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PRESENTATION

The early XXI century has been marked by significant transformations in the
global economic scenario. There has been a clear reordering of the global wealth
distribution, with the developing countries and transition countries gaining in
importance over the developed economies. The result of this is that the rich coun-
tries’ share of global GDP, which was 63% in 2000, declined to less than 52%
in 2010, according to the International Monetary Fund (IMF). This process had
already begun at the end of the twentieth century, with sharp growth in Asian
countries in terms of global production of wealth, but intensified following the
international financial crisis of 2008.

The most highlighted aspect of these changes has been the rise of the so-
called BRICS countries (Brazil, Russia, India, China, and South Africa — with a
special mention for China) to the position of leading centers in global economic
discussions, exemplified by the substitution of the G-8 by the G-20 — where the
developing countries have a very active presence — as a privileged forum to discuss
the path of the global economy.

Nevertheless, it is not only in global political and economic forums that the
developing economies are now getting noticed. At the beginning of this century,
and in the wake of the economic growth of those countries, there is clear evi-
dence that their companies are increasing their share of international capital flows
through foreign direct investments (FDI). Thus, between 2000 and 2010 the
participation of companies from developing countries and countries in transition
as sources of global flows of FDI rose from 11.2% to 29.3%, according to the
United Nations Conference on Trade and Development (UNCTAD).

Within this context, Brazilian companies have shown, no less than their
counterparts in emerging countries, a growing desire to invest overseas, in-
ternationalizing their production in new projects — the so-called greenfield
investments —, and via important mergers and acquisitions.

With the aim of discussing these changes, Brazil’s Instituto de Pesquisa
Econdémica Aplicada (Institute for Applied Economic Research), or Ipea, fulfilling
its mission to encourage the debate on economic development, and Sociedade
Brasileira de Estudos de Empresas Transnacionais e da Globalizagao Econémica
(Brazilian Society of Transnational Companies and Economic Globalization Stud-
ies), or SOBEET, are proud to present this book which analyzes the compara-
tive experiences of six countries that have played an important role in these
transformations, namely: South Africa, China, South Korea, Spain, Malaysia,
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and Russia. It examines the profile of these investments and the main directives
of public policies that have provided support for this new internationalization
movement, raising the strategies of these countries’ companies to a different
level. The book lays out a range of policy options as food for thought for public
policy decision makers on this subject in Brazil.

Marcelo Cortes Neri Luis Afonso Fernandes Lima
President of the Ipea President of Sobeet



PREFACE

The last two decades have seen substantial structural change in the Brazilian econ-
omy. Beginning with the opening up to trade in the 1990s, Brazil’s economic
structure has grown in sophistication, with a greater participation of the service
sector, a higher share of foreign trade in the country’s GDDP, a diversified produc-
tion base, and a sharp growth in credit.

Clearly, a more sophisticated economic structure is not a Brazilian phe-
nomenon alone, as this study shows. A similar phenomenon occurred in many
emerging countries, which also combined trade liberalization with public policies
of global economic integration. The lesson underlying the comparative analy-
sis, presented in this book, points to an explosion in entrepreneurship in those
countries while, at the same time, local markets ensure a scale of production at
competitive prices, with innovative management practices (quite often combin-
ing traditional values with imported techniques) ensuring the necessary flexibility
for young companies to make the leap of internationalization.

As a result, the merit of this study is that it presents a comparative analysis
that also involves countries about which there is little information in Brazil, as is
the case of Korea and Malaysia. At the same time, it analyzes the interesting expe-
rience of Spain, whose economic integration resulted from a process of deregula-
tion involving flows of goods, people, and capital from the rest of the world, es-
pecially from Europe. Integration with Europe enabled Spanish multinationals to
become big players in Latin American countries, including certain sectors (such
as banking) where large domestic players already existed.

In every country analyzed, one can detect the existence of more or less inter-
ventionist public policies to encourage the internationalization process. The text
draws our attention not only to the enormous diversity of public policies, but
also to the efficiency of those that more faithfully reflect the political stazus quo
in each country. Common to all is the understanding that the internationaliza-
tion process is a mechanism for increasing the presence of domestic companies
and, ultimately, strengthening a country’s own power. Indeed several studies al-
ready show that the internationalization process brings with it positive macroeco-
nomic effects (greater market access, removal of trade barriers, access to natural
resources, a positive image for the investor’s country, among others) and higher
competitiveness for companies (thanks to greater access to technology and invest-
ment in innovation, higher productivity gains, and the development of flexible
management practices while adding brand value).



10 Internationalization of Companies

This study provides not only information, but also encourages us to reflect
on the policies that Brazil should adopt to regulate and encourage its companies
to internationalize. A traditional destination for foreign investments since impe-
rial times, Brazil is now witnessing, over the last two decades, an increase in the
reverse flow. In 2010, the country featured as one of the leading global investors,
while interest in internationalization rose not only among large domestic compa-
nies, but also among mid-size-to-large companies which see the overseas market
as a means of diluting risk, especially in South America.

In an attempt to organize public policies involving the internationalization
process, in 2008 the creation of an Interministerial Group on Company Inter-
nationalization, within the scope of the Chamber of Foreign Trade (Camex), was
proposed. The group has been an important forum for public policy formula-
tors to exchange information, while at the same time organizing events with the
private sector in order to debate and identify the demands which involve how to
make the internationalization process easier. Studies by Ipea have been funda-
mental to this group, clarifying the Brazilian phenomenon of internationaliza-
tion, in addition to identifying peculiarities and similarities when compared to
other emerging economies.

There is already a survey of the immediate problems that make the expansion
of Brazilian multinationals difficult, ranging from insecurity in terms of tax issues
(a permanent chimera in the economic life of Brazil), to the absence of an institu-
tional basis for international agreements. Where the interaction within different
government departments is concerned, the other demands unmet by public poli-
cies in Brazil are there for all to see: political risk insurance, more information on
the overseas business environment, official missions to promote Brazilian invest-
ment, more flexible foreign exchange rules where direct investment is concerned,
and greater interaction with multilateral financing bodies.

To summarize, multinationals belonging to emerging economies will be im-
portant players on the international stage in the years to come. Their insertion
will bring about some predictable transformations involving their economic and
political importance, in addition to institutional changes regarding double taxa-
tion and investment agreements in the absence of a multilateral arrangement.
Some of the impacts will not be totally predictable, arising from corporate cul-
ture shock, different immigration laws and varying levels of intervention in their
countries of origin. The time has come for Brazil to look at how its public policies
will impact this integration in the near future.

Welber Barral
January 2011



INTRODUCTION

With the end of the global recession in the early 1980s, foreign direct invest-
ment (FDI) flows grew at a surprising pace, rising from US$ 51,5 billion to
US$ 234 billion in 1990, according to data from the United Nations Con-
ference on Trade and Development (UNCTAD).! One of the noticeable fea-
tures of this process was the huge concentration of these flows in the developed
countries, both in terms of the origin, as well as the destination of the FDI.
This period saw the advanced economies take a share of outward and inward
global investment of around 98% and 81%, respectively, spearheaded mainly
by the transnational corporations of five countries: United Kingdom, Japan,
the United States, France, and Germany.

In the 1990s, global FDI flows also showed a similar performance
rising to US$ 1,2 trillion in the year of 2000. However, in this phase, a
number of developing countries joined the ranks, although strongly on the
side of inward rather than outward investment. It was only from 2000 on-
ward that the internationalization process of companies from developing
nations took on a greater scale through direct investment. The average FDI
flow from these countries, in the 1980s, amounted to around US$ 6 bil-
lion, and stood at US$ 165.6 billion during the first decade of the millen-
nium. In this context, the economies in transition also began to strengthen
their presence in global manufacturing, not only as destinations, but also
as origins of global investments.

In spite of higher FDI growth from the developing economies, it is the
advanced economies that still account for at least 70% of global outward FDI
flows, as illustrated in chart 1, based on data from the period 2000 to 2010.
In terms of stocks, the developed world accounts for over four-fifths of all
direct investment, although the progress of the developing economies and
those in transition, in this respect, can be clearly seen, primarily when one
notices that when added together their share totaled 7% in 1990, rising to
17.5% in 2010.

1. Data obtained from the UNCTAD site: <www.unctad.org>.
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CHART 1

Share of the developed, developing, and transition economies of global outward
foreign direct investment flows

(In %)
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Source: UNCTAD.
Note: 'Includes Russia, which accounts for between 76% and 90% of all outward investment by these economies.

Developing Asia, led by China, appears as the most dynamic region on the
planet, and its investments have grown apace accounting for 70% of outward
flows from developing countries, on average, over the last decade. Latin America
accounts for 29% and Africa for 1.6%. The higher volume of investments by
economies in transition is led by Russia — a large investor exceeding China in
terms of flows — which in some years accounts for almost all of these investments.

Analyzing the countries individually, even though the largest sources of di-
rect investments are the economies comprising the hard core of global capitalism
— the United States, France, the United Kingdom, and Germany —, the ranking
of the world’s 50 largest investors, in accumulated amounts between 2000 and
2010, reveals the emergence of other countries in the internationalization pro-
cess of production. Countries like Spain, Hong Kong, Russia, and China figure
among the top 15 on the list; South Korea, India, Brazil, and Malaysia are in the
group of the 30 largest.

The advance of the developing economies and those in transition, as well
as other economies considered peripheral to the developed world, as sources of
investment, has increased political and academic interest in the subject of inter-
nationalization, resulting in several studies that seek to explain this process. Some
of these studies seek to focus on microeconomic logic to explain the growth of
FDI; others look at the macroeconomic aspects that limit or encourage outward
investments; while others seek to investigate the internationalization process of
specific sectors of the industry.
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This book has taken a different approach. Using selected international experi-
ences, it seeks to explore the internationalization movement of companies, identi-
fying the existence of public policies in support of this process adopted by govern-
ments whose countries’ international roles have increased on account of outward

FDI, namely: South Africa, China, South Korea, Spain, Malaysia, and Russia.

In this sense, the chapters comprising this study, each dedicated to the study
of a country, were guided by two sets of questions on which the entire book has
been structured: 7) what is the profile of the direct investment made by these
economies, and who are the major company players in the process; whether it
is possible to identify specific reasons for undertaking overseas investment; and
i1) historically, how did the internationalization process of the companies in each
country analyzed come about; what was the role of the State in the process; wheth-
er there are specific policies for supporting internationalization, and what are they.

Naturally, the specific context of each country and the difhiculties in ob-
taining information did not produce symmetry in the responses to these ques-
tions and, therefore, in the manner in which the six case studies are dealt with.
But taken as a whole, the book compiles some very interesting data which may be
useful when we think about and analyze the recent internationalization process of
Brazilian companies, and the policies for promoting this movement.

From the point of view of methodology, all public policies in support of the
internationalization process described in each chapter followed a classification

standard, prepared by Ipea, based on UNCTAD documents (2006):*

1. Informational support, technical assistance and other guidance (the avail-
ability of publications, data bases, facilitation of contacts, organization
of seminars, and official missions; training, technical services — such as
legal assistance, consultancy, and feasibility studies).

2. Creation of comfort zones (creation in the country of destination of the
one-stop investment, where one may easily access various services under
one roof).

3. Fiscal and tax instruments (reduction in the cost of overseas investment
projects through fiscal incentives and tariff exemptions).

4. Risk alleviation instruments (including political risk) (guarantee of cover
in cases of restrictions on currency transfers, and expropriations in the
light of civil wars and other political unrest).

2. World investment report 2006. FDI from developing and transition economies: implications for development.
Geneva: ONU, 2006.
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5. Financing instruments (making available specific financing facilities,
preferential loans, finance, equity, export credit).

6. International agreements (international agreements between States
involving countries considered as investment priorities — normally
investment protection and double-taxation agreements).

Using this classification helps to separate these specific policies (reflecting
government concern with internationalization through FDI) from the general
policies influencing outward foreign direct investment (training of human re-
sources, production of science and technology, political stability and infrastruc-
ture, among others).

The six chapters comprising this book hope to provide readers with six ex-
periences of companies internationalization, revealing not only the desire of na-
tions to reposition their economies in the global arena, but also the extent to
which their companies — key players in this scenario — are affected by government
policies in their countries of origin. Moreover, the studies show that there is no
panacea of actions and political measures that guarantees the success of an inter-
nationalization process: an important find when reflecting on the specificities of
Brazil’s international integration on this theme.

The Editors



CHAPTER 1

CHINA*

Luciana Acioly
Rodrigo Pimentel Ferreira Ledo

1 INTRODUCTION

Opver the last three decades the Chinese economy has achieved high growth rates
resulting from a set of economic reforms set in motion by the country since 1978.
During these reforms, the changes introduced by the economic policy have en-
abled growth in both exports and foreign investment inflows, which in turn have
gradually begun to contribute to income growth and technological development,
among other variables. More recently, a further change in the external sector
has played an important role in China’s economic development and geopolitical
insertion: the policy of supporting and promoting the internationalization of
Chinese companies.

The purpose of this article is to briefly describe the recent process involv-
ing the internationalization of Chinese companies, both in regard to the char-
acteristics of the investments and the principal measures adopted in support of
this process. Classical analyses of productive internationalization have failed to
fully explain this process in China.! In that country, internationalization was
under the firm rule of the State, and it is only with the recent political and
institutional changes that it can be better understood. Beginning in 2002, with
the institution of the Going Global policy the Chinese government offered a
series of incentives to encourage its companies to internationalize, ranging from
financing mechanisms, to facilitating the administrative processes involving di-
rect investments overseas.

The format that these investments have assumed enables us to affirm
that the internationalization of Chinese companies was a response not only
to incentives or an exclusively microeconomic and/or purely commercial

* This text is part of the on-going research project at Ipea: Internacionalizagdo das empresas brasileiras (Internation-
alization of Brazilian companies). The authors wish to thank researcher Maria Abadia S. Alves, whose initial study was
the basis for this article.

1. For a critique, see Moraes et al. (2006).
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order, but also on account of strategic matters of the Chinese state involving
the continuity of the industrialization process, the pressure of higher cur-
rency reserves on the appreciating exchange rate, and even for reasons of a
geopolitical connotation.

The text that follows is organized into three sections, in addition to this
introduction. The second section describes the primary features of the foreign
direct investment (FDI) undertaken by China, in addition to profiling its ma-
jor transnational corporations. The third analyzes the principal directives of the
policies underlying the internationalization of Chinese companies — removal of
controls on FDI outflows and main incentives — as well as the factors that de-
termined the deepening of this process. Lastly, section four provides the final
considerations of this study.

2 CHINESE DIRECT INVESTMENTS: A PROFILE

The recent internationalization process involving Chinese companies shows char-
acteristics intrinsically linked to the country’s economic development model and
the structure of its major companies. Therefore this section seeks to show, in
addition to the growth of Chinese investment flows, the existence of two move-
ments that characterize China’s FDI flows: the concentration of investments in
the service and primary sectors, as well as in regions abundant in natural resources
and/or important financial centers.

Chinese direct investment flows worldwide rose by a factor of 60 be-
tween 1990 and 2008, according to data from the United Nations Confer-
ence on Trade and Development (UNCTAD). As chart 1 shows, in 1979
when China began to open up its economy, these investments rose from
close to zero, to stand at US$ 830 million, in 1990, and subsequently US$
52.1 billion in 2008. Growth was even more accentuated as of 2004, on
account of a series of changes to the policy providing incentives to interna-
tionalization supported by the Chinese state. From that moment onwards,
investments by China exceeded the overseas investments of other Asian
countries like Korea and Singapore. Thus by 2008 China had become the
second-largest investor among the developing countries, after Hong Kong.
Between 2004 and 2008, for example, the portion of outgoing FDI flows
from China in the total FDI of Asian countries rose from 6.1% to 23.7%.
However, on account of the international financial crisis that exploded in
2008, Chinese FDI growth rates declined sharply over the following two-
year period. Between 2006 and 2008, Chinese direct investment overseas
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rose by 146%; while in the 2008-2010 three-year period, this rate was a
mere 30%. Thus these flows which were US$ 52.1 billion in 2008, stood at
only US$ 68 billion in 2010.

In spite of this reduction over the last two years, Chinese FDI has
taken a quantum leap forward in terms of stock, rising from US$ 4.5 bil-
lion in 1990, to US$ 297.6 billion in 2010. This, for example, has taken
the ratio of the overseas FDI stocks to China’s GDP from 2.3% in 2000,
to 5.1% in 2010. However this growth has enabled China to achieve a very
modest, although growing, share of global FDI stocks (around 1.5%, in
2010). On the other hand, in regard to the developing countries, China’s
share has been more significant over the last 20 years, rising from 3% in
1990, to 10% in 2010.

CHART 1

China: FDI flow and stock worldwide (1990-2010)

(In US$ billions)
300 —
270 —
240 —
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120 —|
90 —|
60 —
30 — 9 18

1990 1992 1994 1996 1998 2000 2002 2004 2006 2008 2010
Stock

Source: UNCTAD (2011).
Prepared by the authors.

Distribution by sector of Chinese FDI has been primarily concentrated in
services, followed by the primary sector. According to data on the FDI stocks
made available by MOFCOM - the Ministry of Commerce of the People’s Re-
public of China — and shown in chart 2, services accounted for 76% of Chinese
investment and the primary sector for 17.5% in 2010. That year, manufacturing
contributed a mere 6.5% of the stock of Chinese FDI, after obtaining a share in
excess of 10% in 2005.
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Ell;lifl\zrdzistribution of the overseas FDI stocks by sector (2004-2010)
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Available at: <http://hzs.mofcom.gov.cn/accessory/201109/1316069658609.pdf>.
Prepared by the authors.

Note: ' Estimated amounts.

An analysis of flow data also confirms the huge importance of the ser-
vices sector. Of the 68.7% of Chinese investments intended for this sector,
those involving the business segment accounted in 2010 for 47.3%, while
wholesale and retail sales took 9.3%. In 2010, the primary sector took around
21% of the total invested by China, the lion’s share of these investments be-
ing channeled to mining in countries rich in such resources. Manufacturing
enjoyed a 10.2% share, worthy of note being both the labor-intensive and
more modern technology segments. With the exception of 2004 and 2006,
services have always accounted for more than 65% of Chinese FDI (Chart
3). This high percentage has been achieved at the expense of the small par-
ticipation of the industrial sector, which has never reached 20%. The primary
sector, however, has always enjoyed an important share, albeit a fluctuating
one, contributing with over 20% of China’s direct investments in the latest
two-year period (2009-2010).
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CHART 3
China: distribution of overseas FDI flows by sector (2004-2010)
(In %)
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Source: MOFCOM (2010). Available at: < http://hzs.mofcom.gov.cn/accessory/201109/1316069658609.pdf>.
Prepared by the authors.
Note: 'Estimated amounts.

Generally speaking, the sectorial features of overseas Chinese FDI have shown
that the relative scarcity of natural resources in the country have made investments
in this area, as well as in energy, appear to be a necessary and high-priority option.
To that end, the government drew up an aggressive external investment policy of
the resource-seeking type (with the focus on natural resources), under the com-
mand of large state-owned companies. Given the country’s rapid economic growth
and the resulting expansion in domestic demand, these companies have adopted
several investment strategies for obtaining the inputs required by their production
chains, among which: exports/imports of commodities and the exploitation of
natural resources, enabling them to integrate their extensive range of businesses.
Concern with the volatility of commodity prices has also spurred state-owned
companies to take measures to directly control these sources of production.?

In the case of services, the huge volume of FDI reflected the invest-
ments in setting up holding companies, with regional head offices usually lo-
cated in financial centers. From these centers, the companies have been able

2. As the industrial policy is at the top of the government’s agenda, there are strong incentives for Chinese energy
companies to compete in the purchase of shares of companies located in the supply chain of this sector.
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to diversify their investments in other countries.”* MOFCOM data for 2006
show that in the financial industry, banks were responsible for most of the
investments, accounting for 16.7% of the flows for that year, involving 19
countries that included the United States. This scenario reflected the strat-
egy of Chinese banks of the strategic asset-seeking type (geared to the search
for strategic assets) of identifying opportunities, expanding their business
to take advantage of the Chinese diaspora, obtaining access to diversified
income and advanced financial management techniques in the developed
countries, and undertaking business in support of Chinese companies that
have invested overseas. In this case, according to the Organization for Eco-
nomic Co-operation and Development (OECD, 2008), the banks have also
invested in developing countries, especially in Africa, where the financing
requirements of Chinese companies has risen.

Unlike the sectorial distribution of the direct investments received by China,
the manufacturing sector as a destination for Chinese investments has not ab-
sorbed a significant volume of resources. Although, in the 1990s, higher competi-
tion in the domestic market with transnational companies of other countries led
Chinese corporations to excess capacity, like in labor-intensive sectors (textiles,
footwear etc.), driving the internationalization movement, this did not result in a
higher share of manufactured items in Chinese FDI. In the same vein, it is worth
pointing out that it was only from 2000 onward that the Chinese government
came up with clear incentive policies for the manufacturing segment, but still a
long way short of the emphasis given to the internationalization of companies in
the primary and services sectors.

In regard to the method of entry into overseas markets, the investment
mechanisms most used by Chinese companies was the establishment of overseas
subsidiaries and joint ventures. Recently there has been increasing importance
in the use of mergers and acquisitions as a means of accessing strategic assets,
through the Hong Kong and New York stock markets. Chinese FDI, using these
transactions, rose from US$ 60 million in 1990, to more than US$ 15 billion in
20006, then receding to US$ 4.5 billion in 2007, according to UNCTAD data.

These transactions were more frequent in the technology and communica-
tion sectors, as well as in activities involving the exploitation of natural resources,
representing an option for obtaining technology and controlling distribution net-
works and brands. In 2004, the Shanghai Automobile Group (SAG) acquired
49% of SsangYong Motor Company, the fourth-largest Korean motor company;
one year before, The TCL Corporation (“Creative Life”) merged with French

3. Permission for companies to channel their investments to other markets using financial centers makes it difficult to
classify the investments made by China on a sectorial/activity basis.
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giant Thomson (television), in a transaction that topped US$ 3.5 billion. In
2005, China Minmetals Corporation (CMC) acquired a quarter of Chile Gaby
Copper Mine, with the aim of obtaining copper for a period of 15 years at be-
low market (spot) prices. In 2009, Chinese companies accounted for 38 merg-
ers and acquisitions worldwide, with the greatest emphasis on natural resources,
which when added together resulted in an increase of 90% over the operations
closed in 2008, according to the Zero IPO Research Center in Beijing. Attention
should be drawn to the fact that the large Chinese transnational companies have
dominated these transactions, while smaller companies have set up business by

opening offices overseas, with many of them engaged in selling Chinese produce
(YANG and TENG, 2007).

From the point of view of the location of Chinese FDI worldwide, its dis-
tribution between countries and regions has seen several changes with the passage
of time. In the initial phase (1979-1991) Chinese investments were concentrated
in North America and Oceania (almost 80%), but the amount invested never
exceeded US$ 1 million a year, while the large projects in these regions were in
the natural resource sector under the command of the large state-owned compa-
nies, including mining, bauxite and oil, among others, in Australia and Canada.
Thereafter, China gradually changed the path of its investments from the devel-
oped to the developing countries, especially to Asia, with Hong Kong receiving
the lion’s share of its investments (OECD, 2008).

In terms of flows, the volume of investments accumulated between
2004 and 2009 rose by a factor of 10 to US$ 56.5 billion. Although there
were variances in those regions’ shares of these flows, the share of accumu-
lated investment shows a higher volume of funds being channeled to Latin
America and Africa, behind Asia — undisputed leader as the destination for
Chinese investments.

In the case of the stock, MOFCOM data for 2009 showed that of the
US$ 245.8 billion Chinese FDI, 80% was channeled to Hong Kong and tax
havens. After stripping out these destinations, the amount of US$ 52.6 billion
was allocated as follows: 52.2% in Asia and Oceania, 17.7% in Africa, 16.5%
in Europe, 9.8% in North America and 3.7% in Latin America. Chart 4 shows
the regional distribution of Chinese investments in 2009.%

4. Data published by MOFCOM on Chinese foreign direct investment differ from those published by UNCTAD, for
methodological reasons. This institution’s data on FDI stocks and flows differ from the data published by MOFCOM,
given the fact that in the case of the former, these categories refer to net investment; for the latter, the recorded data
refer to inflows only.
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CHART 4
China: spatial distribution of the FDI stocks by region (2009)
(In %)
Oceania
Africa 2.6

Europe 3.8

35

Latin America
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North America
21

Source: MOFCOM (2010).
Prepared by the authors.

From this scenario one can detect several more recent trends in Chinese
direct investments, according to the region of destination.

In Asia, the accumulated flows of Chinese FDI rose from US$ 117.2 billion
between 2003 and 2009 (66% of its entire foreign direct investment worldwide),
with over four-fifths channeled to Hong Kong. The remainder was directed to
the countries comprising the Association of Southeast Asian Nations (Asean),’ in
commodities and natural resources such as rubber, palm oil, oil, gas and agribusi-
ness, particularly in Thailand, Cambodia, Malaysia, Indonesia, the Philippines,
Vietnam and Singapore. In southern Asia, investments have been concentrated in
Pakistan in technology businesses and the oil and electronics industries, the latter
having been made in the Haier economic zone.

Latin America saw investments of US$ 33.5 billion (19% of the total),
of which over 96% were directed to tax havens (the Cayman Islands, the

5. Asean currently comprises ten countries: Brunei, Cambodia, Indonesia, Laos, Malaysia, Myanmar, the Philippines,
Singapore, Thailand and Vietnam. The Asean regional forum also defined its principal dialog partners, namely: South Africa, Aus-
tralia, Canada, China, the United States, India, Japan, New Zealand, Russia and the European Union (EU) (ANTHONY, 2003).
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British Virgin Islands, the Bahamas and Barbados). Of the remaining 4%,
the greatest portion has found its way to Argentina, Venezuela, Brazil, Gui-
ana, Mexico, Cuba and Peru, totaling US$ 886 million. In these countries,
China’s primary interest has been not only to obtain access to the extraction
and production of natural resources and energy (oil, copper and iron ore) to
meet its internal demand, but has also included investments in manufactur-
ing, telecommunications and textiles.

In the second half of the previous decade Chinese investments in Africa rose
significantly, leading the continent to overtake the United States to become the
third-largest recipient of Chinese investments. Of the US$ 9.8 billion in direct
investments accumulated in the 2003-2008 period, South Africa took more than
50%, followed a long way behind by Nigeria, Zambia, Algeria, Sudan and the
Congo. Generally speaking, Chinese companies arriving in Africa have invested
in oil exploration, mining and infrastructure.

Europe concentrated 4% of Chinese direct investments overseas between 2003
and 2009, the largest recipients being Luxembourg, Russia, Germany, the United
Kingdom and Holland, who together accounted for 89% of this total. The largest
share of these investments has found its way into services (55%), while in the case of
manufacturing activity, has focused on information and communications technol-
ogy (ICT), the automotive and machinery sectors. Acquisitions and strategic alli-
ances have been the main forms of entry into these markets, primarily in the case of

the countries of the European Union (EU) (NICOLAS, 2009).

Oceania is important to China as a source of natural resources. The region
took 3.2% (US$ 5.6 billion) of accumulated Chinese direct investment flows
over the last six years, with Australia and Papua New Guinea the main destina-
tions. The large Chinese oil companies are clearly interested in the latter of the
two — an economy with an abundance of energy and mineral resources — for
the production of natural gas and the development of projects in the mining
of gold, copper and nickel, among other minerals. Just as in the case of Latin
America and Africa, the countries in the region have become essential channels
through which to feed the growth of Chinese manufacturing industry. Take,
for example, the case of Australia, where Chinese investments are extensively
concentrated in mining.

The United States was home to 1.2% of global Chinese investments be-
tween 2003 and 2009, and Canada, 1%. In the case of the latter, the invest-
ments have been primarily focused on natural resources and renewable energy,
but there have also been investments in ICT, food processing, pharmaceuticals
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and natural medicine (DEPARTMENT OF FOREIGN AFFAIRS AND
INTERNATIONAL TRADE CANADA, 2010). In the United States, China
has invested in two manners: through its private companies that create and
purchase smaller US companies in the auto parts and printing sectors etc.,
or through its large state-owned companies, who acquire large US companies
in the fields of energy, oil and information technology (IT). Overall, 70% of
Chinese FDI in the United States is focused on the manufacturing sector.

In addition to economic motives, there are also political and diplomatic
interests at stake in China’s foreign investments and trade flows. Since 2001,
China has made a series of official visits to Latin American governments —
especially in South America — and analysts point to two important factors to
explain Chinese expansion in the region: the “Taiwan factor” and the “United
States factor”. Taiwan enjoys official diplomatic relations with 12 of the 25
states in the region for whom it has historically been a source of investment
and financial assistance. China’s growing economic and political presence on
the continent has put competitive pressure on Taiwan in these two dimen-
sions, reducing its sphere of influence in the region. In regard to the United
States, China’s improved positioning in the region is seen as a challenge to
US influence on the continent in the not-too-distant future (DUMBAUGH
and SULLIVAN, 2005).

This can also be said of the Chinese presence in Africa and Oceania.
In the latter case, the region plays a small but increasing role in China’s eco-
nomic and strategic interests. Since the 1970s, this country has established
diplomatic relations with and an important presence on the islands in the
region; however, more recently, Beijing has begun to maintain a closer, more
constant dialog with them through the Pacific Islands Forum. By taking on
more tangible commitments within the China-Pacific Island Countries Eco-
nomic Development and Cooperation Forum, held in 2006, China’s inter-
ests have changed track, as it moves towards increased trade, investment and
technical cooperation with the countries of the region. Since then its foreign
policy has sought to attract support for its intentions at the United Nations
Organization (UN), advance its agenda within the World Trade Organization
(WTO), block Japan’s aspirations to a more active role in international rela-
tions, displace Russia’s influence and maritime expansion in the region, and

isolate Taiwan (WESLEY-SMITH, 2007).¢

As for the factors involving the multiple interests of China’s presence in
Africa, box 1 provides a brief summary.

6. Since 2003, Taiwan has lost six of its 30 diplomatic allies in the region (LAI, 2006).
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BOX 1
China’s strategic relationship with Africa

In the 1950s, within the bipolar order established in the wake of the Second World War,
China’s objective was to increase the number of its allies. When in the 1960s its relations
with the Soviet Union took a turn for the worse, this strategy became even clearer, with
China declaring its struggle “against superpower hegemony”. At that time the Chinese gov-
ernment began supporting a series of liberation movements in many African countries, while
a series of contacts and conferences strengthened China'’s relations with several countries
on the continent. In 1950 Beijing had diplomatic relations with only five African countries.
At the end of the 1960s, this number had risen to 19.

These closer ties with Africa sought to prevent the establishment of diplomatic relations with Tai-
wan and to garner support at the UN General Assembly. When in 1971 the Assembly removed
Taipei's representation at the organization in favor of Beijing, one-third of the votes came from
African countries. But in the 1970s Sino-African relations were marked by ambiguities: on one
side was China, supporting and even arming national liberation movements, such as those of
the territories under Portuguese colonization; while on the other it openly aided and abetted
France and the United States, provided this tended to neutralize or contain Soviet expansion in
Africa. In spite of this China continued to expand its diplomatic presence in the continent, so
that by the end of the decade 44 African countries enjoyed formal relations with China.

In the 1980s and 1990s Africa ceased to be a focal point for Chinese international policy.
It was only in more recent years, especially from 2000 onwards, that political relations be-
tween China and the continent began to gather steam following the first FOCAC — Forum
on China-Africa Cooperation, which laid the foundations for current cooperation between
China and Africa, and established a series of objectives that gave birth to the Bejjing Action
Plan (2007-2009). Some of the actions proposed included the provision of a preferential
credit facility of US$ 5 billion, the setting up of a US$ 5 billion fund to support Chinese
investments on the continent, the commitment to open up the Chinese market to African
exports, a series of infrastructure projects, the cancellation of the official debt of several
countries to China and the establishment of three to five zones of cooperation in Africa.

Source: Oliveira (2007).
Note:' For more information about the FOCAC, see FOCAC (2006).

2.1 The most internationalized Chinese transnational corporations

The performance of Chinese direct investment in terms of volume and of sectorial
and geographical distribution reflected the objectives and strategies of the coun-
try’s major transnational companies. According to UNCTAD, the year 2000 saw
accelerated growth in the cross-border activities of Chinese companies, whereby
several of them became important competitors at global level. According to the
list published by that institution with the world’s 100 largest transnational com-
panies and the 100 largest in the developing countries classified by the volume of
overseas assets, thirteen Chinese companies — excluding companies from Hong

Kong — figured in the ranking of the latter group (UNCTAD, 2010).
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The most internationalized was Citic, in 48" position among the world’s
100 largest transnational corporations — and in second place among the 100 larg-
est in the developing countries.” Founded in 1979, the company has become the
country’s largest transnational corporation, with 44 financial subsidiaries overseas
and operating primarily in Hong Kong, the United States, Canada, Australia and
New Zealand. In addition the company has set up representative offices also en-
gaged in the financial industry in other markets such as Japan and Germany, for
the special purpose of attending to industrial services.® In terms of foreign assets,
in 2008 Citic had US$ 43.7 billion (18% of the company’s total assets) while in
terms of sales on the international market, these amounted to US$ 5.4 billion,

accounting for more than 24% of total sales. The number of overseas jobs created
exceeded 18,000 (20% of the total workforce).

The second-largest conglomerate by volume of overseas assets in 2008 was
Cosco, specializing in ocean transportation and related activities, founded in
1993. Over the years the company has established itself primarily in the Asian
and European markets, especially in Germany, Singapore and Thailand, and cur-
rently operates 600 ships in 1,100 ports in 150 countries.” In 2008 the company
had US$ 28 billion in overseas assets, which accounted for over 77% of its total
assets — against 68% the previous year. Overseas sales stood at US$ 18 billion,
almost 66% of total sales, but the number of overseas jobs was only 4,500 — that
is, 6.6% of the company’s total workforce. In other words Cosco, in spite of
concentrating its business overseas, employs most of its workforce in China itself.

The third most internationalized company is the China National Petro-
leum Corporation (CNPC). The state-owned oil company, founded in 1988
and which in 1993 began operating in overseas markets, has focused its ac-
tivities on the exploration and development of oil and gas, in addition to the
transportation of fuel. As one of the world’s major suppliers of oil, engineering
and construction services, CNPC has specialized in all fields involving explora-
tion, development, refining, chemicals, prospecting, geophysics, drilling, test-
ing and engineering in these sectors, primarily in the Middle East, Africa and
Asia.’® Among the five countries mentioned in this study, CNPC showed the
lowest percentage of assets, sales and jobs overseas. In all items this percentage
was less than 4% — in other words, China continues to take the lion’s share in
terms of activity and job creation. Nevertheless, it is worth noting that in 2008
the company had US$ 9 billion in overseas assets and created 20,000 jobs in
overseas markets.

7. According to UNCTAD criteria based on the volume of overseas assets.

8. This information is available on the company’s site: <http://www.citiccapital.com/company.html>.
9. For this and other information, see: <http://www.cosco.com.br/br/subsidiarias.shtml>.

10. For this and other information, consult the company's site: <http://www.cnpc.com.cn/eng>.
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Following close behind comes the China State Construction Engineering
Corporation (CSCEC). A company founded in 1982, it has made a name for itself
primarily in project planning and development, and in design and management
within the civil construction sector."" This conglomerate has been active in an ex-
tensive range of countries, especially in Asia and Africa, namely: Singapore, South
Korea, Namibia, the Philippines, Thailand, Botswana, Algeria and Hong Kong. In
2008 the company had an important volume of overseas assets (in excess of US$ 7
billion), representing 23% of its total assets. Overseas sales and jobs created showed
lower, but still significant, percentages in comparison to its total overseas assets:

12% (US$ 3.6 billion in sales) and 14% (over 15,000 employees), respectively.

In fifth place comes Sinochem. The Chinese state-owned oil and chemical
company had US$ 6 billion in foreign assets in 2008, 32% of its total assets.
Overseas sales amounted to US$ 34.2 billion, or 77% of overall sales, while the
volume of jobs created outside China was a mere 1% of the total workforce — see
table 1, which provides a summary of the principal internationalization indica-
tors of these Chinese companies.

TABLE 1
China: selected indicators of the largest transnationals (2008)
(In US$ million and %)

Foreign Assets Assets Sales Employees
Corporation/rank Overseas % (Total) Overseas % (Total) Overseas % (Total)
CITIC Group /2 43,750 18.33 5,427 24.42 18,305 20.19
COSCO Group /7 28,066 71.42 18,041 65.77 4,581 6.57
CNPC /27 9,409 3.56 4,384 2.65 20,489 1.88
CSCEC Group /37 7,015 23.48 3,619 12.45 15,765 13.82
Sinochem Co. /47 6,409 3233 34,218 77.28 225 0.84

Source: UNCTAD (2009).
Prepared by: Dinte/Ipea.

Several observations about the presence of Chinese state-owned companies
overseas are required. Firstly, overseas sales have assumed significant proportions in
these companies’ revenues, as at least one-quarter of their total sales occur on the
overseas market — with the exception of CNPC and CSCEC Group. Secondly, these
companies have concentrated their activities in the infrastructure and oil sectors,
playing a strategic role in China’s industrial policy regarding the need for natural
resources and energy to sustain its current growth pace. Thirdly, these corporations

11. In the latest list published by Engineering News-Record (ENR, 2009), CSCEC appears as one of the world's 25
largest contractors.
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are entirely state-owned and represent the hard core of the Chinese internationaliza-
tion process. According to OECD estimates (2008), the share of central govern-
ment-managed Chinese state-owned companies in the total stock of FDI outside the
country was 84% in 2005, and in terms of flows, 83.7% between 2004 and 2006.
The balance of these investments was made by state-owned companies under local
government management and non-state-owned companies of several types of cor-
porate structures'” (domestic private and foreign private companies, among others).

3 THE INTERNATIONALIZATION PROCESS OF CHINESE COMPANIES

Understanding the dynamic of the internationalization of Chinese companies re-
quires analysis of the principal policy directives underlying this process. Firstly, it
should be stressed that these directives have, to a large extent, been subordinated
to the objectives of Chinese industrial policy and to the management policy of
the balance of payments, given the initial restrictions on hard currency.

Since the end of the 1970s, the policy of strengthening domestic companies
has led them to centralize and coordinate large volumes of investment, in addi-
tion to fostering the concentration of several production chains. This movement
took place pari passu with the deregulation of the economy, without which do-
mestic companies could not have made such significant changes within China’s
manufacturing structure in such a short time frame. Deregulation of the Chi-
nese economy, with authorization for the gradual entry of foreign capital and
the expansion of overseas trade relations was essential for the modernization and
growth of domestic manufacturing industry.'

The relationship between foreign capital and the industrial and technology
policy in China, under the command of the State, was the basis for disseminating
the technologies typical of the Third Industrial Revolution (IT, microelectron-
ics, etc.) in a country whose dominant technologies were extremely outdated in
relation to the developed countries and to several developing countries. Under
this model, the integration of the domestic economy with the global economy
became a central component in the modernization and development of large
Chinese companies who became competitive in global terms, with the support

of the domestic technology matrix (BARBOSA DE OLIVEIRA, 2005; NOLAN
and WANG, 1999).

12. State-owned companies were initially authorized to operate overseas; however, as the reform of the Chinese
industrial sector has advanced, the presence of Chinese private companies has risen.

13. The Chinese state has been particularly involved in the foreign capital reform process and the opening up of the
market. The entry of foreign investment into China was an extremely selective process that favored regions and sec-
tors — in general, more technology-intensive and export-focused — established by the government. As Zonenschain
has pointed out (2006, p. 84), “attracting foreign capital involves a strategy for leveraging domestic companies and
capabilities”. That is why external sector policies included technology transfer agreements, local research and develop-
ment (R&D) and requirements to export part of the production.
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As Chinese companies became more competitive on the international mar-
ket, the Chinese government encouraged them to move overseas. The purpose
was to ensure access to strategic resources and growing consumer markets, in
addition to entering into mergers and acquisitions that would enable them to
expand their production networks and their own physical structures, the purpose
of which was to expand and modernize the domestic production structure.

This process also involved the strategies of the balance of payments sustain-
ability policy. One of the priority targets of China’s economic reforms was to elim-
inate the external restriction which for most of the Maoist period (1949-1976)
had prevented the import of both basic and manufactured goods. Because of this,
between 1980 and 2000 the country sought to set up an extensive export base and
attract substantial FDI flows as a means of eliminating the external restriction and
boosting the creation of large foreign currency reserves. The success of this strategy
enabled the creation of balance of payments surpluses and, as a result, the accu-
mulation of substantial currency reserves, which in 2008 reached more than US$
2 trillion (UNCTAD, 2009). Growth in reserves, however, resulted in increasing
international pressure on China’s foreign policy, especially its exchange rate policy.

Management of the nominal exchange rate, reflected in continuous devalu-
ations up to 1994, followed by its stabilization against the US dollar from that
period until 2005, began to experience intense pressure, such as US threats of
retaliation against Chinese trade in order for the Yuan to appreciate.' This situa-
tion led the government of China to take new measures in order to avoid attrition
in Sino-American relations. It was in this context that the incentives for Chinese
companies to internationalize expanded significantly, thereby enabling larger out-
flows of capital and alleviating pressure on the foreign exchange rate.

Thus if by the end of the 1990s Chinese overseas investments were subject
to strong restrictions by the SAFE — the State Administration of Foreign Ex-
change, from 2000 onwards this situation experienced a complete turnaround
when that institution’s control of capital was subject to significant alterations
towards a greater relaxation of the rules for the retention of capital in China.

