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Multinational Corporations and Sovereignty
• Preliminary observations

– MNCs are important players in int’l economic affairs.  
Largest MNCs have worldwide operations and revenues 
greater than the GDP of all but about 20 nations (Table 
1)

– MNCs are also very important in int’l trade.  About 1/3 
of world trade is between subsidiaries of MNCs located 
in different countries - “intrafirm” trade.

– Sovereignty issue: sheer size of MNCs creates potential 
problems for national governments on a range of issues 
– location of production, jobs, technology and 
managerial expertise.  

– Tension arises because goals of MNCs may conflict 
with the goals of governments.
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Definitions and Trends
• Definitions

– Foreign direct investment (FDI) is ownership of 
productive assets by foreign residents for purposes of 
controlling uses of those assets.  Control distinguishes 
FDI from “portfolio investment” (bank loans or bond 
lending). 

– A multinational corporation (MNC) is a firm that owns 
and manages productive facilities in 3 or more 
countries. MNCs engage in FDI.

• Trends
– America’s leading firms are deeply involved in FDI.  

The largest U.S. companies are MNCs.
– The U.S. is by far the largest home country of MNCs as 

well as the largest host country to foreign MNCs (Figure 
1)



3

Economics of FDI
• Why do MNCs exist?

– Answer is not obvious since there are alternative ways 
to enter foreign markets (export goods from home or 
license production to a local firm) that are seemingly 
more efficient than FDI.

– Many factors involved - FDI theory is amorphous.
– Discuss 4 “levels”:

1. Product Level (Raymond Vernon)
– Product Cycle Theory

2. Firm Level (Richard Caves)
– MNCs just a special case of the theory of the firm
– Some firms possess intangible assets that have the 

characteristics of public goods.  Such valuable but 
difficult-to-price intangibles include brand names, 
managerial skills, and production techniques. 
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Economics of FDI (cont.)
2. Firm Level (cont.)

– Intangible assets are like public goods because once 
available, they can be had by anyone at no cost 
(nonexcluable). MNCs exist to control intangible assets 
that give them an edge over local producers.

– MNCs may also exist to limit the possibility of 
opportunism.  Firms that are very dependent on a single 
supplier for an input worry that the supplier could try to 
“hold-up” the firm. To avoid this possibility, the firm 
simply buys up the supplier and “internalizes” the 
transaction within the firm. (e.g., GM-Fisher Body). 

– Firm-level arguments useful in explaining why firms 
don’t license but not why they don’t export.
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Economics of FDI (cont.)
3. Home country level

– resource endowments
– tax policy
– transfer pricing: prices paid for goods exchanged 

between affiliates of an MNC.  MNCs manipulate 
transfer prices to transfer profits out of high tax 
countries to low tax countries and thereby avoid taxes.  
Manipulation is possible because intangible assets don't 
have a market price.

4. Host country level
– Tariffs and trade barriers
– Government investment policies
– Exchange rate policy
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Table 1: Largest Countries (ranked by GDP) and 
Largest MNCs (ranked by sales)
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Figure 3: FDI Inflows and Outflows, 1960-1997

FDI involves the control of businesses or property across national borders.
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Figure 1: Vertical Integration of a Multinational 
Car Company
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Figure 2: Transaction Costs and the Choice 
between Exporting, Licensing, and FDI
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