 
from such positions can be used to strengthen 
domestic market operations.15 

Clearly, attributes common to firms within an 
industry and those that distinguish a firm from 
its industry counterparts can be the same. As an 
illustration, the chemical industry invests heav-
ily in expensive plant and equipment relative to 
many other industries; at the same time, invest-
ment levels of some chemical firms are above 
the industry average. Research on what moti-
vates foreign investment has been hard pressed 
to disentangle industry and firm effects, largely 
because of data limitations. 

Most of the empirical studies on MNCs have 
examined the performance of U.S. MNCs, pri-
marily because such firms have traditionally 
been the world's largest foreign direct investors. 
Relatively few researchers have examined MNC 
investments in the United States; hardly any 
have done so in a rigorous empirical fashion. 

According to David McClain's comprehen-
sive survey of researchers' findings on foreign 
direct investment in this country, prior to World 
War I foreigners invested in U.S. land and rail-
roads, cattle, mining, and finance chiefly on the 
basis of their rates of return.16 In manufacturing, 
however, vertical integration and oligopolistic 
rivalry considerations shaped their investment 
decisions. For the post-World War II period, 
McClain's review revealed that the con-
siderations influencing foreign producers to 
locate facilities in the United States included 
raw materials, specialized knowledge, servicing 
the market, jumping tariff or non-tariff barriers, 
transport costs, or new technologies.17 

For the most part, these research findings on 
foreign direct investment in the United States 
have been based on surveys of foreign-controlled 
firms or on case studies, anecdotal obser-
vations, or reasoned theoretical analysis. The 
majority of econometric work on the topic has 
either explained variations in the flow at the 
aggregate level or has examined characteristics 
at the firm level. 

Some empirical work has addressed foreign 
direct investment in the United States at the 
industry level. In distinguishing the characteris-
tics of foreign-owned subsidiaries in this coun-
try from those of subsidiaries located elsewhere, 
McClain found that, among the factors that were 
positively correlated with foreign direct invest-
ment, those relevant for U.S. industry included 
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Box 

Profile of Foreign Investment Activity 

Comparable estimates covering operations of foreign 
firms' U.S. affiliates with some industrial detail are avail-
able for 1977-85. Investment as measured by the gross 
book value of property, plant, and equipment (PPE) in 
U.S. manufacturing and nonmanufacturing affiliates 
amounted to $293.6 billion in 1985 (Table 2). Employ-
ment at these affiliates amounted to 2.85 million, or 3.5 
percent of all private, nonfarm jobs in the United States. 

The overall growth rate of affiliate PPE in the 1977-85 
period was 340 percent compared with a 100 percent 
rate of increase for U.S. gross national product over the 
same period, and a 92 percent rise in gross private 
domestic investment. The rapid growth of affiliate PPE 
attests to the growing importance and interest of foreign 
MNCs in the U.S. economy, as does the rising number of 
affiliate jobs in that period. Affiliate employment in-
creased by 134 percent as opposed to the mere 21 per-
cent rise in overall private, nonfarm U.S. employment.1 

The industrial distributions of foreign affiliate invest-
ment and employment in 1985 were similar. Manufactur-
ing accounted for the largest share of both; chemicals 
and allied products accounted for the largest portion 
within manufacturing. Moreover, many of the disparities 
shown for the relative shares of affiliate investment ver-
sus employment are by no means surprising. For exam-
ple, industries such as mining, petroleum, chemicals, 
paper, and real estate are relatively capital-intensive 
compared with industries such as retail trade or services, 
which are labor-intensive. Similarly, the generally faster 
growth of overall foreign direct investment versus overall 
affiliate employment shown in this period simply reflects 
upward bias in dollar investment figures resulting from 
inflation. Yet, deflating by industry, while desirable, is dif-
ficult because component inflation is hard to measure. 
(Measuring asset values by book value rather than 
replacement cost also can distort comparisons of real 
asset levels among industries.) Because they are not 
directly affected by inflation, the employment data thus 
may have the advantage of corresponding more closely 
to changes in economic activity, even though they are 
plagued by relative productivity shifts that alter the link-
ages between output and employment change in 
industries. 