The year 1999 saw the first attempt at liberalizing projects involving the
manufacture or assembly of products overseas. In this case, the investments were
to be made by means of goods and equipment, rather than cash, allowing the use
of collateral-free letters of credit. Nevertheless, it was still mandatory to remit
profits directly to China.

14. In July 2005 there was an important change in foreign exchange policy. The system of fixed parity in relation to the
dollar was partially eliminated and replaced by a flexible exchange rate system managed according to the variation of
a currency basket (Cunha et al., 2006). Although in 2009 on account of the global financial crisis China returned to a
fixed rate system, in mid-2010 the government indicated it would return to a flexible exchange rate system.
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In 2002, the SAFE freed up foreign investments in 14 locations in China.
From that year onwards, it became no longer mandatory to remit profits home,
at least for companies based in those locations, which enabled investors to re-
invest their overseas profits. In 2005, the decentralized units of the SAFE were
also authorized to approve investments in amounts of up to U$ 10 million.
That same year, the advantages restricted to the 14 locations were extended to
the entire country.

In 2006, the SAFE published its Circular on revision of certain foreign poli-
cies relating to overseas investment,” whose purpose was to detail the procedures
concerning capital controls. The circular was subsequently updated in 2009. Two
principal measures were taken:

firms will no longer have to submit an application including the source of funding
for approval to SAFE; instead, companies must register at the local SAFE bureau
and can report the funding source after the investment took place [and]; Remit-
tances will only have to be registered ex post instead of being approved in advance,
and early-stage expenses of up to 15 percent of the total investment volume will be
allowed. (ROSEN and HANEMANN, 2009, p.11).

China’s higher international reserves also enabled it to create a huge sover-
eign fund which had an important impact on Chinese overseas investment, since
it enabled acquisitions of equity stakes in foreign companies. Created in 2007
the Chinese fund, with a capital of US$ 200 billion, embarked on aggressive
purchases of a variety of assets. That year, the fund used US$ 3 billion to purchase
almost 10% of the shares of the private equity fund, Blackstone, one of the most
aggressive in the United States, and owner of companies like the Hilton hotel
chain and Deutsche Telekom. This initiative also marked the strategy of increas-
ing Chinese equity stakes in Western companies.

Thus, given the restrictions put in place by the SAFE, and bearing in mind
the evolution of China’s foreign and industrial policy, the internationalization of
Chinese companies basically involved five stages. The first, between 1979 and
1983, was marked by the need to ensure supplies of raw materials for the trans-
formation industry, and was the major reason behind the Chinese government’s
decision to encourage its companies to leave home. During that period there were
no regulations regarding the form this internationalization was to take. State-
owned companies were practically the only ones investing overseas, and each
proposal was individually scrutinized by the State Council'® — the sole authority
responsible for approving projects.

15. Cited in: ORGANISATION FOR ECONOMIC CO-OPERATION AND DEVELOPMENT (OECD). Investment Policy
Reviews — China. Paris, 2008.

16. The State Council is the highest executive body of the Chinese State. It comprises the Prime Minister, Deputy Ministers,
State Advisors, the Auditor-General and Secretary-General.
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Between the mid-1980s and the early 1990s, the Chinese government
began allowing private companies to ask for approval to set up subsidiaries
in other countries, while at the same time there was a movement towards
standardizing the procedures and rules involving this authorization. In several
cases the internationalization of companies meant round-tripping,'” whereby
these companies would set up in the United States or the Virgin Islands and
subsequently return to China with the status of foreign companies, which en-
abled them to enjoy the same advantages offered to non-domestic companies,
including lower interest rates.'®

Between 1993 and 1998 there was a relative retraction in the movement to
increase the liberalization of overseas investments because of the losses suffered
on investments in the Hong Kong property market, as well as from speculation
in stock markets. In order to encourage manufacturing investment, agencies were
created to scrutinize investment projects exceeding US$ 1 million before their
submission to the former MOFTEC — the Ministry of Foreign Trade and Eco-
nomic Cooperation, currently MOFCOM)."

From the end of the 1990s until 2002, incentives for Chinese companies
to internationalize became more effective with the launch of the document Sug-
gestions on encouraging enterprises to develop overseas business in processing and as-
sembling the supplied materials,® which established clear priorities for industrial
investment. The State Council also began providing technical and financial as-
sistance to companies that used Chinese raw materials and equipment in their
manufacturing processes. Some sectors such as textiles, machinery and electrical
material were especially encouraged to internationalize.

As of 2002, a new stage began in which the internationalization directives
for Chinese companies were the result of decisions taken at the XVI Communist
Party Congress, when the Going Global political was formulated to attain five
major objectives. The first involved altering the pattern of intervention by the
Chinese state, so as to take on a more supervisory role in the system, rather than
directly controlling the sector/geographical distribution of the country’s direct
investments. The second objective was to decentralize and relax the granting of
authorization for Chinese companies to go abroad. The goal of the third was to
increase the incentives for companies to internationalize and eliminate exit barriers

17. This matter will be discussed later.
18. On this matter, see Yang and Teng (2007).

19. In 2003 MOFTEC merged with newly-created MOFCOM, the State Development Planning Commission and State
Economic and Trade Commission.

20 Cited in: OECD. Investment Policy Reviews — China. Paris, 2008.



32 Internationalization of Companies

to investment.”’ The fourth involved reducing capital controls and creating new
channels for financing overseas investments. The final objective sought to integrate
the policy for internationalizing Chinese companies and other existing policies for
the overseas sector, as a means of accelerating the process of integration with coun-
tries with which China had established trade or foreign policy relations.

In order to attain these objectives the Chinese government redefined the
rules and procedures involving the internationalization of its companies. In
2004, with the launch of the document Decision of the state council on reforming
the investment system and the SAFE circular Guidelines for investments in overseas
countries’ industries, n° 1, new policy directives and internationalization support
measures were established, including the restructuring of the system for scrutiniz-
ing and approving projects, expansion of financing channels, simplification and
regulation of the administrative procedures and intelligence support (informa-
tion on 67 countries and regions, with investment indications), among others.

In regard to simplification of the administrative procedures, this period saw
the launch of two documents: Interim measures for the approval of the overseas
investment projects, issued by the National Development and Reform Commis-
sion of China (NDRC), and Provisions on the examination and approval of invest-
ment to run enterprises abroad, published by MOFCOM.** Among the changes
to be achieved, the highlights were: decentralization of the approval procedures,
simplification of bureaucratic procedures and authorization to make other docu-
ments and regulations available via the internet. In addition, 2009 saw the pub-
lication of the document Guidelines for overseas investment by Chinese companies,
which contained the first list of 20 priority recipient countries of Chinese invest-
ments, providing a variety of information and support instruments.

Based on the UNCTAD classification (2006) of the specific policies adopted
by governments to support the internationalization of their companies, the next
sub-section describes the major instruments used by China to achieve this purpose.

3.1 Principal policy measures in support of internationalization

In line with the objective of encouraging FDI, the Chinese government em-
barked on a series of specific measures to that end, either bringing about changes
in administrative procedures, or providing finance or guidance for investors.

21. Rosen and Hanemann (2009, p. 11) show some of the incentives granted: “Along with lower barriers, Beijing has
introduced policies to actively support firms in going abroad. These include facilitation services, such as risk assessment
and insurance; commercial incentives, such as subsidies and tax breaks; expanded avenues for financing overseas
operations ; and OFDI delegation participation to help bridge credibility and brand disadvantages”.

22. Regulation of Chinese FDI has not been completed, but is in the adaptation phase. Besides the Council of State,
three other bodies control the internationalization of Chinese companies: the NDRC, MOFCOM (formerly MOFTEC)
and the Safe.
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Furthermore, the recipient country of the investment also received support by
entering into bilateral agreements while enjoying stronger diplomatic relations.

Chinese overseas investment projects can be classified according to their
priority. The group of preferential investments includes: projects that make up
for the lack of domestic resources; industrial and infrastructure projects that
encourage domestic exports and the creation of jobs and technology; research
and development (R&D) projects; and merger and acquisition projects that en-
able Chinese companies to be more competitive in overseas markets. Companies
whose projects meet these requisites now have access to a wide range of interna-
tionalization incentive instruments.

3.1.1 Informational support, technical assistance and other guidance

The Chinese government has also promoted the internationalization process by
expanding its network of information and guidance for investors. In 2004 it
launched a guide book for companies intending to invest overseas (Guidelines for
investments in overseas countries’ industries, prepared by the SAFE) involving
67 countries and identifying a series of promising sectors in those countries, with
special emphasis on agriculture, mining, manufacturing and services.” Further-
more, the government runs a data base on the investment conditions in several
countries, which businesspersons can consult. This information ranges from the
business environment in the country, to matters involving culture and politics.
Other services are likely to be added, such as investment risk assessment — includ-
ing political risk — and insurance.

Another important policy has been the use of research institutions focused on
developing systemic research into competitiveness and industrial policy, in order
to strengthen the presence of Chinese companies overseas. The two major institu-
tions are directly linked to the State Council: the Development Research Center
of the State Council (DRC) and Chinese Academy of Social Sciences (CASS).

3.1.2 Creation of comfort zones

The Chinese government has encouraged companies to invest collectively in in-
dustrial complexes, similar to the export processing zones, in the countries of des-
tination of the investments. To that end it has created spaces — known as one-stop
points — in Vietnam, Cambodia, Pakistan and Russia?, where clients have access
to the services of different ministries and other institutions, all under one roof.
The most well-known is the China-Singapore Suzhou industrial park.

23.The document can be found at: <www.china.org.cn>.
24. On this point, see Yang and Teng (2007).
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3.1.3 Fiscal and tax instruments

Since the second half of the 1980s the Chinese government has provided Chinese
companies with income tax exemption for five consecutive years, once these com-
panies have commenced their operations in the overseas market. After this period
they then begin operating in the host countries under double taxation agree-
ments, while still enjoying tax breaks. Besides the fiscal incentives provided by the
central government, local governments grant other (individual and corporate) tax
breaks to companies domiciled in their locations, although for specific periods.

Chinese companies that export equipment or process primary products and oth-
er materials for other Chinese companies have been classified as qualifying to receive
reimbursement of value added tax paid. If there are restrictions on licenses or export
quotas for supplying their overseas investment projects, these exports take preference
over other demands. In addition, imports by Chinese companies operating overseas
often receive preferential treatment, such as tariff exemptions (OECD, 2008).

3.1.4 Financing instruments

Financial incentives are the most powerful instruments used by the government to
further Chinese FDI. Companies on the list of priorities can enjoy credit facilities
at below market rates,” direct capital injections and subsidies from official financial
assistance programs in order to undertake these projects. Two public banks stand
out in subsidized financing: the China Development Bank (CDB) and the China
Export and Import Bank (Exim Bank). Of the two, the Exim Bank has played the
more important role. Beginning in 2004, the NDCR entered into an agreement
with the bank whereby in the case of external investment projects, the interest rates
agreed would be subject to a discount of at least 2% in relation to current rates, in
addition to offering other investment financing facilities. The difference between
the market rate and the subsidized rate would be covered by China’s Ministry of
Finance. In turn, special funds were conceived for the purpose of encouraging Chi-
nese investments overseas, and were used to increase subsidized credit to Chinese
investors. Besides these huge providers, the largest state-owned commercial banks
are also involved in these financing programs (OECD, 2008).

3.1.5 International agreements

Lastly, one must add the role of the IIAs — international investment agreements —
in the internationalization of Chinese companies. These treaties, which usually
carry a clause referring to investment promotion and legal protection for foreign
investments and investors,” have been increasingly used by China as an additional

25. This affirmation is based on observations by the OECD (2008).
26. Details of this matter are in UNCTAD (2008).
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instrument for encouraging its companies to internationalize. In the African mar-
ket, for example — one in which China has most invested, as we have already seen
— the agreement with the Ivory Coast establishes that both countries must foster
encounters to discuss investment promotion.

4 FINAL CONSIDERATIONS

Since the mid-1980s when countries increased their share of worldwide FDI
flows, exchange-traded notes (ETNs) have increased their role in production
and income of most economies. In the case of the developing countries Asia
has played a leading role, since from the 1980s onwards, with the deployment
of capital from the developed to the developing countries, one can observe an
increase in investments and regional trade.

Within this context the internationalization of Chinese companies has made
rapid progress — especially after the year 2000. The global presence of Chinese
companies, both in sector and geographical terms, shows a trend towards the di-
versification of their business, in addition to their acquiring experience in how to
take advantage of new opportunities. The state-owned companies in this Chinese
model play an important role as flagship companies that lead the way and pro-
vide opportunities for smaller private sector companies. This internationalization
plays an important role in repositioning the country in global production and its
political role in relation to other countries. In that sense, China has clearly been
cozying up to regions where it has room to increase its sphere of influence (Africa
and the Middle East) and its investments in priority sectors, in addition to mak-
ing the most of the advantages offered by the major financial centers.

Attention can also be drawn to the existence of manufacturing expansion
strategies on account of the country’s industrial policy and the sustainability of
the balance of payments. These two objectives drive the pace and direction of
Chinese FDI, while conditioning the degree of state intervention in the process.
The challenge has been to put together internationalization support policies in a
more coordinated manner, create an appropriate institutional character and, at
the same time, foster the competitiveness and growth of its companies through
currency stability.

Within the scope of the internationalization policies, China’s actions involve
extensive and aggressive policies for supporting and promoting its companies’
FDI. These actions would appear to be complementary, which can be inferred
from the convergence of financing policies, fiscal and financial incentives, and
the information and guidance provide to companies, in addition to the signing
of international agreements in priority areas.
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1 INTRODUCTION

Like the other developing Asian economies, Malaysia has for the last 25 years
been on a course of rapid industrialization and modernization. This progress has
been achieved considering the country forms an integral part of Asia’s production
framework, as well as the process of economic reform championed by the nation-
al government. In more recent years, and in particular since 2004, Malaysia’s in-
dustry has established itself as both modern and competitive in global terms, and,
as a result, the country has invested aggressively in the internationalization of its
companies. The processes of industrialization and modernization of the economy
were driven by both internal and external economic changes, and the same fac-
tors also influenced the overseas investments of the country’s corporations.

Starting in 2004, there was a boom in Malaysias direct investment in the
service and oil sectors, directed mainly towards the Asian region. The structural
determinants of this boom cannot, however, be identified only by considering in-
dividual strategies of the economic agents in a scenario of burgeoning liberaliza-
tion. We will show that these determinants were the product of choices which the
Malaysian government made in the past — the product, in other words, of the way
in which the State promoted the economic deregulation and, as a consequence,
set the parameters for the process of internationalization. There is also a strong
link with the growing coordination of investments and trade in Asia during the
1990s and 2000s.

This chapter, which is divided into three sections apart from this intro-
duction, provides an understanding of this process. In the first section, we will
analyze the main characteristics of Malaysia’s direct investment, emphasizing the
crucial role of the country’s large transnational companies. In the second section,
we investigate how the economic changes within Asia and the Malaysian gov-
ernment’s policies influenced the internationalization of Malaysian companies,
highlighting relevant policy measures. The third section contains a summary of
the article’s main conclusions.
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2 MALAYSIA'S DIRECT INVESTMENT: ITS CHARACTERISTICS

The internationalization of Malaysian companies, as in the majority of devel-
oping countries, only gained strength in the 2000s. Nevertheless it was in the
1990s that the Malaysian government, taking advantage of a period of expansion
and increased integration in the economy of Asia, launched its first measures to
promote the country’s investments overseas. Once these measures were in place,
the development of the country’s foreign direct investment (FDI) may be seen in
three distinct phases. The first phase, between 1991 and 1997, corresponded to
the deregulation process encouraged by the Malaysian government with policy
directives guiding the broader internationalization of companies. During this pe-
riod we can see a slow but steady increase in the outflow of FDI, interrupted only
when the Asian crisis broke out in 1997. This was the beginning of the second
phase. This second phase lasted until 2003, and saw a drastic fall in Malaysia’s
direct investments. However, from 2004 onwards, with the start of the third
phase, the world economy recovered its dynamism and Asia’s productive capacity
became increasingly more integrated; at the same time, the country’s outflows of
FDI were resumed, at a much higher level than in the first phase.

All three phases of the FDI outflows were accompanied by changes both in
the geographical direction of the investments and in their sectorial distribution.
On the one hand, Malaysian FDI was, until 2003, directed predominantly towards
Asian countries, though with an increasing share going to the North American and
African markets. However, from 2004, nearly all these flows began to be redirected
to the island of Labuan (a tax haven close to Malaysia).! On the other hand, the in-
vestments were concentrated basically in services and hydrocarbons, with particular
emphasis on the former, especially after 2003. These characteristics, relating to sec-
torial and geographical distribution, during the three phases of the internationaliza-
tion process of Malaysian companies, can be confirmed by the indicators presented
below and by the actions of the country’s principal transnational companies.

Starting with the evolution of the outflows and stocks of direct Malaysian
investment, chart 1 shows how between 1990 and 2010 the process of interna-
tionalization can effectively be divided into three distinct periods.

1.The island of Labuan, although considered to be part of the federal territory of Malaysia, was in 1990 declared to be
an international financial center. Between 1996 and 1997, the island was granted its own legal system (the Labuan
Financial Services Authority) which set up a regulatory framework and specific legislation for financial services. As a
result, the Malaysian Central Bank (Bank Negara Malaysia — BNM) began to keep track of Malaysian investments made
in Labuan. According to BNM, “It is making its mark as a regional base for the oil and gas industry and as an entreport
for the regional triangle of Brunei-Sabah-Philippines. Its convenient location and excellent deep harbour are natural
advantages.. (...)Being a duty free zone and a free port status has supported these activities. Growth in these peripheral
commercial and economic activity in Labuan has provided the potential for Labuan to succeed as an international busi-
ness and financial centre.”. (AZIZ, 2008). To this extent, it can be asserted that the island of Labuan has assumed in
relation to Malaysia a role very similar to Hong Kong's in relation to China. For this and other information, see <http://
www.bnm.gov.my/index.php?ch=98&pg=15&ac=268>.
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CHART 1
Malaysia: outward FDI flows and stocks (1990-2010)
(In US$ millions)
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Source: United Nations Conference on Trade and Development (UNCTAD).
Prepared by the authors.

Between 1991 and 1997, both Malaysia’s flows and its stocks of FDI
overseas increased by a multiple of more than 15. In terms of stocks, this
represented an increase from US$763 million to US$11.6 billion, and in
terms of flows, from US$175 million to US$2.7 billion. In the period 1998-
2003, however, there was a significant fall in FDI flows with a figure of only
US$267 million for 2001, while stocks stagnated (dropping from US$12.4
billion in 1998 to US$12 billion in 2003). From 2004 onwards, FDI out-
flows picked up speed again, and reached a total of US$15 billion in 2008.
In terms of stocks, Malaysia’s direct investment grew more than seven-fold
between 2004 and 2010, reaching an average annual growth rate of 42%.
Thus, stocks of Malaysian FDI went up from US$12.8 billion in 2004, to
US$96.8 billion in 2010.

The distribution by sector of Malaysia’s direct investments was concen-
trated in the service sector— especially in the past ten years — followed by the
hydrocarbons sector at a considerable distance behind. As chart 2 shows,
between 1995 and 2000, while about half the accumulated FDI flows had
gone to the service sector, the balance of Malaysias investments were ex-
tremely diversified with no single category exceeding 7% of the total. In the
2000s, however, 80% of Malaysian FDI was concentrated in services and hy-
drocarbons, with the former sector accounting for almost 90% of this total.
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The share of the service sector thus amounted to 70%, an increase of 20 per-
centage points (p.p.) over the previous period.?

CHART 2
Malaysia: sectorial distribution of accumulated FDI flows overseas (1995-2009)
(In %)
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Source: BNM (2009).
Prepared by the authors.

According to Bank Negara Malaysia (BNM — Malaysia’s Central Bank),
the financial and insurance sub-sector was mainly responsible for the impressive
growth of investments in services. During the 2008-2009 biennium, for example,
this sub-sector’s share in Malaysia’s total direct investment in services was 46% — a
performance only bettered by that of the extractive industry® which includes oil
and natural gas. In other words, the finance and insurance sub-sector contributed
more than any other sector, with the exception of the extractive industry.

The impressive results of the service and hydrocarbon sectors were influenced
by the existence of a tax haven on the island of Labuan. This region created an ex-
tremely advantageous system, referred to as The Malaysian Satay, to internationalize
local and foreign companies located in Malaysia. Under this scheme, a corporation
with a head office located in Labuan enjoys major tax benefits if it establishes a
subsidiary in Malaysia. Such corporation obtains advantages when it transfers funds
from the holding company to the subsidiary and back. Among these advantages,
the most important are tax exemption arising from double taxation treaties and tax
relief for companies which transfer income from the subsidiary in Malaysia to the

2. According to data supplied by the Central Bank of Malaysia, the sectorial distribution of Malaysian FDI'in 2010 was
not significantly different from the situation during the previous ten years. In 2010 the share of the service sector was
67%, hydrocarbons accounted for 19%, and manufacturing for 11% (BNM, 2011).

3. The share of investments in financial and insurance services (23%) was 8 p.p. less than in the extractive industry
(31%) during this period.
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holding company in Labuan. Many Malaysian companies have, therefore, taken
advantage of this scheme and the island’s status as a tax haven to invest in the finan-
cial and insurance sector. These results are also explained by the pioneering spirit
of the large local companies that led the way to internationalization, and were fol-
lowed by the country’s medium-sized corporations. In other words, the actions of
the large Malaysian hydrocarbon conglomerates — mainly Petroliam Nasional Bhd
(Petronas) — and service companies (in the areas of I'T, tourism, civil construction,
etc.) opened the way for the middle-ranking local companies to follow after them.

This pattern of internationalization — led by the big companies — defined the ‘ex-
pansion style’ of Malaysian transnationals: this was characterized by a growing series
of mergers and acquisitions of foreign companies, with the required experience and
expertise in the international market, and which had a high capacity for self-financing,
As a result, Malaysia’s direct investment in these sectors was carried out principally by
creating joint ventures,* although in more recent times some medium-sized service
companies have internationalized by setting up small plants.’ This decision was moti-
vated by a number of factors, including: the guarantee of access to new markets; the
acquisition of raw materials, strategic assets, and technologies; the decentralization of
production and financial operations; the search for better competitive conditions and
the prospect of higher growth; in addition to the easing of the exchange regulations in
force in the country (TEIK, 2010 and KAMALUDDIN, 2008).

In the service sector, the Axiata Group Berhad (Axiata) (one of the largest of
the country’s transnationals in telecommunications development) is an example of
a conglomerate which set up business overseas by purchasing and/or merging with
foreign companies. In recent years, Axiata has broadened its operations in Asia by
acquiring shareholdings in other companies, and by operating directly in neigh-
boring markets through partnerships. Thus, in March 2010, Axiata concluded the
purchase of a further 18% of the Indonesian mobile phone operator XL, investing
almost MR 2 billion® (approximately US$600 million). This brought its share of
assets in the Indonesian company up to 67% (TELECOMPAPER, 2010).

The major player in the extractive industry is Petronas. This state-owned
company, operating in the hydrocarbon sector, has also acquired a large volume
of assets overseas (UNCTAD, 2010). These acquisitions have been made in vari-
ous parts of the world allowing the Malaysian company to compete with the big

4. Figures from BNM (2006) show that in the case of state-owned companies and subsidiaries, in which residents held
a controlling share, nearly 70% of investments between 1999 and 2005 were made by acquiring plants overseas, or
through joint ventures.

5. Pentamaster Corporation Berhad, for example, a company specializing in the area of IT and automation, set up a
subsidiary in Shanghai, in 2004, to provide engineering solutions and technical support in the Chinese market, in the
mobile phone, and cigarette industries, among others. For more details, see the company's website: <http://www.
pentamaster.com/default.aspx>.

6. The currency code MR refers to Malaysia's currency, the Malaysian Ringgit. We have chosen to use this code instead
of the word Ringgjit.
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oil companies from the developed countries. In 2010 alone, Petronas acquired
units of the North American oil company Chevron in seven African countries,
including Mozambique, Zambia, and Tanzania. The agreement signed between
the two companies covers the purchase of entire units in some countries, as well
as downstream’ activities and service stations (STEWART, 2010). This year,
Petronas also bought two units of British Petroleum to produce ethylene and
polyethylene, for a total investment of more than MR 1 billion (approximately
US$300 million) (THE STAR ONLINE, 2010b). The company has also rein-
forced its internationalization in the region with investments in natural gas and
oil fields in Asian countries, such as India, Indonesia, and Uzbekistan.®

The operating locations of the major Malaysian companies in the service
and hydrocarbon sectors, and the existence of a tax haven close to the country,
show that the Asian continent and the island of Labuan have been the main
destinations of Malaysia’s direct investment. As chart 3 shows, between 1997 and
2010, 90% of the accumulated FDI flows went to Labuan and Asia, with a large
proportion (79% of the total) being sent to the tax haven.

CHART 3
Malaysia: regional distribution of accumulated FDI flows overseas (1997-2010)'
(In %)
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Source: BNM (2003; 2009).
Prepared by the authors.
Notes: 'Includes only data for the first half of 2010.
2 Labuan International Offshore Financial Center (IOFC).

7. Crude oil refining, natural gas treatment, transport, and sale/distribution of derivatives.

8. In the case of Uzbekistan, for example, Petronas and the South African company, Sasol, signed a contract in 2009 to
build a natural gas plant in this Central Asian country. Preliminary details indicate that Petronas' share of the invest-
ment in this project could amount to US$750 million (SETHURAMAN; LOURENS, 2009).
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If we exclude the share of the island of Labuan, table 1 indicates that
Malaysia’s direct investment was concentrated in Asia during this entire peri-
od. In spite of this, during the second phase of internationalization, when the
volume of investments diminished, other markets began to benefit, Africa in
particular, where the share grew from 4.3% in 1997 to 16.1% in 2003. In the
following phase, Africa continued to be an important market for Malaysian
investments, and Europe recovered the ground it had lost during the Asian
crisis. Whereas between 1997 and 2003, Europe saw its share fall from 23.6%
to 8%, there was significant growth in its share in the following period, when
a floor of 13% was established. In any event, the most striking fact is the great
importance of Asia as a destination for Malaysian investments, both at a time
when flows were increasing and when they were decreasing.

TABLE 1

Malaysia: regional distribution of FDI flows overseas — excluding Labuan I0FC (1997-2010)

(In %)

1997 2000 2003 2006 2007 2008 2009 2010"

Asia 50.3 46.9 40.1 50.5 58.4 71.4 49.0 46.9
Oceania 5.8 0.8 1.8 2.0 1.0 0.8 1.8 1.4
Europe 236 6.0 8.0 20.4 19.8 14.9 13.8 17.7
Latin America 03 33 21.6 25 1.9 8.8 1.6 14.0
United States and Canada 14.5 36.5 10.5 5.7 4.5 24 6.3 4.5
Africa 43 2.7 16.1 15.8 2.4 104 10.2 5.5
Other regions 2.4 7.8 5.3 4.2 135 2.7 129 10.1

Source: BNM (2003; 2009; 2010).
Prepared by the authors.
Note: 'Includes only data for the first half of 2010.

To sum up, we can see that the process of internationalization took place
in three distinct phases, with a sharp acceleration in the last six years when Ma-
laysia’s direct investments increased rapidly. These phases, as well as showing dif-
ferences in the evolution of flows and stocks, also varied in terms of sectorial and
regional distribution. However, in spite of these differences, Malaysia’s FDI was
fairly concentrated in services and hydrocarbons, and directed predominantly to
the Asian market — including the island of Labuan.

These features are partly explained by the existence of a tax haven close
to Malaysia, and also by the way its companies operated. The country’s trans-
nationals, principally those involved in service and oil sectors, set up mainly
regional — and in some cases global — connections to enable them to grow do-
mestically and become competitive internationally. In view of the importance
of the national corporations’ strategic options, in our understanding of their
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internationalization, we intend in the following paragraphs to examine the case
of the Malaysian companies that took their place among the largest transna-
tionals from developing countries and countries in transition in 2008 — the
most recent available data according to Unctad.

2.1 Malaysia’s most highly internationalized corporations

According to the list published by Unctad in its World Investment Report 2010,
which gives the 100 largest non-financial transnational companies from develop-
ing countries and countries in transition (classified by the volume of their over-
seas assets), three Malaysian companies appeared among the top 50 (see table 2).

TABLE 2

Malaysia: selected indicators of the level of internationalization of the largest
transnationals (2008)

(In US$ millions and %)

Indicators Assets Sales Employees
Company/ranking Overseas % (Total) Qverseas % (Total) Qverseas % (Total)
Petronas/5" position 28,447 26.7 32,477 421 7,847 20.0
Axiata Group/31st position 8,184 75.9 1,746 51.2 18,975 75.9
YTL Corporation/38&position 7,014 63.2 968 493 1,931 31.0

Source: UNCTAD (2010).

Petronas, the most internationalized of Malaysia’s transnational companies,
appears in 5" position in the World Investment Report ranking (UNCTAD,
2010). The company, which was nationalized on August 17, 1974, was initially
responsible for managing the oil and natural gas exploration and production con-
tracts held by foreign corporations in Malaysia. At a later stage, Petronas began to
participate both in the hydrocarbon exploration and production operations, and
in downstream activities in Malaysia and overseas, in order to have more control
over the value chain of these activities.

The company’s first overseas operation was in Vietnam, in 1991; thereaf-
ter, it began to operate in various regions, not only in Asia but also in Africa,
America and the Middle East. Petronas is currently involved in the exploration
and production of oil and gas in 22 countries in these regions.” The most recent
data show that overseas operations were responsible for almost 25% of the Ma-
laysian transnational’s total reserves of oil and natural gas. According to Unc-
tad’s figures (2010), at the end of 2008 Petronas’ overseas assets had reached a
total of US$28.5 billion (26.7% of the group’s total assets), while group sales

9. For more details, see the company’s website: <http://www.petronas.com.my/>.
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in the international market were more than US$32 billion, making up 42.1%
of total sales, and there were about 7.8 thousand employees working overseas

(20% of the total).

The second largest group, in terms of overseas assets in 2008, was Axiata
Group Berhad which took 31* position among the 50 largest non-financial trans-
nationals from developing countries and economies in transition. The group was
formed in 1992, and became one of Asia’s largest telecommunications companies
operating in emerging markets such as Indonesia, Sri Lanka, and Cambodia. It
has also been active in other Asian regions, including India, Bangladesh, Pakistan,
and Iran. The company achieved this by taking shares in a number of companies
based in these countries, as follows: 19% of Idea Cellular Limited (India), 89% of
Multinet Pakistan Limited (Pakistan) and 49% of Mobile Telecommunications
Company of Esfahan (Iran)."

In 2008, Axiata’s overseas assets amounted to about US$8 billion, the equiv-
alent of 75.9% of its total assets. Foreign sales amounted to US$1.7 billion, or

51.2% of total sales. Around 19 thousand jobs (75.9% of its total workforce)
were created in the overseas market, a figure higher than in Malaysia itself.

The third most internationalized conglomerate — which took 38" place in
Unctad’s ranking (2010) — was YTL Corporation Berhad, a private Malaysian
group, founded in 1955, operating in the sectors of civil construction, govern-
ment concessions, and cement manufacturing. In the first of these sectors, the
company carried out commercial and residential projects in Singapore, and at
the end of 2005 it set up a real estate investment fund to operate in Australia,
China, Singapore, and Japan. It was also involved in the construction of hotel
complexes in China, France, Indonesia, Japan, and Thailand. YTL Corporation
Berhad has also been active in producing, marketing, and distributing cement in
neighboring countries such as China and Singapore. As far as government con-
cessions are concerned, the company took part in energy-generating operations
in Singapore and Indonesia, energy transmission in Australia, and water supply
and waste disposal services in the United Kingdom (England and Wales), and

was responsible for a railway line for the purposes of tourism, linking Singapore,
Malaysia, Thailand, and Laos."

In 2008, the conglomerate’s assets reached a total of US$7 billion in over-
seas assets, 63.2% of the aggregate figure. Overseas sales amounted to US$968
million, or 49.3% of the group’s total sales. In addition, YTL Corporation Ber-
had employed 1,900 staff overseas, corresponding to 31% of its total workforce.

10. For this and other information, see the company’s website: <http://www.axiata.com/>.
11. For this and other information, see the company's website: <http://www.ytl.com.my/>.
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Some observations can be made regarding the overseas presence of the Ma-
laysian groups. First of all, foreign sales took on significant proportions in the
sales of these companies, with more than 40% of their total sales occurring in
the overseas markets. Secondly, these companies operated in a variety of sectors,
from energy to telecommunications, including government concessions and in-
frastructure. In aggregate terms, however, it was in the service sector and oil and

natural gas sector that they really made their mark (UNCTAD, 2010).

Finally, it is note worthy that the internationalization of Malaysian compa-
nies was furthered, on the one hand, by the increasing economic integration of
Asia, beginning in the 1990s, which encouraged companies to move into nearby
markets, and, on the other, by the country’s deregulation process with the adop-
tion of pro-outward FDI policies. With this in mind, our objective in section 3
is to show how these two developments had a decisive role in bringing about the
expansion of the Malaysian companies’ cross-border operations.

3 THE INTERNATIONALIZATION PROCESS OF MALAYSIAN COMPANIES: THE
ROLE OF THE ASIAN INTEGRATION AND GOVERNMENT POLICIES

The acceleration of the process of Malaysian companies” internationalization co-
incided with the launch, in 1991, of a program of reforms referred to as the New
Development Policy (NDP). The guidelines laid down by the NDP included a
higher level of exposure of local companies to foreign competition — which was
intended to modernize the technological structure of national production — and
a greater emphasis on FDI, both to attract financial and technological resources,
and to exploit overseas markets (GOMES; NUNES, 2008). On top of the in-
ternal changes, Malaysia’s direct investments took place at a time of major trans-
formation in the economy of the Asian region. From these internal and external
changes arose the three phases which the process of internationalization of Ma-
laysian companies went through.

The internationalization process of the Association of Southeast Asian Na-
tions (Asean),'? as well as that of the major Asian economies (Japan, South
Korea, China, Taiwan, and Singapore) began within the continent itself, as
production chains became fragmented and regionalized. This phenomenon, re-
ferred to as Asia’s ‘flying geese’, allowed the more developed Asian nations to
shift part of their industries to the region’s less developed countries in search of
more favorable conditions for manufacturing and exporting in terms of costs

and profitability (PALMA, 2004).

12. Asean is today made up of ten countries: Brunei, Cambodia, Indonesia, Laos, Malaysia, Myanmar, Philippines,
Singapore, Thailand, and Vietnam. The organization’s regional forum also defined the principal partners for dialogue
with Asean, as follows: Australia, Canada, China, India, Japan, New Zealand, Russia, South Africa, United States, and
the European Union (EU) (ANTHONY, 2009).
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This process began in Japan, shortly after the Plaza Accord (1985) and the
Louvre Accord (1987) came into force. Under these agreements the United States
got Japan to agree to revalue its currency and accept voluntary export quotas. This
cut the Japanese export industry’s competitiveness and forced’ the government of
the country to adopt policies which would encourage its companies to interna-
tionalize. Japan’s outward FDI, added to other factors such as the opening up of
the North American market to the peripheral countries of Asia, and the intensive
modernization of the industrial base of the countries in the region," drove a large
volume of Japan’s foreign investments to shift to these countries.

This shift of manufacturing within Asia gathered force when trade retalia-
tion on the part of the United States started to affect other more developed Asian
nations, such as South Korea, Taiwan, and Hong Kong' at the end of the 1980s.
This retaliation, similar to what had happened to Japan, took the form of pres-
sure on the exchange rate and the elimination of economic benefits for exports.'
Conditions for exporting from Japan and from the first-generation NIEs (Newly
Industrialized Economies) became extremely unfavorable. As a result, the less
developed countries in the region — the second-generation NIEs (Thailand, the
Philippines, Malaysia, and Indonesia) and China — began to absorb the former
countries’ export-directed investments. This trend was encouraged by their low
production costs, and by the exchange rate strategies followed by China and the
second-generation NIEs which, in spite of their differences, enabled them to keep
their currencies under-valued in terms of the US Dollar (LEAO, 2010).

However, in the middle of the 1990s, it became more difficult to export from
these countries, with the exception of China. First of all, between 1993 and 1998
began a series of major depreciations of other Asian currencies (those of Taiwan,
China, and Japan) against the Dollar'® (MEDEIROS, 1998). This fact, together
with the appreciation of the currencies of the second-generation NIEs, made the
latter less competitive. In the case of Malaysia, this trend became evident as its
currency appreciated, slowly but steadily (rising from a rate of 2.75 Ringgit to the

13. For a complete analysis of the process of internationalization and consolidation of the regional economy of Asia,
see Ledo (2010) and Palma (2004).

14. These three countries (Korea, Taiwan, and Hong Kong), alongside Singapore, made up what became known as
the first-generation of Newly Industrialized Economies (NIE). Some authors also use the term Newly Industrialized
Countries (NIC).

15. “In the case of South Korea, from 1988 onwards, North American pressure for the reduction of the trade deficit
which the United States was running with this country at the time [was] aimed at a revaluation of the Won" (ME-
DEIROS, 1998, p.164). In the case of Hong Kong and Taiwan, not only were their currencies revalued, but they also
saw their trade concessions with North America abolished, in 1989, when the Generalized System of Preferences came
to an end. In addition, the industries of these countries began to face strong competitive pressures, principally from
companies in Thailand and Malaysia which threatened their access to export markets (LAZZARI, 2005).

16. China's and Taiwan's exchange rates depreciated from 5.7 Yuan and 26.4 Taiwanese Dollars per US Dollar in 1994,
t0 8.2 Yuan and 33.5 Taiwanese Dollars in 1998, respectively (UNCTAD, 2011).
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Dollar in 1991 to 2.51 Ringgit in 1996), which caused a rise in the import coef-
ficient and reduced the amount of exports. As a result, trade deficits accumulated

between 1994 and 1997 (chart 4).

This reduction in the competitiveness of Malaysian exports, in the middle of
the 1990s, coincided with the first surge of FDI outflows from the country. This
fact, at the same time as the Greater China'” region was becoming established as
the main export center for the region, suggests that Malaysia took its place in the
regional framework of Asia, with its companies beginning their internationaliza-
tion process within the continent, as a way of reducing the undesirable effects of
the fall in competitiveness of their exports. As Masron and Shahbudin remark,

countries Malaysia and Thailand have also started to be exporters of capital. There-
fore, flying geese pattern can also be observed in the case of East Asian
economies, in which latecomers would be catching up with forerunners in the eco-
nomic activities [as it became more onerous to manufacture locally] (MASRON;

SHAHBUDIN, 2010, p. 54).'

The Asian crisis of 1997, however, brought an abrupt halt to the interna-
tionalization of the Malaysian corporations — and of those of other countries in
the region — since it led to measures that tried to reduce the outflows of funds
from the country, which normally occur in periods of systemic financial and
foreign exchange crises. This capital flight, in the midst of a situation of great
uncertainty, led the governments of some Asian countries, Malaysia among them,
to institute capital controls to prevent the outflow of funds, including FDI funds.
According to Khor (2009), the Malaysian government prohibited FDI outflows
until 1998, except in cases specifically authorized by BNM.

Once the crisis was over, Asia’s process of internationalization started to
intensify again, particularly in the second half of the 2000s. This was a re-
sponse, primarily, to the industrialization and integration process of the pro-
ductive structures of several peripheral Asian countries (notably Cambodia,
Laos, Myanmar, and Vietnam), which allowed the shift of the more labor-
intensive Asian production chains to continue. In other words, the Asian
‘flying geese’ syndrome spread to some second-generation NIE countries -

17. Greater China consists of China, Hong Kong, and Taiwan.

18. Thus, in the beginning, the logic of Malaysia's investments was dictated by the dynamics of Asia’s regional frame-
work as explained by Ledo (2010, p. 56-57): “the new geo-economy of Asian development was the result of the
interaction between FDI and intra-company trade, which was brought about by changes in the organizational structure
of the large industrial conglomerates, first in Japan, followed by those of the other more developed Asian countries. In
order to maintain their foreign competitiveness (which had been affected by the policies of the United States), these
companies began a growing trend of transferring some of their subsidiaries to other countries in the continent, whose
industrial structures afforded great advantages in terms of costs of production, exchange policy, accumulation of
intangible assets, etc. However this configuration of regional production created a new logic for the direction of Asian
investments, whereby the purpose of capital movements came to be the conquest of local markets and regions, and
this radically altered the profile of foreign trade within Asia.”
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in particular, to Malaysia — which in their turn transferred some of their light
industry to countries such as Vietnam and Cambodia in an effort to reduce
production costs (by taking advantage of more under-valued currencies, low
labor costs, tax subsidies, and so on). Secondly, the Asian ‘flying geese’ dy-
namic also arose in the second-generation NIEs, since Malaysia’s industry —
with an ever more burdensome cost structure — continued to be transferred to
the other countries in the group, especially Indonesia, because of the low cost
of property and salaries, as well as the useful economies of scale this brought"
(HIRATSUKA, 2006). Finally, China, in spite of its modernization and the
sophistication of its productive structure, continued transferring manufac-
turing and exporting operations in these labor-intensive sectors from other

Asian countries to its own export platforms (MEDEIROS, 2006).

These three trends, together, resulted in a significant growth in the Malay-
sian investment in these regions during recent years, even though the amounts
involved are relatively low in absolute terms. According to the Malaysian Central
Bank, between 2000 and 2008, the total inflows of FDI into China — including
Hong Kong —*° and into Indonesia, Laos, Myanmar, Cambodia, and Vietnam
grew by more than 11 times, rising from only MR 938 million to MR 18.2 bil-
lion, of which about 50% went to Indonesia alone.