Among industries, relatively slow growth of investment 
and employment in mining and petroleum is traceable to 
adverse business cycle effects. By contrast, slow growth 
in textiles and apparel, paper, and perhaps some other 
manufacturing industries probably resulted from long-
term employment declines. In these industries the overall 
labor force contracted as a consequence of declining 
competitiveness in world markets and/or plant modern-
ization programs that reduced labor requirements. 
Especially fast-growing industries in terms of foreign 
direct investment and affiliate employment tended to 
occur in the service sector, particularly among whole-
salers of motor vehicles and other durable goods, food 

store retailers, operators of eating and drinking estab-
lishments, and various purveyors of business, finance, 
and real estate services. Even so, fabricated metals, elec-
tric and electronic equipment, and, especially, transpor-
tation equipment industries also experienced rapid 
foreign direct investment and affiliate employment growth. 
Overall, investment in manufacturing by foreigners 
actually outpaced growth in theirtotal investment activity 
in the United States in the 1977-1985 period.2 

Industrial Concentration of Affiliate Employment 

The above- and below- average rates of growth for dif-
ferent industries mirror overall industrial changes that 
occurred nationally. At the same time, they represent 
changing concentrations in foreigners' interest in dif-
ferent U.S. industries. As measured by employment 
growth, the service sector generally outperformed the 
goods sector for both the entire country and foreign 
affiliates. This common experience reflects the continu-
ing major shift in U.S. employment away from goods pro-
duction and toward services. In the 1977-85 period, 
national employment grew fastest in wholesale and retail 
trade; finance, insurance, and real estate; and services 
among the industries shown in Table 3. Overall employ-
ment in manufacturing declined nationally, and only 
printing experienced the rapid growth shown by ser-
vices. By contrast, employment for affiliates increased in 
virtually all manufacturing industries from 1977 to 1985. 

Affiliates' shares of different U.S. industries vary 
markedly but in predictable ways. Because affiliate 
employment growth exceeded overall employment 
growth in almost all industries—therubberindustryisthe 
exception—and by a wide margin, affiliates' industry 
shares increased substantially over the 1977-85 period. 
Moreover, shares tend to be highest in industries that 
produce for world markets ("traded goods") and lowest 
in industries producing goods and services primarily for 
the domestic U.S. market ("non-tradables"). The chem-
icals and allied products, paper, food, metals, and 
machinery industries are prominent examples of the for-
mer, while transportation, communications, and public 
utilities, as well as several other service industries, typify 
the latter. 

On the basis of "concentration ratios"—that is, indus-
trial employment shares for affiliates divided by compar-
able shares for the nation—the chemicals industry was 
by far the most attractive to foreigners.3 Chemicals 
affiliates accounted for over 15 percent of all affiliate 
employment compared with chemicals' much smaller 
1.3 percent share of all employment nationally. Two-fifths 
of all U.S. chemicals industry jobs in 1985 were with 
foreign affiliates. Other industries in which foreign af-
filiates enjoyed above-average concentrations included 
manufacturing generally and such specific manufactur-
ing industries as food, metals, machinery, paper, print-
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Table 2. 
Foreign Affiliate Activity by Industry 

Property, Plant, and Equipment Employment 
1977 1985 1977 1985 

Percent Percent 
Amount Amount Change Change 

Industry ($ billion) Share ($ billion) Share 1977-85 (000s) Share (000s) Share 1977-85 

Mining 3.1 4.7 10.3 3.5 231 15.5 1.3 29.0 1.1 87 
Petroleum1 23.7 35.5 75.9 25.9 220 89.9 7.4 125.3 4.4 39 
Manufacturing 24.2 36.2 110.7 37.7 358 685.6 56.3 1,438.9 50.4 110 

Food and kindred products 1.9 2.9 7.0 2.4 261 72.0 5.9 151.3 5.3 110 
Chemicals and allied products 10.8 16.2 51.5 17.5 375 197.5 16.2 429.7 15.1 118 
Primary and fabricated metals 3.6 5.4 16.2 5.5 351 85.2 7.0 167.8 5.9 97 
Machinery, except electrical 1.3 2.0 4.8 1.6 264 65.0 5.3 115.3 4.0 77 
Electric and electronic equipment 1.4 2.0 7.7 2.6 463 95.1 7.8 193.0 6.8 103 
Textile products and apparel 0.5 0.8 1.2 0.4 138 24.5 2.0 38.4 1.3 57 
Paper and allied products 1.4 2.1 5.6 1.9 298 17.2 1.4 46.9 1.6 172 
Printing and publishing 0.5 0.8 2.8 1.0 412 31.2 2.6 71.6 2.5 129 
Rubber and plastics products 0.4 0.5 1.0 0.3 189 17.7 1.5 17.0 0.6 -4 
Stone, clay, and glass products 1.4 2.1 7.2 2.5 422 32.3 2.6 80.8 2.8 150 
Transportation equipment 0.2 0.3 3.3 1.1 1,446 3.4 0.3 62.1 2.2 1,739 
Other2 0.7 1.1 2.3 0.8 228 44.3 3.6 64.7 2.3 46 

Wholesale trade 3.9 5.8 17.3 5.9 346 153.0 12.5 296.1 10.4 93 
Retail trade 1.9 2.8 10.6 3.6 462 142.0 11.6 479.9 16.8 238 
Finance (except banking), Insurance, and Real Estate 6.5 9.7 51.2 17.4 686 51.0 4.2 147.2 5.2 189 
Services 1.4 2.0 9.1 3.1 565 37.1 3.0 217.1 7.6 486 
Other industries3 2.2 3.3 8.5 2.9 286 44.7 3.7 120.0 4.2 168 
Total4 66.8 100.0 293.6 100.0 340 1,218.7 100.0 2,853.6 100.0 134 

1 Petroleum includes all three-digit S I C industries related to extraction, manufacturing, and marketing of petroleum products. 
2 Other manufacturing includes lumber and furniture, instruments, and related products. 
3 Other industries include agriculture, forestry, and fishing; construction; transportation, communication, and public utilities. 
4 Totals may not match sum of components due to rounding. 

Source: Constructed by the author from data in U.S. Department of Commerce, Bureau of Economic Analysis, Foreign Direct Investment in the United States: Operations of U.S. Affiliates of 
Foreign Companies, Preliminary 1985 Estimates ( June 1987). 
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box continued 
ing, arid stone, clay, and glass. Outside manufacturing, 
wholesale trade was the only industry that was espe-
cially attractive to foreigners in 1985. 

Industry concentrations in that year were largely 
unchanged from 1977, although a few notable shifts 
occurred over the period. Manufacturing industries saw 
an even greater concentration in foreign affiliates, and 

affiliate employment in transportation equipment jump-
ed sharply. On the other hand, wholesale trade and min-
ing experienced a dilution of concentration. Wholesale 
trade's decline may have been associated with the 
increased direct presence of foreign companies with 
manufacturing affiliates and/or with retailing operations. 
Mining's decline probably was precipitated by the 
energy glut of the 1980s. 

Notes 

'The best measure of the importance of affiliates of foreign MNCs 
in the U.S. economy is their value added, or contribution to 
national output. In this sense, changes in industry investment 
and/or employment by affiliates only approximately measure 
changes in their importance or contribution to the U.S. economy. 

2As noted in the previous footnote, employment and investment 
changes only approximately measure changes in an industry's 
importance in our economy. Similarly, although employment 
and investment are correlated (they tend to move together), their 
patterns of change can vary. Specifically, employment and 
investment do not move in lockstep because of differences and 

changes in the amount of capital used per worker among indus-
tries. Thus, employment is only an approximate measure of the 
relative importance of investment in different industries. Deter-
minants of the distribution of employment by industry also can 
vary from that of investment, but data limitations prevent 
examination and analysis of these distinctions in this paper. 

3Limifed data availability precludes calculation of concentration 
ratios for other industries. Concentration ratios for omitted 
industries are likely tobe less than one, however, because onlya 
small amount of employment was generated in them by for-
eign affiliates. 