Another factor responsible for the boost in intra-regional FDI was the in-
creasingly bitter competition between Asian companies at an international level,
resulting in the adoption, by these corporations, of a strategy of direct exploita-
tion of the domestic markets. The proximity of several fast-growing nations in
Asia enabled medium-sized and large Asian companies to substitute FDI for ex-
ports. In order for them to become more competitive — by reducing manufactur-
ing costs — and to support their investments, instead of merely exporting, better
conditions were made available, so that the companies could get to know the
markets in which they were operating, exploit intangible assets, and offer their
consumers more sophisticated services. With this assistance, two medium-sized
companies operating in the area of technical support and manufacture of semi-
conductors in Malaysia, KLT and Pentamaster, for example, set up subsidiaries
in Thailand, China, Taiwan, Singapore, and the Philippines so as to be able to
provide technical support services, and to produce software for the solution of

technical problems in these markets (HIRATSUKA, 20006).

19. One such case is described by Hiratsuka (2006, p.6): “Felda and KL Kepong, both Malaysian firms with objectives
to attain economies of scale, went to Indonesia where labor and land are cheap to cultivate palm trees and import
them back to Malaysia. Those products are mainly exported to China and other countries through their international
distribution networks”.

20. Hong Kong is included in these calculations since a large part of the FDI intended for the Chinese coastal areas is
first sent to Hong Kong, considering its tax advantages.
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More recently this led to the formation of a ‘sub-regional’ investment
network involving Singapore, Indonesia, and Malaysia, described by Hiratsuka
as follows:

Why have Malaysian and Indonesian enterprises sent so much FDI to Singapore?
Singapore performs a function of intermediary trade where goods are transported
from neighboring countries to Singapore for trade and then shipped all over the
world. Foreign trade payments are carried out in Singapore, and surplus dollars
are operated there. For this function, neighboring country enterprises have had
international trade offices in Singapore. In recent years, Singapore has also taken
on functions of R&D and design centers. In particular, Malaysian firms have set up
center of excellences functions there [sic] (HIRATSUKA, 2006, p. 12).

These latter two determinants of intra-Asian investment indicate that the
service sector had assumed a role of great importance in regional integration.
That is, the increasingly frequent transfers of Asian companies — principally those
involved in IT — often occurred to meet specific needs which required certain
types of services from the companies. Thus instead of transferring whole struc-
tures, companies preferred to transfer certain service sectors to address well de-
fined problems, such as the need for technical assistance in repairing networks or
software — as was the case with KLT and Pentamaster, previously discussed.

In addition to the structural changes observed in the Asian production, the
economic policies established by the government of the country also influenced
the growth of the internationalization process of Malaysian companies. After the
NDP was launched, the government started to offer a still timid selection of
incentives and financing which were available only for the purposes of interna-
tionalization, mainly for state companies. As a result, and following the example
of other Asian countries such as China, the internationalization of Malaysian
companies was carried forward by the state-owned companies in those sectors
(natural resources and commodities) where they were competitive and capable of

modernization (MASRON; SHAHBUDIN, 2010).

Thus, Malaysia’s outflows of FDI started after 1991 with the help of the
incentives provided by the government, and taking advantage of the capabilities
existing within the more competitive state corporations, such as Petronas. First of
all, among these incentives was the priority given to long-term direct investments
in the process of opening the capital account. Next, medium and long-term cred-
it lines for overseas investors were set up through the Export-Import Bank of Ma-
laysia Berhad (Exim Bank). In third place, support was given in foreign markets
for companies with long-term investment projects using large amounts of capital.
Fourthly, a list of tax incentives — through the lowering of tax rates and autho-
rization for income generated overseas to be repatriated — was drawn up for the
benefit of companies with foreign operations (KHOR, 2009 and YEAN, 2007).
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However, as we have stressed, these incentives were replaced by measures to
contain the outflow of funds as a result of the Asian crisis of 1997. Due to the
crisis, the government first ruled, in 1998, that all overseas transactions should
be authorized by the Central Bank, and then imposed a relatively low ceiling for
these transactions to be carried out (KHOR, 2009). Sicsti and Carvalho (2005)
show that, in 1999, the government defined new tax rates for a number of types
of transfers abroad, depending on their nature, and this included FDI.

In the 2000s, when the worst signs of the crisis had disappeared and the
country started to show growing current account surpluses, the strategy of in-
ternationalization of companies was resumed. The volumes of funds involved
increased and there were new types of incentives, including progress in imple-
menting bilateral accords for trade and investment.

Writing about the capital account, Khor (2009) draws attention to the re-
laxation of the rules governing FDI outflows which occurred once the crisis was
over. First of all, the limits for FDI, which did not require Central Bank au-
thorization, were raised, and investments using companies’ own resources were
liberalized. After this round of relaxation, which also involved other measures,
the government set out its liberalization strategy by which it sought to use the
Central Bank and other government economic bodies to coordinate the deregula-
tion of particular sectors and of the amounts involved, in line with the objectives
of its economic policies.

From this point of view, the process of liberalization of FDI outflows was
subordinated to the objectives imposed by the country’s industrial and foreign
trade policies. The recent reinforcement of FDI liberalization only occurred be-
cause some local companies were modernizing rapidly and were consolidating
their positions in the overseas markets in areas such as oil and telecommunica-
tions, as well as the significant build-up of trade surpluses.”’ In relation to the first
of these aspects, it should be remembered that Petronas and Axiata are both world
leaders in the energy and telecommunications sectors respectively. In relation to
the second aspect, chart 4 shows that between 2005 and 2008 exports grew more
quickly than imports, increasing trade surplus by 120% (the equivalent of US$25
billion), increasing from US$20.5 billion to US$45.3 billion. Even though the
surplus fell by a little over US$33 billion in 2009 and 2010, it was still higher in
these two years than in 2007.

21. In this regard, the success of the export performance and of the Malaysian companies was in response, among
other factors, to the establishment of exchange rate, trade, and industrial policies aimed at innovation, the strengthen-
ing of overseas sales, and the unification of production chains. Thus, ultimately, these policies were also important in
promoting the internationalization of Malaysian companies.
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CHART 4
Malaysia: evolution of the trade balance (1990-2010)
(In US$ millions)
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To reinforce this argument, Khor (2009, p. 52) says that the factor which deter-
mined the decision to step up the liberalization of the capital account [and the stimu-
lus for FDI outflows] was the massive inflow of funds on current account, added to
the growth in portfolio investments. In his point of view “with the central decision
taken to operate financial policy within a liberalized capital account regime [and the
stimulus for FDI outflows], Malaysia has had a massive gross inflow from the current
account due to a high goods surplus, as well as high inflows of portfolio investment”.

Besides the management of the capital account and industrial policy, the
system of credit and tax incentives — mainly to take advantage of the tax benefits
offered by the island of Labuan — were also responsible for provoking the recent
spurt in Malaysia’s internationalization. For its part, the Exim Bank increased the
share of foreign investment projects in the total loans and guarantees it provides
for Malaysian companies. In addition, the Malaysian government embarked
on a plan to rationalize the banking system —** reducing 54 institutions to only
nine — with the intention of increasing capacity for the financing of companies,
including those companies planning to become internationalized.”® In addition

22.Khor (2009, p. 13) describes this process: “the rationalization and further concentration of the financial institutions
was one of the results of implementing both the Masterplans. There was the industry-wide consolidation of domestic
banks, through the merger of 54 banks and finance companies into nine domestic banking groups by 2006, the ratio-
nale being that this would enhance the operational efficiency and resilience of domestic banks, thus making them more
capable of withstanding foreign competition.”.

23. Most of the state-owned companies no longer need funds from the domestic banking system to finance their
international activities. According to Malaysian Central Bank figures, in 2005 more than 60% of the state companies
arranged financing from their own resources, or from offshore loans.
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to this, the government made special tax conditions applicable to transnational
companies, organizing a specific tax system for internationalized corporations
and reducing some types of taxes.

Finally, bilateral accords, ever more numerous in a globalized world, also played
an important part in the internationalization of the companies, since they created
more favorable conditions for transfers of Malaysian FDI both into and out of Asia.

The recent internationalization of Malaysian companies has applied not
only to the state sector, but also to private corporations and smaller companies.
The credit terms and tax subsidies available to them, and the monetary and in-
dustrial policies carried out in a climate of liberalization, and coordinated by
the State gave the companies the opportunity, first of all, to become strong and
competitive domestically and, thereafter, to take the road to internationalization.
In this respect, a report of the Central Bank commented that the “accumulation
of wealth among domestic companies have accorded companies in Malaysia the

flexibility to invest abroad.” (BNM, 20006, p. 117).

Similarly, the recent progress in opening the economy, i.e. the removal of
restrictions on the outflow of foreign direct investments, was motivated also by
the huge profits that Malaysian companies were making overseas. This increase of
overseas profits, at a time of major growth in internationalization, had a positive
impact on the balance of payments, to the extent that the earnings received from
overseas, by means of the remittance of profits and dividends from subsidiaries
of Malaysian multinationals, in particular Petronas (see box 1), had a beneficial
effect on the current account.

BOX 1
Remittance of profits and dividends into Malaysia: the case of Petronas

According to Bank Negara Malaysia (2006), since 2002 the increase in foreign direct in-
vestments has shown positive results which are evident from the earnings in income and
dividends. These results are strengthened, principally as a result of the operations of the
state company Petronas which has reached a very advanced level of internationalization.
In 2008, the company’s overseas operations accounted for the repatriation of 42% of the
US$77 billion of total revenues, well in excess of the 35% remitted to Malaysia in 2005.

This achievement by the Malaysian company has intensified recently. According to The Star
Online (2010), Petronas had already transferred MR529 billion (approximately US$160 bil-
lion at the exchange rate ruling at the time) to the federal and state governments. The same
Malaysian newspaper also states that, in recent years, Petronas has been responsible for
nearly half the budget of the Malaysian federal government.

(Continues)



56 Internationalization of Companies

(Continued)

The figures reveal how, throughout this last decade, Petronas has enhanced its economic
capacity, creating around itself a broad manufacturing chain which involves the integrated
management, in partnership with companies of other sectors, of the production and circula-
tion of its merchandise. The result has been an increase in the company's physical assets
with the creation of new production centers, and the incorporation of new technologies, to-
gether with an expansion of its financial assets with gains arising from the increase in value
of its share capital and from the assignment of rights for the use of trademarks and patents.

In view of the importance and the level of involvement of this company in Malaysia's econ-
omy, the future would appear to point to the construction of a virtuous cycle. Outflows of
foreign direct investment, while contributing to the internationalization of Malaysia, return in
the form of profit and dividend remittances. As these sums are generated by robust compa-
nies, which frequently operate in strategic sectors, they create the conditions for reinforcing
the domestic industrial park. New interests and initiatives for internationalization are thus
created which, with the support of public policy, are capable of promoting successive rounds
of broader corporate internationalization, and the expansion of the national economy.

Note: for additional specific information on the case of the state-owned company Petronas, see: <http://www.
petronas.com.my/>; <http://www.economist.com/node/14587796/> and <http://thestar.com.my/news/story.
asp?sec=nation&file=/2010/7/2/nation/6594258/>.

To sum up, we have so far seen how the formation of a regional Asian
economy and the implementation of economic reforms imposed a pace and a
flow on company internationalization. Between 1991 and 1997, the process be-
gan slowly, taking advantage of the opportunities offered by Asia’s manufacturing
integration, and the performance of state-owned companies which were capable
of competing in foreign markets. The measures on behalf of internationalization
were still timid at this stage, and were limited to tax subsidies and a few special
lines of credit. After the Asian crisis of 1997, the period from 1998 to 2003 was
characterized by disincentives to FDI outflows, in view of the unfavorable exter-
nal scenario, since a large part of Asia was going through a deep recession and
was increasingly vulnerable externally, and of the need to avoid any increase in
the Malaysian balance of payments deficits. Since then, the Malaysian govern-
ment has sought to stimulate the internationalization process of its companies
providing assistance to smaller companies and private capital to move overseas,
considering that some of the state companies have already achieved the status of
global players. To this end, the government broadened the incentives (monetary,
fiscal, and financial), and also advanced in the direction of bilateral and multilat-
eral agreements. Moreover, the recent internationalization of Malaysia has been
built on the growth of the productive and financial agility of the Asian continent
which allowed it not only to strengthen ties with new players (Vietnam, Laos,
Cambodia, and others), but also to reinforce its strategy of productive integration
with its closest neighbors (for example, Indonesia).
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Despite the importance of these factors, the Malaysian government effected
specific measures to support the internationalization of their companies. Always
bearing in mind that these measures can only be understood in the context of a
controlled deregulation of the Malaysian economy, and of an increase in Asia’s
manufacturing integration. In the next sub-section we will give a more detailed
understanding of the instruments which played an important role in the process
of internationalization of Malaysian companies.

3.1 The main policy measures in support of internationalization

The policies and specific measures of support for the internationalization of Ma-
laysian companies were, as we have shown, carried out in accordance with the
transformations which the Asian economy experienced, and with the economic
policy objectives of the 1990s and the 2000s. However, they also resulted from
the adaptations of the support programs for the development of industry, tech-
nology, and exports, and for the attraction of FDI which the country had put into
place in previous periods (JOMO, 1990).

One program, of particular note, was the modernization policy adopted
by the Prime Minister, Mahathir bin Mohamad, as early as 1981, which came
to be known as the Look East Policy. Its purpose was to promote heavy industry
with export potential, thus accelerating Malaysia’s growth process by means of
pro-bumiputera capitalist enterprises. These were businesses with a minimum of
30% of indigenous capital and which, in the future, would have the capacity for
domestic and regional expansion. At the beginning, the potential for regional
and international company growth was accepted as a desirable characteristic, but
no other effective policies were implemented to ensure the transformation of this
possibility into reality (GOMES; NUNES, 2008).

At the end of the 1980s, the preparation of a new development plan by
the Malaysian government, the Industrial Master Plan (IMP), diagnosed the
principal impediments for Malaysian companies and established targets for
the creation, growth, and further expansion of these corporations. The IMP gave
more freedom for foreign investment and offered incentives to the export sector,
concentrating its support among a small group of previously selected industries
which were considered to have great potential. At this stage, the more effective
policies in support of the formation of large national groupings were creating
conditions which would attract the interest of the Malaysian business community
towards corporate internationalization.

Nevertheless, as has already been noted, it was only in 1991, when the
government instituted the NDD, that the process of company internationaliza-
tion really began to attract attention. From this point of view, the NDP served
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as a departure point for the long-term Malaysian development plan, Vision
2020, which was launched in 1991, and made explicit the country’s interest
and that of its companies in getting the internationalization process going via
outward FDI to other regions, above all within Asia. In 2001, the revision of
the government’s proposed targets for industrialization, and for the country’s
insertion overseas, gave rise to the National Vision Policy which was intended
to bring in concrete measures for expanding the level of Malaysian invest-
ments outside the country. This was the plan, with the help of a favorable
external situation, on which the surge of internationalization, by Malaysian
companies, after 2003, was based.

From that time onwards Malaysia has adopted policies to give positive
support for its companies’ internationalization. In accordance with Unctad’s
classification (2006), and taking into account Yean’s observations (2007), the
instruments which provided support for Malaysian overseas investments can
be categorized as follows: i) institutional structure, information support, and
technical assistance; i7) monetary instruments through the management of
the capital account; 7ii) financial and tax incentives, including the creation
of special funds; and 7v) treaties guaranteeing foreign investment, and trade
and investment missions.

3.1.1 Informational support, technical assistance and other guidance

With respect to outward investments, the Malaysian Industrial Development Au-
thority (Mida) has played a fundamental role in the coordination and planning
intended to promote the internationalization of Malaysian industry, as has the
Ministry of International Trade and Industry (Miti) of Malaysia which has pro-
vided financial and technological support for national companies.

The creation and the operations of the Malaysia External Trade Develop-
ment Corporation (Matrade), an agency specifically intended to promote foreign
trade, has also helped the outflow of investments. Although the agency’s primary
role is to promote the export of Malaysian products, its consultants and technical
staff have been reallocated to tracking information and data on investment op-
portunities outside the country.

In addition, the Exim Bank has been of great support in financing interna-
tionalization. Although the bank’s traditional area of operations is in providing
credit for foreign trade, its loans have been redirected towards guaranteeing fi-
nance for international investments. The Malaysian sovereign wealth fund, Kha-
zanah Nasional, has also participated in financing the internationalization of the
country’s companies.
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3.1.2 Fiscal and tax instruments

In relation to tax incentives, the Malaysian government began, from 1991 on-
wards, to reduce tax rates for activities incurring “pre-operational expenses” — in
other words, for those expenses preceding internationalization-related invest-
ments. From that time on, it was also permitted to pay less tax on all profits
earned abroad and remitted back to the country. In addition, from 1995, compa-
nies’ earnings, which were converted into foreign direct investment, were free of

income and other taxes (YEAN, 2007).

In 2003, these incentives were supplemented by an additional type of sup-
port: five-year tax breaks were given to Malaysian businesses which acquired
foreign companies. The government also set up a corporate development fund
to facilitate collaboration and partnership between Malaysian and Singaporean
companies intending to seek opportunities in non-traditional markets.

It should be mentioned that, in the 2007 budget, the government of the
country included a special income heading for Malaysian companies wishing
to internationalize.

3.1.3 Financing instruments

Malaysia made use of monetary instruments which, although created for other
purposes, assisted its companies” internationalization. As we have stressed, from
the beginning of the 2000s, restrictions on capital outflows have been progres-
sively relaxed so as to facilitate Malaysia’s foreign direct investments.

Prior to this, in 1998 and 1999, as a response to the Asian crisis, a series of
measures were adopted aiming to control the country’s capital, with regulations
for the obligatory repatriation of Ringgit funds held overseas by residents, and
rules imposing restrictions on the outflow of capital belonging to residents and
non-residents. In 1999, the effect of these rules was to stop Malaysian residents
from remitting abroad amounts exceeding MR 10 thousand without the Bank
Negara’s prior approval. In addition, on February 15, 1999, the government in-
creased the taxation on outward remittances for short, medium, and long-term
investments. Prior to that date, the tax rates were

30% if the principal was repatriated less than 7 months after remittance, 20% if it
was repatriated between 7 and 9 months, 10% for capital outflows which remained

overseas for 9 to 12 months, and no rate was quoted for funds held abroad for a
period in excess of 12 months (SICSU and CARVALHO, 2005, p. 371).

However, when the new rules came into force, the tax rate increased to
“30% on capital gains obtained in less than 12 months, and 10% on gains over
periods exceeding 12 months” (op.cit., p. 371).
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These rules have been made more flexible, however, and more recently local
companies have been able to invest overseas without any kind of restriction, as
long as they have been using their own resources. If they raise capital in the do-
mestic market, the limit is MR 50 million per year, and it is MR100 million per
year when foreign currency loans are used. There has also been an easing of the
rules for institutional investors resident in the country (KHOR, 2009).

There are also indications that part of the country’s US$ 105 billion in
international reserves is being managed by Khazanah Nasional, which uses the
sums under its management to carry out the country’s internationalization poli-
cies and to increase the overseas competitiveness of Malaysian companies (IME
2010). In recent years, the fund has also provided credit for foreign mergers and
acquisitions. Examples of this were the acquisition of PT Excelcomindo Pratama,
an Indonesian company, and the formation of a joint venture consortium with

MobilOne Limited of Singapore (CAGNIN ez. al., 2008).

Since 1995, Exim Bank has extended its medium and long-term lines of credit
to Malaysian exporters and investors, with loans amounting between MR 300 mil-
lion and MR 500 million. The bank has also given active support to the internation-
alization of Malaysian companies, especially the more technology-intensive ones.
Projects that it has assisted are those with an investment horizon exceeding five years,

and which require loans between US$ 5 million and US$ 10 million. (BMN, 2000)

In 2005 Exim Bank merged with Malaysia Export Credit Insurance Bhd,
a company specializing in foreign trade and insurance. Since then, the facilities
offered by the bank include insurance against commercial and non-commercial
risks for foreign investments. In the same year, Malaysia’s National Treasury rein-
forced Exim Bank’s funding capacity with the creation of a MR 1 billion reserve
to encourage overseas initiatives.

In 2008, 25% of the credit provided by the institution was dedicated to
overseas projects, principally those related to the manufacture of durable goods
and infrastructure, and located in South East, or North East Asia.

Miti has also arranged finance in support of small and medium-sized com-
panies wishing to internationalize. In 1995, the government adopted a series of
programs to assist these businesspersons, with the result that, by 2001, 4,723
small incentive packages had been approved, totaling MR 91.4 million, and 448
loans totaling MR 206.9 million had been granted to help in modernizing equip-
ment, and information and technology management systems. These companies
became small suppliers under contract to the large corporations, and since then
the government has given them incentives to internationalize by arranging inter-

national agreements between the small and medium-sized companies, and the big
transnationals (FELKER and JOMO, 2007).
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3.1.4 International agreements

In 2004, the Malaysian government began organizing trade and investment mis-
sions. Even though the focus of these missions was on exports, discussions con-
cerning outward investments also gained increasing attention. The result of some
of these missions, above all in the Asean countries, and in Central and Eastern
Europe, was the signing of accords guaranteeing investments. The growing num-
ber of trade and financial agreements, signed by Malaysia, served as a measure to
expand the area of internationalization of its companies.

In 2004 the country signed a free trade agreement with the United States,
and a commercial partnership accord with Japan in 2005. In 2006 it began nego-
tiations with Australia. In addition, Malaysia ratified treaties facilitating inward
and outward FDI with Korea, India, and Pakistan, and it also reached a regional
agreement with China which came into force in 2010 (PHOLPHIRUL, 2007).

Even though the majority of these accords were initially intended to stimu-
late international trade between these countries, it appears that Malaysia is seek-
ing to use the growth of its export quotas to these countries as the first step to
remitting FDI.

4 FINAL CONSIDERATIONS

The internationalization of Malaysian companies achieved over the last twenty
years has been linked to the fluctuations in the international liquidity cycle and
to the policies adopted by the country to stimulate and/or to control capital
flows. But, most of all, it has been governed by the expansion of FDI flows in the
intra-Asian region, and by the planned measures of gradual economic integration
which has encouraged local companies to move into neighboring markets.

In the 1990s, the macroeconomic management of the exchange rate and
capital flows created difficulties for the export of Malaysian products. At that
time, the government sought to create conditions to integrate the country into
the Asia’s regional framework, encouraging the internationalization of its compa-
nies. After going through a period of turbulence and adjustments imposed by the
Asian crisis, in the 2000s, and in light of the advancement of industrialization
and integration of the productive structures of the peripheral Asian countries,
Malaysia, in search of more competitive exchange rates, cheaper labor, and tax
incentives, bet once again on the internationalization of its companies.

These two separate periods show how the internationalization process has
become an imperative for emerging Asian countries, and how the efficacy of the
policies and measures implemented by the State are essential in order to take
advantage of it.
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The history of FDI in Malaysia and of the State’s role in incentivizing the
internationalization of its companies can be divided into three separate phases:
i) between 1991 and 1997 FDI volumes grew, along with the economic integra-
tion that the country was experiencing, boosted by the NDP and by the first series
of financial and fiscal aids, limited though they were; 77) thereafter, between 1997
and 2003, capital flows contracted as a result of the Asian crisis and the capital
control measures implemented in response to the financial upheaval, mechanisms
which played a pivotal role in the relatively speedy recovery of the Malaysian
economy: without them the resumption of internationalization in the following
period would have certainly been in jeopardy; and 7iz) from 2004 to 2009, FDI
took off again, assisted by a recovery in the dynamism of the world economy in
general, and by the strengthening of the Asian economies in particular, however
this resumption can also be attributed to the new round of liberalization, integra-
tion, and expansion of monetary, financial, and fiscal incentives, put in place by
the country, in order to promote internationalization. It is worth highlighting
that at each of these stages, the pioneering spirit of the state-owned companies
was of extreme importance.

In spite of the international financial crisis of 2007-2008, the corporate
internationalization policies and support measures introduced by the govern-
ment show that adequate assistance was being provided to maintain the level of
outward FDI. The fact that these investments continued to be concentrated in
the Asian region — and, more recently, in the tax haven of Labuan — reflected Ma-
laysia’s efforts at achieving a more successful insertion in the emerging countries
of South East Asia.

Between the first wave of FDI growth at the beginning of the 1990s, and
the most recent wave at the end of the 2000s, some structural modifications were
made to the process of internationalization. Whereas in the previous decade, Ma-
laysia’s FDI was primarily directed at the service sector while maintaining a cer-
tain level of diversification, in the current decade it has been highly concentrated
in the financial services and hydrocarbons sectors. This tendency is explained, to
a great extent, by the existence of the Labuan tax haven, and the strategic opera-
tions of large companies. The large Malaysian oil and telecommunications cor-
porations have attained extremely high levels of internationalization and foreign
competitiveness, figuring among the largest transnational companies in develop-
ing and transitional countries, as has been the case of Petronas and Axiata.

Thus, the case of Malaysia provides some important pointers in any reflec-
tion on the internationalization process companies belonging to emerging coun-
tries. Its adoption depends on a long-term project which will only avoid sinking
or being aborted if it is accompanied by industrial and technological, monetary,
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fiscal, and credit policies that address the fluctuations in international liquidity
and macroeconomic domestic turbulence. Its successful development is linked to
the existence of some level of regional cooperation, as well as to the pioneering
enterprise of certain state-owned companies, and to the courage of large private
corporations supported by the government.
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CHAPTER 3

RUSSIA

André Gustavo de Miranda Pineli Alves

1 INTRODUCTION

During the first decade of the XXI century, Russia emerged as an important source
of foreign direct investment (FDI) positioning itself in second place among the
emerging economies, trailing only Hong Kong. Furthermore, Russia has been dif-
ferentiating itself from other large emerging economies such as Brazil, India, and
China (together they comprise the group of countries known as BRIC) by becom-
ing a net exporter of direct investment. As can be observed in table 1, since 2000
the ratio of Russia’s outward to inward FDI flows has never been less than 0.74 — by
comparison, in other BRIC countries, this ratio was never higher than 0.70, Brazil
being the only exception in 2006." Russia’s outward FDI exceeded its inward flow
in 2009 — at the height of the global financial crisis —and in 2010, with ratios reach-
ing 1.20 and 1.25 respectively. Similarly, the ratio of outward to inward stocks of
FDI in Russia greatly exceeds that of the other BRIC countries. In 2010, according
to UNCTAD (2011), Russia achieved the status of net overseas investor with the
ratio reaching 1.02 — against 0.38 in Brazil, 0.47 in India, and 0.51 in China.

TABLE 1
Ratio between outward and inward flows of foreign direct investment - BRIC (1999-2010)

1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
Brazil 0.06 0.07  -0.10 0.15 0.02 0.54 0.17 1.50 0.20 045  -0.39 0.24
China 0.04 0.02 0.15 0.05 0.05 0.09 0.17 0.29 0.27 0.48 0.60 0.64
India 0.04 0.14 0.26 0.30 0.43 0.38 0.39 0.70 0.68 0.46 0.45 0.59
Russia 0.67 1.17 0.92 1.02 1.22 0.89 0.99 0.78 0.83 0.74 1.20 1.25

Source: UNCTADSTAT. Available at: <http://unctadstat.unctad.org/>. Accessed on: July 29, 2011.
Prepared by the author.

This behavior of the Russian FDI would appear to contradict one of the main
theoretical references on the matter, represented by the Investment Development
Path (IDP) hypothesis, which relates a country’s inward and outward direct invest-
ment flows to its economic structure and level of economic development. Proposed

1. That year, the Brazilian mining company Vale S.A. acquired control of the Canadian company Inco for US$ 13,2 bil-
lion, representing 47% of Brazil's total annual FDI.
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by John Dunning, the model identifies five stages intimately linked to the country’s
stage of development: 7) low inward and outward FDI, the case of a capital import-
er; 77) high inward but low outward FDI, the case of a rising importer; 7ii) increase
in outward FDI to equal inward FDI; 7v) outward FDI exceeds inward FDI, gradu-
ally reducing the position of capital importer; and ») stocks of inward and outward
FDI tend to cancel each other out (DUNNING and NARULA, 1996).

According to chart 1,> countries with a level of development (for which per
capita gross domestic product serves as a proxy) similar to Russia’s — such as Argen-
tina, Hungary, Poland, and the Czech Republic — can be found in the second or
third stages of IDP. According to Dunning and Narula (1996), in the second stage
the companies of a developing country begin to develop ownership advantages, but
are still not very competitive internationally and, therefore, make little FDI, which
is usually restricted to countries with geographical and cultural proximity. On the
other hand, inward FDI accelerates during this stage, especially in natural resource-
and labor-intensive sectors of the industry. However, Russia’s investment position
appears to be more similar to that of stage-four countries which are net overseas
investors, or close to becoming so, such as Spain and Greece. According to the IDP
theory, FDI made during this stage derives primarily from ownership advantages
developed by companies that go in search of markets, strategic assets, and cheap
labor in other countries. Inward FDI, in turn, slows down with labor-intensive ac-
tivities becoming less competitive as per capita gross domestic product (GDP) rises.

CHART 1
Relationship of the per capita net investment position to per capita GDP — selected
countries (2008)
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Sources: International Monetary Fund (IMF) and UNCTADSTAT. Available at: <http://unctadstat.unctad.org>.
Prepared by the author.

2. Chart 1 was prepared using data from 148 countries with more than one million inhabitants. Countries with popula-
tions below this limit were not considered, so as to avoid including a large number of tax havens.



Russia 69

Given this data, one may question the motives that led Russia towards
becoming a capital exporter while still in a stage of development in which one
would expect it to be a huge net recipient of external funds. Attempting to
answer this question, this chapter is structured in three sections besides this
introduction. Section 2 analyzes the evolution of FDI originating in Russia as
well as its geographical distribution. It also introduces the main Russian trans-
national companies and the factors that enabled them to internationalize. The
following section analyzes the role played by the State in the internationaliza-
tion of Russian companies. Lastly, section 4 provides the final considerations
of this study.

2 EVOLUTION AND GEOGRAPHICAL DISTRIBUTION OF RUSSIAN
DIRECT INVESTMENT

At the time of the Union of Soviet Socialist Republics (USSR), transna-
tional companies already existed. However, the overseas operations of these
red multinationals — the term by which they were known in the West —
were basically confined to marketing and sales activities (FILLIPOV, 2009).
According to Sokolov (1991, apud LIUHTO and VAHTRA, 2007), these
subsidiaries were involved in about half of the external sales of the USSR
(the other half was sold via direct exports) in spite of the relatively modest
amount of investment — the stock of FDI of the USSR, at the time of its dis-
integration in 1991, was less than US$ 1 billion (LIUHTO and VAHTRA,
2007, p. 120).

The creation and consolidation of the major corporate groups that were to
internationalize took place between the twilight years of the USSR, when eco-
nomic reforms were adopted to make the socialist economy more dynamic, and
the early post-dissolution years when Russia experienced an extensive privatiza-
tion process unprecedented in the history of world capitalism. The subject of
extensive controversy, because of the divestment mechanisms used, the privatiza-
tion resulted in a high concentration of wealth in the hands of a few people and
the consolidation of private oligopolies controlled by the social group that came
to be known as the oligarchs.? It is worth noting, however, that the monopolistic/
oligopolistic nature of the Russian economy today has its roots in the USSR, as
the latter’s large central planners usually combined producers of similar goods
into huge horizontal conglomerates.

3. On the privatization process in the Russian economy, see Alves (2011b).
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The 1990s were years of great uncertainty in Russia marked by strong politi-
cal instability and deep economic recession. Annual outward FDI flows were rela-
tively small peaking at US$ 3.2 billion in 1997 — that year, official data reported
a stock of US$ 7,6 billion. This does not mean, however, that there was no huge
outflow of funds from the country — between 1992 and 2002, capital flight from
Russia stood at US$ 245 billion according to estimates by the European Com-
mission (LIUHTO and VAHTRA, 2007, p. 121).%

Russian FDI only took off in 2000, when the country rose as one of the
major sources among the emerging economies (chart 2). According to UNC-
TAD (2011), Russia is the second-largest source of FDI among the emerging
countries, second only to Hong Kong (which is considered separately from
China in the report), occupying 13 position in the overall ranking. At the
end of 2010, the stock of FDI originating in Russia was US$ 433.7 billion,
less than the US$ 948.5 billion of Hong Kong, but exceeding the other BRIC
countries — China (US$ 297.6 billion), Brazil (US$ 180.9 billion), and India
(US$ 92.4 billion). After reaching US$ 370.2 billion, in 2007, Russia’s stock
of FDI declined sharply over the following two years due to the impact of the
global financial crisis on the values of the assets. However, with the recovery in
the latter’s value and the continuing high outflows, even during the crisis, the
stock reached a record level in 2010.

CHART 2
Outward flow of foreign direct investment — Russia (1992-2010)
(In US$ million, at current prices and exchange rates)
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Source: UNCTADSTAT. Available at: <http://unctadstat.unctad.org>. Accessed on: July 29, 2011.
Prepared by the author.

4. Among the motives for capital flight, during the period, several studies cite political insecurity, economic instability,
the confiscatory tax system, the insolvent banking system, and poor protection of property rights. On this subject, see
Abalkin and Whalley (1999), Cooper and Hardt (2000), Kramer (2000), Loungani and Mauro (2001) and Pelto, Vahtra
and Liuhto (2003).
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CHART 3
Outward stock of foreign direct investment — Russia (1993-2010)
(In US$ million, at current prices and exchange rates)
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Source: UNCTADSTAT. Available at: <http://unctadstat.unctad.org>. Accessed on: July 29, 2011.
Prepared by the author.

As is the case of Brazil and China, official statistics point to a significant
participation of tax havens as recipients of Russian FDI which make them unre-
liable when analyzing the final destination of the FDI. If we add up the outward
flows from 2007 to 2010 (table 2), Cyprus appears in first place among the
destinations of FDI, well ahead of the United States which came in third —
Bermuda, the British Virgin Islands, and Luxembourg also figure in the top
ten. In the same vein, stock statistics include Cyprus in first place with 39.2%,
followed by the British Virgin Islands with 10.9% — together these two destina-
tions account for half of Russia’s stock of outward FDI. However, it is likely that
a substantial portion of the funds remitted to these destinations return to Russia
as FDI — a phenomenon known in the literature as round tripping. Proof of this
is the huge discrepancy between the outward stocks reported by Russia and the
inward stocks by Cyprus. In 2009, the former indicated an amount of US$ 130
billion, while the latter indicated only US$ 4,2 billion.’ It is also possible that
part of the funds, shown on the balance of payments as FDI, represent another
type of remittance. This suspicion is strengthened by the massive capital flight
experienced by Russia in the 1990s.

5. According to IMF statistics, which are based on information provided by the countries themselves. Available at:
<http://cdis.imf.org>.
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TABLE 2
Outward flow of foreign direct investment by country of destination — Russia (2007-2010)
(In US$ million at current prices and exchange rates)

2007 2008 2009 2010 2007/2010
o mLiJIISif)n % mlijlﬁzn % mliJIﬁfm % mliJIISifm % mlijlﬁzn %
Cyprus 14,630 319 8879 16.0 15391 353 17,865 34.6 56,765 289
Netherlands 12,501 27.2 4,685 84 3377 7.7 6,761 13.1 27,324 13.9
United States 974 2.1 7,265 13.1 1,634 3.7 1,052 2.0 10,925 5.6
United Kingdom 2,454 53 3,886 7.0 2,016 4.6 1,385 2.7 9,741 5.0

British Virgin Islands 1,425 3.1 3,822 6.9 2,305 5.3 1,891 37 9,443 4.8

Canada 181 0.4 6,723 12.1 20 0.0 863 1.7 7,187 4.0
Switzerland 1,404 3.1 2,426 4.4 1,806 4.1 1,755 34 7,391 3.8
Luxembourg 497 1.1 2,722 4.9 784 1.8 2,949 5.7 6,952 35
Germany 674 1.5 1,860 33 1,488 34 1,872 36 5,894 3.0
Bermuda 2,689 5.9 1,305 23 854 2.0 999 1.9 5,847 3.0
Belarus 759 1.7 735 1.3 881 2.0 1,410 2.7 3,785 1.9
Gibraltar 886 1.9 131 24 2,178 5.0 -870 -1.7 3,505 1.8
Belize -1 0.0 50 0.1 235 0.5 2,842 5.5 3,116 1.6
Ukraine 1,605 35 441 0.8 669 1.5 34 0.1 2,749 1.4
Hungary -12 0.0 542 1.0 1,789 4.1 47 0.1 2,366 1.2
Others 5,241 11.4 8,888 16.0 8,205 18.8 10,809 0.1 33,143 16.8
Total 45,897 100.0 55,540 100.0 43,632 100.0 51,664 100.0 196,733 100.0

Source: Central Bank of Russia, Balance of Payments.
Note: The totals shown in this table are slightly less than those of chart 2 whose source is UNCTAD.

A few years ago, Kuznetsov (2008) estimated that about 30% of the overseas
investments by Russian companies were located in countries belonging to the
Commonwealth of Independent States® (CIS), of which more than four-fifths
were made in only three countries: Ukraine, Kazakhstan and Belarus. The region’s
share of FDI flows originating in Russia has been falling (Deutsche Bank, 2008),
however, with the waning of investment possibilities generated by the privatiza-
tion programs of these former Socialist republics. Even so, Russia still accounts
for a significant portion of FDI stocks in several CIS countries: in Belarus it ac-
counted for 58%, in 2009; in Armenia, 52%; and in Moldova, 23%. It should
be pointed out that the official statistics of these countries usually underestimate
Russia’s real participation because of the common practice of triangulating in-
vestments. In the case of Ukraine, for example, Russia’s direct participation was

6. Supranational organization comprising the following countries belonging to the former USSR: Armenia, Azerbaijan,
Belarus, Kazakhstan, Kyrgyzstan, Moldova, Russia, Tajikistan, Turkmenistan, Ukraine, and Uzbekistan. Georgia, which
also belonged to the group, left it in 2009 because of the war in South Ossetia the year before.
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a mere 8% in 2009. However, the largest investor in the country, with 29% of
the stock, was Cyprus, a well-known destination for a significant portion of the
capital flows coming from Russia (table 3).

TABLE 3

Countries in which Russia has a significant share of the stock of inward foreign direct

investment (2009)

(In %)
Country Share
Belarus 58
Armenia 52
Moldova 23
Cyprus 15
Kyrgyzstan 10
Ukraine 8
Mongolia 8
Bosnia-Herzegovina 8
Lithuania 6
Latvia 5
Estonia 3
Bulgaria 3
Azerbaijan 3

Source: Coordinated Direct Investment Survey of the IMF. Available at: <http://cdis.imf.org>. Accessed on July 7, 2011.
Notes: 1. In regard to the countries comprising the CIS, no data are available for Tajikistan, Turkmenistan, and Uzbekistan.
2. Cyprus has an important share of the stock of FDI received by several countries, of which the highlights are Ukraine,
29%; Belarus, 9%; and Moldova, 7%.

In the other countries comprising the former USSR’s sphere of influence,
Russian investment tends to be more relevant where the business environment is
more precarious —reason it fails to attract foreign investors — such as in the former
Soviet republics of Latvia and Lithuania, and Bosnia-Herzegovina and Bulgaria,
with a less relevant importance in countries like Hungary and the Czech Republic
which, since the fall of communism, are large recipients of FDI from the devel-

oped countries (KUZNETSOV, 2008).”

Following the initial phase of expansion into the CIS countries, when for-
mer links of the Soviet production chains were recombined, Russian companies
turned their attention to Western Europe and North America which, in recent
years, have received over three-quarters of Russian FDI (VAHTRA, 2009).

7. In 2010, inward FDI stocks per inhabitant in the Czech and Hungarian economies exceeded US$ 12,000
and US$ 9,000, respectively. In comparison, in Lithuania, the per capita stock barely exceeded US$ 4,000, and
in Bosnia-Herzegovina, barely US$ 2,000, according to UNCTAD. Available at: <http://unctadstat.unctad.org>.
Accessed on July 29. 2011.
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As shown in table 4, over three-quarters of the mergers and acquisitions that took
place between 2005 and 2008 involved developed countries’ companies, with a
special mention to the Anglo-Saxon countries.

TABLE 4
International mergers and acquisitions involving Russian companies on the buy side,
by country (2001-2008)

(In US$ million)
2001-2004 2005-2008
Country
US$ millions % US$ millions %

United Kingdom 2,273 413 19,016 335
Canada 68 1.2 7,937 14.0
United States 1,127 20.5 5,310 9.3
Sweden - - 4,652 8.2
Ukraine 199 36 2,769 4,9
Turkey - - 2,006 3.5
Austria 4 0.1 1,662 2.9
Luxembourg - - 1,660 2.9
Italy - - 1,280 2.3
Other countries 1,827 33.2 10,502 18.5
Developed countries 3,962 721 44,287 78.0
Developing countries 1,536 27.9 12,507 22.0
World 5,498 100.0 56,794 100.0

Source: Vahtra (2009).

According to the IMEMO and the VCC (2011, p. 24), of the 20 largest
Russian TNCs’ foreign assets — a total of US$ 106.5 billion in 2009 — 46% are
located in Europe, 22% in the CIS, 19% in North America, 8% in Sub-Saharan
Africa, 2% in East Asia, 1% in Oceania, 1% in North Africa and the Middle East,
and 1% in Southern Asia; the participation of Latin America and the Caribbean
is less than 1%. In the case of oil and gas, FDI in Western Europe predominates,
concentrating 68% of the assets, followed by Eastern Europe and Central Asia
with 22% of the total. In the case of steel companies, North America is the
preferred destination, accounting for 52% of the companies’ external assets, fol-
lowed by Western Europe with 28% (p. ciz., 2011, p. 25).

2.1 Principal transnational companies and the factors that determined

their internationalization
The principal Russian TNC:s are from sectors that explore the country’s wealth in
natural resources, namely oil and gas, mining, and metallurgy. In addition, it is
worth mentioning several companies that operate in the utilities segment, such
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as telecommunications and electricity, whose area of operations primarily covers
the CIS countries.

Table 5 shows the amounts referring to mergers and acquisitions in-
volving Russian companies (on the buy side) between 2001 and 2008. Dur-
ing this period, the oil and gas industry accounted for 31% of the value of
these transactions, while mining alone took 28% and metallurgy another 5%.
In addition, there were significant transactions involving capital goods and
telecommunications sectors.

TABLE 5
International mergers and acquisitions involving Russian companies on the
buy side, by industry (2001-2008)

(In US$ million)
2001-2004 2005-2008
Sector
US$ millions % US$ millions %
Primary 2,980 54.2 33,485 60.0
Mining and quarrying 1,546 28.1 15,742 28.2
Petroleum 1,430 26.0 17,743 31.8
Secondary 661 12.0 13,430 24.0
Metal and metal products 306 5.6 2,914 5.2
Machinery 17 0.3 7,575 13.6
Others 338 6.1 2,941 5.3
Services 1,857 33.8 8,935 16.0
Electricity, gas and water 60 1.1 1,042 1.9
Construction firms 100 1.8 1,637 2.9
Telecommunications 1,021 18.6 3,637 6.5
Finance 30 0.5 1,773 3.2
Others 646 1.7 846 1.5
Total 5,498 100.0 55,850 100.0

Source: Vahtra (2009).

In the 2011 edition of its annual survey concerning the 100 Global
Challengers, which seeks to identify emerging market companies capable
of challenging the developed nations’ firms in the global market, the Bos-
ton Consulting Group (BCG) lists six Russian companies: the metallurgy
companies Evraz and Severstal, mining company Norilsk Nickel, aluminum
manufacturer RusAl, oil company Lukoil, and the state-owned natural gas
company Gazprom. For comparative purposes, Brazil appears on the list with
13 companies, China with 33, and India with 20. Among the criteria used
for the selection process were the size of the company — revenues must exceed
US$ 1 billion — and its degree of internationalization (BCG, 2011).
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The same six companies listed by the BCG were mentioned in a study car-
ried out by Deloitte, in 2008, which classified them as global players. The study
included other companies which were classified as second tier multinational in-
vestors, or regional players — the first group included several metallurgy and
mining companies such as Mechel and Novolipetsk Steel (at the time slightly
internationalized), in addition to telephone companies such as Mobile Telesys-
tems (MTS) and VimpelCom; the second group included slightly international-
ized companies whose operations are practically restricted to the CIS countries

(DELOITTE, 2008).

The six global players identified by Deloitte were also at the top of the
ranking of the 24 largest Russian TNCs, in terms of overseas assets, drawn up
by the Skolkovo Business School (2008), using 2007 data. Thereafter came the
cell phone operators classified in the second tier and at a much lower level, the
remaining companies, many of them with few overseas operations.

The effects of the 2008-2009 global financial crisis, as well as the deci-
sions taken by the Russian TNCs in its wake did, however, alter the ranking,
with several companies gaining positions while others losing them on account
of having purchased or sold assets. The 2011 ranking (prepared using data
from 2009) by the Institute of World Economy and International Relations
of the Russian Academy of Sciences IMEMO and VCC, 2011) shows RusAl
only in 15% position, slipping several positions® after selling overseas assets.
Mechel and Novolipetsk Steel took the opposite direction, rising to 5 and 9*
position respectively.’

Table 6 shows the internationalization indicators of the six companies
mentioned as global challengers by the BCG, in addition to three others classi-
fied in the second tier multinational investors group by Deloitte, which also ap-
pear among the top nine in the IMEMO and VCC (2011) rankings. According
to the transnationality index (TNI), calculated using the simple average of the
relative participations of overseas assets, employees, and sales to the respective
totals, the most internationalized are Lukoil, Evraz, and Severstal. In 2009, the
TNI of the former was 46%, slightly above that of Evraz (45%) and Severstal
(42%). However, in all three cases the TNI rose in relation to 2007, from 44%,
34% and 33% respectively.

8. In relation to the ranking prepared by the Skolkovo (2008).

9. Mechel does not figure in Skolkovo's 2008 ranking, while Novolipetsk Steel appears in 10" place. According to the
IMEMO and the VCC (2009), in 2007, Mechel’s overseas assets amounted to US$ 207 million.
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TABLE 6
Transnationality indicators of the principal Russian transnational companies —
selected companies (2009)

Norilsk Novoli-
Lukoil  Gazprom Evraz Severstal  Mechel : Sistema' petsk RusAl
Nickel Steel

Foreign assets

- 28,038 19,420 10,363 9,907 5,100 5,000 4,300 4,000 1,100
(In US$ million)

Total Assets 79019 276561 23424 19,644 13,183 22,760 42,011 12,502 23,886

(In US$ million)

Foreign Assets

Total Assets (In %) 35 7 44 50 39 22 10 32 5
Foreign Employees 26,000 18,900 24,000 6,000 8,300 3,800 11,000 5,800 -

Total Employees 143,500 393,600 110,000 84,000 80,000 83,900 80,000 62,800 75,800

Foreign Employees/

Total Employees 18 > 2 / 10 > 14 o )
Foreign sales 67,221 72,004 682 9098 3015 7,928 2,900 3,859 6,696
(In US$ million)

Total Sales 81,083 98908 9772 13,054 5754 10,155 18,750 6,140 8,165
(In US$ million)

Foreign Sales/Total 83 73 70 70 52 78 15 63 82
Sales (In %)

Transnationality

indox (1 %0 46 28 45 ) 34 35 13 35 -
Number of foreign 169 69 15 54 61 57 14 78 18
affiliates

Number of host 36 33 8 18 16 19 1 16 13

countries

Source: IMEMO and VCC (2011).
Prepared by the author.
Note: ' Sistema is a holding company present in several sectors; its principal subsidiary is the telecommunications company MTS.

Opverseas sales (as a proportion of total sales) are the most important compo-
nent in increasing the TNI of Russian companies. In some cases, such as Lukoil
and RusAl, over four-fifths of the sales are made to overseas customers. On the
other hand, the participation of foreign subsidiaries in the total of TNCs’ assets
is somewhat lower, as is also the case of the number of total employees. Anyway,
the participation has increased, especially among firms in the metallurgical sector,
such as Severstal and Evraz, which have almost half of their assets overseas.

The possibility of reducing investments and the number of domestic jobs
are primary concerns of policy makers when dealing with the internationalization
of the companies in a country. In the case of Russia, however, overseas investment
should serve as a complement to domestic activities, as the largest TNCs operate
in the exploration of the country’s natural resources. Table 7 appears to corrobo-
rate this theory, since an increase in overseas assets — which can be considered a
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proxy to investment — tends to be accompanied by an increase in domestic assets;
the same occurs in the case of employment.

TABLE 7
Variation in the value of the assets and the number of employees of Russian transna-
tional companies — selected companies (2004-2007)

Variation in the value of assets Variation in the number of employees
Companies Foreign Domestic Domestic/ Foreign Domestic Domestic/
(US$ million) (US$ million) Foreign (thousand) (thousand) Foreign
Lukoil 10,226 19,645 1.9 8.0 11.0 1.4
Gazprom 14,285 146,676 10.3 4.0 108.0 27.0
Evraz 6,221 5,906 0.9 13.0 7.0 0.5
Severstal 4,464 5,669 13 9.0 36.0 4.0
Norilsk Nickel 11,430 10,634 0.9 2.2 -15.2 6.9
Novolipetsk Steel 1,594 6,316 4.0 2.8 4.2 1.5
RusAl 3,790 5,297 1.4 10.0 27.0 2.7

Source: Skolkovo (2008).
Prepared by the author.

Although the international expansion of Russian companies is strongly
linked to the country’s improved economic conditions and, above all, to better
corporate results arising from the commodities boom, this is not enough to ex-
plain the sharp rise in overseas investments, as these might have been restricted to
Russian territory. Therefore, one must add to the abundant availability of funds,
without which the internationalization movement would not have been possible,
an analysis of the other reasons that led Russian companies to venture abroad.

Traditional ownership advantages such as those involving technologies and
brands — as well as the respective advantages of internalization — appear of little
importance given the concentration of FDI in the commodities sector.'” More
relevant would appear to be several non-tradable assets such as personal rela-
tionships and familiarity with the business environment that Russian companies
inherited in the former Communist countries, especially in the former Soviet
republics. Diversely, Russian overseas investments are strongly influenced by lo-
calization factors to such an extent that the subject will be dealt with separately.

10. The classic theoretical framework for assessing the internationalization of companies is the OLI paradigm, devel-
oped by John Dunning, in the 1970s. According to it, an overseas investment needs to satisfy three conditions: j) the
firm must own assets that give it comparative advantages over its competitors such as technology and brands, among
others; /i) exploitation of these assets by the firm that owns them must be more profitable than assigning them to third
parties; and i) serving the market from an overseas subsidiary must be more profitable than through exports from
the country of origin. In the literature, these conditions can be summarized as the Ownership and the Internalization
advantages of the TNCs, and the Location advantages of the FDI recipient countries — thus the letters O, L, and | of the
theory, also known as the Eclectic Paradigm (DUNNING, 2001). FDI originating in Russia appears not to adapt very
well to the OLI paradigm.
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The literature usually classifies FDI into four basic types according to the
reasons that led the companies to invest overseas: market-seeking, resource-seeking,

efficiency-seeking and strategic asset-seeking (DUNNING, 2004).

Market-seeking investments depend on the market characteristics of the recipient
country such as size, growth rate, per capita income, and the consumption patterns
of the population. These comprise the lion’s share of Russian FDI so far, such as those
in telephony (MTS and VimpelCom) and electricity INTER RAO UES) in the CIS
countries, as well as investments made by Lukoil and Gazprom in oil and gas distribu-
tion, and retail in Western Europe.

Resource-seeking investments, in turn, have become more frequent in recent
years once the costs of exploring Russia’s natural resources are rising. Investments
by Gazprom and Lukoil in the CIS countries fall into this category as they are
seeking oil and gas fields where exploration is less expensive and quicker than in
Russia’s reserves, much of which are to be found in regions with difficult access.
Recent investments by mining and metallurgy companies, such as RusAl and
Norilsk Nickel in African countries and Australia, are also of this nature, for the
purpose of expanding the reserves of raw materials under the control of those
companies. In spite of this movement, the volume of funds invested by Russian
companies in acquiring overseas sources of raw materials is still modest when
compared to Chinese firms — which is understandable, given that those countries
are on opposite sides of the market for these products: Russia is one of the major
suppliers, while China is one of the largest importers.

Efficiency-seeking investments in search of rationalization of production
through the exploration of economies of scale, scope and specialization within
the plants are more usual, in the case of Russian companies, in the countries of
Eastern Europe, and primarily in the CIS. This is due to the fact that, with the
dissolution of the USSR, assets that previously belonged to a single company
(whose command was centralized) — and which were scattered throughout the
entire country in line with the directives of national integration — were distrib-
uted among the companies that succeeded it (in the various countries where they
arose), thus leaving gaps in the value chain of Russian companies. Reassembly of
the former links became possible by acquiring the referred companies from those
countries, part of them purchased in the privatization processes (Sauvant, 2005;
Kalotay, 2007). Examples of this type were the acquisition of oil refineries in the
Ukraine by Lukoil and industries in Armenia by RusAl.

Strategic asset-seeking investments, in search of acquiring ownership advan-
tages (according to the OLI paradigm), are the rarest so far given the prepon-
derance of the commodities sector among Russian TNCs. Some of the invest-
ments that could be classified in this category are the acquisition by metallurgy
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companies Evraz and Severstal of plants in the United States and the European
Union, enabling them to get round the trade barriers imposed on the end prod-
ucts (imported from Russia), but not on intermediate goods."!

Table 8 shows the 18 largest non-greenfield overseas investments by Russian
companies in the 2003/2010 period.

TABLE 8
Largest mergers and acquisitions involving Russian companies (2003-2010)
. - ) Amount
0

Buyer Company acquired Country of origin Sector Equity % (US$ million) Year
VimpelCom Weather Invest- Eqypt Telgcommum- . 6,500 2010

ments cations
Norilsk Nickel LionOre Mining Canada Mining 100 6,287 2007
VimpelCom Kyivstar Ukraine TeI(_ecommunl— 100 5,516 2009

cations
Evraz IPSCO Canada Metallurgy 100 4,025 2008
Altimo’Alfa Turkeell Turkey Telecommuni- 13 3,300 2005

Group cations
Gazprom Beltransgaz Belarus Oil and gas 50 2,500 2007
Evraz Oregon Steel Mills United States Metallurgy 100 2,300 2006
Evraz Sukhaya Balka GOK Ukraine Mining 99 2,189 2008
Lukoil Nelson Resources Canada Oil and gas 100 2,130 2005
Lukoil ERG Spa ISAB Italy Oil and gas 49 2,098 2008
Surgutneftegaz ~ MOL Hungary Oil 21 1,852 2009°
Gazprom Neft  Sibir Energy United Kingdom oil 60 1,806 2009

. Equity holdings of Venezuela and . )
TNK-BP British Petroleum? Vietnam i 1,800 2010
Investor group  Zaporizhstal Ukraine Metallurgy 100 1,700 2010
Basic Element Bauholding Strabag Austria Construction 30 1,637 20074
Lukoil Lukarko United States Qil 46 1,600 2009
Ruhr Oel (equity .

Rosneft holding of PDVSA) Germany Qil 50 1,600 2010
Basic Element Magna International ~ Canada Auto parts 18 1,537 2007°

Sources: Deutsche Bank (2008), Panibratov and Kalotay (2009), Ernst & Young (2010; 2011) and KPMG (2010; 2011).
Prepared by the author.
Notes: ' 100% of Wind Telecomunicazioni and 51.7% of Orascom Telecom.
2 Equity stakes were acquired in three joint ventures between BP and PDVSA, in Venezuela, and assets of the natural
gas sector in Vietnam.
3 Due to political pressure, Surgutneftegaz re-sold its shares in MOL to the government of Hungary in May 2011
(Nicholson, 2011).
*1n 2009, Basic Element, heavily in debt, assigned its shares in Strabag in exchange for the settlement of its debts with
the Raiffeisen Bank. However, it entered into a share repurchase option which it began exercising at the end of 2010,
when it acquired 17% of the capital of the company (Russia’s..., 2010).
>In October, 2008, Basic Element transferred its holding in Magna International to the bank that had financed the
purchase due to the company’s difficulties in honoring a margin call, following the sharp depreciation of those shares
which had collateralized the loan (Kremlinomics..., 2008).

11.This schematic division facilitates analysis. In the real world, however, investments quite often address more than one
motive. This is the case, for example, with the acquisition by Lukoil of gas station chains in the United States. Is this simply
a market-seeking investment, or also a strategic asset-seeking investment, since it afforded access to a new distribu-
tion network for the petroleum extracted in Russia? Similarly, how should one classify the investments in gas pipelines
by Gazprom in Eastern Europe — market-seeking, efficiency-seeking, strategic asset-seeking or a mixture of all three?
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Another reason for the internationalization of companies, frequently over-
looked in theoretical and empirical analyses, is access to overseas funding sources.
This is especially true in the case of Russian companies on account of the tight
banking and capital markets in their country of origin, whose development has been
relatively modest since the demise of the USSR. Internationalization facilitates ac-
cess to funds not only because the company becomes better known, but especially
because it is then able to offer real guarantees located in countries whose legal and
enforcement systems are considered more reliable by creditors and foreign investors.

With the exception of RusAl — which only went public in January 2010 via
an initial public offering on the Hong Kong stock exchange —, all the major Russian
TNC:s have issued shares in the developed countries over the last 15 years. This appears
to have been the natural path as the Russian banking market has proved incapable
of financing the expansion strategies of the country’s firms. Nevertheless, it is in the
debt market that Russian companies have concentrated their overseas funding efforts
through bank loans and by issuing bonds. Moreover, this was one of the reasons why
Russias external debt skyrocketed as from the middle of the decade, as we shall see later.

2.2 The impact of the 2008 global financial crisis on the internationalization
of Russian companies

Russia was one of the countries most affected by the global financial crisis of
2008-2009. In 2009, the country’s GDP contracted by 7.8%. One of the main
contagion channels of the crisis in the Russian economy was the sudden contrac-
tion in international commodity prices. In the first quarter of 2009, the price of
crude oil exports was 63.3% below that of the third quarter of 2008. The same
pattern repeated itself in the case of metals — in 2009, the average quotation for
aluminum was 36.8% lower than in 2007, while nickel was even more affected by
the crisis, declining by 60.5% in relation to the prices prevailing that year.

The global financial crisis affected the Russian TNC:s directly and indirectly. The
direct impact includes the sudden interruption in capital flows, the global credit squeeze
(which made it difficult to roll over loans and bonds issued in the markets most affected
by the crisis, such as the US and British markets), and the reversal of the position of
commodity market speculators, who began betting mostly on the decline in prices.
The crisis also affected Russian TNC:s indirectly due to: its impact on the demand for
commodities, which primarily affected prices, but also quantities; the devaluation of the
ruble, which increased the liabilities of companies with foreign currency debts; the melt-
down in stock indexes, which devalued guarantees — in many cases, the companies’ own
shares — given in credit transactions, leading companies to honor margin calls in adverse
conditions; and the liquidity crisis on the domestic financial market, which made it dif-
ficult to roll over debts and take out new loans from Russian banks.'?

12. For a more in-depth study of the impact of the 2008 global financial crisis on Russian banks, see Alves (2011c).
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When the international financial crisis exploded — the first signs appeared in
the second half of 2007, but its point of rupture was the bankruptcy of US in-
vestment bank Lehman Brothers in September of 2008 —, the major TNCs were
experiencing an asset consolidation process following several years of aggressive ac-
quisition-based international expansion, financed primarily by loans from Western
banks. With the crisis, a reduction in the pace of this expansion was expected since
the ability to finance new acquisitions was restricted by the reduced access to the
international financial and capital markets, not to mention lower cash generation on
account of the decline in commodity prices. Furthermore, expectations as to lower
demand growth and the risks of a deepening of the crisis also represented factors that
inhibited investment. On the other hand, the fall in asset prices — arising, among
others factors, from a higher liquidity preference, the need to generate cash and dele-
veraging, and the unfavorable economic outlook — should have been an incentive to
invest, although, in a crisis situation lower prices do not necessarily mean bargains.

The available statistics show, however, that Russian outward FDI was little
affected by the crisis. In 2008, when global FDI flows began showing signs of
running out of steam, with a drop of 12.2% over the previous year, Russian out-
ward FDI rose by 21.1%. According to Venes (2009), in the first nine months
of 2008 about US$ 60 billion were borrowed from foreign banks to support 75
acquisitions of overseas assets. The following year, with its economy profoundly
affected by the crisis, Russia invested 21.5% less overseas than in 2008; a re-
duction, however, lower than the 38.7% drop in global flows of FDI. In 2010,
Russian FDI grew again by 18.4%, almost reaching its peak attained in 2008.
However, it should be pointed out that part of these recorded flows may in fact
disguise capital flight, a practice that had been declining in Russia, but which was
resumed during the crisis. Evidence in favor of this hypothesis lies in the much
more marked decline, in comparison with outward FDI statistics, in merger and
acquisition transactions involving Russian companies on the buy side — according
to KPMG (20105 2011) and Ernst & Young (2010), these dropped by approxi-
mately 54% in 2009 when compared to the previous year. In terms of FDI desti-
nations, the share of tax havens rose to the detriment of the developed countries —
Cyprus’ share rose from 23.2%, between 2007 and 2008, to 34.9% over the fol-
lowing two-year period, while the total shares of the United States, the United
Kingdom, Canada, and Germany declined from 23.7% to 10.8%.

As the crisis crossed Russia’s borders, its main TNCs could be classified in three
groups according to their financial fragility. The first group comprised companies
with low exposure to short-term debt, or with high exposure but sufhiciently covered
by highly liquid assets. This group included the main TNC:s in the oil and gas sec-
tor — Gazprom and Lukoil —, and mobile telephone companies like MTS, in addi-
tion to Novolipetsk Steel of the metallurgy sector. The second group included firms
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with a high degree of short-term indebtedness in relation to their ability to generate
cash and the availability of highly-liquid assets — this group consisted of some of the
major TNGC:s in the mining and metallurgy sectors — Evraz, Mechel, and RusAl The
third and final group included companies with short-term debts well covered by
highly liquid assets, but with high long-term debts — metallurgical company Sever-
stal and mining company Norilsk Nickel belonged to this group (chart 4).

CHART 4
Liquidity level of selected Russian TNCs (Dec. 31, 2008)
(In US$ million)
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Source: Bloomberg (2008).
Prepared by the author.

The manner in which the global financial crisis affected Russian TNCs
had much to do with the expansion strategies of these companies in the years
that preceded the crisis. Companies that had adopted bold internationaliza-
tion policies in the search to consolidate their sector in global terms, through
higher indebtedness, turned out to be more vulnerable, as was the case of
several firms in the mining and metallurgy sectors. On the other hand, com-
panies with lower leverage, and whose investments were channeled to vertical
integration, showed themselves to be more resilient to the crisis. This was the
case with the oil and gas companies, whose investments in the downstream
segment of the value chain helped to reduce their dependence on commodity
price-related results.'?

Among the largest Russian TNCs, the most threatened by the global finan-
cial crisis was RusAl. At the end of 2008, its short-term debt amounted to US$
13.9 billion, amount 20 times greater than the sum of its available cash and short-
term financial investments. With its financial situation strongly affected, Basic
Element, the holding company which controls RusAl, had to divest assets acquired
in previous years, such as the 30% equity stakes in Canadian auto parts industry

13. The impact of the global financial crisis on Russian TNCs was analyzed in greater depth in Alves (2011a).
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Magna International, acquired in 2007 for US$ 1,637 million — the shares were
transferred to the bank that had financed the purchase given the company’s dif-

ficulty in honoring a margin call, following the sharp devaluation of these shares
which had been given as collateral for the loan (KREMLINOMICS, 2008)."

Under the threat of assets which were strategic to the country’s development
falling into foreign hands, the Kremlin decided to act. Through its development
bank, Vnesheconombank (VEB), it put at the disposal of the companies in dif-
ficuley US$ 50 billion to be used to repay loans taken out abroad. However, of
this amount only US$ 11 billion were actually used, and the conditions offered
were not dissimilar to those available in the market (GURIEV and TSYVINSKI,
2010)." The principal beneficiaries were RusAl, which borrowed US$ 4.5 billion;
the Alfa Group, US$ 2 billion; and Evraz, US$ 1.8 billion.

However, the crisis also presented buy-side opportunities on account of the de-
preciation of assets worldwide. The firms that made the most of these opportunities
were those with higher levels of liquidity, although companies with high short-term
debt were also benefited. This was the case of Mechel which, in April 2009, acquired
US coal mining company Bluestone Coal for US$ 436 million — a deal that had
been valued at US$ 4 billion the previous year according to Skolkovo (2009).'¢

TABLE 9
Evolution of the overseas assets of Russian transnational companies during the global
financial crisis (2007-2009)

(In US$ million)

2007 2008 2009
Lukoil 20,805 23,577 28,038
Gazprom 16,769 17,940 19,420
Evraz 9,824 11,199 10,363
Severstal 6,411 11,477 9,907
Mechel 207 2,800 5,100
Norilsk Nickel 12,843 4,600 5,000
Novolipetsk Steel 1,594 4,985 4,000
RusAl 4,533 1,200 1,100

Sources: IMEMO and VCC (2009; 2011), except , whose source is Skolkovo (2008).
Prepared by the author.

14. According to Humber and Clark (2008), at least 10 of the 25 richest Russian businesspersons experienced margin
calls, between August and December 2008, on account of the decline of US$ 230 billion in the value of their shares,
many of which were given in guarantee of loans.

15. Besides the US$ 50 billion placed at the disposal of companies in strategic sectors, so that they could settle debts
contracted abroad, the state bank VEB received US$ 7 billion from the government to acquire shares of Russian com-
panies as a means of preventing the steady drop in prices could lead to further margin calls by creditors.

16. A detailed analysis of the impact of the global financial crisis on Russian TNCs can be found in Alves (2011a).
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3 THE INTERNATIONALIZATION OF RUSSIAN ENTERPRISES AND THE ROLE
OF THE STATE

Firstly, it is impossible to disassociate the internationalization of Russian compa-
nies, over the last two decades, from the overall state of the country’s economy
and the behavior of the international commodity markets in the period. While
domestic economic activity and international commodity prices were in decline,
the internationalization movement was timid, characterized more by capital flight
from an unsettled political and economic environment than from a genuine ex-
pansion of production beyond borders.

In 1998, seven years after the collapse of the USSR, oil prices hit their
lowest level (in real terms) since the shock of 1973. That same year, Russia
was hit by a balance of payments crisis culminating in the declaration of a
moratorium on domestic government debt and private external debt. In ad-
dition, the ruble lost two-thirds of its value in only five months. Per capita
GDP shrunk to 71% of what it had been in 1992. The political environment
was boiling over, with President Boris Yeltsin changing his prime minister
three times before departing in December 1999. In March of that year, the
country’s international reserves reached their nadir, US$ 10.8 billion, not
enough to pay for two months’ imports under normal conditions."” Follow-
ing the devaluation, the Russian economy made a relatively quick recovery.
Per capita GDP rose by 18% in just two years (1999-2000) while the trade
balance, which had reached virtual equilibrium in the first half of 1998, once
again posted significant surpluses — US$ 36.2 billion in 1999 and US$ 60.7
billion in 2000.

In addition to the exchange rate devaluation, which triggered a process
of import substitution, the change of direction in international oil prices, its
main export product, was instrumental in Russia’s recovery. Since the end
of 1998, when the Organization of Petroleum Exporting Countries (OPEC)
and several non-cartel members (Mexico, Norway, Russia and Oman) agreed
to reduce the supply, there was an almost uninterrupted rise in oil prices,
stopped only because of the recession caused by the international financial
crisis of 2008. The growing geopolitical instability in the Middle East, com-
bined with the explosion in the demand from several emerging countries,
notably China — a phenomenon that spread to other commodities — en-
hanced the upward trend during the 2000s."® However, in the early years of
the upward cycle (up to 2002), OPEC’s policy of containing the supply side

17. An in-depth analysis of the 1998 crisis is beyond the aim of this study. On this matter, see Alves (2011c).

18. In the case of metals, the downward trend in prices, since the mid-1970s, was suddenly reversed in 2004 under the
impact of the demand from Asia, thereafter following a pattern similar to that of oil.
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was the most important factor in the rise in oil prices, as production capacity
in cartel member countries was underutilized.”

Increases in prices and in the quantity of oil exported®® — and, at a second
stage, in minerals’ and metals’ — had a strong influence on the internationaliza-
tion movement of Russian companies, for two main reasons: firstly, the skyrock-
eting increase in the country’s international reserves, which rose 54-fold between
the minimum in March 1999 and the maximum attained in August 2008 (US$
598 billion), prior to the worsening of the international financial crisis (chart 5);
secondly, the higher profits of energy, metallurgy, and mining companies which
enhanced their investment and indebtedness capabilities? (chart 6).

CHART 5

International reserves, prices and volumes of exports of natural gas, oil and derivatives —
Russia (2000-2008)

(Products in index-numbers, 2000=100; international reserves in US$ billion)
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Source: Central Bank of Russia.
Prepared by the author.

19. It should be stressed that in spite of the mentioned alignment of interests, which occurred in 1998, Russian pro-
duction in subsequent years tended to follow the opposite path to that of OPEC. As Schutte (2011) points out, higher
Russian production from 2000 onwards forced OPEC to reduce production, thus enabling Russia to gain a share of the
world market, to the detriment of the countries of the cartel.

20. Between 2000 and 2008, exports of oil, its derivatives, and natural gas grew by 487% in nominal terms. The lion's
share of this increase can be explained by price movements: while the quantity index rose by 51.3%, the price index
rose by 291.1% (Alves, 2011, p. 272).

21.1n 2006, the profitability of extractivist companies on the Global 500 list, compiled by Fortune magazine, exceeded
25%, almost five times the mean of the companies in the sample (UNCTAD, 2007).
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Higher reserves contributed to reducing the resistance among Russian bu-
reaucrats to overseas investment — a similar phenomenon to what had occurred
in the other BRIC countries during the decade of 2000.

CHART 6
Evolution of the net income of Russian transnational companies (selected years)
(In US$ million)
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Source: Annual reports of the companies.
Prepared by the author.
Note: In the case of Evraz, the first year of the series is 2002.

The higher profits afforded by the commodities boom, in turn, set off a new
cycle of investments, in several sectors, after a long period during which they had
been at very low levels on account of the excess installed capacity at global level.

Another important point when analyzing the internationalization process of
Russian companies is the always raised question of whether this movement can be
labeled an expansion or an exodus.

During the first decade of the transition, in the 1990s, the business environ-
ment in Russia was somewhat precarious. The general disorganized state of the
economy and macroeconomic instability went hand-in-hand with political risk
and fears of expropriation. Against this backdrop, the remittance of funds over-
seas, legally or illegally, turned out to be a rational way of diversifying the risks.
In the opinion of Liuhto and Vahtra (2007), the repulsion factors, represented
by the unfavorable business climate, were more important than the attraction
factors (of the recipient economies) in the early years of the internationalization
of Russian companies.

However, as these companies began to strengthen their finances — in the
wake of the commodity boom and the resulting increase in exports — domestic
investment opportunities began to wane, and attraction factors began to pre-
vail. In a nutshell, the Russian market became too small for the financial mus-
cle power of its companies, including the banking and capital markets which
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were incapable of financing the acquisition transactions that were to come
(KUZNETSOV, 2008; FILLIPOV, 2009). Furthermore, the prevailing policy
of forcing companies to supply the domestic market at prices below those ob-
tainable on the international market reduced the attractiveness of new invest-

ments in Russia (VAHTRA, 2009).

3.1 The role of the State and internationalization support policies

One month before being elected — and ninety days before he took office in May
2008 — the then-presidential candidate Dmitry Medvedev exhorted Russian
companies to embark on a spending spree to purchase companies overseas. As
informed by the Financial Times (Copy, 2008), Medvedev stated that “this is a
very important task. The majority of the powerful countries are engaged in this.
Many of them are very active, like China. And we should be active, too”.

Contrary to China, an example to be followed according to Medvedev, which
since the start of the century has had a clear internationalization support policy, as
witnessed by its Go Global program, Russia has never established a specific policy to
promote overseas investment by its companies (SAUVANT, 2005; KALOTAY and
SULSTAROVA, 2008; FILLIPOV, 2009; PANIBRATOV and KALOTAY, 2009).
In the same vein, the instruments for incentivizing internationalization made avail-
able by the Chinese government to the country’s companies, such as financing, fiscal
incentives and political risk insurance (ACIOLY; ALVES e LEAO, 2009), are not
available to Russian companies. In the opinion of Liuhto and Vahtra (2007, p. 138),
for a long time FDI was looked on by the authorities as the undesirable exit of capital,
and for that reason their policies have always been designed to discourage it. There-
fore, Medvedev’s address indicates a change of posture since his predecessor in the
Kremlin was never so explicit in supporting the internationalization of Russian com-
panies. However, this change has yet to materialize in the form of policy measures.?

One relatively recent measure which is likely to produce a long-term im-
pact, but which was certainly not a determining factor in unlocking the interna-
tionalization process to date, was the elimination of most of the currency controls
existing in Russia as of January 1, 2007, which made the ruble a convertible
currency (MINISTRY OF ECONOMIC DEVELOPMENT AND TRADE OF
THE RUSSIAN FEDERATION; ERNST & YOUNG, 2007). At the height of

the international financial crisis, there was much speculation in the world press

22. According to the IMEMO and the VCC (2011), at the end of 2009, Russia was signatory to 48 active bilateral agree-
ments on investment protection, or to avoid double taxation of capital. However, as most of these agreements were
signed prior to the 2000s, it is difficult to relate them to a deliberate policy encouraging companies to internationalize.
In the evaluation by IMEMO and VCC (2009), Latin America is seen by Russian TNCs as a distant and underdeveloped
region with institutional barriers to the expansion of FDI, such as the absence of investment protection and double
taxation agreements. In South America, Russia only has bilateral investment treaties with two countries: Argentina,
signed in 1998; and Venezuela, in 2008 (IMEMO and VCC, 2011).
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concerning the possibility of Russia reintroducing capital controls. Badly affected
by the decline in the price of oil and other commodities, the country spent over
US$ 200 billion of its international reserves, between the closing months of
2008 and the early months of 2009, to prevent its currency from collapsing.
However, the government was emphatic in stating that in spite of the crisis, it
would not backtrack regarding the convertibility of the ruble (BRYANSKI and
VOROBYOVA, 2009).

The absence of specific policies that promote foreign direct investment does
not mean, however, that the State has not been influential in the internationaliza-
tion process of Russian firms. The role effectively played by the Kremlin in this
process is in fact the subject of some controversy. While some, like the Economist
Intelligence Unit (2006), Deloitte (2008), and Deutsche Bank (2008) believe that
the expansion of Russian companies has been guided, more than anything else, by
profit considerations, others point to a geopolitical component in this movement,
principally in regard to state-owned companies. In Vahtra’s opinion (2007), begin-
ning in 2005 the Putin government made an effort to create a group of national
champions, composed by large, politically obedient companies. In the same vein,
Panibratov and Kalotay (2009) hold that the influence of the State is perceptible
even in wholly private companies, although much more pronounced in the case of
state-owned companies which, according to Kalotay and Sulstarova (2008), find
their internationalization plans traced out to meet Russian foreign policy.

If the more critical analysis is correct, the role of the State in the internation-
alization process of Russian companies may be broken down into three distinct
phases. The first, during the government of Boris Yeltsin (1991-1999), would
have been marked by having created corporate conglomerates and the consolida-
tion of private monopolies under the auspices of the State. The second phase, un-
der the government of Vladimir Putin (2000-2008), stands out from the previous
government due to the increase in the power of the State over the companies via
re-nationalization — as was the case of Gazprom —, or due to political influence,
primarily among companies involved in the exploration of natural resources. The
third phase is, in fact, an extension of the second, whose principal characteristic
is the effort made by the State to submit the internationalization strategies of the
companies to the country’s renewed foreign policy.

According to Panibratov and Kalotay (2009), the perception that Russian
companies are more subject to political interference than multinationals in gen-
eral has created difficulties for Russian outward FDI. Fillipov (2009) comments
that many believe that Russian TNCs are not looking for technology, capital,
or markets when they invest in developed countries, but rather that they act as
intermediaries for Russian foreign policy. This becomes clear when one looks at



90 Internationalization of Companies

the results of a survey by the Economist Intelligence Unit (2006), among 332
executives worldwide, which indicated a widespread negative perception of Rus-
sia as a source of FDI. More than 60% of those who responded to the survey
indicated political opposition as the biggest obstacle for the expansion of Russian
companies in their countries. In another survey, held in 2008, in the United
States, France, Germany, Italy, and the United Kingdom, with the population in
general, most interviewees were against Russian investments in their countries,
although in all of these, except for the United Kingdom, most of the population
sees Russia as a friendly nation (DELOITTE, 2008, p. 41).

Another movement by the Putin government that had an impact on com-
panies’ internationalization processes was the resurgence of state involvement
in Russia’s energy sector. Besides the renationalization of Gazprom, Sibneft and
Yuganskneftgas — the latter expropriated from the oligarch Mikhail Khodor-
kovsky during his trial for fraud and tax evasion, to pay his debts to the tax
authorities — the Russian government entered into renegotiations with almost
all the large energy projects controlled by foreigners, reducing their contrac-
tual rights. According to Ehrstedt and Vahtra (2008), foreign multinationals
that had entered the country under extremely favorable conditions in the early
years, following the collapse of the USSR, were induced — under accusations of
breach of the law or contract — to reduce their participation in several impor-
tant projects in favor of Russian state-owned companies.

The worsening in the treatment of foreign investors by the Russian govern-
ment has given rise to the adoption of reciprocal measures in countries where
Russian companies intend to invest. According to the Economist Intelligence
Unit (2007), in 2006 there were 13 failed attempts by Russian companies to
purchase assets overseas, amounting to more than US$ 50 billion. Three of them
involved Lukoil, and another five, Gazprom. One of the companies targeted by
Gazprom was Centrica, the United Kingdom’s largest natural gas distributor.
When it learned of the Russian company’s intentions, the British government
showed its discontent and took steps to make the aquisition difficult, which even
considered an amendment to the national law on mergers and acquisitions in or-
der to prevent the deal from going through (DELOITTE, 2008). The following
year, the British government once again frustrated Gazprom’s plans by denying
it permission to build an underground gas depot (EHRSTEDT and VAHTRA,
2008).

The situation is even more complicated in certain countries comprising the
former Soviet area of influence that fear Russia will use its energy companies as a ve-
hicle of its foreign policy, so as to keep them within its sphere of influence (Deloitte,
2008). Recently, Lukoil showed interest in acquiring two refineries from Polish
company PKN Orlen, located in the Czech Republic and in Lithuania. Accord-
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ing to market analysts, the purchase made sense from an economic point of view
(Russian..., 2009), but the Polish government saw “the long hand of the Kremlin”
behind the deal’ (PANIBRATOV and KALOTAY, 2009, p. 4), and sought ways
to thwart it. According to the vice president of Lukoil, Leonid Fedun, political an-
tagonism towards Russia is so strong in some Eastern European countries that any
attempt to invest is futile (Russian..., 2009).> And Europe’s vulnerability in energy
matters only tends to aggravate the conflicts, like the one involving Russia and the
Ukraine which came to a head in January 2009, when, in mid-winter, several other
countries were affected by sudden reductions in the gas supplied by Gazprom.

4 CONCLUSIONS

In the introduction to this study, we asked why Russia appears not to conform to
the Investment Development Path hypothesis, as its substantial overseas invest-
ments are equivalent to those received. In 2010, the country finally achieved the
status of net overseas investor.

The specific trajectory of Russia, which for decades was a planned economy
(not very open to the outside world), and which in the early years following its
return to a market economy experienced a sharp contraction in GDD, clearly
complicates the applicability of the theory. The fact that Russia’s per capita GDP
is significantly lower than that of the developed world does not mean that the
country can be compared with developing countries. Russia’s base industry was
constructed in the first half of the XX century, a time when other BRIC countries
were still at the crawling stage in their industrialization processes. The initial con-
ditions in Russia, in 1991 (the year when the USSR ceased to exist), enable us to
believe that in spite of the widely discussed problems concerning the few incen-
tives that existed for the introduction of innovations into the socialist system, its
companies were, at that time, much better prepared for overseas expansion than
Chinese, or Indian companies. Their technology base was much more advanced,
in addition to a greatly superior organizational capability acquired over decades
in which Soviet industrial conglomerates were scattered across a huge territory
marked by ethnic and cultural contrasts. However, it is possible that a contradic-
tion really does exist in regard to the theory given the non-linear nature of Rus-
sian development. So what then led Russian companies to internationalize? Did
the State have a hand in this movement?

At first, the repulsion factors appear to had been more relevant. Asset strip-
ping (unleashed during perestroika, but enhanced under the Yeltsin government)

23. According to Liuhto and Vahtra (2007), this antagonism has led Russian companies to adopt investment strategies
that are somewhat questionable from the point of view of corporate governance, such as using offshore schemes to
conceal the origin of their real owners.
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was behind the first waves of FDI, as this was the manner encountered by those in
possession of assets to escape the control of the Russian authorities, with the aim
of increasing their ownership rights, usurping minority shareholders, or simply
avoiding taxes. However, as the political uncertainty and macroeconomic insta-
bility waned, the attraction factors (of the recipient countries of the FDI) began
to prevail. Summarizing, Russia had become too small for its largest companies,
and domestic investment opportunities had grown scarce. Therefore, overseas in-
vestments appeared to be the logical means of increasing access to raw materials,
expanding capacity, and gaining new consumers. Geopolitical factors may have
had a certain influence on the investment decisions of Russian companies, espe-
cially the state energy companies. However, most of the investments they made
were easy to justify on strictly economic grounds.

To date, the internationalization of Russian firms has taken place without the
support of specific public policies. However, judging by the public declarations of
President Dmitry Medveded this situation is about to change. This assessment is
backed by the growing antagonism facing Russian investments in a large part of
Europe. Feeling discriminated, Russian companies have increased the pressure on
the Kremlin to become more involved in FDI-related matters, which may lead to
the adoption of more specific internationalization support policies.

The global financial crisis of 2008-2009 had a strong impact on the Russian
economy. But the nature of its effects on the country’s principal TNCs depended
primarily on the expansion strategies they had adopted in the previous period.
The firms most affected were those that sought extensive horizontal diversification
financed by indebtedness in foreign currency. On the other hand, less leveraged
companies had a huge opportunity to acquire assets cheaply, and to enter markets
previously adverse to Russian investments for political reasons. As exemplified by
the most acute period of the crisis, the continued movement towards the interna-
tionalization of Russian companies in the coming years will depend, above all, on
the favorable development of the international commodities markets.
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CHAPTER 4

SOUTH AFRICA*

Elton Jony Jesus Ribeiro

1 INTRODUCTION

Since the beginning of the 1990s, South Africa has been going through profound
political and economic changes. For more than four decades, the country lived
under the auspices of a regime of racial segregation known as apartheid. This led
to internal tensions and external pressures which in the end became intolerable,
forcing the country to submit to a process of political restructuring, which also
had a significant impact on its social and economic way of life.