Table 3. 
Foreign Affiliate Employment Shares and Concentrations, by Industry 

Industry 

1977 1985 

Industry 

Affiliate 
Share of U.S. 
Employment 

(percent) 

Affiliate 
Concentration 

Ratio 

Affiliate 
Share of U.S. 
Employment 

(percent) 

Affiliate 
Concentration 

Ratio 

Mining 4.4 2.50 4.9 1.42 
Manufacturing 3.8 2.12 7.9 2.25 

Food and kindred products 4.2 2.40 9.2 2.65 
Chemicals and allied products 18.4 10.25 41.2 11.62 
Primary and fabricated metals 3.1 1.71 7.3 2.11 
Machinery, except electrical 3.0 1.69 5.3 1.48 
Electric and electronic equipment 5.1 2.82 8.7 2.52 
Textile products and apparel 1.1 .64 2.0 .57 
Paper and allied products 2.5 1.40 6.9 2.13 
Printing and publishing 2.7 1.53 5.0 1.47 
Rubber and plastics products 2.5 1.36 2.1 .60 
Stone, clay, and glass products 4.8 2.60 13.5 4.00 
Transportation equipment .2 .07 3.1 .92 
Other1 1.6 .88 2.4 .74 

Wholesale trade 3.3 1.84 5.4 1.54 
Retail trade 1.0 .57 2.8 .79 
Finance (except banking), 1.1 .64 2.5 .71 

Insurance, and Real Estate 
Sen/ices .2 .14 1.0 .28 
Other industries2 .4 .24 1.1 .33 

•Other manufacturing includes lumber and wood products, furniture and fixtures, instruments, tobacco, leather, petroleum, and mis-
cellaneous manufacturing. 

'Other industries include construction, transportation, communication, and public utilities. 

Source: Constructed by the author from data in U.S. Department of Commerce, Bureau of Economic Analysis, Foreign Direct Investment 
in the United States: Operations of U.S. Affiliates of Foreign Companies, Preliminary 1985 Estimates ( June 1987). 
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the share of an industry's total output attribut-
able to the largest firms and an industry's con-
tribution to national output. He did not find that 
U.S. subsidiaries were likely to be in the "high-
tech" industries or that product differentiation 
and capital intensity were useful explanatory 
variables. Moreover, McClain was unable to dis-
cover evidence of "follow-the-leader" behavior 
or tariff-jumping motivation. 

By contrast, E.M. Graham and E.B. Flowers 
both found that European investment in the 
U n ited States at an industry 1 evel was correlated 
with values of U.S. investment in Europe at an 
earlier time period. Their finding supports 
"exchange of threat" and "follow-the-leader" 
theories.18 J.M. Volpe maintained that foreign 
subsidiaries in the United States were introduc-
ing new technology, embodied in both labor 
and capital.19 Out of 19 U.S. industries at the 
three-digit SIC (Standard Industrial Classifica-
tion) level, Volpe found that 14 possessed 
above-average values of non-wage value-added 
per production worker and wages per produc-
tion worker man-hour, his respective measures 
of physical and human capital intensity. 

McClain concluded that "the results of the 
empirical research on foreign direct investment 
in the United States broadly substantiate the 
industrial organization/market imperfections 
approach to the theory of direct investment."20 

In addition, he noted the persistence of this 
finding: 

More recent cases of direct investment in the 
United States continue to be consistent with 
the industrial organization paradigm, as firms 
enter to exploit—and sometimes to acquire—a 
technological or managerial advantage, or for 
reasons of vertical integration. Somet imes 
entry has been prompted by government 
policies at home.21 

Against this evidence, which is mixed but 
generally supportive of the now orthodox indus-
trial organization view, stands a study by San-
jaya Lall and N.S. Siddharthan.22 They claim that 
industry variables found to have a significant 
impacton the pattern of U.S. MNCs' investments 
abroad are not important in explaining the 
industrial pattern of foreign investment in this 
country. Their argument is that U.S.-based 
MNCs and domestic industry leaders dominate 
international markets with more powerful and 
broadly-based advantages than do MNCs of 
other countries. Furthermore, while foreign 
MNCs may have a technological edge in certain 
narrow and specific instances, they are unlikely 
to possess strong intangible advantages when 
fairly broad industrial groups are considered. 

Consequently, these restricted specializations 
exploited by foreign MNCs in the United States 
probably cannot be captured by these same 
characteristics at the industry level. 