Frederik Willem de Klerk became president of South Africa in September
1989, after the resignation of his predecessor, Pieter Willem Botha, a staunch
upholder of apartheid. De Klerk released from prison the main leader of the black
opposition to segregation, Nelson Mandela, and other political prisoners, and
also started the process of turning the country into a democracy.

Until the 1990s, under the rule of segregation, South Africa’s economy was
battered by violent domestic turbulence and the restrictions imposed by inter-
national sanctions. As a result of the internal crises, and fearful of forfeiting the
investments they had made in the country, several foreign companies sold their
assets to local businesspersons at below market prices. This led to a significant
increase in the number of large domestically-owned companies, and as a result of
their new acquisitions these companies were subjected to a process of rapid diver-
sification and vertical integration (UNCTAD, 2007; LEVY, 1999). This process
intensified the economic concentration, which was already under way, with the
purchase by these large companies of their small and medium-sized competitors.
Added to this was the fact that a number of international corporations were wary
of investing in a country whose government was increasingly tainted by racial
segregation, at a time when the international community was imposing sanctions
on President Botha’s regime.

* The author is grateful to Luciana Acioly for her collaboration on large parts of the text; and to André Pineli for his
general comments. Nevertheless, any mistakes which this study still contains are entirely the responsibility of the author.
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Capital controls had been in place since the 1960s, as a feature of the import
substitution policy, and they now began to play an important part in stopping
the flight of local investments, in a situation where foreign exchange was scarce.
In the second half of the 1990s, however, these controls began to be gradually re-
moved, in line with the policy of successive governments of the African National
Congress (ANC) to liberalize South Africa’s economy in accordance with the
principles of the so-called Washington Consensus.

It was expected that political stability would make the country once more
the target of international capital flows, with a strong inflow of investments, how-
ever this did not occur initially. On the other hand, South African companies
saw the changes in the country’s economy as an excellent opportunity to invest
overseas: their aim was to find new sources of profit, since the domestic market
was saturated with their products.

The purpose of this article is to analyze the evolution of South Africa’s for-
eign direct investment (FDI) in terms of its sectorial and geographical spread; to
present the main transnational companies responsible for these investments; and
to explain the main policy directives which made them possible and/or supported
them. The text is divided into four parts, of which this introduction is the first.
Part two profiles South Africa’s direct overseas investment and defines the charac-
teristics of the main transnational companies that have spearheaded this process.
A summary of their motives is also given, and an explanation of the conditioning
factors that led companies to choose to invest overseas. The third part centers on
a discussion of the role of the state in developing South African capitalism and,
specifically, of the public policies intended to facilitate and support the process of
internationalization. The conclusions drawn from the study are presented in the
final part of the article.

2 SOUTH AFRICA’'S FOREIGN DIRECT INVESTMENT: A PROFILE

The Republic of South Africa is the twenty-fourth largest economy in the
world, with a Gross Domestic Product (GDP) of US$524 billion in 2010.
It is also the largest economy in the African continent, making up 17% of
Africa’s GDP and 60% of the economy of the Southern African Develop-
ment Community (SADC)! (table 1), which is its principal zone of influ-
ence, even though its population represents only 18% of the Community’s

1. The SADC is an organization created in 1992 by the countries of Southern Africa as a substitute for the Southern
Africa Development Co-ordination Conference (SADCC), whose main purpose was to coordinate the development of
projects aimed at reducing the economic dependence of countries, in the region, on South Africa during the time it
was under the apartheid regime. The SADC's central objective is to promote economic integration among its members,
which are: Angola, Botswana, the Democratic Republic of the Congo, Lesotho, Madagascar, Malawi, Mauritius, Mozam-
bique, Namibia, Seychelles, South Africa, Swaziland, Tanzania, Zambia and Zimbabwe.
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total — a small proportion when compared with its economic weight in the
region. South Africa can thus be seen as the principal economic hub of
the Sub-Saharan region, with an economic vitality that strongly influences
several of its neighbors, with which it is, as will be shown below, more and
more deeply integrated.

TABLE 1
South Africa’s share in the SADC economy and population (2010)
GDP! GDP Population Population

Country

(in millions of US$) (in %) (in thousands) (in %)
South Africa 524,198 60.0 50,492 18.3
Angola 115,167 13.2 18,993 6.9
Tanzania 62,233 7.1 45,040 16.3
Botswana 27,669 3.2 1,978 0.7
R]ch‘);agic Republic of 22,735 26 67,827 245
Mozambique 21,871 2.5 23,406 8.5
Zambia 20,041 23 13,257 438
Madagascar 19,916 2.3 20,146 73
Mauritius 17,394 2.0 1,297 0.5
Namibia 14,672 1.7 2,212 0.8
Malawi 13,047 1.5 15,692 5.7
Swaziland 5,969 0.7 1,202 0.4
Lesotho 3,330 0.4 2,084 0.8
Zimbabwe 3,238 0.4 12,644 4.6
Seychelles 1,996 0.2 85 0.0
Total 873,476 100.0 276,355 100.0

Source: African Development Bank et. a/.(2011); World Bank (2011).

Note: ' At Purchasing Power Parity (PPP).

NB: The GDP figures for all these countries belong to the World Bank, except in the case of Zimbabwe, for which the document
consulted gave no details. Information given about this country is from the African Development Bank.

The South African economy exhibits a pattern in which the service
sector is predominant, making up more than 66% of GDP. The South Af-
rican mining sector historically plays an important part, and between 2005
and 2010 its share of GDP grew from 7.6% to 9.6%. Manufacturing, on
the other hand, saw its relative share fall from 18.5% to 14.6% of GDP over
the same period.
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TABLE 2

Share in GDP by business sector

(In %)
Business Sector 2005 2010
Agriculture, forestry, fishing and hunting 2.7 2.5
Mining and quarrying 16 9.6
Manufacturing 18.5 14.6
Electricity, gas and water 24 2.8
Construction 2.8 3.8
Wholesale and retail trade, hotels and restaurants 13.9 13.9
Transport, storage and communication 10 9.1
Finance, real estate and business services 211 21.2
General government services 14.9 16.1
Other services 6.3 6.3
Total 100.0 100.0

Source: African Development Bank et al. (2011).

There are also some fairly sophisticated areas of this economy, and its level of
industrialization is much more modern than that of its neighbors. From 2000 to
2008 the country’s economy enjoyed a period of stability and expansion, with an
average annual growth of 4.1%. The global financial crisis resulted in a negative
performance of the South African economy in 2009 (-1.7%), but in 2010 there

was a recovery (2.8%).

Another point to be emphasized is that South Africa is the main source
of FDI among African countries. According to UNCTAD figures, South
Africa’s FDI stocks grew to US$81 billion in 2010: this means that more
than 66% of the entire FDI stock from African countries belongs to South

African companies (chart 1).



South Africa 101

CHART 1
African outward FDI stock by region (2010)
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Source: UNCTADSTAT <http://unctadstat.unctad.org>.
Prepared by the author.
NB: Data obtained on July 28, 2011.

Chart 2 shows the amounts of FDI received (inflows) and sent (out-
flows) by South Africa in the period from 1990 to 2010. The volatility dur-
ing this period reflects the changes resulting from the economic liberaliza-
tion which began in the 1990s. There are two features of these flows which
are worth remarking on: i) the net FDI flows are negative in three of these
years — 2001, 2002, and 2008; and /i) in the years when inflows reach their
highest levels — 2001, 2005, and 2008 — the investments made by South
African companies fell sharply; whereas the opposite was the case in 2006,
when South Africa’s FDI reached its peak.
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CHART 2
South Africa’s inflows and outflows of FDI

(In billions of US$)
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Source: UNCTADSTAT. Available at: <http://unctadstat.unctad.org>.
Prepared by the author.
NB: Data obtained on July 28, 2011.

These fluctuations are correlated and reflect the transfer of some South African
companies overseas, which took place from 1997 to 2001, and large-scale mergers
and acquisitions which were observed during the first decade of the new century.

Between 1997 and 2001, several of the big South African companies ob-
tained listings on international stock exchanges, and five of the largest — Billi-
ton, Anglo American, South African Breweries (SAB), Old Mutual and Dimen-
sion Data — were authorized by the government to transfer their primary listings
from the Johannesburg Stock Exchange to the London Stock Exchange,” thus
formally becoming British companies. This gave a major boost to the FDI
stocks of foreign companies in South Africa and reduced the FDI of South Af-
rican companies in other countries. Some of the main arguments used in favor
of these changes, both by the government and by the companies themselves,
were: easier access to international capital, at interest rates below those seen in
South Africa; gains in efficiency from direct competition with the big global
players; the encouragement of more FDI into South Africa; the diversification
of underlying business risks; and the enhancement in the eyes of the rest of
the world of South Africa’s investment profile (WALTERS, 2002; BARBOSA,
2009; RUMNEY, 2005; RUMNEY, 2007; UNCTAD, 20006).

2. It is worthy of note that, after these transfers and subsequent mergers, Anglo American, Billiton and SAB are today
among the world leaders in their respective sectors, being ranked among the largest transnational companies in the
world (UNCTAD, 2011).
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On top of the overseas transfer of South African companies, some other
events are worth highlighting as being responsible for the significant fluctuation
in the country’s inflows and outflows of FDI since the turn of the century.

1)

2)

3)

4)

In 2001, Anglo American and other foreign investors jointly acquired a
major share in the South African company De Beers, the world’s largest
diamond producer. This deal, which amounted to US$3.2 billion (FDI.
NET, 2001; COWELL, 2001), represented not only a massive inflow
of FDI into South Africa, but also a significant South African disinvest-
ment overseas (UNCTAD, 2002, p.55), with the transfer of De Beers’

overseas investments to the new OWNEIS;

In 2005 a major inflow of FDI resulted from the British bank Bar-
clays’ purchase of Amalgamated Banks of South Africa Ltd (ABSA) for
US$5.5 billion (NYT, 2005), which raised the year’s total inflow of FDI
to US$6.6 billion;

In 2006 a large outflow occurred when the South African company
Gold Fields bought a subsidiary of the Canadian mining company Bar-
rick Gold for US$1.5 billion (UNCTAD, 2007; AP, 2006). At the
same time FDI outflows peaked, mainly as the result of the South Af-
rican Mobile Telephone Network (MTN)’s acquisition of Investcom
LLC, a telecommunications company based in the Middle East, for

US$5.5 billion (BAILEY, 20006);

Finally, in 2008, investment inflows took off again, reaching a total
of US$9 billion, with the help of the Industrial and Commercial
Bank of China (ICBC)’s purchase of 20% of the shares of Standard
Bank, one of South Africa’s four largest banks, for US$5.6 billion
(CHEN; BOSH, 2007); but at the same time the South African Ru-
pert family’s Reichmont and Remgro companies were selling their
participation in British American Tobacco, and as a consequence the
net result for the year was negative in FDI terms (UNCTAD, 2009,
p.46; SIMONIAN, 2008).

Looking at the profile of investments made by South African companies
in sector terms, and taking into account the aggregate value of mergers and
acquisitions which they made between 2000 and 2009, there is a clear con-
centration in four main sectors: basic materials (minerals, chemicals etc.) with
a 30% share; finance with 25%; communications with 13%; and consumer
goods with 10%. Eighty percent of South Africa’s investments are concen-
trated in these four sectors (chart 3).
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CHART 3
FDI outflows — mergers and acquisitions (aggregate 2000-2009)
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Source: Bloomberg Terminal, accessed on October 7, 2010.

Inward stocks of FDI have been larger than outward stocks since 1999, with
the result that since that year the South African economy has been a net taker of
investments. From 1985 to 1998, on the other hand, the reverse was the case,
with outward stocks of FDI exceeding inward stocks (chart 4). During this pe-
riod a number of foreign companies, fearful of political instability and the risk of
insolvency of the South African economy, withdrew investments from the coun-
try and began sending profits overseas and/or selling their assets to white South
African businesspersons (WALDMEIER, 1997 apud LEVY, 1999, p. 8). Once
the political situation was normalized and the economy opened up, investments
into the country were resumed: by 2010, the internal stocks of FDI had reached
a figure of more than US$132 billion, while outward stocks stood at a little over
US$80 billion.
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CHART 4
Inward and outward FDI stocks
(In billions of US$)
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Source: UNCTADSTAT. Available at: <http://unctadstat.unctad.org>.
Prepared by the author.
NB: Data obtained on July 28, 2011.

In absolute terms, South Africa’s outward stocks of FDI have remained
at a modest level in comparison with other developing countries, and in
global terms its contribution is a small one. South Africa’s share in global
FDI, in 2010, was a mere 0.4%. This figure is below the share reached
in the 1980s: in 1982 it amounted to 1.23%. While South Africa’s share
of the world’s total FDI stock fell during the 1990s, it was in 2001 that
it reached its lowest level (chart 5), as a result of the transfer overseas of
the country’s major companies. Since then, the share has slowly increased.
For the purposes of comparison, South Africa’s share in 2010 was below
the Russian Federation’s (2.12%), China’s (1.46%), Brazil’s (0.89%) and
India’s (0.45%).
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CHART 5
South Africa’s outward FDI stocks as percentage of the world
(In %)
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Source: UNCTADSTAT. Available at: <http://unctadstat.unctad.org>.
Chart prepared by the author.
NB: Data obtained on July 28, 2011.

Over the last twenty years, South Africa’s outward stocks of FDI have
been relatively high in relation to the GDP, but even so this proportion has
grown at a slower rate than in other countries, including the newcomers on
the FDI scene during the first decade of this century (chart 6). Between 1990
and 2010, the ratio of FDI to GDP in South Africa reached its peak at 25.4%
in 2009, falling back to 22.5% at the end of 2010. Meanwhile the Russian
Federation ended 2010 with 29.4%, Malaysia with 41%, and Spain with
46.9%; while South Korea, Brazil and China’s ratios are lower than South
Africa’s, with 13.8%, 8.8% and 5.1%, respectively.
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CHART 6
Ratio of outward FDI stocks to GDP for selected countries
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Source: UNCTADSTAT. Available at: <http://unctadstat.unctad.org>.
Prepared by the author.
NB: Data obtained on July 28, 2011.

In terms of regional distribution, stocks of direct overseas investments
from South Africa have shown a major change since 2000 (chart 7). In 1993,
Europe was the overwhelming choice as the destination of South Africa’s FDI,
with 93% of the total. Europe’s share was still substantial in 1999, with 87%;
North America, here consisting of the United States and Canada, took 5%; Af-
rica 5%; Asia and Oceania together®, 3%; and Latin America a mere 1%. Since
then there has been a significant change in the profile of South Africa’s stocks
of FDI, with Europe’s share continuing to fall (to 42% in 2009) and Asia and
Oceania increasing their share to 28%, and Africa to 22%, in the same year.
In the meantime, investments in North America and Latin America remained
low, even though North America showed some growth at the beginning of the
2000s. In 2009 the American continent as a whole represented only 8% of
South African investments.

3. In UNCTAD's database, from which this information was taken, Asia and Oceania are considered as a single unit
(UNCTAD, 2010).



108 Internationalization of Companies

An important observation is that the international financial crisis has been
a factor in the relative acceleration of Europe’s losses in its share of South African
investments. As the data collected by UNCTAD and the South African Reserve
Bank (SARB) show, South Africa’s FDI stocks in Europe fell 26% during 2008
and 2009, the first two years of the crisis, while within the European Union they
fell 30%. However there was strong growth in stocks of investments in Asia dur-

ing the same period. South Africa’s investments in this region grew from 16% to
28% of the total.

CHART 7
South Africa’s external FDI stocks by region
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Sources: UNCTAD, World Investment Directory [undated]; South African Reserve Bank (SARB), various editions.
Prepared by the author.

In 2009, South Africa had stocks of direct investments in Europe amount-
ing to approximately US$30 billion. Thirty-nine percent of this total was in-
vested in assets in the United Kingdom (chart 8). Another important benefi-
ciary of South African investments has been Luxembourg, which in the same
year held 30% of the country’s FDI in the European continent. These two
countries were the most important destination of investments in Europe during
the first decade of this century.*

4.This fact is due, among other things, to the historic ties between the United Kingdom and South Africa, its old colony.
Luxembourg's prominence is due to it being a tax haven (see note 6).
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CHART 8
Distribution of South Africa’s FDI stocks in Europe (2009)
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Source: UNCTAD, World Investment Directory [undated]; SARB, various editions.
Prepared by the author.

Nevertheless it was the African and Asian continents that took the lion’s
share of South Africa’s external FDI stocks. In the region, which includes
Asia and Oceania, the FDI growth in Australia, rising from US$319 million
in 2001 to US$2.9 billion in 2009, is particularly impressive. However the
most fundamental change occurred in investments in Asia, demonstrated by
the SARB statistics, but without specifying the destination. These invest-
ments, designated by the SARB’s Quarterly Bulletin as “unspecified Asia/
Others”, grew from US$37 million to US$17 billion between 2005 and
2009. In the latter year 28% of South Africa’s FDI was directed to Asia and
Oceania, against a share of only 4% in 2005; this reveals the crucial part
played by Asia in South Africa’s total FDI growth. What is more, as a result
both of the financial crisis and of the expansion of the Asian markets, invest-
ments in Asia made up practically the entire growth of South Africa’s FDI
between 2008 and 2009.

In general terms, Africa and Asia are the leaders in a wider process of the
change in the direction of South Africa’s FDI, from the developed countries to
the developing countries, which has been going on since 2000.
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The growth of the African continent’s share in South African investments
merits particular attention because of the impact which these investments have
had on the receiving countries. Between 1999 and 2008, these flows represented
35% of the increase in South Africa’s total external FDI stocks. Investments in
Europe made up 30% of this increase, in Asia 26%, and in the American conti-
nent 8%. In 2009 Africa received 22% of South Africa’s investments, the same
percentage as in 2008, whereas Asia and Oceania received 16% and 28% of the
total in 2008 and 2009, respectively.

There are features of South Africa’s FDI in other African countries which
need to be underlined. The country is the largest direct investor in Africa of all
the developing nations. Figures issued by the United Nations Industrial Devel-
opment Organization — UNIDO (2007, p. 28) indicate that, of the four larg-
est companies from developing countries which were operating in Sub-Saharan
Africa in 2005, in terms of sales, three were South African.’ The country was the
fourth largest source of FDI in Africa, only coming after the United Kingdom,
the United States and France, in terms of volumes invested between 2003 and

2007 (UNCTAD, 2009).

Chart 9 shows the distribution by country of South Africa’s FDI in Africa.
In spite of the country’s growing share of FDI in the African continent, it is ap-
parent that the main destination of this investment is Mauritius — with 42.6%
of the total invested in Africa — which is classified as a tax haven.® As some of the
overseas investments undertaken by South African companies were made by sub-
sidiaries based in the country, it is difhicult to determine the true regional distri-
bution of South African FDI in the continent.” Furthermore, the destination of
44.3% of South Africa’s investments is not specified in the SARB statistics, which
makes it even more difficult to be precise about the regional distribution of these
investments or the motives behind them. If we ignore this lack of precision, Mo-
zambique is the second largest country in terms of investments by South African
companies, with 5.5%, followed by Zimbabwe (2.4%) and Botswana (2.3%).

5.This survey by the United Nations takes into account only 15 countries, which are: Burkina Faso, Cameroon, Ethiopia,
Ghana, Guinea, Ivory Coast, Kenya, Madagascar, Malawi, Mali, Mozambique, Nigeria, Senegal, Uganda and Tanzania.
This choice tends to underestimate South Africa’s participation, since it excludes several of the country’s neighbors in
which its investments more considerable.

6. Brazil's Federal Revenue Service, in its Regulatory Instruction No. SRF 188 of August 6, 2002, classifies Mauri-
tius, Luxembourg and others as countries with a favorable tax regime or which do not permit secrecy in respect of
the composition of corporate shareholdings. Available at: <http://www.receita.fazenda.gov.br/legislacao/ins/2002/
in1882002.htm>.

7. The MTN Group, for example, has a subsidiary in Mauritius — MTN International — which is responsible for the
group’s investments in Nigeria, Cameroon, Uganda, Rwanda, Swaziland, Zambia, Ivory Coast, Botswana, Congo and
Iran. It was through this subsidiary that MTN acquired Investcom LLC (see item 2.1).
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CHART 9
Distribution of South Africa’s FDI stocks in Africa (2009)
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Source: UNCTAD, World Investment Directory, [undated]; SARB, various editions.
Prepared by the author.

The elevated share of direct South African investment in the total FDI received
by African countries, especially the SADC countries, has had a major impact on their
economies. In many of these countries South Africa is the main foreign investor. It has
been responsible for more than 80% of the foreign direct investment stocks in Leso-
tho and Malawi; 70% in Swaziland and the Democratic Republic of the Congo; and
50% in Botswana (RUMNEY; PINGO, 2004, p. 18).® It is also the main supplier of

infrastructure in certain important areas such as teleccommunications and transport.

With the post-apartheid economic liberalization, South Africa’s high level of
development, in comparison with its neighbors, led to a growing presence of its
companies in the region, with investments in Sub-Saharan Africa being made at
an impressive pace. Between 1994 and 2009 the country’s external stocks of FDI
in the rest of Africa grew to 15 times their size,” while the total stocks invested
overseas increased by a factor of seven.

Although South Africa’s economy is still in the stage of development, the
profile of its investments in Africa is different from that of other emerging
countries — like India and China — resembling more the investments made by

8. Although these figures are out of date, the statistics from SARB and Unctad indicate that South Africa’s share in
Southern Africa may have gone up, with a 91% increase in its investments at a time when the region, excluding South
Africa, showed a 30% rise in inward FDI (UNCTAD, World Investment Directory, [undated]; SARB, various editions).

9. The region where South African FDI grew most during the period was Asia and Oceania, with a 302-fold increase
from 498 million Rand in1995 to 150 billion Rand in 2009.
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developed countries. This is because these investments are more skills-intensive
and capital-intensive, even in relation to those of the rich countries; they make
use of a large number of workers with higher education; and they show a pref-
erence for formal management structures, with strong links between the local
structure and the South African head office. Added to this, South African in-
vestments are directed mainly at domestic markets, instead of serving as export
platforms; and their presence tends to last longer on average than is the case
with their Asian competitors (HENLEY ez. al., 2008).

The desire of South African companies to internationalize is based on a variety
of motives, such as obtaining access to markets, natural resources and technology, a
wider diversification of their business, increased competitiveness, support for trade
channels, control over the value chain, identification of investment opportunities
in the target markets, and so on (RUMNEY, 2007). The process of liberalization of
the economy and the relaxing of exchange controls had an important role in achiev-
ing these objectives, as we shall see later on. Nevertheless, the recent advances made
by South African countries in the African continent have been due more to internal
factors, related to the country’s own economy, than to external ones.

In a survey based on interviews with executives of the 15 largest South
African transnational companies, excluding those in the mining sector,'’ Dip-
penaar (2009) investigated the motives that led these companies to international-
ize within Africa. One of the main results obtained by this survey is that 12 of
the 15 companies interviewed state that they were led to invest in Africa more
by push factors from the local market than by pull factors from the target mar-
kets. The most important push factor, in the view of these company executives,
was the need for the regional diversification of their investments to avoid the
over-dependence on the South African market. Other pertinent factors which
prompted them to look outside the country were: the saturation of the domestic
market — which had become too small in relation to the potential of the country’s
large companies — and the worldwide trends within their sectors (with the shift
of production chains).

The most important pull factors, for their part, are related to the fact that the
regional market is, in many ways, still underexploited and has great potential for
growth. Other factors also come into play, such as the lack of infrastructure in the
Sub-Saharan regions and their geographical proximity, which allow South African
companies to make the most of their advantages, both cultural (over their non-
African competitors) and technological ones (over possible local competitors).

10. The companies were classified according to their capitalization on the Johannesburg Stock Market. It makes sense
to exclude the mining sector companies. As they depend on the location of mineral resources for their investments,
their range of choice as to where to operate is limited.
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Thus the large South African multinationals, such as MTN and Telkom
in telecommunications; Sasol industrial chemicals; AngloGold and Gold Fields
in mining; Nasper in the communications sector; Bivest'' in business services;
Barloworld," in diversified products and services; and others, have made signifi-
cant investments in the African continent and are, in many of these countries, the
principal suppliers of infrastructure and services in their respective areas.

Map 1 shows where some South African companies are located on the Af-
rican continent. These are companies that feature in the 2008 to 2011 editions
of UNCTAD’s World Investment Report, which lists the 100 largest multina-
tional companies from developing countries. The exceptions are AngloGold and
Telkom, which have been included because they represent two South African
corporate sectors for which Africa is of great importance, mining and telecom-

munications.
MAP 1
South Africa’s selected companies in Africa
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Source: Information on the geographical distribution of the companies was obtained from the website of each one, on
September 15 and 16, 2010.
Prepared by: IpeaMapas.

11. Bivest operates in sectors ranging from transport services to outsourced cleaning, security services etc.
12. Barloworld runs car dealerships, acts as official agent for Caterpillar (vehicles for civil construction) and Hyster
(materials handling equipment), and deals in sales of equipment.
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2.1 South Africa’s principal transnational companies
Foreign direct investment is a procedure where the principal agent is the
company,'® whether the company is public, private, or mixed. In South Africa it
is the private companies — such as South Africa Pulp and Paper Industries Limit-
ed (Sappi), Suid Afrikaanse Steenkool en Olie Limited (Sasol),' Netcare Limited
and MTN, the giant of the telecommunications sector — that have been bearing
the main responsibility for the significant increase of the country’s overseas FDI.

In 1995, when UNCTAD first issued its ranking of the largest multina-
tional companies in the developing countries, only two South African companies
featured among the 50 largest — South African Breweries Limited — in the bever-
ages sector — and Barlow Limited — manufacturer of goods from textiles to Cater-
pillar tractors, with interests also in I'T. From 1995 to 2009 the inclusion of South
African companies in the ranking doubled in percentage terms, reaching 8% of
the total number of companies listed. From 2003 onwards this ranking started
to list the 100 top multinationals in the developing countries. The latest available
data, covering 18 countries with companies included in the ranking, puts South
Africa in fifth, alongside Singapore (with eight firms), and behind Russia and
China (each one with nine firms), Taiwan (13 firms), and Hong Kong (18 firms).

Table 3 shows the South African companies listed in 2008, with their posi-
tions among the 100 largest transnational companies in developing countries.

TABLE 3

South African transnational companies among the 100 largest from developing countries

(2009)

Classified by: Assets Sales Employees
Assets ) .For.e'gn % ) Folrel|gn % Foreign % TNI'
Foreian NI Corporation Industry (in millions (Total) (in millions of (Total) (inunits) (Total) (%)
9 of US$) Uss) ’

18 25 m:eim“p Telecommunications 14420 68 8,606 64 22,930 67 665
46 82 Sasol Limited Chemicals 6679 35 7,781 36 6,041 18 296
55 42 Naspers Limied  Other consumer 519 67 1,185 33 7,698 66 553

services

59 3 Steimhoffintema- oo mergoods 5,060 70 3,492 62 15397 37 565
tional holdings

61 48 Netcare Limited ~ Other consumer 5017 81 1,261 49 9130 31 537
services

(Continues)

13. In recent years, however, governments have increasingly been added to the list, as they acquire shareholdings in
companies around the world through their sovereign funds.

14. Sasol was founded in the 1950s as a wholly state-owned company, but was privatized in 1979.
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(Continued)
Classified by: Assets Sales Employees

Foreign N Foreign N . N .

F/?)Sr:tsn NI Corporation Industry (in millions (To;al) (in millions of (To/toal) (::nofnl?tr;) (To/toal) wl)

9 of US$) Uss$) ’

65 76 Cold Fields Metals and metal 4839 57 1,443 45 2,50 5 357
Limited products

66 27 Sappi Limited Wood and paper 4788 66 4,190 78 9,046 55 662
products

59 13 Medi Clinic Corp.  Other consumer 4433 85 1214 55 6,837 34 58.2

Limited services

Source: UNCTAD (2011).

Prepared by the author.

Note:  Transnationality Index. The TNI is calculated as a simple average of the relative share of each company's overseas assets,
employees and sales in the corresponding totals.

The large South African transnational companies may be divided into three
main groups in terms of the regional distribution of their investments: those
which are very dependent on the markets of continental Africa, those which focus
their activities outside Africa and those with a high level of dependence on the
South African market. These profiles are exemplified by three companies: MTN,
Sappi, and Sasol.

The level of mutual interdependence between South African companies and
the consumer market of Sub-Saharan Africa is well demonstrated by the opera-
tions of companies like MTN.

MTN is the most highly internationalized South African company in terms
of overseas assets and it is in twenty-first place in UNCTAD’s general ranking of
developing country multinationals, with US$14.4 billion in foreign assets and a
Transnationality Index (TNI) of 66.5. Founded in 1994, it is a private company
with operations in twenty-one African countries — mostly in Sub-Saharan Africa
—and in the Middle East. It provides mobile phone services and business solu-
tions, and it has 116 million subscribers. MTN’s first steps towards international-
ization were taken between 1997 and 1999, when the company acquired licenses
to operate in Rwanda, Uganda and Swaziland. Since then, MTN has expanded
aggressively (TAKA, 2001).

Sixty-one percent of MTN’s worldwide billings, and 73.2% of its billings in
Africa as a whole, excluding its participation in the South African market, come
from the region to the South of the Sahara. MTN’s main markets in the African
continent, in order of size, are Nigeria, with 26% of worldwide billings and 49%
local market share; South Africa, with 22% and 32%; and Ghana, with 7% and
55%, respectively. The African continent as a whole accounts for 78% of MTN’s
overseas billings, while the Middle East contributes 22% (chart 10a)."

15. According to information on MTN's website <http://www.mtn.com>, accessed on September 28, 2010.
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In 2009, MTN entered into a partnership with the Indian company IMI-
mobile to set up a larger structure with the object of serving the growing demand
in emerging markets. IMImobile is a “global supplier of integrated online and
mobile technology platforms and content services to mobile phone operators and
media companies throughout the world” (UOL, 2009). Through this partner-
ship MTN intends to reach more distant markets, such as Latin America, and to
become more of a global player.

Unlike MTN, Sappi did not see the African market as the best gateway to
internationalization. Among the ranked South African companies, Sappi is the
one with the second highest transnationality index, at 66.2. In 2009, 78% of
Sappi’s sales and 66% of its assets were overseas. It is therefore the company that
depends most heavily on the foreign market for its sales.

Sappi was founded in 1936. A manufacturer of paper and pulp, it grew
strongly in the 1970s and 1980s, benefiting from a high level of government
protection during the apartheid years. According to Klein and Wocke (2005)
and Rumney (2007), with the political and economic liberalization which
accompanied the end of the segregationist regime, the company found itself
in the position of having to face international competition in its domestic
market; and this was what prompted it to internationalize. The company’s di-
agnosis was that its area of operation would not support more than three large
global competitors, and so it drew up an expansion plan which would allow it
to become a future leader in the sector, with the power to influence the market
prices of its products.

In 1989, Sappi’s foreign expansion began, with the acquisition of a com-
pany in Swaziland. However it was only in 1990 that it became more aggressive
in its bid to internationalize production. In that year, Sappi acquired five paper
factories in the United Kingdom and thus established a base in Europe. With
a further acquisition in the European continent in 1992, Sappi became one of
the three largest manufacturers of coated wood-free paper (CWF). Subsequently,
with its acquisition of major competitors in Europe and the United States, Sappi
became the largest CWF producer in the world.

In its bid to become a global player, Sappi’s priority was to penetrate developed
markets. In fact, of the 15 manufacturing units which the company was operating
in 2010, 10 are in Europe and 3 in the United States. Apart from these, there is one
plant in China, operated by a joint venture.'® On the other hand, Sappi has only one

16. In 2005, Sappi took a 34% share in a joint venture which set up Jiangxi Chenming Paper Co. Ltd., in partner-
ship with Shandong Chenming Paper Holdings Ltd. (47.2%), Jiangxi Paper Industry Company Ltd. (3.8%), Shin-
moorim Paper Manufacturing Co. Ltd. of South Korea (7.5%), and International Finance Corp. (7.5%) (BUSINESS
NETWORK, 2004).
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plant on the African continent."” This plant was responsible for only 22% of its global
sales in 2009, whereas North America accounted for 24% and Europe for 54%.

In terms of the company’s world-wide sales, Europe accounts for 48%,
North America for 24% and Asia for 15%. Southern Africa absorbs only 13%
of the company’s sales (Sappi, 2009). With the closure of its only African fac-
tory outside South Africa, all Sappi’s foreign production comes from the United
States, Europe and China.”® These figures show how unimportant the African
market is for Sappi’s business (chart 10b).

CHART 10
Regional distribution of MTN's" and Sappi’‘s? sales, in 2009
MTN Sappi
Middle Ef;:/ Southern Africa North America
¥ 2% 24%

Africa
83% Europe
54%

Source: Sappi (2009) and MTN [undated].
Notes: ' The figures for Africa include South Africa.
2 The figures for Southern Africa include South Africa. The global figures exclude production from Sappi’s joint venture
in China.

Beside MTN and Sappi, Sasol’s internationalization is at a comparatively
low level. Although it is ranked second among South African companies in terms
of overseas investments, its principal revenue base is South Africa itself: 65% of
its assets are located there, as well as 82% of jobs created and 64% of the com-
pany’s sales. This profile gives Sasol a transnationality index of only 29.6, which
is low in comparison with the other companies ranked.

Sasol was founded in 1950 as a state-owned company, with the objective of
marketing the technology to transform coal into liquid fuel (coal-to-liquids or CTL)
in South Africa. It was privatized in 1979, and today operates in the chemicals and

17. In 2009 there were two plants in Africa — one in South Africa and the other in Swaziland. Sappi announced its
intention to close the latter, the Usutu Pulp Company, in January 2010, after a number of fires had devastated 40% of
the company's forest lands which were used for manufacturing cellulose pulp in the country (SAPPI, 2009).

18. In its annual report for 2009, Sappi disclosed its plans to establish a eucalyptus plantation in Mozambique in the
future, to produce cellulose pulp, thus increasing its production in Southern Africa.
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petrochemicals sectors. Its principal activity, apart from the CTL technology, is trans-
forming natural gas into liquid fuel (gas-to-liquids or GTL). Both these processes are
exclusive to the company. The company is highly capital — and technology-intensive.

Sasol currently has operations of different sorts in 38 countries. It
opened its first sales office overseas in 1990, in the United Kingdom, and
obtained a listing'® on the New York Stock Exchange in 2003. Since then it
has been producing natural gas in Mozambique and oil in Gabon. In 2007,
in partnership with Qatar Petroleum, Sasol opened its first international
GTL plant, and it is studying the feasibility of new CTL plants in China
and in India, and another GTL plant in Uzbekistan. Sasol has also taken its
exploration for hydrocarbons to Mozambique, Nigeria, Papua New Guinea
and Australia (Sasol, 2010).

3 THE INTERNATIONALIZATION PROCESS OF SOUTH AFRICAN COMPANIES

The government took an extremely important role in the industrialization of the
South African economy. As Feinstein (2005) shows, there was no manufacturing
operation of note in South Africa until the beginning of the First World War. The
industrial sector accounted for only 5% of GDP, while the predominant sectors were
agriculture and mining. Industrial production actually grew as a result of the exter-
nal limitations which the war imposed, but once the war was over it collapsed again.

Only when a nationalist coalition came to power in 1924 did the govern-
ment start providing large incentives by way of tariff protection and subsidies
to the manufacturing sector, with a policy of import substitution to encourage
industrialization. The main provisions of this policy remained virtually unaltered
until the end of the Second World War. This process was guided by the need to
absorb the poor white rural workers who were migrating in waves to the big cities
— it is worth noting that a large part of the subsidies offered by the government
were granted on the condition that white labor was employed by the industrial
companies — and by the desire of the nationalists to develop a more self-sufficient
economy, less dependent on the mining sector.

One of the results of the policies adopted after 1924 was the government’s
intervention in the energy and steel sectors, with the creation of the state compa-
nies Electricity Supply Commission (ESKOM) and the Iron and Steel Industrial
Corporation (ISCOR).

Industrial activity continued to grow strongly until 1929, when the Great
Depression led to a sharp fall. However, at the beginning of 1933, an increase
in the price of gold was followed by a period of strong economic activity in the

19. Its second listing, the first being on the Johannesburg Stock Exchange.
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Witwatersrand region, reinforced by the tariff protection given by the government;
this helped South Africa recover from the economic depression more quickly.

Like the First War, the Second World War gave the country’s industrial-
ization process a powerful boost. After the vigorous growth of the 1930s, the
country’s industry was in a much better condition to take advantage of the state
of affairs that another war created, with a shortage of imported products on top
of the central government’s war efforts. And so it grew vigorously, from 1939
onwards, with an increasing emphasis on mass production, especially in the arms
and electrical goods sectors.

In 1940, the government set up the Industrial Development Corporation
(IDC), a state-owned financial institution under the aegis of the Ministry of Econom-
ic Development. Its aim is to promote economic growth and industrial development,
by means of loans and/or equity participation (IDC, 2010; FEINSTEIN, 2005).
This institution was restructured as a means of avoiding the decline that followed the
end of the First War; this way the South African elite managed to ensure that indus-
trialization continued once the Second World War came to an end.

Part of this process involved the consolidation of heavy industry. Thus, between
1924/1925 and 1948/1949 the production of basic metals (especially iron and steel)
doubled its share of the industry’s net revenues, from 9% to 18%. Transport equip-

ment also grew strongly, from 5% to 8%, while the share of food, beverages, and
tobacco in the industrial sector fell from 32% to 19% (FEINSTEIN, 2005, p. 126).

In this way, and in contrast to the production system which existed before
1920, the following two decades saw a capitalist system beginning to develop in
South Africa, with the emergence of large scale industrial companies. The indi-
vidual craftsman’s work had until then been a feature of the South African eco-
nomic system, carried on by white specialist workers on a small scale, with very
litele division of labor, and strict control over each stage of production and over
the means of production. This was now replaced by the large capitalist company
with a bureaucratic administration (op. cit.).

During the 1950s, the import substitution policy continued, now supported
by tough tariff protection. This allowed the mining companies to diversify and
to invest in sectors where the restraint of trade led to new possibilities for profit.
This was the policy that gave rise to companies like Sappi. On the other hand,
the nationalists renewed their determination to attain self-sufficiency in energy
resources and armaments in the context of the Cold War struggle against com-
munism. From this determination the state companies Phosphate Development
Corporation (Foskor), Sasol, and the Armament Corporation of South Africa
(ARMSCOR) came into being. These three companies received huge amounts in
funding from IDC (op. ciz.).
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In regard to the development of the private sector, the imposition of inter-
national sanctions and the worsening of internal struggles led to disinvestment by
foreign companies, and this created serious problems. Capital controls had been in
place since the 1960s, as a feature of the import substitution policy, and they now
began to play an important part in impeding the flight of local investments, at a
time when foreign exchange was scarce. Since the second half of the 1990s, howev-
et, these controls have gradually eased, under the policy of successive ANC govern-
ments to make the South African economy more welcoming to the entry of foreign
capital, and as a result of the private sector’s need to expand its activities overseas.

In this way, South Africa in the 1990s started the process of liberalizing out-
flows of FDI (RUMNEY, 2005), and in 2004 the legal restrictions were almost to-
tally abolished. In those years the government was allowing larger amounts of direct
overseas investment to the African continent — and smaller amounts for other parts
of the world. In order to open up new investment opportunities abroad, the South
African government increased the number of bilateral investment treaties, most of
which were signed in the 1990s, shortly after the country became a democracy.”

In 2001 the Finance Minister, Trevor Manuel, stated: “The global expansion
of South African firms holds significant benefits for the economy — expanded
market access, increased exports and improved competitiveness”, and he went on,
“We propose to abolish exchange control limits on new outward foreign direct in-
vestments by South African corporates”.”! Nevertheless, with an international re-
cession at the beginning of the millennium, on top of other domestic difficulties,
a more cautious pace was imposed on the policy of liberalizing the FDI outflows.

In fact, it is only in the last six years that the South African government
has begun to give a stronger stimulus to the overseas investments of its compa-
nies. In 2004, restrictions on FDI outflows were almost totally lifted and the
investment ceiling for South African companies was raised. As corporate trading
became more robust, the financial capacity of the companies expanded and this,
together with tough competition both domestically and overseas — the result of
the deregulation of the economy —, impelled the South African transnationals to
increase their presence in other countries.

Even so, for macroeconomic reasons, companies wishing to internationalize
were until recently required to seek the approval of the Central Bank of South Af-
rica (SARB): this was because of the need to assess the impact of capital outflows
on the country’s balance of payments situation. The SARB is entitled to intervene
whenever inflows and outflows of capital reach high levels, to avoid the possibility

20. Details available at: <http://www.unctad.org/templates/Page.asp?intltem|D=2344&lang=1>.
21. Rumney (2005, p.3).
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of an adverse effect on the exchange rate level, and so that the benefits of these
investments for South Africa can be examined (RUMNEY, 2007).

Once apartheid came to an end, government policy started to include in its
agenda a variety of initiatives promoting the integration of the country within the
region, as part of a strategy to give South Africa a leading role in the development
of Sub-Saharan Africa. With this aim in mind, the country has since then signed
15 bilateral treaties for investment protection with other countries in the region.