Specifically, Lall and Siddharthan expect U.S. 
affiliates' industry shares not to be related to an 
industry's advanced degree of technology, 
marketing, or other types of skills. They also 
expect plant-level economies to have a nega-
tive impact on foreign shares and believe that 
foreign MNCs are likely to steer clear of indus-
tries with high seller concentration. Finally, the 
researchers anticipate that tariff barriers will 
spur MNC investment in the United States. 

When Lall and Siddharthan conducted statis-
tical analysis of the foreign share of U.S. industry 
sales in 1974 for a sample of 45 manufacturing 
industries, they found support for their views. As 
expected, none of the product differentiation 
and skills set of "intangible" advantages were 

"Against... the now orthodox indus-
trial organization view, stands a study 
... Iclaiming/ that industry variables 
found to have a significant impact on 
the pattern of U.S. MNCs' investments 
abroad are not important in explaining 
the industrial pattern of foreign invest-
ment in this country." 

significant in regression equations that the 
authors estimated. They measured their pro-
duct differentiation variables by research/de-
velopment and advertising expenditures; their 
skill and entrepreneurial variables were mea-
sured by average employee remuneration and 
by non-production workers as a proportion of all 
employees. Intangible advantages associated 
with plant-level economies of scale, measured 
by average value-added per plant, exerted a 
significant negative influence on foreign share, 
as Lall and Siddharthan expected. However, the 
effect of multiplant operations in the United 
States, measured by the percentage of industry 
shipments accounted for by multiplant firms, 
was not clear. 

Lall and Siddharthan found "qualified sup-
port" for their prediction that foreign entrants to 
the United States would avoid industries that 
are highly concentrated here. In addition, they 
discovered that the effective rate of protection, 
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including tariff and non-tariff barriers, has posi-
tive and highly significant effects on the foreign 
share of a U.S. industry. The latter finding con-
firms the importance of trade barriers in stim-
ulating foreign firms to set up manufacturing 
operations in the United States. 

In summary, these two researchers concluded 
that "the nature of monopolistic advantages of 
foreign MNCs in the United States is so spe-
cialized and firm-specific that generalizations at 
the industry level cannot be drawn." Moreover, 
in the case of foreign MNCs, "the local strength 
of U.S. firms forces them to deploy a much nar-
rower range of advantages and to stay away from 
highly oligopolistic industries."23 Pointing the 
way to future research, Lall and Siddharthan 
speculated that, after early stages of foreign 
entry into the United States, further investment 
might be motivated by factors similar to those 
for U.S. MNC investment abroad. However, they 

"The multitude of potentially relevant 
factors and the shifting importance of 
recognized factors strongly suggest the 
continuing need for empirical research 
into foreign direct investment Hall-
marks of that research should be ex-
perimentation and dynamic, versus 
static, analysis." 

felt that the immediate research need is for 
more disaggregated data that would help iden-
tify the elusive monopolistic advantages of 
foreign MNCs in the United States. 

Together, the research findings summarized 
above would indicate that several firm, industry, 
and country influences simultaneously prompt 
a particular MNC to invest at a particular place. 
For example, Japanese business leaders inter-
viewed by the author over the past few years 
have acknowledged a number of factors that 
lure them to invest in the United States: access 
to the large and dynamic American market; 
proximity to innovative stimuli, including our 
nation's high degree of innovation in new indus-
tries; and the ability to jump existing or poten-
tial tariff and non-tariff barriers. The desire to 
secure raw materials is a factor of decreasing 
significance. 

The multitude of potentially relevant factors 
and the shifting importance of recognized fac-

tors strongly suggest the continuing need for 
empirical research into foreign direct invest-
ment. Hallmarks of that research should be 
experimentation and dynamic, versus static, 
analysis. As an example, foreign investment in 
an industry might be relatively high because 
investors are seeking a resource that is scarce 
domestically. Whether at a given time that re-
source is a special type of labor, capital, or raw 
material is an empirical matter and one that 
should be considered over a period of time. 
Unfortunately, the task of identifying relevant 
influences is made even more difficult because 
direct measures of theoretically "correct" vari-
ables, such as a particular production or market-
ing edge, are unavailable, and "proxy" measures 
may be difficult to interpret unambiguously. In 
addition to these conceptual and measurement 
problems, data limitations also hamper efforts 
to assess changes in the factors motivating 
direct investment. 