The growth of South African investments which began in 2001, especially
those investments made by state-owned companies interested in infrastructure
projects, reflects also the undertakings assumed by the country under the program
entitled “The New Partnership for Africa’s Development”, or NEPAD,* which
was intended to encourage the country’s integration into the region. Under this
partnership Eskom, the South African energy company, began a systematic series
of investments in joint venture projects in Angola, Botswana, the Republic of the
Congo, Lesotho and Namibia. The oil company PetroSA also made investments
in Algeria, Gabon and Nigeria, while the state-owned transport sector company
Transnet invested in Madagascar, Tanzania and Zambia. The role of these com-
panies extends to the financing of their investments, and they have also taken
upon themselves the risks inherent in the business. A relevant document, issued
in 2010, is The New Growth Path: Framework, and the following is an extract:

Government will work to identify viable new productive activities in the region
[SADC], especially (a) in the agricultural value chain, including horticulture for
South African owned retail chains; (b) electricity (hydro and other green energy
generation); (c) beneficiation of minerals; and (d) integrated manufacturing supply
chains. Proposals in this area should support development corridors across southern
and central Africa.?

Here it is important to mention the role played by two financial institutions
which provide development support for South African companies — the IDC and
the Development Bank of Southern Africa (DBSA), both of them state-owned.

The IDC, as mentioned above, was created in 1940 as part of the import
substitution policy and to assist the country’s war efforts during the Second World
War. It played an influential role in the establishment of the country’s armaments
industry. The institution’s objective is to establish an industrial economy in South

22. An economic development program adopted at the 37th session of the Assembly of Heads of State and Government
of the Organization of African Unity (OAU), in July 2001. The document was the result of a mandate given by the OAU to
five heads of State (Algeria, Egypt, Nigeria, Senegal and South Africa) to develop an integrated plan for Africa’s social and
economic development. The principal aims of NEPAD are: to eradicate poverty; to promote the sustainable growth and
development of African countries; to bring an end to Africa’s marginalization in the process of globalization; to promote
Africa’s full and beneficial integration into the world economy; and to accelerate the empowerment of women.

23.(RSA, 2010)
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Africa, with the aim of ending the country’s dependence on the wealth arising
from its natural resources, especially those of the mining sector. Its remit includes
two principal responsibilities: to set up new industrial enterprises and to furnish
financial support and research capabilities for private sector companies interested

in industrial activities (THABEDE, 2004; FEINSTEIN, 2005).

South Africa has realized that it cannot develop and prosper without also
cooperating in the development of neighboring countries. Since 1997, there-
fore, and in line with its policy to develop closer regional ties, the South African
government has given the IDC authority to invest in the SADC region. The
financing of these investments is assumed by South Africa as FDI. In 2001, IDC’s
mission was widened beyond the SADC, and its mandate was amended to cover

the whole of Africa, as part of the economic development policy adopted under
NEPAD (TSOLO, 2008; RSA, 2001).%

In 2009, the IDC had invested 13.9 billion Rand (US$2 billion)? in 22 Af-
rican countries — between 2006 and 2010, 75.6% of the disbursements approved
by the IDC were intended for South Africa and 24.4% for the remainder of the
African continent (IDC, 2010). A particular highlight is the Mozal project in
Mozambique, where the IDC invested US$125 million, a 25% share, in a joint
venture with Billiton and Mitsubishi. The IDC thus gives support to NEPAD by
financing the industrial development of southern African countries, and stimu-
lates the internationalization of South African companies by taking shareholdings
in projects, financing exports, and providing guarantees for loans.

With effect from 2001 the IDC began supporting projects in the remaining
countries of Africa, not just member states of SADC. It also provides other types
of assistance to companies, in order to promote South African manufacturing in
the region, to identify investment opportunities throughout the continent, to
guide the way companies divide up new projects, to assess the sustainability and
commercial viability of deals, and to arrange regional business forums.

As well as the IDC, the DBSA deserves an honorable mention. It has played
a prominent part in supporting the internationalization of South African com-
panies, acting as the provider of finance for their overseas infrastructure projects.

The DBSA was created in 1983, when the apartheid regime was still in
force, serving the government’s purposes by investing in the homelands (or Ban-
tustans) which the segregationist government had set up. From 1997 onwards,

24.The IDC is not funded by the South African Treasury, but instead obtains its resources mainly from the reinvestment
of the initial capital injected. It is required to make periodic assessments of the impact on the South African economy
of the benefits it provides.

25. Amounts in Rand are converted into Dollars at the rate ruling at the end of the year indicated, using the South
African Reserve Bank's official rates of exchange.
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under the new constitution, one of the DBSA’s principal objectives came to be
the financing of infrastructure works in southern Africa which were intended
to assist in the development of the region. The bank is wholly controlled by the
South African government. It has been involved in major projects in the SADC
region, and has played a significant role in providing resources for infrastructure
in works such as the Mozal project in Mozambique (DBSA, 2010; RSA, 1997).

The DBSA’s new mandate, which came into force in 1997, includes invest-
ing in various sectors, such as the building of the Lesotho National Hospital,
which required an investment of 1.2 billion Rand (US$181 million): of this total,
680 million Rand (US$102 million) was financed by the DBSA, and the con-
struction of cement plants in Namibia and in Tanzania. The DBSA also supplies
technical assistance and funds for the organization of events which are held to
discuss new projects and to attract investors to Southern Africa.

As a result of the South African government’s efforts to achieve closer ties
with the rest of the African continent, FDIs placed overseas by the country’s
state-owned companies have, since 2004, continued to be significant in terms of
amounts. However, as chart 11 shows, whereas in 2002 these investments made
up 45% of South Africa’s total in the rest of Africa, the state-owned companies
have, since then, been losing ground to private investments which attained a 91%
share in 2009.

CHART 11
Evolution of South African FDI stocks in Africa, by company capital structure
(In %)
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The public policy which had the most impact on the volume of South Af-
rica’s foreign direct investments, during the last ten years, was the liberalization
of the capital account of the balance of payments, effected by the abolition of the
exchange controls which had prevented the country’s companies from investing
overseas (box 1).

BOX 1
South Africa: step-by-step policies for the removal of limits on FDI outflows

Before 1996

South African companies were allowed to invest only in Lesotho, Namibia, and Swaziland.
The rule was that overseas investment was prohibited, except in the case of clear long-term
benefits for the country’s economy.

1997
Investments of up to 50 million Rand (US$ 10 million) in SADC countries, and up to 30 million
Rand (US$6.16 million) in other countries were permitted.

1998
The limits were increased to 250 million Rand (US$42.6 million) in the SADC and to 50 mil-
lion Rand in other countries. Larger amounts could be allowed, subject to approval.

1999
Investment limits went up to 759 million Rand (US$123.4 million) in SADC countries, and to
500 million Rand (US$81.3 million) for investments in other African countries.

Beginning of 2004
Investment limits reached 2 billion Rand (US$355 million) for Africa and 1 billion Rand
(US$88.7 million) for other regions.

A consideration should be made: companies were required to use their local currency re-
sources to finance expenses in excess of 20% of the total cost of the investment, if the
amount of the investment was higher than the corresponding limit. The remainder could
be financed by foreign loans in accordance with the terms imposed by the Central Bank of
South Africa.

June 2004
The tax on dividends repatriated to South African shareholders with more than a 25% share-
holding was removed.

October 2004
Limits on FDI outflows were eliminated.

Source: UNCTAD (2006) and Rumney (2005).

In more general terms, the influences on the rise of South African invest-
ments overseas were: i) the gradual removal of capital controls; ii) the authori-
zation granted by the government for FDI (both inflows and outflows) to be
booked on stock exchanges outside the country — so that certain companies could
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shift their primary listings from the Johannesburg Stock Exchange to the London
Stock Exchange; iii) industrial policy; and iv) regional agreements. The specific
policies of support for internationalization, in the context of this more general
overview, are considered below.

3.1 Principal policy measures of support for internationalization

As in the case of other countries, South Africa has used various instruments to fa-
cilitate the realization of overseas investments. Industrial policy and the regional
integration policy can be regarded as the two major pillars of policy guidelines
for corporate expansion. On this basis, it is possible to classify some of the initia-
tives taken for this purpose. The main specific measures taken by the government
in this direction are described below, using Ipea’s” method for classifying policy
measures derived from UNCTAD (2006). Attention should be drawn to the fact
that due to the difficulty in obtaining information for a more detailed classifica-
tion of these policies, these measures have been grouped into four categories, as

described below.

3.1.1 Informational support, technical assistance and other guidance.

There are a number of fronts on which support is given to South African compa-
nies planning to internationalize. The IDC, for example, provides help in prepar-
ing business plans, training, and investment guidelines. The DBSA has a funda-
mental role in providing qualification and training for large-scale infrastructure
projects. The Department of Industry and Trade of South Africa (DIT), for its
part, acts as a promotion agency for exports and investments, in partnership with
the provincial agencies which support regional integration. It takes part in inter-
national negotiations, and in the dialogue between government and businessmen
through consultative mechanisms, and it promotes overseas missions.

3.1.2 Risk alleviation instruments

To improve the debt capacity of South African companies investing abroad, par-
ticularly in the SADC region, the DBSA began assuming the risk of these deals.
The Bank underwrites guarantees and its credit increases the value of the projects
for its clients, thanks to improved financing conditions. This underwriting guar-
antee instrument is fundamental to the development strategies for the capital
markets in the region. The IDC, on the other hand, offers guarantee instruments
for investments made under NEPAD.

26. See the document entitled Termo de referéncia: internacionalizacdo de Empresas brasileiras, 2009, p. 46. Text
prepared by the Working Group on Corporate Internationalization, set up by the Brazilian government and coordinated
by the Executive Secretariat of the Chamber of Foreign Trade (CAMEX).
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3.1.3 Financing instruments

Financial assistance for the Industrial Innovation Support Program. Through the
IDC, finance for innovation also includes assistance to small and medium-sized
companies — defined as those with less than 50 employees, and those which have
from 50 to 200 employees, respectively — by offering non-repayable subsidies
covering between 50% and 85% of the direct development costs (up to a maxi-
mum amount of 500 thousand Rand). This financial support also extends to the
setting up of partnerships between South African companies, with funds partially
repayable depending on the commercial success of the product developed. The
Risk Capital Facilitation Program supports those companies which are at a com-
petitive disadvantage, but which are potential creators of jobs; the Transformation
and Entrepreneurship program provides financial support for the entrepreneurial
efforts of the less favored groups within South African society, under various
business models (start-up, expansion or acquisitions); the Gro-E Program offers
financial assistance to start-ups, including the financing of buildings, equipment
and working capital for companies that wish to expand, as long as they can dem-
onstrate the capacity to create employment. These companies are also required to
operate in sectors supported by the IDC, and if the investments are made under

NEPAD, they qualify for export finance facilities.

Through the DBSA, the South African government has also developed in-
struments of financial assistance to stimulate regional integration (basically for
the SADC region). For this purpose, the Bank offers credit lines for the con-
struction and maintenance of large-scale infrastructure in the region, which is an
area where South African companies are particularly strong; it finances economic
feasibility studies and training programs for the development of major projects;
and offers financial instruments in various currencies. The financial assistance

provided by the DIT should also be mentioned.

3.1.4 International agreements

According to UNCTAD figures, the South African government signed 39 Bilat-
eral Investment Treaties (BITs) between 1994 and June 2011, 15 of which were
with countries in the Sub-Saharan region. The primary motivation behind these
agreements is the mutual protection of investments.

4 CONCLUSION

Throughout this paper the author has sought to outline the general characteristics
of South Africa’s foreign direct investments, and to assess both how the State has
worked to consolidate South Africa’s industrial economy, and to what extent the
policies adopted have influenced the performance of the country’s FDI.
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South Africa went through a period of major economic, social, and political
turbulence in the two decades prior to the end of the apartheid regime. Victim
of external pressures and of domestic turmoil as a result of racial segregation, the
country became a pariah of the international community. As a result, investors
started taking their assets out of the country, while South African investments
were viewed with distrust in other parts of the world.

When political liberalization put an end to the regime of exception and to
segregation, South Africa, under the ANC’s leadership, sought to reinsert itself
into the community of nations and into the circuit of global capital flows. A series
of policies were therefore put into place with the aim of opening up the domestic
market by making the capital account more flexible.

During the last ten years South Africa has been a net taker of direct invest-
ments, especially from Europe and North America. More recently, a significant
inflow of investments has been seen from Asia — a good example of this is the
purchase of part of the Standard Bank by the Industrial and Commercial Bank
of China (ICBC). Outflows of investments from South Africa have also grown
very strongly since the beginning of the new century, led by investments in Africa
and Asia. These destinations, even though they do not for now represent the larg-
est portion of South Africa’s FDI stocks, bear most of the responsibility for the
significant growth in FDI during this period. While investment stocks in Africa
and Asia grew steeply during this period, South African stocks of FDI in Europe
increased only 9% between 2000 and 2009. An important aspect of this change
is the importance of the African continent for some South African companies
which, with the support given by government on top of regional proximity, have
been able to consolidate their position as a principal source of investment for
their neighbors. On the other hand, it was the strong growth of countries in Asia
which made them particularly attractive for South Africa’s FDI.

The global financial crisis in 2008 had a severe negative impact on both
external and internal stocks of FDI. Nevertheless, the available data suggests that
the period served to consolidate the trend for South Africa’s FDI flows to be di-
rected in ever greater amounts towards developing countries, especially those in
Africa and in Asia, to Europe’s detriment.

Although the South African government played an important part in the
process of industrial consolidation in the country, in the expansion of its compa-
nies into the African continent and, most of all, in the opening up of the capital
account to FDI flows, it was the private sector, at the end of the last decade,
which accounted for almost the entirety of South Africa’s investments overseas.
Companies such as MTN, Sappi, and Sasol, among others, have become im-
portant players in South Africa’s internationalization. With the domestic market
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largely saturated, many of these companies have sought to become global enter-
prises in order to survive and to expand their business.

In South Africa’s case, apart from the government’s more general policies,
specific policies can be seen to have supported the process of internationalization
of these companies. Of particular note are the progress made by the government
in negotiating international agreements, as a way of protecting the South African
investor; the aggressive scheme for financing the companies activities, directly and
indirectly related to their foreign expansion; and the support given to business plan-
ning, including qualification and training for the preparation of major projects.
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CHAPTER 5

SOUTH KOREA

Elton Jony Jesus Ribeiro
Lidia Ruppert

1 INTRODUCTION

South Korea’s' process of rapid economic development began in the 1960s, when
a military coup was mounted and the political group led by General Park Chung
Hee took power. Sustained by Japan’s experience of industrialization and its own
strategic importance during the Cold War, Korea was able to count on the sup-
port of United States and Japan in its effort to implement a solid and modern
industrial economy.

It was thus that Korea, a poor country, which worn down by war and oc-
cupied between the late 19" century and the 1950s, was able to emerge during
the next three decades as an impressive example of a country’s rise from under-
development to the status of a developed economy. As a result of this process, in
2010, the country had the world’s 13 largest GDD, and was ranked in 12* place
in terms of the Human Development Index (HDI) (UNDP, 2010).

During this process of economic and social development, the major Korean
companies ceased to be mere imitators of foreign technology and became in-
novators, attaining global prominence in important sectors such as electronics,
shipbuilding and steel industries, and in vehicle manufacturing.

During the first two decades of industrialization the economy of the coun-
try suffered from a chronic lack of foreign exchange, however, by the second
half of the 1980s the situation had improved. Korean companies began to invest
overseas in order to maintain their competitiveness in an environment of great
internal pressure, resulting from an increase in labor costs and the saturation
of the domestic market. Korean companies needed to acquire the technological
know-how which would enable them to reach the level of added value that exists
in the international division of production.

1. From time to time the country will be referred to simply as “Korea”. This option bears no political significance.
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Foreign direct investment (FDI) thus took on an ever more important role
in the strategy of the big Korean conglomerates, the chaebols* and of the labor-
intensive small and medium-sized companies. In spite of the setback to the coun-
try’s economy caused by the crisis of 1997-1998, the importance of FDI contin-
ued to grow in the 2000s, when it reached unprecedented levels.

The purpose of this chapter is to consider the issues raised in the preced-
ing paragraphs, based on the review of relevant literature and available data,
with an emphasis on the process of internationalization of production expe-
rienced by the Korean companies. Apart from this introduction, this chapter
is divided into three sections. The next section will contain a description of
South Korean FDI, giving an account of the evolution of annual flows and
stocks, its principal geographical destinations, the sectors most involved and
the country’s main transnational corporations. The third section will discuss
the internationalization process of the large Korean companies and its causes,
as well as the more important policies which supported and facilitated the
FDI for which they were responsible. The fourth section presents the conclu-
sions to this chapter.

2 SOUTH KOREAN DIRECT INVESTMENT: ITS CHARACTERISTICS

Foreign direct investment is a phenomenon which became important in South
Korea in the 1980s. Until the middle of the decade, the government imposed rig-
orous controls on the inflow and outflow of investments, by means of strict bar-
riers. On the one hand, it was seeking to avoid capital outflows from an economy
which was suffering from an acute shortage of foreign exchange: it was only in
1986 that South Korea enjoyed its first current account surplus, after more than
20 years of deficits. On the other hand, the government was trying to stop foreign
capital from taking control of the domestic economy. Internal labor costs began
to rise, however, while trade barriers remained in place and the domestic market
became exhausted; at the same time, the balance of payments improved and as a
result the Won got stronger. Due to these new developments, the government re-
alized that a more liberal policy for FDI flows would be of benefit to the country
(YANG ez al., 2009; MOON, 2007).

From then on, Korea, together with a number of other developing nations,
principally the newly industrialized Asian countries (or NICs),? began to emerge
as an important source of foreign direct investment (FDI), a situation which has
consolidated itself over the last three decades.

2. "Extremely large conglomerate groups with activities extending into every sector, although concentrating mainly on
manufacturing and construction.” (Pack and Westphal, 1986 apud Canuto, 1991, p. 59).

3. This group is made up of South Korea, Hong Kong, Taiwan and Singapore.
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The internationalization of the big Korean companies intensified over the
years through FDI, and this was only possible due to the process of financial and
trade liberalization that the country went through. Indeed, during the 1980s a
number of changes were made which had the effect of giving more flexibility
to South Korea’s current account and capital transactions. This trend continued
during the following decade. In 1990 the country joined the General Agreement
on Tariffs and Trade (GATT) and accepted the conditions this imposed, which
included abolishing import quotas. In the 1990s, a series of measures deregulat-
ing the capital market took effect, in order to increase the mobility of capital and
goods, while at the same time efforts were being made to ensure that Korean
industry would be competitive internationally.

The government announced the International Trade Reform Plan, which
was intended to make the Korean economy truly international, in 1994.
The country became a member of the Organization for Economic Co-operation
and Development (OECD) in 1996. This meant that various controls on FDI
flows had to be removed, so that Korea could meet the organization’s criteria. The
Asian financial crisis at the end of 1997 led to the government’s having to resort
to the International Monetary Fund (IMF). The most important of the Fund’s
demands were a shift to a free-floating exchange regime, the elimination of the
inward FDI ceiling and the opening up of the domestic financial market to inter-
national investors. All these factors contributed to a rise in inflows of FDI during
the period. These measures allowed the chacbols to respond more effectively to
the rapid changes in the global financial markets, and the direct investments they
made overseas gave them access to more competitive strategies.

2001 saw the completion of the process of liberalization of all international
trade transactions. In 2003, the Korean government created incentives to help
the companies, wanting to invest abroad, overcome the obstacles they faced.
In 2005, the government announced its Foreign Investment Action Plan, which
was aimed at solving the problem of excess supply of FDI and to stimulate the
international expansion of local companies. A variety of instruments and mea-
sures were used in an effort to liberalize the Korean economy, and this led to
an intensification in FDI outflows and the strengthening of Korean companies’
international competitiveness.

Data released by the United Nations Conference on Trade and Develop-
ment (UNCTAD) shows that Korean overseas FDI stocks increased by a factor
of more than 50, rising from US$2.3 billion in 1990 to US$139 billion in 2010
(chart 1). The FDI flows from South Korea grew from an average of US$2.9 bil-
lion per year in the ten-year period from 1991-2000 to US$10.8 billion between
2001 and 2010, as shown in chart 2.
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CHART 1
South Korea: inward and outward FDI stocks
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Both these charts show that Korea’s trend towards becoming a net for-
eign investor during the 1990s, was reversed during the crisis of 1997. With
a major devaluation of the won, added to the high level of indebtedness and
loss of leverage capacity of the companies, there was a sharp fall in outward
FDI while the crisis lasted. At the same time, in response not only to these
factors, but also to the cut in salary levels and the chronic shortage of foreign
exchange which the country suffered during the crisis, the Korean market
became attractive to foreign companies, especially for investments in export-
related sectors. In 1998 and 2000 the country saw inflows of FDI far out-
stripping outflows.* The gap was reduced in 2001, but inflows continued to
exceed outflows until 2005.

Once the crisis was over, from 2002 onwards, Korea’s direct investments
overseas began to grow again. This change in FDI outflows intensified in
2006, when the country resumed its position as a net investor abroad. This
situation has continued until the present day, with a peak of US$20.3 billion
invested in 2008.

FDI stocks overseas grew from 0.9% of gross domestic product (GDP) in
1990 to 13.8% in 2010. In comparison with some other countries which in
recent times have shown strong growth as sources of FDI — South Africa, Brazil,
China, Spain, Malaysia and Russia — Korea’s levels of FDI in relation to GDP
are still very low, surpassing only China and Brazil (and the latter only in 2008)
(chart 3). Thus, as charts 1 and 2 show, Korea’s FDI growth is a recent phenom-
enon and only really took off in 2006. FDI as a percentage of Korea’s GDP was
only 5.2% in 2005.

4. The most significant factors which led to the large inflows of FDI after the 1997 crisis in Korea were a hefty devalua-
tion of the Won — of about 40% against the Dollar and 33% against the Yen — which made local currency assets much
cheaper, and the government's opening up of a number of sectors to inward FDI (Min, 2006).
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CHART 3
FDI stocks held, as a proportion of GDP: selected countries
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Prepared by the authors.
NB: Data obtained on Aug. 1%, 2011.

An analysis of South Korean FDI flows, over a longer period of time,
shows that there was a significant increase in the ratio of investments to gross
fixed capital formation (GFCF), to GDP and to the world-wide flow of FDI
in 1986; this was followed by a period of decline, and then fluctuations,
in the investment level; and FDI resumed substantial growth levels between
1992 and 1998. After that, the Asian crisis led to another decline. South
Korea’s FDI reached its peak as a percentage of GFCF in 2008, at 7.4%.
In the same year, FDI flows generated by Korean companies reached their
highest level ever in relation to the country’s GDD, only to fall again, in 2009
and 2010, as a result of the international financial crisis. In global terms,
however, the share of Korean direct investment overseas did not fall signifi-
cantly, as the international crisis affected global FDI flows as well. On the
contrary, Korea’s share in total FDI in the world terms grew from 1.06% in
2008 to 1.47% in 2009 — the highest percentage ever achieved by the coun-
try’s investments — falling slightly to 1.45% in 2010 (chart 4).
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CHART 4
South Korea: annual outflows of FDI as a proportion of the world total, of the GDP
and of the GFCF
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Prepared by the authors.
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As for the regions where Korean companies invested, between 1990 and
1995, a substantial increase was seen in Asia — excluding the Middle East, which
is considered separately. In 1990, Asia accounted for only 34% of total FDI, but
by 1995 its share had risen to 55% (chart 5). During the same period Europe,
t00, was becoming important for Korean FDI, with the flow jumping from 8%
to 20%. These changes occurred to the detriment of North America, especially
the United States, whose share of Korean FDI fell from 43% in 1990 to only
18% in 1995.

There were two main causes for these changes in the geographical profile of
South Korean investments during the 1990s. First of all, labor costs kept increas-
ing in South Korea, as a consequence of the consolidation of the industrialization
process of the 1980s, and of the country’s embrace of democratic principles, this
strengthened the bargaining power of the labor unions, which had been violently
suppressed under the Park government. This led the labor-intensive Korean com-
panies to seek new sources of cheap manpower in neighboring countries. Sec-
ondly, the raising of trade barriers brought about by the creation of the European
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Union, and privatizations in the transitional Eastern European countries, led a
number of companies to invest in Europe to ensure access to the regional markets

(LEE and KAWALI, 2007).

CHART 5
South Korea: outward FDI stocks by region
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Prepared by the authors.

The following period, between 1996 and 2001, saw considerable year-by-year
fluctuations in relation to the main destinations of Korean FDI, largely due to the
Asian crisis. As a general trend, it can be seen that Asia’s share as a destination for Ko-
rean FDI fell sharply, from 55% in 1995 to 27% in 2001. At the same time, North
America’s importance revived somewhat, with significant investments during the pe-
riod; the same was true of Europe, but in both cases there was a great deal of volatility.

Between 2002 and 2008, Asia recovered its role as the main destination for
Korean investments, with at least 50% of the total invested each year. However, from
2008 onwards, Asia’s share fell again as the percentage directed to North America
and Europe grew. South and Central America increased the level of their share in
South Korean companies’ investments in the 2000s, in comparison with the previ-
ous decade. Brazil and the tax havens in the region were the main recipients.’

5. Although tax havens are not the main destinations of Korean direct investments, as tables 1 and 2 show, Bermuda
was the leading recipient in 2000. This explains why, in this year, 29% of Korean FDI was made in South and Central
America, the highest level ever of investment in the region, as shown in chart 5.
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Table 1 shows the countries with a history of receiving the largest share of
Korean investments up to March 2011. The United States and China are in the
lead, followed by Hong Kong, the United Kingdom, Vietnam, the Netherlands,
Canada and Indonesia. The order is different when we consider the number of
overseas investments made, with China in the lead, followed by the United States,
Vietnam, Hong Kong and Indonesia. This ranking, where Asian economies are
more prominent, explains why this is the preferred destination for small and
medium-sized business investments, seeking to reach markets in the region, but
also heavily influenced by the wish to reduce manufacturing costs.

TABLE 1

Korean overseas FDI: amount four-yearly invested — principal destinations (Mar. 2011)
Country Numbgr of new overseas . Amount invested Relati‘ve weight

investments (in thousands of US$) (in %)

United States 10,283 33,928,535 20
China 21,214 32,379,916 19
Hong Kong 1,368 11,220,692 7
United Kingdom 268 8,318,564 5
Vietnam 2,160 6,551,071 4
Netherlands 144 6,073,779 4
Canada 509 5,836,233 3
Indonesia 1,355 4,755,250 3
Other countries 12,033 60,204,704 36
Total 49,334 169,268,744 100

Source: Korea Eximbank (various years).
Prepared by the authors.

Table 2 shows the 10 main recipients of direct investments from Korea be-
tween 1991 and 2010, with the accumulated totals for each four-year period. Ex-
cept for the four years between 1991 and 1994, the United States and China took
the lion’s share of the FDI. These two countries together accounted for more than
40% in each four-year period between 1995 and 2010, except during the last peri-
od when they received 34%. This drop in the last period was mainly influenced by
two factors: the fall in investment in manufacturing, and the Korean government’s
policy supporting investments in energy resources. The reduction in investment in
manufacturing between 2004 and 2009 (chart 6) had a significant effect on invest-
ments in China and in Asia in general, this is the region where the concentration
on the manufacturing sector is most evident (table 3). In addition to this, the
Korean government has been supporting investments in natural resources, with

6.According to Lee (2007), small and medium-sized businesses overseas made up 27% of total South Korean FDI, with
the countries of South East Asia and China as preferred destinations.
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Canada and the United Kingdom becoming the targets of major acquisitions by
the Korean National Oil Corporation (KNOC) in 2009 and 2010.” As a result,
the relative share of other countries in Korean FDI has tended to fall.

TABLE 2
Korean overseas FDI: amount four-yearly invested — principal destinations (1991 to 2010)
(In %)
Ranking ~ Countries 2007-2010 2003-2006 1999-2002 1995-1998 1991-1994
1 United States 18 18 28 25 27
2 China 16 35 16 20 4
3 Hong Kong 8 5 5 4 17
4 United Kingdom 6 2 3 5 2
5 Vietnam 5 4 2 3 7
6 Canada 4 2 0 1 2
7 Netherlands 3 1 11 2 0
8 Malaysia 2 1 1 1 8
9 Germany 2 1 2 2 2
10 Brazil 2 1 1 1 4
Others 34 30 31 36 27

Source: Korea Eximbank (various years).
Prepared by the authors.

It is worth pointing out that foreign direct investments in developed and devel-
oping countries vary according to the importance of different factors. While Korean
FDI in developed countries is concentrated in the service sector and capital-intensive
manufacturing, labor-intensive manufacturing industries have on the whole been
transferred to developing countries, where labor is cheap. The internationalization
of Korean companies has thus been carried out for different reasons and in different
ways, depending on the country to which the investments have gone.

A survey of investors applying for FDI approvals carried out by the Export-
Import Bank of Korea (Korea Eximbank) in 2004 shows that the overwhelming
reason for these companies to invest overseas is the access to the market of the
recipient country, or to other markets to which the recipient country has access for
the export of its products. On the other hand, when their motivation is to establish
themselves as major producers of high technology goods, the priority for their in-
vestments has been the United States and Europe. When the objective is to reduce
costs by using the local labor force, China is the preferred country (table 4). These
conclusions are borne out by table 3, which shows the overwhelming concentration
of manufacturing investments in China, whereas for trading and financial invest-
ments the preferred destinations have been the United States and Hong Kong,.

7. KNOC purchased a controlling shareholding in the Canadian company Harvest Energy Trust for US$3.9 billion, in
2009 (KNOG, 2010), and in the British company Dana Petroleum for US$2.95 billion, in 2010 (MANGUEIRA, 2010).
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When we look at the recent growth in Korean FDI (chart 1), we can see that
it has been guided principally by investments in manufacturing and in the exploita-
tion of natural resources (chart 6). Manufacturing grew strongly between 2005 and
2007 — with an investment of US$3.7 billion in 2005, US$5.5 billion in 2006,
and US$8.1 billion in 2007 — and then fell back sharply in 2008 (US$6.9 billion)
and 2009 (US$4.5 billion). In 2010, the trend was once again upwards, with a total
of US$6.6 billion. Exploitation of natural resources, which is essential to sustain
the country’s economic development, accounted for an investment of US$479 mil-
lion in 2005 and US$7.2 billion in 2010. Manufacturing lost ground as resources
were directed towards new types of investment. It reached a peak of more than 70%
of the Korean companies’ FDI in 2001, but by 2009 its share had fallen to only
23%, and the figure for 2010 was 34%. The mining sector, for its part, absorbed
26% of South Korean FDI in 2009 and 37% in 2010 (chart 6). This growth in the
mining sector was due to the Korean economy’s high level of dependence on the
import of natural resources. This dependence, added to a significant increase in oil
prices, led Korean companies, with KNOC at their head, to see internationaliza-
tion as a strategy to get access to the sources of these raw materials, with the support
of the government, by means of the financing provided by Korea’s Eximbank.

CHART 6
South Korea: FDI outflows by sector (main sectors)
(In %)
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The nature and the direction (both by sector and geographical region) of
South Korean direct investment reflect the motivation and strategies of the large
companies, as well as local factors in the recipient countries.

When economic liberalization got under way at the end of the 1980s, the
government started facilitating the flows of direct investment from Korea. While
at the beginning Korean companies invested the lion’s share of their FDI in de-
veloped countries, the second phase saw a change in the thinking governing the
location of FDI, and South Korea began investing also in developing countries.
The reasons for this change vary according to the level of development of the
recipient countries. In addition to the opportunities which these destinations of-
fered, another factor influencing the internationalization process was the Korean
government’s economic policy — e.g. in relation to the balance of payments and
its industrial policy.

Moon (2007) argues that four factors influenced the flows of Korean
direct investments, which were: cheap labor, a saturated domestic market, cost
disadvantages and internal competition. A number of companies invested overseas
for efficiency and market-seeking purposes. This is the case of investments in the
continent of Asia, especially in China, as a result of cheap labor that enabled
the mitigation of production costs and the growth potential in the region’s
economies. In general, the companies which invested in North America and
Europe were seeking markets and strategic assets, with the acquisition and
upgrading of technology and more concentration on research and development
(R&D). Investments in South and Central America, the Caribbean, the Middle
East, Africa and Oceania were, for their part, predominantly resource-seeking,
particularly energy resources, with a view to countering the scarcity of this type
of product in the Korean economy (tables 3 and 4).

As part of the market-seeking strategy, FDI has been used by South Korean
companies as a way of getting round trade barriers and of dealing with the trade
quotas imposed by the recipient countries. Another aspect associated with the
growth of FDI was the search for new technologies and an improved capacity
to innovate. These technological advantages tend to be lacking in multinational
companies from developing countries, when compared to those from developed
economies. To overcome this problem, they invest directly in countries with high
standards of technology, in the sector where they want to catch up, usually by
means of mergers and acquisitions or through joint ventures.
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TABLE 3

Share in sectors by region (2010)

(In %)

) ) Professional,
. . Mining and Wholesalle Fmanqal and Real estate scientific Other
Region  Manufacturing ) and retail  insurance o ; Subtotal Total
quarrying L activities and technical sectors
trade activities -
activities

Asia 54 6 9 8 7 4 88 12 100
Middle 1 63 5 0 6 0 86 1 100
East
North 2% 18 2 6 5 6 8 14 100
America
South &
Central 18 25 6 26 7 12 93 7 100
America
Europe 37 17 16 2 10 " 93 7 100
Africa 12 58 10 1 5 0 85 15 100
Oceania 8 44 " 6 9 0 79 21 100
Total 39 15 14 7 7 6 88 12 100

Source: Korea Eximbank.

NB: Data obtained on Mar. 10, 2011.

TABLE 4

Motivation of South Korean FDI by period (2004)

(In %)

Destination Industry
Motivation - :
China  USA  Europe  Manufacturing Electron|c§ and Telecom Automobiles Textiles and
Equipment Clothes

securing local orthird- 5 65 g g7 435 509 50.7 41
country markets
Utilizing local labor costs 479 47 8.8 45.1 4.7 38.7 52.1
Avoiding trade barriers 32 23 0.7 34 29 44 3.2
Securing raw materials 46 35 4.8 4.2 0.6 0.9 2.1
Acquiring advanced
technology/management 1.1 212 11.6 2.1 25 4.4 0.8
know-how
Developing natural 21 3275 18 14 09 07

resources

Source: Korea Eximbank (apud LEE, 2007, p. 84-85).
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Although several sectors of the Korean economy have progressed
from being imitators to becoming innovators, there is still the need to be
close to the main technological centers of Europe, the United States and
Japan. This need is even more pressing when there are plans to establish
a global standard of quality in order to identify a brand in the minds of
the most exacting consumers. Many companies also look to international
markets in order to pulverize the risk of investment solely made in the
domestic market. Saturated domestic markets which, such as Korea’s, are
too small for the major companies, and suffer from intensive competition
at industry level, bring slimmer profit margins and thus make it attractive
for companies to look overseas. In addition, FDI can be preferable to trade
when transaction costs in international markets are high — by supplying
the market through verticalization — or even as a way to get round trade
barriers — by substituting domestic production for exports. This was
the case, for instance, with Samsung Electronics’ direct investment in
Vietnam. The Vietnamese government determined that foreign companies
wishing to sell household appliances in the country would have to set up
manufacturing units locally. Otherwise foreign companies would not be
allowed to sell these products.

The last determining factor of Korean FDI, identified by Moon (2007), is
the effort made by the companies to attain the necessary level of competitiveness
to create global brands. This objective involves the management of labor
concerns, the Korean companies’ attempts to catch up with their foreign
competitors and the strategic placing of subsidiaries. The first of these requires
labor-intensive Korean companies to seek countries where it is easier to manage
tensions between workers. As for catching up with their competitors, some
Korean companies invest overseas in order to imitate or to make up for the
advantages possessed by their rivals, whose technology is more advanced and
began the internationalization process sooner. The strategic placement of Korean
FDI also reveals the need for the companies to be well placed in the major
markets of the sectors in which they operate.

Some authors argue that the past development of Koreas foreign direct
investment is not altogether explicable in terms of the determining factors listed
by Moon (2007). Lee and Slater (2007) draw attention to the fact that the
country’s volume of FDI only followed its expected course, as the investment
development path (IDP) theory would suggest, in the later stages of its economic
development; this is also the case with several other East Asian economies. The
IDP theory states that there is a systematic association between a country’s level
of economic development and its inflows and outflows of FDI. According to
this theory, a country goes through five stages of economic development, each
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one of them characterized by a different pattern of inward and outward FDI.®
The expectation is that foreign direct investment will take place during the final
stages, when the country has accumulated a significant number of advantages in
terms of ownership or of specific location between companies.

This being the case, the IDP theory does not explain the patterns of FDI
which South Korea experienced on its road to economic development, since the
country was not initially a large recipient of FDI — whether in search of natural
resources or to serve the domestic Korean market —, but it quickly reached the
final stages of IDP, both making and receiving significant amounts of direct
investment. This fact goes to prove the importance of the specific pattern of
industrialization, under the guidance of the Korean government, in the country’s
economic development, for the creation of a high level of competitiveness among
its companies and the manner in which they inserted themselves overseas. The
rapid industrial and technological development of South Korea — most notably
by traditional manufacturing industries in the 1980s and by modern industrial
technology from the mid-1990s onwards — allowed Korean companies to acquire
significant ownership advantages, as they managed to compete at a global level,
and enabled the country to follow a trajectory of foreign direct investment that
the IDP theory would not anticipate.

It should be noted that, throughout the 1980s, South Korea found itself
in an international environment that was conducive to the consolidation of the
Second Industrial Revolution and the partial integration of the Third Industrial
Revolution — which became fully established in the 1990s. Japan’s presence as an
international leader and an ally of the trend towards the industrialization of the
Asian tigers was fundamental to Korea’s performance.’

Another important peculiarity of Korean development was the fact that
its industry reached a high level of excellence, and its conglomerates emerged,
without any significant involvement of multinationals from other countries by

8.Instage 1, the less developed countries neither receive nor make much FDI, as they have neither advantages of own-
ership (0) nor specific location (L). Inflows of FDI, when they occur, are aimed at exploiting natural resources. In stage
2, a country attracts flows of FDI, by virtue of having some L advantages, such as natural resources or cheap labor. The
outflow of FDI is, however, still low or even inexistent. In stage 3 the country starts to experience slower growth in FDI
inflows, at the same time as outward direct investments begin to speed up. During this stage, companies have reached
a sufficient level of technology to compete with international investors in the domestic market. Their investments grow
in line with their competitiveness. Stage 4 is marked by growth in outward direct investments, to the point where
they equal or exceed the FDI received. At this stage it is anticipated that the majority of domestic firms can compete
efficiently with foreign companies, not only within the domestic market, but also overseas. Stage 5 is reached when
the country attains full economic development. Net FDI varies but remains close to zero, as both inflows and outflows
of FDI continue to grow (DUNNING; NERULA, 1996 and 2000).

9. Japan favored Korea by the transfer of technology (from the start, of a less sophisticated sort) and by providing
finance so that Korean companies could produce the low and medium-technology products which previously Japan had
produced, leaving Japan to concentrate on high-technology industrial goods. Later on, with the government's support,
Korea, too, began to produce goods with a high level of technological sophistication.
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way of direct investment. The government provided protection to the domestic
market, from foreign multinational companies (MNCs), until local groups
were strong enough to face external competition. At the same time, production
contracts and licensing agreements were encouraged, allowing Korean companies
to absorb large amounts of technology. Thus, the chaebols served as the primary
engines of growth in the private sector, with a relatively low influx of FDI from
foreign multinationals. And Therefore, when direct investments started to come
in, it was generally by way of joint ventures, with foreign capital taking minority
holdings. The government financed R&D procedures for strategically chosen
economic groupings, and made it difficult to import consumer goods; at the
same time, in return for this financial and regulatory support, it insisted on a
strong export performance from the local groups. The focus of Korea’s industrial
policy was the rapid development of intangible assets and the construction of an
industrial park with technological capabilities which did not depend, primarily,
on the transfer of know-how by means of inflows of FDI from developed country
MNCs; instead, emphasis was placed on the transfer of production by these
MNC:s in the form of licensing of products and technology (CANUTO, 1991).

Dunning and Narula (1996; 2000) raise the suggestion that the dynamics
of the interaction between economic growth, FDI and public policies can
change the trajectory of a country’s production and investment; this is because
each country has its own particular path towards investment development. To
this extent, the Korean government played an essential role in strengthening
the country’s private sector, building up its international competitive
capability and internationalizing the local companies. The third section of
this chapter will look at these questions in more detail and will explain the
part played by South Korea’s regional context in the process of industrializing
and internationalizing the local companies. It will also discuss the principal
instruments made available by the Korean government to provide incentives
and to facilitate outflows of FDI.

2.1 The most internationalized South Korean transnational companies

The prime movers of the foreign investments made by Korea have been the large
national companies. The internationalization of these companies came late in
comparison with that of companies in the developed countries; even so, some
South Korean corporations have in recent years figured in UNCTAD’s global
ranking of the 100 non-financial transnational companies with the highest vol-
umes of assets overseas.'’ According to the list published by UNCTAD in 2011,
six Korean companies are included among the top 100 from developing countries:

10. Samsung Electronics has always featured in this listing, sometimes accompanied by Hyundai Motor Company
and sometimes by LG Corp. In the last publication, for 2010, it was Hyundai MC's turn (UNCTAD, 2011, exhibit 29).
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Samsung Electronics, Hyundai Motor Company, LG Corporation, STX Corpo-
ration, Doosan Corp and Posco. Their respective positions in this ranking were

fifth, eighth, ninth, 44™, 52" and 64* (table 5).

However if we compare the position of these companies in terms of as-
sets invested abroad with their position in the Transnationality Index (TNI)
ranking, we can see that the Korean companies have a larger domestic base in
comparison with the average of other countries. This is demonstrated by the
way the Korean firms appear much lower down the list when they are classified
by their degree of transnationality.

TABLE 5
Korean transnational companies among the 100 largest from developing countries (2009)
Classified by: Assets Sales Employees
Companies Industry 9 9 o
Overseas NI Overseas Overseas Overseas f TNI' (%)
assets total total total
Samsung Electrical and
5 44 Electronics Co. elec.tromc 28,765 36 88,892 82 77.236 46 54.8
Ltd. equipment
Hyundai Motor .
8 72 Company Motor vehicles 28,350 32 33,874 52 22,066 29 37.5
Electrical and
9 55 LG Corp. elec_tromc 13,25 43 44,439 60 32,962 43 48.6
equipment
44 3 X Other 8308 38 1668 35 26 38 37.1
Corporation equipment
52 84 Doosan Corp. Diversified 8,308 22 1,668 37 246 22 27.0
Steel & metal
64 96 Posco products 5335 11 13512 18 2,386 11 13.5

Source: UNCTAD (2011, exhibit 30).
Note: ' The Transnationality Index (TNI) is calculated as a simple average of the relative share of each company's overseas
assets, employees and sales in the corresponding totals.

Of the six companies mentioned, the three largest — Samsung, LG and
Hyundai — merit particular consideration, as they appear with some frequency
among the world’s largest transnational companies.

The biggest Korean transnational company, according to UNCTAD’s 2009
listing, was Samsung Electronics Company (SEC), a subsidiary of the Samsung
Corporation group. Samsung, founded in 1938 by Lee Byung-Chull, concen-
trated its business activities on trading, at first as an importer and later, from
the middle of the 1970s, as an exporter. In the 1950s, the company started
manufacturing sugar and textiles and, in 1969, SEC was set up to manufacture
substitutes for the equipment supplied to the group’s factories, which at the time
was imported from Germany and Japan. In 2009, SEC accounted for 63% of the



150 Internationalization of Companies

number of employees and 69% of the total sales of the Samsung Group. In the
same year, through growth founded on mergers and acquisitions, it reached the
position of 63rd among the largest transnationals in the world, 12 places higher
than in 2008. In the following year, during the worst of the world economic
crisis, its sales grew 15%; its aim is to become one of the top ten companies in
the world by 2020 (SAMSUNG ELECTRONICS, 2010). In 2009 the corpora-
tion’s foreign assets made up 36% of the total; its overseas sales, 82%; and 54%
of SEC’s staft worked outside the country.

LG Corporation started operating in South Korea in 1947 as a wholly pri-
vate company. Its business, in 2009, was carried out by 147 subsidiaries distrib-
uted among 53 countries, with around 177 thousand employees on five conti-
nents. The group operates in various areas, but its principal activity is in electrical
and electronic equipment. LG Electronics is the main company in the group. In
2010 it had 83 subsidiaries, 30 of them in manufacturing, in more than 40 coun-
tries. According to UNCTAD, in 2009 43% of LG Corp.’s total assets and of its
employees were overseas, and 60% of its total sales were made by factories outside
South Korea. A direct competitor of Samsung — both in South Korea’s domestic
market and in its search for new foreign markets — and less developed than its
rival in terms of technology, LG has decided to make a massive investment in this
area with the aim of overtaking its rivals (CEPAL, 2006).

Hyundai Motor Company was in 88" position in UNCTAD’s world rank-
ing in 2010. The company, which was founded in 1946, held 32% of its assets
overseas, with 29% of its total staff and 52% of its sales are made outside South
Korea. Hyundai has been growing fast since 2000. In 2010 it was the sixth larg-
est world producer of motor vehicles in terms of sales."" It also expanded rapidly
overseas during this period. A notable example of this is that in 2001, Hyundai
exported 245 thousand vehicles to Europe from its factory in Korea. In 2010,
242 thousand vehicles were produced and sold in the European market, while ex-
ports to Europe from South Korea numbered only 21,000 vehicles. A less drastic
change, but nonetheless a very significant one, took place in the North American
market, to which Hyundai exported 343 thousand cars in 2001, with no sales of
locally manufactured cars. In 2010, production in the United States amounted to
more than 299 thousand vehicles, while about 220 thousand units were imported
into America.!?

The following section deals with the process which led these companies to
internationalize in recent decades.

11. The six largest companies in the vehicles manufacturing sector, by sales, according to UNCTAD (2011) are Toyota,
Volkswagen, Honda, General Motors, Nissan and Hyundai MC.

12. Information available on the international website of the Hyundai group (HYUNDAI, 2011).
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3 THE INTERNATIONALIZATION PROCESS OF KOREAN COMPANIES AND ITS
DETERMINING FACTORS

Some of the large Korean companies, such as those mentioned above, became
successful multinational corporations, starting out as competitors in a protected
but already saturated domestic market, and turning into important global play-
ers seeking to expand their businesses overseas. This strategy has been more and
more aimed not only at expanding production by means of exports, but also at
increasing competitiveness in world markets by means of internationalizing pro-
duction. This transformation only became possible thanks to the changes which
the Korean economy has been subject to during the last three decades. However,
to properly understand how Korean companies developed towards a standard of
international competitiveness, as well as how the country’s industrialization pro-
cess worked, it is essential to study the economic and political, regional and local
factors that combined to create a modern economy.

3.1 Regional aspects of South Korean development

One of the most important characteristics of the economic scene in East Asia
since the war or, more precisely, since the 1960s, is the dizzying growth of the
region as an important center of world economy. It is in this context that we need
to see the pace of Korea’s economic growth, although its performance was by no
means unique in the East Asian region. Together with Taiwan, Hong Kong and
Singapore, Korea is one of what became known as the Four Tigers or the Asian
NICs: a group of East Asian countries which, in the wake of Japan’s vigorous eco-
nomic growth, have seen their economies enjoy a spectacular level of expansion
during the last 50 years, attaining economic and social standards similar to those
of a good number of developed countries in the first decade of the 21* century.'

Chart 7 shows how these economies have evolved, by presenting the
per capita GDP of each one in relation to the per capita GDP of a group of
developed countries, which Giovanni Arrighi called the organic core of the
world economic system.'

13.1n 2010 South Korea rose to 12th place in the Index of Human Development (IDH) of the United Nations Develop-
ment Program (UNDP). The 15 countries heading the ranking are: Norway, Australia, New Zealand, United States,
Ireland, Liechtenstein, the Netherlands, Canada, Sweden, Germany, Japan, South Korea, Switzerland, France and Israel.
Hong Kong and Singapore are in 21st and 27th positions, respectively, while Taiwan was not listed (UNDP, 2010).

14. The organic core, as defined by Arrighi, is made up of “all the Nations which, approximately in the last half century,
have occupied the highest positions in the global hierarchy of wealth and, in virtue of that position, established (indi-
vidually and collectively) the standards of wealth to which all other Nations aspire” (Arrighi, 1997, p. 54 — the article
was originally written in 1993). Arrighi uses data from 1938 onwards. This group is made up of the following coun-
tries: West Germany, the Benelux and Scandinavian countries, France and the United Kingdom, in Europe; United States
and Canada in North America; Australia and New Zealand in Oceania. In this study, Japan has also been included,
having attained the status of developed nation in the 1980s. Figures are given for the unified Germany.
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CHART 7

Convergence process of the Four Tigers in relation to countries of highest income
per capita.

(In purchasing power parity — PPP)
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Source: IMF, World Economic Outlook Database. Updated on Jun. 17, 2011.
NB: ' Data obtained on Sept.28, 2011. 2010 data for some countries is estimated.

Between 1980 and 2010, the NICs lived through a period of remark-
able growth in their per capita GDDPs, allowing Singapore and Hong Kong to
overtake the core countries’ GDP in 1994 and 2005, respectively. At the same
time, Taiwan and South Korea are converging rapidly on the more developed
economies, in spite of the reverses suffered during the Asian crisis of 1997
which, in the case of South Korea, affected the rate of convergence, but not its
direction. Between 1980 and 2010, Singapore’s per capita income grew from a
ratio of 65% of the income of the core countries to 143%; while Hong Kong
went from 64% to 115%; Taiwan from 35% to 89%; and South Korea from
22% to 75%.1

It is impossible to assess the expansion of Korean companies without un-
derstanding some aspects of how this process unfolded at a regional level, as
summarized below.

While the Japanese empire was expanding, in the last decade of the 19*
century and the first decade of the 20, Japan absorbed the regions of Manchuria,
the Korean peninsula and Taiwan. These regions became important centers for

15. For the purposes of comparison, it can be noted that Brazil's distance from the developed countries has grown
larger. In 1980, Brazil's per capita GDP amounted to 35% of the per capita GDP of the core countries, though it was
higher than that of South Korea and Taiwan. In 2010, however, this proportion had fallen to only 27%.
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the production of supplies for the Japanese empire and attained a certain degree
of industrialization, due to the Japanese war efforts.

After the Japanese defeat by the United States at the end of the Second
World War, the southern part of the Korean peninsula (which the United States
had occupied after the war, while the Soviets occupied the northern part), Taiwan
(after the nationalist government of the Republic of China had transferred there),
and Japan (under military occupation by the United States after its surrender)
became priority targets of North American influence within the framework of
the Cold War. In this context, the United States supported the reconstruction of
Japan and its industrial development under the Marshall Plan, giving Japanese
products privileged access to the markets of the Western economies and to the
country’s arms purchases. This took place at a time of intense mobilization as a
consequence of the Cold War and, more specifically, of the Korean War (1950-
1953) (ARRIGH]I, 1997).

When the process of restoration of the capitalist economies was com-
pleted, at the end of the 1960s and the beginning of the 1970s, international
economic competition intensified, and the large companies from the rich
countries looked for ways to increase their competitiveness. It was during
this period that Japanese companies, also faced with an increase in the cost
of domestic labor, boosted their flows of FDI towards other East Asian coun-
tries, transferring labor-intensive industries and technology under license

(CANUTO, 1991, p. 186).

Japanese industry was organized a great deal more flexibly than that in
the West. Within the industry, a network of subcontractors maintained a
slimmed-down level of production on behalf of the contracting companies,'®
and labor-intensive businesses transferred their factories overseas in search for
cheap labor, while the domestic economy concentrated on producing higher

value-added goods.

As a rule, the Japanese companies that went through this process did not
own 100% of the new company established overseas. On the contrary, as the case
of South Korea shows, the majority of investments were made in joint ventures —
under agreements whereby the Japanese held up to 50% of the shares in the
companies — and by means of licensing agreements for products and technology

(ARRIGHI, 1998; CANUTO, 1991).

16. As shown by Aoki (1984 apud ARRIGHI, 1993), Toyota, with 48 thousand employees, produced 3.22 million ve-
hicles in 1981; General Motors, with 758 thousand employees, produced 4.63 million.
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Once the South Korean economy reached a higher level of technological de-
velopment, moving from imitator to innovator, its higher value-added products
began to take the place of Japanese products, taking advantage of increases in the
value of the yen or of the voluntary restrictions placed on Japanese exports, as

took place after the Plaza Accord of 1985."

Thus, the development, which until the middle of the 1960s was restricted
only to Japan, began to embrace other countries in the region too, especially the
Four Tigers. Korean industry, when it reached a higher level of technological de-
velopment, started to transfer overseas the production of labor-intensive goods,
concentrating increasingly on high-technology sectors and on the service sector.
Thus the steps taken by South Korea — and also by the other three NICs — emu-
lated Japan’s, in what came to be known as the “flying geese” paradigm. Japanese
expansion was of great importance for South Korea’s industrialization, among
other things it was a model to be copied by public policies.

South Korea’s industrialization process took place within the regional context
described above; the State had an important part to play in the process. With the
end of the Second World War and the start of military occupation by the United
States, the new South Korean government, which had confiscated Japanese property
in the country, privatized the Japanese factories and banks, and, thus, gave impetus
to the formation of a national middle class, which until then had been small and
inarticulate. Nevertheless, until the 1960s — more specifically, until 1961, when the
coup took place and General Park Chung Hee took power — Korea was extremely
dependent on the military aid of the American occupation force (CANUTO, 1991).

Once in power, General Park’s government brought the large entrepreneurs
under the control of the state and nationalized the banking system, leaving the
big companies, the chaebols, hostage to the resources which the government con-
trolled, since they were also forbidden to raise funds directly overseas.

Under this scenario, the Korean government intervened in the economy
which it held in an iron grip, distorting relative prices by means of subsidies aimed
at stimulating economic growth and favoring particular sectors and groups, in ac-
cordance with targets established in its economic programs, which were known as
the Five-Year Plans. According to Amsden (1989, p.15-17), the discipline which
government imposed on businesspersons, punishing those that fell short and re-
warding those who were successful in meeting their targets, was an essential element
in the more efficient application of resources than that achieved by other countries,
which industrialized with the help of public policies. During this process, large con-
glomerates took shape (table 6), later to spearhead Korea’s industrial development.

17. It should be mentioned that the reverse also came about, such as when the Japanese currency was devalued in the
first half of the 1990s, which had an adverse effect on Korean exports.
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TABLE 6

The ten largest Korean companies in selected years
Ranking 1960 1972 1984 1996 2009
1 Samsung Samsung Hyundai Hyundai Samsung
2 Samho LG LG Samsung KEPC
3 Kaepung Hanjin Samsung LG Hyundai
4 Daehan Shinjin SK Daewoo SK
5 LG Ssangyong Daewoo SK LG

Dongyang Hyundai Ssangyong Ssangyong Korea Nat. Housing Corp

7 Kukdong Daehan Kukje Kia POSCO
8 Hanglass Hanwha Hanyang Hanjin Lotte
9 Dongrib Kukdong Hanwha Hanwha Korea Expressway Commission
10 Taechang Daenong Daelim Lotte Korea Land Corporation

Source: Korea Fair Trade Commission apud Hiraga (2010) and Chang (2003).

According to Lall (2004), the deliberate creation of the private Korean groups
was one of the pillars of the strategy of economic growth and transformation in
the country’s methods of overseas intervention. The chaebols came into being as a
result of the selection of successful exporting companies. They were given subsidies
and privileges, including restrictions on the entry of foreign multinationals into
Korea, in return for their corporate strategies of creating capital — and technology-
intensive operations which were export-oriented. Given the shortage of capital, a
qualified workforce, technology and infrastructure, only large, diversified compa-
nies were able to bear the risks and the costs of assuming their functions, absorbing
complex technologies and developing new ones in their own R&D centers, setting
up units at a global scale and creating their own brands and distribution networks.
This is what the chaebols achieved in partnership with the Korean state.

This high-risk and costly strategy was managed by means of the rigid disci-
pline imposed by the Korean government, which insisted on tough export per-
formance targets, incentivized vigorous domestic competition and intervened
deliberately in order to rationalize the industrial structure. On the other hand,
the government also adopted various measures to encourage and to ensure the
possibility of the creation and diffusion of technology, by making the infrastruc-
ture available, training the workforce and promoting quality R&D.

In brief, the Korean state, from the 1960s onwards, adopted highly interven-
tionist strategies, which applied both to the market for products (domestic and
international trade) and to market factors (training of the workforce, financing,
FDI, technology transfer, infrastructure and support institutions). Preference was
given to promoting domestic companies and widening their technological capabili-
ties. Exports were in the hands of local firms, with the support of domestic policies
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which allowed them to develop considerable technological capabilities. On top of
this, the domestic market was protected from free trade by a series of quantitative
and tariff-related measures, which were used at appropriate times, to give the na-
scent industries the breathing space they needed to develop their capabilities.

In the 1960s, the structure of Korean industry was little diversified, with
emphasis on the domestic market and based on perishable consumer items.
There was an overriding need to import the intermediary supplies for heavy
industry, which forced the country to resort to foreign loans. The two Five-
Year Plans of the 1970s implanted heavy industry (steel, chemicals and pet-
rochemicals, cement, ship-building and machinery and equipment) and the
automobile industry in Korea, and gave a strong boost to exports — which
grew from 12% of GDP in 1971 to 23.6% in 1979 (op. ciz., 2000). This pro-
cess of industrialization and the support given to the export business required
high levels of capital, which was financed largely through bank credit (from
the state banks, which borrowed funds overseas and lent them out locally),
subsidies and tax incentives offered by the government, as well as through the
country’s foreign indebtedness.

Thus the part played by the state was central to Korea’s industrialization.
According to Coutinho (2000), it was the job of the state to structure and allocate
credit lines, and to arrange capitalization of the companies at low rates of interest
and for relatively long periods; this was achieved by means of the nationalization
of private banks. The government also made use of various tax and tariff instru-
ments to increase the profit margins of the enterprises, such as customs protec-
tion through tariffs, tax exemption on production and/or profits, tax exemption
on the import of equipment, accelerated depreciation schemes, and so on. There
was frequent resort to rules and regulations, as well as to incentives and tax credits
for exports and R&D activities.

Sector priorities were defined, and major national companies formed
which became the principal agents for the execution of the project of intense
industrialization. A characteristic of these conglomerates was that they were
under family control, with management centered on daring and entrepreneur-
ial leaders, on paternalism and cronyism, with a strict relationship of “obedi-
ent cooperation” with the government (COUTINHO, 2000), which in return
for the benefits granted demanded concrete results, a good export performance
and the acquisition of technological expertise.

During the 1980s and 1990s, even though the process of market liberal-
ization was under way, the presence of the state, as we have mentioned, was
essential to redirect Korean industry towards the production of capital — and
technology-intensive goods (electronics, industrial automation and computers)
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and to strengthen its competitive abilities internationally. Korea’s objective in
this period was to transform itself from an economy based on low levels of tech-
nological innovation to a knowledge-based economy (CEPAL, 2006). The state
also performed an important function by managing the country’s insertion over-
seas, counting on a strategic alliance with Japan, based on strong commercial,
technological and financial ties.

The financial crisis at the end of the 1990s did not lead to structural set-
backs, since the Korean economy was able to maintain its solid industrial and
technological framework, principally because the Korean government took swift
action and installed new controls to avoid short-term leverage and indebtedness
on the part of the banks and the big economic groups. Rigorous criteria for clas-
sifying credit risk were implemented, and the government compelled the chaebols
to restructure themselves to make them more transparent and less financially
vulnerable. The government, however, limited the influence of the logic of finan-
cialization in the management of the big industrial conglomerates, minimizing
the economic weaknesses of the major companies and enabling them to compete
internationally with greater success.

3.2 Main policy measures which support the internationalization of South
Korean Companies

Once the objective of developing a strong national industrial base had been
achieved, with high value-added production and the ability to compete at a
global level, the internationalization of the companies was seen as a way of
reinforcing their ability to compete in the world market. Ample support
was given by the government, which facilitated and promoted the transfer of
direct investments overseas.

The discussions which Korean companies were having regarding FDI were
placed on the government’s agenda as early as the end of the 1960s. However,
until the mid-1970s, the bureaucratic regulatory apparatus put strict limits on
foreign direct investments due, mainly, to the country’s chronic current account
deficits. Soon however, in face of the companies’ growing interest in investing
overseas, and bearing in mind the loss of competitiveness arising from the in-
crease in the costs of domestic labor, the saturation of the local market and the
urgency to increase the companies’ competitiveness, the Korean government per-
ceived the need to review some aspects of the regulatory environment.

In the second half of the 1970s, the Ministry of Finance and Economy came
to realize more and more clearly how important foreign direct investments were
for the continuing development of the country. Thus, in order to face these new

challenges, the government began to allow local companies to invest overseas.
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During this period the directives for approving and monitoring outward FDI
were established. Projects were approved on the following conditions: the import
of raw materials which could not be supplied locally, the reduction of bottlenecks
in exports, to secure an area for fishing, or to reposition an overseas industry, so
as to allow it to recover lost international competitiveness. The approval of invest-
ment projects was in the hands of the country’s central bank, the Bank of Korea.
Once approval had been given, the documentary procedures which would ensure

the success of the internationalization process were completed.

At the beginning of the 1980s, the process of giving more flexibility to
the foreign investment laws was taken further. A number of restrictions which
had been in place in previous decades were abolished, and procedures were
simplified. Internationalization projects no longer required prior approval
or proof of competitiveness in the domestic market. In 1986, relying on a
trade surplus and fewer balance of payments restrictions, the South Korean
government began to encourage companies to invest overseas. The argument
that such investments could adversely affect the balance of payments was no
longer sustainable, in view of the positive results of the country’s external
accounts. Added to this, the profits repatriated by the companies operating
outside the country, as well as benefiting the balance of payments and Korea’s
volume of international reserves, also acted to prevent a potential increase in
external restrictions.

In the 1990s the process of liberalization of outflows of FDI continued,
with approval being given to all sectors and fewer advance requirements for ap-
proval. The growth of international reserves and the currency’s increase in value
led to the government’s more active promotion of outward FDI. The changes
to which the Korean economy was subjected to during this decade, including
the attempt to create a knowledge — and technology-intensive economy and the
financial crisis of 1997, as well as the international accords signed by the coun-
try — joining the GATT in 1994, the OECD in 1996 and the IMF in 1998 — all

contributed to accelerate the opening up of the Korean economy.

In recent times, the government has intensified the liberalization process
and undertaken various policy measures to boost the internationalization of Ko-
rean companies, so as to strengthen export performance and reinforce the pres-
ence of these companies in the external market.

In 2005 and 20006, the Investment Action Plan was launched and imple-
mented, aiming to find a use for the excess of foreign currency arising from succes-
sive current account surpluses, by means of expanding the companies operating
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overseas. Existing restrictions were removed on FDI realized by non-financial
companies wanting to invest in financial and securities-related operations
overseas, and the limits for overseas investment by individuals were increased.
Through the Foreign Exchange Liberalization Plan, also in 20006, the authori-
zations required for FDI were replaced by simple declarations to the competent
authorities. These measures allowed branches of foreign banks in Korea to raise
funds overseas, at low rates of interest and to lend them to local companies.
The result was a significant increase in South Korean FDI from 2006 onwards,
as shown above in charts 1 and 2 in section 2 (KANG, 2010).

From an institutional point of view, the government can count on
some large institutions to help promote its internationalization policies,
with the Export-Import Bank of Korea prominent among them. This bank
was founded in 1976, with its principal objective being to support the
policy of export-led growth, by providing finance for foreign trade and in-
vestments abroad in areas of priority for the development of Korea. In the
2000s, Korea Eximbank’s share in the financing of South Korean enterprises
overseas grew sharply. In 2000, loans disbursed as a percentage of FDI flows
abroad were a mere 1%; by 2005 this percentage had grown to 21% and in
2010 it was 34%.

TABLE 7
Loans granted by Korea Eximbank as an annual proportion of FDI flows

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010

Korea

Eximbank (A)' 34 116 336 661 877 1,334 2,251 3,179 4,206 3,409 6,630
Outflows (B) 4,233 2,029 2920 3971 5643 6359 11,175 19,720 20,251 17,197 19,230
C=(A)(B) 1% 6% 1% 17% 16% 21% 20% 16% 21% 20% 34%

Source: Korea Eximbank (various years); UNCTADStat (various years).
Prepared by the authors.
Note: " Converted from won to US dollars at the annual rate supplied by Bank of Korea. Available at: <http://www.bok.kr>.

As the country’s growth, in recent years, is related to investments in natural
resources, one of the government’s main priorities has been to ensure a supply of
raw materials and energy to sustain development. This led the Korea Eximbank
to set up the Natural Resources Development Fund, in 2007, to give more ac-
tive support to these activities.

18.1n 2010, some 40% of the bank’s loans were provided for projects aimed at the development of natural resources
(KOREA EXIMBANK, various years).
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The main specific measures taken by the government in this direction are
described below, using Ipea’s method" for classifying policy measures derived

from UNCTAD (2006).

3.2.1 Informational support, technical assistance and other guidance

Centers were created to collect information in countries that receive Korean in-
vestments. Support in areas of administration and information, provided by a
help center for South Korean companies operating abroad, a network of infor-
mation on FDI, the Ministry of Finance and Economy (MOFE)’s information
system for South Korean companies overseas, the South Korean Export-Import
Bank, and the Korean Institute for Industrial Economics and Trade, Korean Ex-
port-Import Bank, Overseas Economic Information System (OEIS), Consulting
Service and the Export Credit Advisory Service (ECAS); Overseas Investment
Information Center.

3.2.2 Creation of comfort zones

The establishment of the Korean industrial park in Mexico, with a view to access-
ing the American market.

3.2.3 Fiscal and tax instruments

The deduction of taxes paid overseas to avoid double taxation, and bilateral ac-
cords to this effect.

3.2.4 Risk alleviation instruments

The provision of insurance services. The Korea Export Insurance Corporation
(KEIC) offers protection to the investor against losses arising from the aban-
donment of an investment project, as a result of political problems such as war,
expropriation, restrictions on transfers and breach of contract by the country in
which the investment was made (Overseas Investment Insurance).

3.2.5 Financing instruments

Financial support for the provision of loans covering up to 80% of total amount
invested abroad (90% for small and medium-sized companies); creation of the
Natural Resources Development Fund (2007) for financing projects which guar-
antee access to natural resources.

19. See the document: Termo de referéncia: internacionalizacdo de Empresas brasileiras (" Term of reference:
internationalization of Brazilian companies”), 2009, p. 46. Text prepared by the Working Group on Corporate Inter-
nationalization, set up by the Brazilian government and coordinated by the Executive Secretariat of the Chamber of
Foreign Trade (CAMEX).
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3.2.6 International agreements

Signing of bilateral investment treaties (BIT) with the aim of facilitating in-
flows and outflows of FDI and protecting Korean investments overseas. Up to
June 2011, the country had signed these treaties with 90 countries, according
to UNCTAD?’s figures. The accords are intended to avoid double taxation, with
the support of the World Bank’s Multilateral Investment Guarantee Agency in
minimizing these risks.

These measures had a huge impact on the volume and the type of invest-
ments made by the country overseas (KIM and RHE, 2009), showing that by
means of these instruments and by its regulation of inward and outward FDI,
the Korean government has succeeded in speeding up the internationalization of
South Korean companies.

4 FINAL CONSIDERATIONS

When we consider policies that support internationalization, the actions of the
public sector and the private sector in Korea can be seen as having complemented
each other over the last 20 years. The creation of the large conglomerates and
the incentives granted by the government to the more competitive exporting
companies were fundamental to the economic growth strategy and South Korea’s
insertion overseas. As a result, growth in Korean FDI stocks was significantly
higher between 1990 and 2010, concentrating on manufacturing, mining, trade
and financial activities. From the point of view of regional distribution, a large
part of Korean investments since 1990 has been directed towards Asia and North
America. The prime recipients of Korean FDI have been China, the United
States, Hong Kong, the United Kingdom and Vietnam. The main sector into
which South Korea’s FDI has gone is the manufacturing sector, which accounts
for about 40% of Korea’s stocks of FDI. On the other hand, recent years have
seen a steep rise in investments in mining, which has been the largest of all the
sectors in terms of amounts invested since 2008.

Korean companies did not become internationalized just by chance. The
government saw clearly that this process was not just important, but that it was
essential if Korea was to take part in the international marketplace. Coordinated
public policies were introduced to this effect, with the deliberate intention of
stimulating the internationalization of Korean companies. These policies consist-
ed of coordinated growth strategies, as may be seen from the way that financial,
securities-related, informational and institutional instruments were defined.

These measures were intended to incentivize and to direct the process of
internationalization of Korean companies. Together with the industrial policies
introduced by the government and the regional environment of cooperation and
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coordination, they allowed South Korea to take its place in the world. In addi-
tion, this set of actions made Korean companies more competitive internation-
ally in the more dynamic sectors, where medium and high technology was a
requirement and which enriched the supply chain. The country’s trade balance
and economic development benefited in the light of the internal changes that the
international operations of its companies set in motion.

REFERENCES
AMSDEN, A. Asia’s next giant. New York: Oxford University Press, 1989.

ARRIGHI, G. A ilusiao do desenvolvimento Petrdpolis, RJ: Editora Vozes, 4th
Edition, 1998 — Cole¢ao Zero a Esquerda.

CANUTO, O. Processos de industrializacao tardia: o “paradigma” da Coréia
do Sul. 1991. Doctoral thesis — Universidade Estadual de Campinas, 1991.

CEPAL — COMISION ECONOMICA PARA AMERICA LATINA Y EL CA-
RIBE (ECONOMIC COMMISSION FOR LATIN AMERICA AND THE
CARIBBEAN). Reptblica de Corea: inversiones y estrategias empresariales en
América Latina y el Caribe. /n: La inversién extranjera en América Latina y el
Caribe. Santiago: United Nations, 2006.

CHANG, S.-J. Financial crisis and transformation of Korean Business Groups:
the rise and fall of chaebols. Cambridge: Cambridge University Press, 2003.

COUTINHO, L. Coreia do Sul e Brasil: paralelos, sucessos e desastres . /n: FIO-
RI, J. L. (Ed.). Estado e Moedas no desenvolvimento das nagées. Petrépolis:
Editora Vozes, 2000.

DUNNING, ]J. H.; NARULA, R. The Investment Development Path Revis-
ited: Some Emerging Issues, /z: DUNNING E NARULA (Eds). Foreign direct
investment and governments: catalysts for economic restructuring. London:

Routledge. 1996.

Industrial development, globalization and multinational enterprise:
new realities for developing countries, Oxford Development Studies, v. 28,
p. 141-167, 2000.

IMF — INTERNATIONAL MONETARY FUND. Available at <http://www.
imf.org>. Accessed on: Aug. 8, 2011

HIRAGA, T. Developments in corporate governance in Asia: the case of Ko-
reas LG Group. Tokyo: NLI Research, 2010. Available at: <http://www.nli-re-
search.co.jp/english/socioeconomics/2010/1i100125.pdf>.



South Korea 163

ISID — Institute for Studies in Industrial Development. The role of public pol-
icy in support of the internationalization of national groups: the experience
of South Korea, (2008)

HYUNDAL Available at: <http://worldwide.hyundai.com/company-overview/inves-
tor-relations/sales-performance-global-plant-sales.aspx>. Accessed on: Mar. 29, 2011.

KANG, M-K. Global financial crisis and systemic risks in the Korean banking
sector. Korea Economic Institute. v. 3, 2010. (Academic Paper Series on Korea).
Available at:  <http://www.keia.org/Publications/AcademicPaperSeries/2009/
APS-Kang_Final.pdf>.

KIM, J. M.; RHE, D. K. Trends and Determinants of South Korean Outward
Foreign Direct Investment. The Copenhagen Journal of Asian Studies, v.27,
p-126-154, 2009. (Copenhagen Business School).

KOREA EXIMBANK. Annual report, Various years. Available at: <http://www.
koreaexim.go.kr/en/fdi/m02/s01_01.jsp>. Accessed on: Sept. 28, 2010.

KNOC - KOREAN NATIONAL OIL COMPANY. Operations: Canada.
Available at: <http://www.knoc.co.kr/ENG/sub03/sub03_1_2_1.jsp.>. Accessed
on: Jul. 29, 2011.

LALL, S. Reinventing industrial strategy: the role of government policy in
building industrial competitiveness. UNCTAD, Apr. 2004. (G-24 Discussion
Paper Series, n. 28).

LEE, J.; SLATER, J. Dynamic capabilities, entrepreneurial rent-seeking and the
investment development path: the case of Samsung. Journal of International
Management, v. 13, n. 3, p. 241-257, 2007.

LEE, J.-W; KAWAI, N. The impact of the EU’s trade discrimination policy
on foreign direct investment mechanisms: the case of Korean manufacturing
investments from 1990-1997. Journal of Korea Trade, vol. 11, n° , May 2007,
pp. 21-52.

LEE, S.-B. New trends and performance of Korean Outward FDI after the finan-
cial crisis. International Finance Review, v. 7, p. 75-96, 2007.

MANGUEIRA, C. Korea national oil adquire controle da Dana Petroleum.
Agéncia Estado, Sept. 24, 2010. Available at: <http://estadao.br.msn.com/eco-
nomia/artigo.aspx?cp-documentid=25697866>. Accessed on Aug. 10, 2011.

MATHEWS, J. A. Dragon multinationals: new players in 21st century globalisa-
tion. Asia Pacific Journal of Management, n. 23, p. 5-27, 2006.



164 Internationalization of Companies

MOON, H. C. Outward Foreign Direct Investment by Enterprises from the
Republic of Korea. /n: UNITED NATIONS CONFERENCE ON TRADE
AND DEVELOPMENT — UNCTAD. Global players from emerging mar-
kets: strengthen enterprise competitiveness through outward investment. New
York; Geneva: UNCTAD, 2007.

MIN, B. S. Trade and foreign direct investment patterns in the Republic of Korea
in the aftermath of the 1997 Asian Financial Crisis. Asian-Pacific Trade and
Development, v. 2, n. 1, 2000.

UNDP — UNITED NATIONS DEVELOPMENT PROGRAM. FDI Rank-
ing 2010. New York, Nov. 4, 2010. Available at: <http://www.pnud.org.br/po-
breza_desigualdade/ reportagens/index.php?id01=3600&lay=pde>.

SAMSUNG ELECTRONICS. Annual Report 2009. [S.1.], 2010. Available at:
<http://www.samsung.com/us/aboutsamsung/ir/financialinformation/annualre-

port/downloads/2009/SECAR2009_Eng_Final.pdf>

UNCTADStat. Reports. Available at: <http://unctadstat.unctad.org>. Accessed
on: Aug. 1, 2011.

UNCTAD - UNITED NATIONS CONFERENCE ON TRADE AND DE-
VELOPMENT. available at: <http://stats.unctad.org/fdi/ReportFolders/report-

Folders/reportFolders.aspx?s CS_referer=8sCS_ChosenLang=en>. Accessed on:
Dec. 10, 2009.

. World investment report 1991: the triad in foreign direct investment.

Geneva: UNO, 1991.

. World investment report 1992: transnational corporations as engines

of growth. Geneva: UNO, 1992.

. World investment report 1993: transnational corporations and inte-
grated international production. Geneva: UNO, 1993.

. World investment report 1994: transnational corporations, employ-
ment and the workplace. Geneva: UNO, 1994.

. World investment report 1995: transnational corporations and com-
petitiveness. Geneva: UNO, 1995.

. World investment report 1996: investment, trade and international
policy agreements. Geneva: UNO, 1996.

. World investment report 1997: transnational corporations, market
structure and competition policy. Geneva: UNO, 1997.



South Korea 165

. World investment report 1998: trends and determinants. Geneva:

UNO, 1998.

. World investment report 1999: FDI and the challenge of develop-
ment. Geneva: UNO, 1999.

. World investment report 2000: cross-border m & a and development.
Geneva: UNO, 2000.

. World investment report 2001: promoting linkages. Geneva:
UNO, 2001.

. World investment report 2002: transnational corporations and export
competitiveness. Geneva: UNO, 2002.

. World investment report 2003: FDI policies for development: nation-
al and international perspectives. Geneva: UNO, 2003.

. World investment report 2004: the shift towards services. Geneva:
UNO, 2004.

. World investment report 2005: TNCs and the internationalization of
r&d. Geneva: UNO, 2005.

. World investment report 2006: FDI from developing and transition
economies: implications for development. Geneva: UNO, 2006.

. World investment report 2007: transnational corporations, extractive
industries and development. Geneva: UNO, 2007.

. World investment report 2008: transnational corporations and the in-
frastructure challenge. Geneva: UNO, 2008.

. World investment report 2009: transnational corporations, agriculture
production and development. Geneva: UNO, 2009.

. Word Investment Report 2010: Investing in low-carbon economy.
United Nations: New York; Geneva, 2010.

. Word Investment Report 2011: Non-equity modes of international
production and development. United Nations: New York; Geneva, 2011.

YANG, X. et al. Internationalization of Chinese and Korean firms. Thunderbird
International Business Review, v. 51, n. 1, p. 37-51. [S.1.], 20009.



166 Internationalization of Companies

ADDITIONAL READING MATERIAL

DUNNING, ]. H. Alliance capitalism and global business. London; New
York: Routledge. 1997.

. Comment on Dragon multinationals: New players in 21* century glo-
balization. Asia Pacific Journal of Management, n. 23, p. 139-141, 2006.

DUNNING, J. H.; HOESEL, R. V.; NARULA, R. Explaining the “new” wave
of outward FDI from developing countries: the case of Taiwan and Korea.
Maastricht: MERIT, 1996. (Research Memoranda, n. 009)

FUNG, K. C.; GARCIA-HERRERO, A SIU, A. A comparative empirical
examination of outward foreign direct investment from four Asian economies:
People’s Republic of China; Japan; Republic of Korea; and Taipei, China. Asian
Development Review, v. 26, n. 2, p. 86-101, 20009.

MEDEIROS, C. A. Globalizagio e a inser¢io internacional diferenciada da Asia e
da América Latina. /n: TAVARES, M. C.; FIORI, ]. L. (Eds). Poder e Dinheiro:
uma economia politica da globalizagio. Rio de Janeiro: Ed. Vozes, 1997.

YOON, D. R. Korea’s Outward FDI in Asia: Characteristics and Prospects.
Seoul, 2007. Mimeograph. (Korea Institute for International Economic Policy).




CHAPTER 6

SPAIN

Lidia Ruppert
Luis Afonso Lima

1 INTRODUCTION

Unlike the greater part of the developing world which has seen advances in the
process of internationalization only during the last decade, in the developed
countries this process got under way in the 1950s. The United States, stimulated
by the economic and political changes going on at the time, encouraged first its
companies to move overseas and then its banks, thus initiating a shift in competi-
tion from the national to the international arena. Following this, Japan, in Asia,
and Germany, in Europe, also started to push ahead with the internationalization
of their industrial and financial structure, lending support to the growing tide of
external competitiveness.

However some of these developed countries joined the movement only
much later. Spain is a case in point. In the 1960s and 1970s the first stirrings of
internationalization could be seen among Spanish companies; but it was only
at the end of the 1980s, when the international economy was already experi-
encing what came to be known as industrial and financial globalization, that
Spain saw its corporations becoming truly international. During this period
the developing regions — principally Latin America — were increasingly opening
up their economies, while the European Community was consolidating and
economic reforms were taking place in Spain. Industrial and financial groups
took advantage of this, and found the support they needed to venture into the
international market.

Spanish companies therefore began to experience internationalization
in its more intensive form only in the 1990s. In spite of the importance
of the factors outlined above, the internationalization of these companies
owed more to government regulation than was the case in other European
countries: the Spanish authorities introduced a coordinated series of poli-
cies to encourage the expansion overseas of local companies. This did not
mean, however, that the process was being conducted by the government.
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On the contrary, this was a movement very clearly headed by the companies,
in particular the private companies’ own strategies, although public policy
was there to guide them.

With these considerations in mind, the purpose of this paper is to examine
the characteristics of the internationalization process as experienced by Spanish
companies, with a focus on the part played, by the State, in the process. Particular
attention will be given to the specific nature of the government policies which
stimulated internationalization and the role of the private sector. In terms of meth-
odology, we have chosen to divide this paper into three parts. The first part seeks
to acquaint the reader with the dimensions of the direct investments made by
Spanish companies since the beginning of the 1990s, explaining how they evolved
and what their main characteristics were. The second part deals, on the one hand,
with the internal and external determining factors which were responsible for the
internationalization of these companies, and, on the other hand, with the actions
taken by the government to encourage it. There is a more detailed examination of
the mechanisms of public policy used to create incentives, and these mechanisms
are classified under the headings of institutional, financial, informational and se-
curity-related. The third and last part contains our final thoughts and conclusions.

2 EVOLUTION OF DIRECT SPANISH INVESTMENT

The flow of foreign direct investments (FDI) from Spain, and the volume of
investment assets held overseas, started growing strongly at the beginning of the
1990s. Between 1990 and 2010 FDI flows grew 645%, while investment assets
overseas increased by a factor of more than 40. During this period, the FDI flow
jumped from US$3.4 billion to US$21.6 billion, and assets rose from US$15.6
billion in 1990 to US$660.2 billion in 2010 (see chart 1). This growth, how-
ever, was not uniform throughout the period, but occurred mainly towards the
end. Chart 1 shows that while Spanish FDI assets grew strongly in the 1990s
and into the 2000s (increasing by US$205.4 billion between 1990 and 2003),
growth really took off in 2004, with a rise of US$454.7 billion between then and
2010. This performance was achieved mainly as a result of the FDI flows which
occurred in 2006 and 2007. It is clear therefore that although the international-
ization process of Spanish companies through FDI took shape during the period
1990-2003, its major advance was seen in the second half of the 2000s.

This achievement turned Spain into one of Europe’s largest overseas inves-
tors at the end of the 2000s. In 2010, only four nations in the Euro Zone'
(France, Germany, Belgium and the Netherlands) and the United Kingdom held

1. Group of countries made up of Germany, Austria, Belgium, Cyprus, Slovakia, Slovenia, Spain, Finland, France, Greece,
Ireland, Italy, Luxembourg, Malta, Netherlands and Portugal. Estonia joined the group on January 1, 2011.



Spain 169

more FDI assets than Spain. Another indicator which goes to confirm the strong
performance of Spanish companies in the overseas market, in comparison with
other corporations based on the European continent — the most internationalized
region in the world — is the expansion in overseas FDI assets per capita, which

shot up from US$399 at the beginning of the 1990s to US$14,779 in 2010.

CHART 1
Evolution of Spain’s FDI outflows and overseas assets (1990-2010)
(In millions of US$)
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Source: Handbook of Statistics (UNCTAD, 2011).
Prepared by the authors.