Current Research on Foreign Direct 
Investment in the United States 

In an effort to clarify the apparent conflicts 
among foreign direct investment studies, the 
author has been conducting a more dynamic 
analysis of direct investment in the United 
States using later data than most other studies.24 

This research has reexamined the hypothesis 
that such investment is influenced by the famil-
iar industrial organization variables categorized 
by Kindleberger. Specifically, for a particular 
industry it has attempted to explain why foreign 
affiliate employment grew as it has relative to 
overall U.S. employment in the 1975-82 period. 
In addition to examining the industrial pattern 
of employment growth generated by foreign 
direct investment, this research has assessed 
the importance of potential sources of the coun-
tervailing advantage which motivated that in-
vestment and employment. 

The author's research differs from previous 
studies on this subject in terms of its methodol-
ogy and data. In this research, affiliate employ-
ment growth in the 1975-82 period is assumed 
to have adjusted towards a new equilibrium 
from a condition of disequilibrium that existed 
in 1975. Methodologically, the first step in the 
analysis was to measure how much affiliate 
employment growth was attributable to indus-
trial "countervailing advantage" factors—that is, 
affiliate employment gain in an industry gauged 
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relative to that industry's overall employment 
change over the period. 

As an example, affiliate employment in the 
chemicals and allied products industry grew at a 
much faster pace than employment throughout 
the industry. The difference between actual 
affiliate employment growth and that which 
would have occurred had employment in that 
segment expanded at the overall chemicals 
industry rate can be attributed to factors that 
made the chemicals industry relatively attrac-
tive to foreigners. Using this concept ot employ-
ment gain as the relevant variable to explain is 
unique in the foreign investment 1 iterature, as is 
measuring such employment with data from the 
U.S. Census Bureau's company organization sur-
vey.25 Other researchers, assuming that industry 
employment levels were in equilibrium at a 
point in time, attempted to explain differences 
in employment levels; some have tried to 
account for the number of subsidiaries in an 
industry or for whether a firm in an industry owns 
a foreign affiliate. 

The equilibration scenario is reasonable 
given the high national unemployment rate dur-
ing 1975 and the period just before, a rate that 
rose from 4.6 percent in late 1973 to 9 percent in 
mid-1975. Economists often argue that struc-
tural changes accelerate from economic reces-
sion to recovery, a situation that marked the 
beginning of this seven-year period. Moreover, 
tracing subsequent employment changes to dif-
ferences in the levels of determining variables 
in 1975 seems justifiable in light of the dramatic 
jump in energy prices between 1973 and 1975. 
As they absorbed this blow, firms made major 
adjustments over the next several years. 

How do findings from this research compare 
with conclusions drawn by other researchers? 
Generally, results accord with the industrial 
organization view of foreign investment. Thus, 
they support the notion that in the 1975-82 
period foreign direct investment in U.S. manu-
facturing tended to occur mostly in oligopolistic 
industries. Moreover, according to our analysis 
of the Census Bureau's employment data, the 
desire to secure a source of raw materials or 
have better access to other resources, which 
may have motivated foreign investment in an 
earlier period, does not seem to have spurred 
investment in more recent years. 

The conclusions from this research clash most 
with the findings of Lall and Siddharthan. 
Whereas those authors concluded that foreign 
MNCs shunned highly concentrated industries 
and that product differentiation variables do 
not help explain the clustering of foreign direct 

investment, this research concludes the op-
posite for the 1975-82 period. Specifically, in 
this study advertising and industry size and con-
centration were found to be significant factors 
that positively influenced foreign direct invest-
ment in the United States. 

It is not possible to determine exactly why 
these two sets of conclusions differ so markedly. 
Perhaps, as Lall and Siddharthan speculated, 
the more recent data show that factors similar to 
those that have attracted U.S. MNCs abroad now 
also help explain later stages of foreign entry 
into the United States. Alternatively, compar-
able factors may have been operating to influ-
ence investment by U.S. MNCs and foreign 
direct investment in the United States all along, 
but they were masked by the lack of dynamic 
analysis of changes over a specific period. 