The growth in importance of Spain’s FDI can also be observed in comparison
with the rest of the world. From this point of view, Spain’s 42-fold increase in
FDI assets between 1990 and 2010 compares with the global figure of 9.7 times
for the same period. It is no coincidence that Spain’s share of global FDI assets
went from 0.9% to 3.2% during this 20-year period.

In sector terms, the reinforcement of the internationalization process shows a
relatively diversified spread; however some subsectors stand out, in particular:
public utilities, telecommunications, financial services, insurance and energy sup-
ply. Other subsectors, such as non-metallic minerals, vehicle manufacturing and
civil construction are also notable, though to a lesser degree.

As can be seen from chart 2, since the middle of the 1990s, the financial and
telecommunications sectors, together with the supply of electrical energy, gas,
steam and air consistently represented more than 40% of total direct investments
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originating in Spain. In 2007, for example, these subsectors contributed 78.6%
to Spain’s FDI. Apart from these, other sectors achieved an important share in
the total in specific years, such as civil construction in 2005 (18.3%) and other
non-metallic minerals in 1995 (12%).

CHART 2
Principal target sectors for Spanish FDI outflows (1995-2010, selected years)
(In %)
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Source: Estadisticas de Inversiones (Investment Statistics) (Spain, 2011).
Prepared by the authors.

In aggregate terms, investments made by Spanish companies were concen-
trated in the service sector. As shown in chart 3, the tertiary (service) sector head-
ed the process of internationalization of Spanish companies, with the exception
of the two-year period 2002-2003. As a result, the share of the tertiary sector
(70.3%) between 1995 and 2009 was far greater than that of the secondary sector
(manufacturing — 25.2%) and of the primary sector (4.4%). In more recent years
(2004, 2006 and 2007) the tertiary sector’s share was higher still, reaching more
than 80%.* Nevertheless, the secondary sector also played an important role in
the internationalization process, since investments in this sector made up more
than 50% of the total in 2002 and 2003.

2. Although companies exist which specialize in technology, and indeed are on the cutting edge of technological in-
novation, the internationalization of Spanish corporations ended up concentrating on activities requiring administrative
capabilities and the ability to execute projects, considering that it is precisely the services sector which took the lead
in this process.
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CHART 3
Distribution by sector of Spanish FDI outflows (1995-2010)
(In %)
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Source: Estadisticas de Inversiones (Investment Statistics) (Spain, 2011).
Prepared by the authors.

Spanish companies invested in other countries mainly by means of M&A
operations, to the detriment of greenfield ventures. This is because their in-
ternationalization processes through FDI were structured in such a way as to
prioritize the service sector, and because their objective was to gain strategic
positions in a competitive environment, as financial and industrial globaliza-
tion demanded. Between 1993 and 2000 more than half the total FDI flow
from Spain to foreign countries, a figure of 55%, was achieved through M&A
operations; while 42% consisted of injections of capital into existing Span-
ish companies. Only the balance of 3% went to establishing new companies.
From 2001 to 2009, when Spanish FDI flows were on the increase, M&A
operations rose to a level of 70% of the total. A further 28% consisted of new
capital for existing companies, and the remainder went to set up new compa-

nies (ARAHUETES and DOMONTE, 2007).

Still, these M&A operations can be seen to have been well diversified,
and they were carried out mainly in four different ways: alliances, joint
ventures, partial acquisition and administrative concessions. In 2002, for
example, alliances represented 23.8%, joint ventures 16.8%, partial acquisi-
tions 14.7%, and administrative concessions 14.3%, together making up a
69.6% share of total investments overseas. These differing methods of access
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into third country markets, which the Spanish companies availed themselves
of, gave them the necessary flexibility to enter these markets as their own
interests dictated and in accordance with the institutional and economic
structure of each.

More recently, however, companies have internationalized much more
often by means of a full takeover of foreign companies, whereas there have
been fewer partnerships (joint ventures and alliances), concessions and partial
acquisitions. The value of full takeovers as a percentage of the total amount
invested overseas increased from only 8.4% to 23.6%, in the period 2002 to
2006. This is due to each company’s own learning process, rendering it better
able to use more sophisticated methods of entry as it acquired international ex-
perience. Thus, an improvement in know-how, together with the consolidation
of Spanish companies overseas, stimulated a change in the profile of Spanish
investments, formerly dominated by partnerships and mergers, and now tend-
ing more towards the full acquisition of other companies.

When we look at changes in the way the external markets were ap-
proached, we see that Spanish investments also changed radically in terms
of their geographical direction. As chart 4 shows, in the transition from the
1990s to the 2000s, the Spanish FDI took on a new physical direction, mi-
grating from the region of Latin America first to Europe and then to North
America (mainly the United States). Up to 2000, more than 45% of Spanish
FDI each year was destined primarily to Latin America and on many occa-
sions was substantially higher than the amounts invested in the European
continent. Between 1996 and 1999, the percentage of investments directed
to Latin America went up from 48.8% to 63.7%, while in the major Euro-
pean Union countries (EU-15) the amount fell from 31.5% to 28.4%. Once
the first decade of the 21 century had begun, the EU-15 region started
receiving the greater part of Spanish investments, reaching 80.4% in 2000,
while Latin America’s share fell drastically (from 46.3% in 2000 to 13% in
the last year for which data are available). In more recent years the EU-15
region has lost a considerable amount of ground to North America, whose
share of Spain’s FDI more than tripled between 2006 and the last year for
which data are available.
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CHART 4
Spain: geographical distribution of Spanish FDI outflows (1996-2009, selected years)
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Source: Oliveira and Deos (2010).
Note: " Group of countries made up of Austria, Belgium, Denmark, Finland, France, Germany, Greece, Ireland, Italy, Luxembourg,
Netherlands, Portugal, Spain, Sweden and United Kingdom.

When we analyze the figures for FDI distribution by country, we can
see how Spanish investments shifted from Latin America to Europe and
North America. Using table 1 as a reference, it can be seen that between
1996 and 2000 Brazil and Argentina received at least 30% of Spanish FDI
flows, while their share in 1999 was 47.3%. But by 2001 the share of South
American countries had plummeted to a level of 5%. At the same time Eu-
ropean countries were gaining ground as recipients of Spanish investments.
The Netherlands, with 11.6% in 2002 and Germany, with 28.8% in the
same year, were particularly favored. After 2003, although they continued
to receive the major part of Spain’s FDI, the intra-regional split was altered,
and France and the United Kingdom became important markets for Spanish
companies to the detriment, principally, of Germany. The figures for 2004
to 2006 prove this: France and the United Kingdom together received be-
tween 30% and 70% in these years, while Germany’s share did not surpass
3%. In the last three years there has been a substantial re-directioning of
Spanish investment towards the United States, even though the EU contin-
ues to receive an important share.
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TABLE 1

Spanish FDI outflows: main destinations (1996-2009)

(In %)

United Kingdom  Netherlands France Germany  United States  Argentina Brazil Mexico

1995 0.4 3.9 -0.8 7.7 7.8 0.2 1.7 4.7
1996 0.7 1.4 1 2.5 11.5 18.7 141 13
1997 2.6 22.6 1.1 1 4.4 27.8 5.8 1.8
1998 5 6.6 2.7 9.7 5.2 2.8 33 3.1
1999 0.8 4 1.9 3.8 0.1 35.6 1.7 3
2000 2.5 6.2 4.1 -2.1 14.9 6.1 24.9 8.2
2001 1.9 24 4.4 4.6 3.7 0.9 4.1 4.4
2002 -5.2 11.6 2.5 18.8 5 15.2 -3.4 4.8
2003 14.9 5.4 3 21.2 6.1 3.9 5.4 -0.4
2004 38.5 8.4 7.7 24 2.1 2.6 1.5 13.2
2005 5.2 43 23.9 -1.9 7.7 10.1 4.1 4.1
2006 56.6 4.1 9.8 0.9 10.8 1.8 1.8 0.6
2007 32 18.2 2.1 53 12.6 1.1 3.5 4.1
2008 9.7 11.6 -4 0.4 21.4 8.5 19 9
2009 107.4 -39.7 -42.8 -14.7 212 41.7 47.1 33.1

Source: Estadisticas de Inversiones (Investment Statistics) (Spain, 2011).
Prepared by the authors.

If we consider the aspects of the way Spain’s FDI worked in transferring
resources overseas, we can see that they had a determining effect on the process
of internationalization of its corporations. High levels of investments and the
predominance of the services sector and of M&A operations, together with the
changes in the geographical spread, lead to the conclusion that international-
ization through FDI took on a position of major importance in the economic
and external policies of the country, as well as presenting a well defined pro-
file. Nevertheless, redirecting the method of access to foreign markets and the
changes in the geographical direction of the investments, point to the existence
of a certain amount of flexibility in the internationalization process, arising not
only from the companies’ own strategies but also as a result of the instruments
of public policy.

Considering the importance of the first of these aspects, the next subsec-
tion seeks to give details of the principal agents of Spain’s process of internation-
alization, making it possible to understand the foreign strategy of the country’s
principal corporations.
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2.1 Spain’s most internationalized corporations

Unctad’s World Investment Report 2011 highlights Telefénica, Repsol, Endesa,
Santander, BBVA, Iberdrola and the Ferrovial Group as the Spanish compa-
nies holding the largest volumes of assets overseas. Of these, Telefénica comes
12th in the world ranking of the largest non-financial transnational companies
(“INCs”) in terms of overseas assets. Apart from the non-financial TNCs, Unc-
tad’s report also ranks the top 50 financial TNCs in 2010 using the “geographi-
cal spread index”,? and this ranking includes two Spanish financial institutions:
Banco Santander, in 13" place; and the BBVA Group, placed 38®. Telefénica,
the most international of private Spanish companies, was founded in 1924. Its
principal activities include telecommunications services, such as mobile and fixed
phones, internet and television, which reach more than 47 million consumers.
With a presence in 25 countries, the corporation is a leading operator in Brazil,
Argentina, Chile and Peru, as well as in other Latin American countries. It also
has operations in the United Kingdom, Ireland, Germany, the Czech Republic
and Slovakia, among others. The group’s latest figures show a workforce of 251
thousand, of which about 86.3% were outside Spain. Of its revenue, 67.6% was
generated outside Spain. In terms of assets, 81.2% or US$140.9 billion was held
overseas. These figures indicate a company with a high level of international par-
ticipation in its operations.

The second non-financial company which features in Unctad’s ranking
is Repsol YPE. The company operates principally in the hydrocarbons sec-
tor, such as oil and natural gas. It was founded in 1927, with the State as
minority shareholder, as Compania Arrendataria del Monopolio de Petréleos,
S.A. — CAMPSA. In 1989 Repsol initiated its privatization process, which was
completed only in 1997.

The Repsol YPF group started its internationalization process with the pur-
chase of almost 98% of the Argentinian YPF S.A. and its merger with Gas Natu-
ral SDG in 1999 (UNCTAD, 2000). The group started operating in consumer
markets in countries such as Argentina, Venezuela and Brazil. Since 2005, Brazil
and North America have figured as the main locations for the group’s expansion
projects. With a presence in 30 countries, Repsol YPF was in 81* place in the
ranking of transnational companies, in 2010, in terms of overseas assets. Forty
percent of its total workforce was located overseas. Around 53% of its revenues
were generated from foreign operations. And in terms of total assets, 39.4% were
situated outside Spain.

3. The "geographical spread index” is calculated as the square root of the “internationalization index” (which is
obtained by dividing the total number of branches by the number of branches overseas) multiplied by the number of
host countries.
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The third non-financial company of particular relevance in international
terms, according to Unctad’s ranking, is Endesa. It was created in 1944 as an en-
ergy supply company. The Endesa group came into being in 1983, after various
mergers and takeovers, and its shares were offered for sale to the public for the
first time in 1988, thus reducing the government’s share. The company’s interna-
tionalization process dates from the start of the 1990s, when it acquired foreign
companies, mainly in Latin America.

The Santander financial group, founded in 1857, commenced by providing fi-
nance for trade between the port of Santander, the Iberian Peninsula and Latin America.
In 1947 its first international offices were opened in North America, Cuba, Argentina,
Mexico and Venezuela. Between 1950 and 1960 the bank began a series of acquisitions
of other Spanish institutions. In the 1970s and the 1980s, while internationalization
was proceeding in Europe, more banks were bought in Latin America. This interna-
tionalization process in Latin America gathered speed in the mid-1990s, especially in
Argentina, Brazil, Mexico, Colombia, Peru and Venezuela. In 1999, Santander and
Banco Central Hispano (BCH) joined forces in the first major banking merger of the
Euro zone. From 2003 onwards, the group’s internationalization efforts were directed
primarily towards Europe and the United States (GUILLEN, 2005).4

Details in the World Investment Report show that in 2010 Santander had a
presence in 34 countries, with 77.1% of its branches located overseas. The group
appears in 13™ place in the 2010 ranking of the 50 financial TNCs with the larg-
est “geographical spread index”.

The same ranking shows the BBVA financial services group in 38" position.
This latter group was also founded in Spain in the mid-19* century when Banco
Bilbao was formed. In 1988, when this bank merged with Banco Viscaya (cre-
ated in 1901), which in its turn had acquired one of the largest Spanish banking
institutions, Banco Catalano, four years earlier, BBV came into existence. BBV
merged with Banco Argentaria in 1999, creating BBVA.

The internationalization process of the group accelerated in the 1970s, with
new operations in America, Asia and Europe. In addition to this, the 1990s saw a
string of acquisitions, particularly in Latin America. By 2010 the group was op-
erating in 23 countries, with 60.9% of its branches based outside Spain. In short,
Spanish companies experienced internationalization in a way which gave rise to
a very large number of employees based outside Spain. Furthermore, it was the
private companies that took the lead in the transfer of direct investments outwards

4. While important adjustments to the Brazilian economy were going on during the 1990s, the Santander Group gained
entry to the Brazilian banking market by means of acquisitions and consolidated its position. In 1998 the Spanish
bank took over Banco Geral do Comércio and Banco Noroeste. Between 1998 and 2000 it acquired the Bozano and
Meridional banks. But the operation which established Santander as a force in the Brazilian banking market was the
purchase of Banespa in 2001.
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from Spain. Internationalization in Spain has embraced a strategy of absorbing
internal markets and taking advantage of the resources of energy of the countries
to which its investments have been channeled. Another characteristic of note has
been the growing participation of financial companies in the internationalization
process, indicating a new model of internationalization for Spanish companies.

BOX 1
Spanish FDI in the financial sector

Spanish banks have become international by means of domestic mergers and international
acquisitions. Although this is a recent process, the two biggest institutions in the country,
Santander and BBVA, were already among the largest, most strongly capitalized and most
profitable banks in Europe at the beginning of this century. At that time, the two largest Span-
ish banks were also numbered among the principal financial institutions in Latin America.

During the last five years, changes have been noted in the FDI model which the Spanish banks
perfected in the 1990s. First of all, they have been seeking banking services offering more
added value as a way of escaping the squeeze on profits that has taken place in the sector,
and which has also affected the investment banks. Secondly, these banks have also turned to
M&A operations in other parts of the world, not just in Latin America. Prominent among the
countries favored as primary destinations in this redirection of FDI flows by the Spanish banks
are the United States, in the case of BBVA, and Europe in the case of Santander.

The rise of these Spanish financial institutions has transformed the character of Spain’s
international thrust. The Spanish economy has taken on a new role in the global economy
and finances as a result of its FDI flows. It has not only taken advantage of the potential
profits of these investments, but is has also begun to exercise a new role in international
organizations, forums and negotiations. It is worth pointing out, too, that, since 1999, Spain
has served as a financial bridge between Europe and Latin America, through the creation
of Latibex — the only international exchange for dealings in the securities of Latin American
countries. This is a market which uses the Spanish Stock Exchange's platform for dealing and
payments as a means for Euro trading in quoted Latin American stocks.

Source: Garcia et al. (2007).

This expansion in Spanish direct investment started to accelerate in 2000,
when the FDI outflows surpassed investment inflows for the first time in history.
Spain’s position as a net investor stabilized as the decade went by. This achieve-
ment was possible, among other factors, because of the economic and financial
liberalization which took place during the second half of the 1980s and through
the 1990s, the entry into the European Union (successor to the European Com-
mon Market) and the adoption of the Euro as a single currency in 1999. These
institutional changes were propitious for the business environment, and Spanish
companies had the benefit of various government policies which favored their
internationalization strategies, on the one hand, and on the other hand, the cre-
ation of a corporate profile more inclined towards internationalization.
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In the following section we will analyze all these factors in an effort to un-
derstand, first of all, the more general structural features of the internationaliza-
tion process and, secondly, the relationship between these features and the prin-
cipal observed characteristics of Spanish investments.

3 THE INTERNATIONALIZATION PROCESS OF SPANISH COMPANIES AND THE
PRINCIPAL INCENTIVIZATION POLICIES

Between the 1950s and the middle of the 1980s, it is the process of Spain’s in-
corporation into the European Community that stands out as the catalyst for the
liberalization and opening up of the Spanish economy, which brought important
advances to the internationalization of its companies. The negotiations for ac-
cession lasted eight years, from 1977 to 1985, because of delays and obstacles,
including the recurrent internal crises between countries of the European Com-
munity. Among other things, it was feared that the inclusion of an economy of
the size of Spain’s could make the region’s problems even more acute. Added to
that, there were worries on the part of the other European Community countries
about competition from particular sectors of the Spanish economy. In spite of this,
Spain signed the treaty of accession to the European Community in 1985, and this
opened up another frontier for the country in its process of internationalization.

According to Herrera (2000), it was in 1987, soon after its accession to the
European Community that Spain was able to start gearing up its internationalization
process; unlike during the preceding period (1960-1986), when in his assessment the
transnationalization of Spanish companies was still at a very early stage. From that
moment on, Spain entered the second phase of its internationalization, which Herre-
ra (20006) characterizes as a growing and continuous process which lasted until 1997.

Along the same lines, Oliveira and Deos (2010) call attention to the fact
that, up to the beginning of the 1990s, a broad program of privatization took
place, which led to the formation through mergers and acquisitions of large pri-
vate companies, which looked overseas for opportunities to expand. In the words
of Avilés-Casco (2005, p.428, in our translation), “the process of privatization
brought into being large private companies which had previously been state-
owned, with access to a volume of resources which facilitated their expansion
into third country markets”. In other words, the privatization programs, which
led to the creation of large business corporations, created the foundation for the
strengthening of Spain’s internationalization.

Added to this, the international isolation and technological backward-
ness which were the legacy of Francisco Franco’s dictatorship meant that Spain’s
internationalization took place much later than that of the other developed
countries. As a result, during this period the country went through profound
transformations brought about by economic liberalization which, among other
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things, improved the level of competitiveness within the economy, both because
it was exposed to imports and because of the inflow of foreign investments.
These changes also assisted the outflow of FDI funds from the country, as a way
of supporting overseas competitiveness and of reducing Spain’s technological
differentiation in comparison with the more developed countries.

Externally, the internationalization of Spanish companies benefited most
of all from the process of economic liberalization which Latin America was go-
ing through between the end of the 1980s and the beginning of the following
decade. Dooley er al. (2003) put it concisely: during this period the countries
of Latin America rejoined the international economy through the opening up
of their capital accounts, in a process made legitimate by the multilateral bodies
(such as the International Monetary Fund) and consecrated by the Washington
Consensus. One of the most important premises underlying this process was the
need for a wide-ranging corporate reform in Latin America; and it was the FDI
being pumped into these economies — in particular from developed countries —
that had the capacity to reduce structural bottlenecks and to improve the relative
inefficiency of the state-owned industrial sector. In relation to the opening up of
the capital account, the inflow of FDI also assumed the important function of
counterbalancing possible deficits on current account (which would be boosted
by the increase in imports) (BELLUZZO and ALMEIDA, 2002).

Another factor was that Spain’s entry into the European Community
brought changes to the economic and commercial relationships between itself
and the other Community economies. The Peseta appreciated significantly in
value in relation to the other currencies in the region, as a result of its adherence
to the European Monetary System in 1989. This had negative repercussions on
Spanish exports and led in turn to a fall in the value of the currency. During the
period 1992 to 1995, the peseta was devalued constantly against the German
Mark, and between 1992 and 1994 against the US Dollar. This fall in the value
of the Peseta allowed deficits on current account and in the balance of payments’
to be rapidly reduced; and in its turn, this reduction made possible a greater out-
flow of Spanish investments. This also reflected the aligning of Spain’s economic
policy with the European Community’s internal policies. Integration led to the
synchronization of the Spanish economy with the growth cycles of the other
Community economies, as a result of greater interdependence. This integration
process also ended up pushing the Spanish economy one step forward in its in-
ternationalization process, with a change in the direction which its direct invest-
ments tended to follow, as compared to previous decades.

5. According to Spain’s Central Bank figures, between 1992 and 1996 the current account deficit fell from €13.1 billion
to €1.1 billion, and the trade deficit was cut from €17.8 billion to €12.2 billion.
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These more general features of the second phase of the internationalization
process gave rise to some of the characteristics of the Spanish FDI which were
pointed out in the previous section. The opening up of Latin America’s econo-
mies and the privatizations that were going on there, principally in the public
services sectors, the acceleration of regional integration and the increase of global
competition in the financial sector, all contributed to the fact that Spain’s invest-
ments in the Latin American region were concentrated on services, especially in
the 1990s.° This observation was also made by Herrera (2006), who says:

What was really noticeable was the importance which Latin America had ac-
quired as a destination for Spanish investments during the period from 1996 to
2000. Once the so-called “lost decade” of Latin America (the 1980s) was over, a
series of factors favorable to the entry of FDI came into play. Chief among these
factors were the opening up of a number of economies to the outside world, the
abundance and the low cost of labor, the availability of resources and of markets.
From the point of view of the Spanish company, the extraordinary spread of
privatizations in general, notably in telecommunications, public services and
financial services, together with the narrower culture gap in comparison with
other countries investing in the region [provided the motive for Spanish compa-
nies to enter these sectors of public services, telecommunications and finance].
(p-19, free translation).

From 1997 onwards, the flows of direct investments from Spain exceeded,
for the first time, the inward transfers the country was receiving. The country,
which had been a recipient of direct investments from overseas, thus became a
net exporter of capital. In this way the third phase of Spanish internationalization
began, reaching a peak in terms of investments made and consolidating the global
operations of its corporations (Herrera, 2006). This third phase is divided into
two separate stages. During the first stage (1998-2002), Spain’s FDI grew strong-
ly, with Latin America still as a focus but rapidly going into reverse. In the second
stage, from 2003 onwards, the country’s investments expanded impressively and
without interruption, still concentrated in the services sector (most notably in
financial services), but directed towards the markets of developed countries, both
the European Union and the United States. In the same way as during the previ-
ous period, these changes in the profile of Spain’s FDI were in response to the
internal and external situation.

Internally, the Spanish economy was refining the development of its indus-
try and its institutions, enabling companies to create new skills (technical, tech-
nological, administrative and so on) which would help them to internationalize.
This development succeeded in creating a series of intangible assets which were
fundamental for external competitiveness — as their international experience has

6. At the end of the 1990s, Spain became the second biggest investor in the region, only after the United States.
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shown. In other words, “empirical evidence confirms the existence of a statisti-
cally relevant relationship between the possession of knowledge-intensive assets

and the ability to make investments abroad”. (HERRERA, 2006, p.18).

On top of this, the Spanish economy and Spanish companies extended their
know-how on the basis of the lessons learnt during the earlier phase of interna-
tionalization. The most dynamic companies and financial institutions were to a
large extent the same companies which had already invested in Latin America. It
is undeniable that their experience in Latin America placed these national groups
in a privileged position which enabled them to continue the process of inter-
nationalization in new markets. Some Spanish transnationals, such as Ferrovial
and Prosegur, already enjoyed an established presence in Europe. Santander, Gas

Natural and Endesa also began to increase FDI volumes in the direction of the
European continent (ARAHUETES and HIRATUKA, 2007).

Finally, it is important to remember that whereas in the earlier period an
improvement in the balance on current account made FDI transfers possible,
in this second phase, as a result of the companies’ growing internationalization,
Spanish investments helped to contain the growing deficits on this account by
transferring profits from overseas. Thus the growth in the companies’ global
operations allowed remittances of profits to get steadily larger. Remittances and
profits have an important bearing on Spain’s current account, and if we analyze
the revenue figures we can see that the inwardly transferred resources during
recent years have grown significantly, at the same time as Spain’s FDI has also
undergone a period of strong growth. In the two-year period 2006-2007, for
example, Spain’s FDI assets grew 43% and 35% respectively, while resources
being paid into the revenue account increased by 50% and 22%. Between 2002
and 2007, both profit remittances and Spain’s FDI assets grew positively, and
there is a high level of correlation between these two variables, which reached
a ratio of 0.598.

When we consider the external scenario, we can see that a number of
factors contributed to the strengthening of Spain’s process of internation-
alization, and to the changes which occurred mainly in the geographical
distribution. The first of these factors was the access that Spanish companies
had to the capital markets under favorable conditions — low interest rates
and a high level of international liquidity — which allowed them to purchase
productive capacity and corporate assets; this was especially the case from
1999 onwards. Once the Euro had taken its place as the single currency,
there was a huge convergence of interest rates — towards the benchmark set
by Germany and France — which broadened the access of companies and
financial institutions of the whole region — including from Spain — to the
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Euro-based financial system. This allowed Spanish banks and companies to
raise larger amounts of funds in the European capital markets, at low rates
of interest.” The second factor was

the higher level of security available to international investors in the developing
economies, where the situation had become more stable (in monetary, macroeco-
nomic, political and institutional terms) as a side effect of the liberalizing reforms

which had been undertaken (OLIVEIRA and DEOS, 2010, p.54).®

The third factor was the increase in competitiveness in the region and in
Spain’s own markets, since

it began to be understood, rightly, that survival in the context of the European
Union called for a high capacity for competition and growth (...), which could only
be achieved through the establishment of large business groups [which were capable
of internationalization] (OLIVEIRA and DEOS, 2010, p.54).

Two other factors which also relate to the external sector, but in con-
nection with geo-economics, influenced the way that Spanish corporations
operated overseas. On the one hand, the economic crises which Argentina and
Brazil experienced at the end of the 1990s, following the Mexican crisis of
1994-1995, reduced the FDI flow to Latin American countries, as a result of
the uncertainty and high risk relating to their economies.” On the other hand,
the reinforcement of the regional integration process — with the introduction
of the Euro and the accession of more countries — signified for Spain, above
all, a process of opening-up to the outside world,' in particular to the other
member-states of the European Union. The strengthening of the European
Union and the shift of competition from the national to the regional arena
tended to increase the volume of Spanish investments and to direct them to
within the continent.

7. Theil (2011) corroborates this fact, when he says that “thanks to the Euro, loans and fund raising for countries such
as Spain, Ireland and Greece could suddenly be effected at rates of interest as low as those applying to the more stable
markets in the region, notably Germany” (p.37, Free translation).

8. It should be mentioned that this improvement in security had been under way in the emerging economies during the
earlier phase of Spain’s internationalization.

9. The terrorist attacks of September 2001 in the United States contributed to falls in investment flows to developed
economies, although to a lesser degree than in the case of the developing ones. Similarly, the drop in Spanish FDI
flows in 2009 was largely in response to the international financial crisis, which had reached its peak in 2008; and this
resulted in a lower rate of growth from 2001 onwards than had been observed in 1993-2000.

10. This opening-up process was characterized by an increase in Spain’s presence in the flows of foreign trade, i.e. in
the growth in the ratio of imports and exports to its Gross Domestic Product (GDP). In fact, in a period of 10 years,
Spain achieved a degree of trade penetration of 30%, equal to that of the other Community countries, with whom
it significantly increased its imports and exports. In addition, the country raised its level of economic specialization,
developing infrastructure sectors such as electricity, natural gas, oil, civil construction and telecommunications, as well
as the service industries such as financial services and tourism, by a repositioning of its production and quality levels,
and with the contribution made by foreign capital.
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Whatever importance internal reforms and transformations in the interna-
tional economy may have had, Spain’s internationalization process throughout
this whole period was undertaken as a result of strategies forged by Spanish com-
panies, including the smaller ones, and by the actions of the government.

All this is summarized by Herrera (2006), who identifies a series of steps
taken by those Spanish companies (both the larger ones and the small and
medium-sized companies) which were particularly successful in internation-
alization. Of these steps, the following are of particular importance: ) a high
level of investment in advertising, with the aim of creating established brands
in the international market;'' 77) a broadening of the companies’ ability to
innovate in terms of production and management, as well as to create intan-
gible assets; 7ii) the continuing training and qualification of the workforce;'
and 7v) prior knowledge of the markets where they were investing, acquired
through exporting to these markets.

Although we are fully convinced that the individual strategies — and, pos-
sibly, the joint strategies — of Spain’s corporations can partially explain their
success in internationalization, the aim of this paper is to highlight the central
role of the State in this success.”® In this respect, the Spanish government took
steps throughout the process of internationalization to define and to regulate
measures specifically intended to assist this process, with the aim of building up
Spain’s presence in the international arena, as the following subsection points out

(ERRO; GUILLEN and BOUZA, 2008).

3.1 Policies providing incentives for internationalization

The policies promoting internationalization take the form of a set of public policy
measures intended to facilitate and encourage the entry of national companies
into overseas markets. These measures represent ways of reducing the imperfec-
tions, asymmetries and barriers existing in the markets, which restrict the possi-
bilities for national companies — principally the small and medium-sized ones — to
operate overseas. The measures also contribute to the improvement of technical
skills and of the human resources of these companies. The public policies and the
incentives they offer also ensure that domestic companies are able to penetrate
specific markets and sectors of activity, and so they represent a commercial and
political strategy.

11. "Duran and Ubeda's paper (2003) shows that the creation of an internationally-renowned brand represents one of
the principal determining factors for the FDI of a Spanish exporting company”. (HERRERA, 2006, p.22).

12. According to Herrera (2006), who bases his conclusions on the results observed by Duran and Ubeda (2003), the
high level of skill of the workforce took on a central role for the companies that were looking to internationalize but
lacked an internationally established brand name.

13. For a discussion of the strategies of the internationalized Spanish companies, see Herrera (2006) and Duran and
Ubeda (2003). For the specific case of small and medium-sized companies, see Obesso and Saiz (1999).
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The set of measures which the public policy entails is made up of lines
of credit, subsidized interest rates, support services (consultancy, trade fairs,
forums) and courses for the improvement of staft training, among other things.
Seen from this angle, public policy takes on a central role for the companies
seeking to make investments overseas, bearing in mind the high risk of these
operations as well as the need for accurate information and for significant vol-
umes of resources.'*

These policies in support of internationalization can be described as either
horizontal or vertical. The horizontal policies are intended for companies of
whatever type, and can be summarized as commercial negotiations with other
countries or institutions, official lines of credit for exports, export credit insur-
ance, support for foreign direct investment, sources of information, training of
specialists, fiscal support and commercial promotion. The vertical policies, on the
other hand, are preferentially intended for small and medium-sized companies,
and consist of specific financial assistance, programs for stimulating internation-
alization, and the encouragement of exporting partnerships. In each category of
action we can see the basic combination of financial measures with commercial
promotion or stimulus to overseas operations.

The Spanish economy, specifically, had been diagnosed since the 1980s as
being in an unfavorable position in terms of international business. It was an
economy which had made little progress either in technological or in commercial
terms. At the same time, it was steadily losing its advantage in terms of salaries
and costs. From a political point of view, the transition from the dictatorship of
Francisco Franco, which continued until 1976, to a democratic regime, which in
1985 became a member of the European Community, made it quite clear that the
time had come for Spain to open up to foreign investment.

The keynote of the State’s discourse, therefore, and of its actions, was direct-
ed towards the need to export and to internationalize. This double objective was
to be based on two fundamental requirements: 7) that companies should take ac-
tion to become more competitive; and 77) that the State would introduce policies
to produce competitive conditions, to create a favorable business environment
and to provide a stimulus to internationalization.

14. It is useful, at this point, to draw attention to the two axes on which public policy for external stimulus is demar-
cated. On one side, public policy can minimize the so-called "market failures” which affect small and medium-sized
companies in particular. These failures are generally identified in the literature as barriers to entry into external markets
(information asymmetries and scarcity of financial resources, for example) which can turn into structural factors delay-
ing the international expansion of companies. In this view, the State must act in order to correct the existing failures.
On the other side, public policy must be present in the approach known as “the strategic trade policy theory”. The inser-
tion of companies overseas is seen, especially by developed countries, as a commercial strategy. It must therefore be
afforded state support to facilitate and reduce the costs of the financing required for this activity. The more traditional
way of furnishing such support is by means of subsidies for the execution of projects aimed at developing countries.
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In this context, the State’s actions in support of internationalization took
two forms: First, by adjusting the economic reforms which had taken place in the
country since the 1980s, in view of the difficulty of managing much of the coun-
try’s macroeconomic policies within the European Union framework."” On this
point, Oliveira and Deos (2010) found that the State promoted the reorganiza-
tion of various sectors in order to create large business groups with ample capacity
for raising finance.'® The authors also noted that maintaining a government share
in the companies which were privatized, even if only a minority one, was strategi-
cally important in giving impetus to their internationalization.

[The privatization program] did not take away the State’s ability to participate in
the decision-making of these large groups, in view of the prevalence of the so-called
“golden share”: in spite of a reduced shareholding in these companies, the State still
had the power to influence and even to veto decisions taken by their boards of direc-
tors — these being companies considered of strategic importance within the develop-
ment project being outlined at the time. This was the case in many of the big Spanish
companies in various sectors, such as Repsol, Endesa, Iberdrola, Gas Natural, Unién

Fenosa, Agbar, Telefénica and BBVA (OLIVEIRA and DEOS, 2010, p.51).

The second way in which the Spanish government acted was by providing
support for commercial operations and for projects carried out overseas. The prima-
ry aim of this support was to reduce the cost of direct investments in various mar-
kets. Measures were introduced for this purpose, which were intended to cover the
political risks of these operations, to set up partially public funds for direct invest-
ment and to facilitate credit (MENZANA, 2002). As well as security and financial

mechanisms, there were also institutional sources of information, as shown below.

3.1.1 Informational support, technical assistance and other guidance

The Spanish government provides assistance, especially through ICEX, by financ-
ing publications, periodicals, forums, seminars and trade fairs, as well as the in-
ternet portal for the network of economic and commercial offices representing
Spain overseas. The aim is to reduce as far as possible any information asymmetry
affecting Spanish companies and to support the expansion of the international-
ization process.

15. At this point it must be stressed that the internationalization strategy in itself also represented a device for respond-
ing to the limitations imposed on the conduct of its macroeconomic policy. In the words of Oliveira and Deos (2010,
p.55-56), “subjugated to a unique monetary policy which was in many ways incompatible with the internal dynamics
of setting and accelerating prices, Spain suddenly found itself placed in an even more competitive intraregional con-
text; and it is clear that this was another important factor affecting the strategies of the companies which were set on
internationalization. (...) It is therefore reasonable to conjecture that, at least to a certain degree, the impetus towards
internationalization experienced by the country’s large companies was also in response to a strategy for escaping the
limitations placed by the integration process on the independent management of the fundamental instruments of
economic policy”.

16. It must be stressed that the merger of BBV with Banco Central Hispano, for example, served to increase the capacity
of financing the large national groups, which were highly competitive and capable of internationalization.
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ICEX is a public entity belonging to the office of the Spanish Secretary of
State for Trade. It offers services to Spanish companies with the objective of de-
veloping and facilitating international protection for them. ICEX can offer these
services from its own financial, material and human resources. It operates in the
following areas: the planning and execution of trade promotion campaigns in for-
eign markets; the preparation and publication of information on Spanish products
offered for sale, and on international markets; assistance with technical training for
company staff and courses on foreign trade; and incentives for investment proj-
ects, industrial deployment, and business cooperation in foreign markets.

3.1.2 Fiscal and tax instruments

Tax deduction programs: corporate tax legislation which allows companies to
deduct, for tax purposes, 25% of the full amount of expenses actually incurred
in setting up branches or a permanent establishment overseas, in buying into or
acquiring foreign companies, in setting up offices directly related to the export of
goods and services, or in publicity overseas

3.1.3 Risk alleviation instruments

The government has two options available for providing insurance cover for the
internationalization process. The first, Compafia Espanola de Seguros de Crédito
a la Exportacién (Spanish Export Credit Insurance Company, or CESCE) cov-
ers four types of political risk which may affect direct investments overseas —
risks related to the ownership of property, failure to effect remittances, breach
of undertakings, and war or revolution in the country receiving the investment.
The second option is the Multilateral Investment Guarantee Agency (MIGA),
an agency linked to the World Bank which offers guarantees for investments and
loans to cover political risk, and helps developing countries to attract private in-
vestment. In order to enjoy the benefits of this policy, the company must belong
to one of the 22 industrial sectors admitted by the program, and it must make the
investment in one of the 139 developing countries which are members of MIGA.

3.1.4 Financing instruments

The Spanish government has a number of financial mechanisms at its disposal
to help stimulate Spanish entry into foreign markets through exports and FDI.
These resources are provided principally by the Instituto de Crédito Oficial
(ICO), by Compania Espafiola de Financiaciéon del Desarrollo (the Spanish De-
velopment Finance Company — COFIDES) and, to a lesser extent, by Instituto
Espafnol de Comércio Exterior (the Spanish Institute of Foreign Trade — ICEX).
These mechanisms are made available according to the degree of internationaliza-
tion of the companies.
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In the stage before internationalization, when analyses and studies are taking
place, the Viability Studies Credit Line (FEV) and the Support Plan for Invest-
ment Projects (PAPI) are offered. Both these facilities are intended for companies
setting out on their overseas journey. They cover part of the expenses incurred in
a project viability study and of the cost of establishing, enlarging or diversifying
Spanish corporations overseas.

Once the stage has been reached where Spanish direct investments are tak-
ing shape, the companies can count on other public financing programs. The
main programs can be separated into risk capital investment funds (FIEX and
FONPYME); credit programs for major overseas investments (PROINVEX);
credit lines for the internationalization of small and medium-sized companies
(LI);" lines of credit provided by COFIDES (FOMIN, BERD, BEI I, BEI I,
FINSER and Partenariado); private sector projects (CDE and JEV); and ICEX’s
Overseas Implementation Plan (PIE).

All these programs are aimed at financing part of the structural and advertis-
ing expenses connected with the establishment, expansion and consolidation of
branches or affiliates overseas. Some of the programs are available to companies
without any restriction on the destination country of their investments. Others,
such as the PIE, are not applicable to investment in the European Union. And
finally, some programs are intended for projects in specific sectors, such as infra-
structure, industry, agroindustry, mining, commerce and tourism.

3.1.5 International agreements

The government has at its disposal three main institutional mechanisms to facili-
tate the bureaucratic process of making an investment and of taxation. They are:

1) Double taxation treaties: agreements between Spain and 45 other countries in-
tended to avoid the double incidence of taxation on individuals or countries which
are resident in one or more countries. These agreements are applicable to income
tax payable by an individual or a company or to taxes on a company’s net assets.

2) A program for the conversion of debt into private investment: bilateral agreements
under which Spain cancels part of the debt owed to it by a debtor country in re-
turn for the latter’s agreement to use the resources thus liberated in projects which
may contribute to its economic and social development. The resources liberated by
the cancellation of the debt can thus be used to promote investment in the debtor
country. In the case of private debt, the debt to Spain is converted into a fund
which Spanish companies may use to make investments in the debtor country.

17.The European Union defines small and medium-sized companies as those which have less than 250 employees, a
balance sheet size of below €27 million and annual turnover not exceeding €40 million; and not more than 25% of
their capital can be held by other companies or groups.
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3) Agreements on encouragement and reciprocal protection of investments (AER-
PIs): bilateral treaties covering reciprocal investments which are intended to min-
imize political risk in the countries concerned by recognition of the obligations
and guarantees attaching to the investments each country makes in the other.
The objective is to maintain a stable environment, reducing political uncertainty
and encouraging foreign investment. Fifty-five countries are signatories to such
agreements. The principal measures stipulated under the treaties are: limitations
on expropriations carried out in cases of public utility or national interest, which
become subject to the payment of indemnities in convertible currency and in
amounts appropriate to the value of the investments; permission for income and
other payments related to the investments to be freely transferred;

4 FINAL CONSIDERATIONS

In spite of the difficulties we have highlighted in the promotion of public
policy to provide incentives for internationalization in Spain, the relative
success of the Spanish companies in this shift of emphasis overseas cannot
be denied. Small and medium-sized companies are the principal recipients
of the financial support intended to favor investment overseas. The mecha-
nisms most used are the PROINVEX and ICO’s Internationalization Line
of Credit.

As concerns the policies in support of internationalization, it appears
that the action taken by the public sector and by the private sector has been
complementary and not mutually exclusive, with the result that Spain has be-
come a major investor in the European continent. The services sector, includ-
ing telecommunications, financial services etc., has been one of the sectors to
which the highest volumes of foreign investments have been applied. In terms
of geographical distribution, a large part of Spanish investments was directed
first towards Latin America and in a second phase towards the United States
and Europe.

The internationalization of Spanish companies did not happen by
chance. There was a clear perception that, once the years of political and
economic isolation which the dictatorship of Francisco Franco had brought
were over, this process was not merely important but also necessary, so that
Spain could take its place, however tardily, in the international scene. To
this end, public policy was set in place and coordinated deliberately in order
to stimulate the internationalization of Spanish companies. These compa-
nies created coherent strategies for expansion, as can be seen by the way
that financial, security-related, informational and institutional mechanisms
were shaped.
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