The author's results also are consistent with 
conclusions about foreign direct investment 

"[Findings from this research ... sup-
port the notion that in the 1975-82 
period foreign direct investment in U.S. 
manufacturing tended to occur mostly in 
oligopolistic industries ITjhe desire 
to secure a source of raw materials or 
have better access to other resources 
... does not seem to have spurred 
investment in more recent years. " 

based on more casual observation. The impor-
tance of industry and firm asset size in deter-
mining foreigners' direct investment activity in 
the 1975-82 period is in keeping with the image 
of large MNCs conveyed in the press. The 
chemicals and allied products industry, a good 
example of a U.S. industry that attracted foreign 
investment, is a large industry composed of 
relatively large firms. Similarly, the significance 
of high advertising budgets is perhaps consis-
tent with the heavy affiliate employment gains 
in industries such as non-electrical machinery 
and electronic equipment manufacturing; with-
in these industries, product image and brand 
identification help distinguish manufacturers' 
products. 

These size and advertising influences, to-
gether with the apparent lack of investor in-
terest in acquiring either highly skilled labor or 
raw materials, add to the impression that for-
eign multinational activities in the United 
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States arise from characteristics of the U.S. 
market. The attractiveness of investing in this 
country has been enhanced by foreign com-
panies' wider recognition of the size of the U.S. 
market, as measured by industry size. Moreover, 
the success of growing numbers of large foreign 
MNCs in contending with U.S. companies 
abroad has convinced them that they can 
compete equally well in the U.S. domestic 
market. 

Do these same influences explain foreign 
direct investment in nonmanufacturing indus-
tries or at a more detailed industrial level? The 
tentative answer is yes, but data limitations 
have prevented estimation of the model except 
for very broadly defined manufacturing indus-
tries. Consequently, one cannot compare exact-
ly the statistical results for different groupings 
such as manufacturing versus nonmanufacturing 
industries. 

"¡Multinational corporation activity 
can be motivated by numerous and 
complex conditions, suggesting that 
explaining MNC behavior via precise 
relationships is inherently difficult. 
From a technical and statistical per-
spective, the modest amount of infor-
mation that is available gives rise to 
further ambiguity. " 

Multiple regression analysis of the limited 
data available for all industries and for three-
digit manufacturing industries produced statis-
tical results that were sensitive (in terms of signs 
and significance of regression coefficients) to 
the model specification used. These equations 
explained much less of the industrial variation 
in affiliate employment than did the equation 
for two-digit manufacturing industries. Among 
explanatory variables, the advertising and size 
variables tended to be the most robust. 

There are, perhaps, at least a few good rea-
sons why the model tested was able to explain 
employment change best at the two-digit man-
ufacturing level. First, for the three-digit man-
ufacturing industries there actually was less 
industry variation than for two-digit manufactur-
ing industries. The reason is that the apparel, 
lumber, paper, printing, and leather industries 
were completely unrepresented at the three-
digit level, both because of sampling pro-

cedures and data confidentiality requirements, 
while the components of the chemicals and 
machinery industries represented one-fourth of 
the three-digit manufacturing industries' sam-
ple. Furthermore, information on firm size, 
sales, advertising, and net income was available 
forfewerthan half of the industries, and the R&D 
variable could not be constructed at this level of 
industrial detail. 

Data constraints limited analysis of the non-
manufacturing industries even more seriously. 
Nonetheless, some other variables, such as 
changes in the foreign exchange value of the 
dollar and flight capital or safe haven con-
siderations, may be better predictors of non-
manufacturing investment than those used 
here. Specifically, real estate, financial, and 
trade activities may be more " l iqu id" than 
manufacturing investments and also less read-
ily identifiable with foreign ownership. Such a 
finding might also accord with the industrial 
organization view of foreign direct investment. It 
is possible that more liquid assets are 1 ikelier to 
be subject to the profitability criterion associ-
ated with portfolio investment than is longer-
term foreign investment in manufacturing. 
Pursuit of this line of reasoning is an important 
direction for future research, since foreign d irect 
investment activity in the U.S. service sector has 
been growing even faster than in manufacturing. 

Concluding Comments 

Empirical research on foreign direct invest-
ment in the United States appears to support 
the industrial organization view. However, we 
still cannot conclude with confidence very much 
about the exact linkages and impacts of the 
various factors causing such investment. As the 
literature reviewed above amply shows, multi-
national corporation activity can be motivated 
by numerous and complex conditions, suggest-
ing that explaining MNC behavior via precise 
relationships is inherently difficult. From a 
technical and statistical perspective, the mod-
est amount of information that is available gives 
rise to further ambiguity. 

Because theories of foreign d irect investment 
are not strong enough to tell us just which 
explanatory variables should be included infor-
mal statistical tests, or the form in which they 
should be introduced, experimentation and 
trial-and-error analysis are mandated when 
econometric methods are used. Unfortunately, 
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major statistical problems arise in attempts to 
disentangle separate effects because several of 
the factors are highly correlated. 

One specific statistical problem is that results 
are biased if a statistical regression model 
omits a relevant variable that is correlated with 
variables included in the model. Alternatively, 
including the variable can make it difficult to 
obtain reliable estimates of the effects of other 
variables, owing to the high degree of multi-
collinearity among the variables. Another major 
drawback with those formal statistical regres-
sion models that have been tried is the possible 
interdependence of foreign investment and 
"explanatory" variables. For example, high pro-
fitability in an industry may attract MNC invest-
ment, but profitability could also be high be-
cause of effective barriers to investment. 

While these and other statistical problems 
plague econometric studies of foreign direct 
investment, surveys of foreign investors have 
problems, too. Misleading conclusions can be 

drawn when only investors are asked about 
investment influences because of the selection 
bias involved in excluding non-investors. Con-
sequently, the determinants of foreign invest-
ment remain elusive. 

Notwithstanding these difficulties, continued 
empirical study of the foreign direct investment 
phenomenon may eventually offer a promising 
research strategy. Survey design and sampling 
efforts can be improved to produce more mean-
ingful analysis and interpretation of responses. 
Burgeoning foreign investment in the United 
States and efforts by the U.S. Department of 
Commerce to develop a useful, consistent 
data base will expand the pool of information 
on U.S. affiliate activities. As more informa-
tion becomes available, formal econometric 
model-building and testing of hypotheses will 
be facilitated. Researchers must likewise con-
tinue to improve the theoretical and model-
building aspects of foreign direct investment 
studies as a complement to better data. 

Notes 

'In the United States, ownership interest by a single investor of at 
least 10 percent of the voting securities, or the equivalent, specifies 
the investment as "direct." 

J See U.S. Department of Commerce (1984) for a further discussion 
of these developments. 

3Dunning and Rugman (1985), p. 228. 
"See Hymer (1960). 
5See Kindleberger (1969), Johnson (1970), and Caves (1971). 
6The firm could also serve these markets with exports or could 
license a foreign firm to produce its, presumably, proprietary pro-
duct. The choice between direct investment and sale of knowledge 
depends on the additional cost of doing business abroad versus 
the cost and feasibility of selling the knowledge. See the discussion 
about transactions costs below. 

7 See Teece (1985). 
"Dunning and Rugman (1985), p. 230. 
9For general surveys of the literature on foreign direct investment the 
reader is referred to Calvet (1981) and McClain (1983). Succinct 
criticisms and evaluations of the various theoretical contributions 
that are recommended to the reader include: Dunning and Rugman 

(1985), Teece (1985), and Kindleberger (1984). 
, 0See Vernon (1966). 
" S e e Knickerbocker (1974) and Graham (1974). 
, 2See Vernon (1971). 
13Owen (1983), p. 16. 
'"Little (1978), p. 45. 
,5Gaspari (1983), p. 77. 
16See McClain (1983). 
,7lbid. 
'«See Graham (1974) and Flowers (1976). 
, 9See Volpe (1975). 
MMcClain (1983), p. 311. 
21 Ibid., p. 315. 
" S e e Lall and Siddharthan (1982). 
^Ibid., p. 679. 
"Statistics pertaining to these research findings will be available in a 

forthcoming paper from the Research Department of the Federal 
Reserve Bank of Atlanta. 

"U .S . Department of Commerce (1978). 
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