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Introduction:

Multinational corporations are omnipresent in the world economy. Markets are often dominated by them and their brands are strong in OECD countries as well as in remote developing economies. 

Naturally, MNEs are subject of many discussions. On the one hand, they are much sought: Countries pride themselves if their corporations grow into large multinational enterprises and join the largest in the world. Many countries strive to attract investments from these companies and other corporations strive to engage in alliances or transactions with them. On the other hand, they are often blamed to be the source of increasing pollution, perceived unfair distribution of wealth among developed and developing economies. 

The role of these MNE has been subject to extensive research over the past decades. Much public criticism has been directed at their day-to-day operations. However, these are not the most distinctive feature of multinationals, but simply come with size of a company. Internationality is characteristically for these corporations and with that comes the ability to shift resources between countries. These transfers may be structured differently, namely into vertical and horizontal investments, and take different directions, between developed countries or from developed to developing countries. In general, these investments are all categorized under foreign direct investments.

Incentives for FDI are clear: MNE aim to explore competitive advantages of the host economy such as low cost labor (Navaretti & Venables, 2004). As a consequence the local economy and the competitive environment change fundamentally. The extensive literature on FDI effects on domestic markets has identified three main channels of influence: Factor market effects, product market effects and linkage or spillover effects (Navaretti and Venables, 2004).

First, there are factor market effects. FDI has an impact on both the labor and capital market. Capital inflow changes, but the effects on the labor-market are more significant. Dependening on the skill-intensive of the labor, FDI creates upward pressure on wages and skims off most qualified labor from the market (Benfratello and Sembenelli, 2005).

Second, most FDIs are large enough to affect the quantity of goods purchased and sold in the product market. Consequently, competition increases and local firms might be crowded out of the market in the short-term. In the long term this might lead to an efficiency gain, as least efficient firms are crowded out (DeBacker and Sleuwagen, 2003). 

Third, there are spillover effects. Foreign presence causes knowledge transfers. These are categorized into technological and pecuniary externalities. The former include technology transfer, learning about markets, acquisition of labor skills and managerial structures (Navaretti and Venables, 2004), the latter include the backward linkage effects of improved supplier networks, through FDI investments, with other firms using those supply chains (Görg and Greenaway, 2001).
FDI are most beneficial for local economies when externalities in networks or clusters exist and have a pro-competitive effect on the market. Especially interesting is the knowledge diffusion. It is rational to assume that knowledge – at least to some extent – will be transferred from developed to developing country (Markusen and Venables, 1999). 

In the following the literature on host country effects of multinational presence is reviewed. Previously, extensive reviews have been produced (Goerg and Greenaway, 2001; Navaretti and Venables, 2004). Additionally, more recent publications, also including behavior of MNE during the current economic crisis are considered. 

The Role of MNEs in the Host Economy

Multinational enterprises
 occupy a key position in the world economy. They are responsible for 20% of American manufactured goods and 25% of European manufactured goods (Navaretti & Venables, 2004). Foreign direct investments from these multinational corporations have been one of the main factors driving the globalization onward (Gorg and Greenaway, 2001). 

When investing in developing countries, MNE often have advantages over domestic firms. Local enterprises enjoy less scale economies than large foreign players, do not commonly have the competitive power in the market and the power to influence domestic policy. In the short term MNEs force some local companies to exit the market. Thus, it is often perceived that their disadvantages consequence incumbent firms to suffer from MNE entry (De Backer and Sleuwaegen, 2003).

This public opinion invites for a discussion on the moral perception of MNEs. They are frequently regarded as a reason for misbalanced distribution of wealth in the world: They compete with incumbent national brands and are not attached to any national identity. Their ability to reallocate resources at relatively low costs in order to use the best country specific advantages is often perceived as opportunistic. They deluge domestic markets in small developing countries with standardized products and therein reduce the variety of products in the industry (Navaretti & Venables, 2004). These impressions are not based on solid economic research but rather on human emotion. 

Extensive research has been conducted on this topic and it has shown that the role of MNEs in the world economy is significantly more complex. MNEs and FDIs assist developing countries with integration in the world-economy; they bring advantages and disadvantages to their home country as well as to their host country. Their effects on economic growth and national wealth are ambiguous and cannot clearly be defined as significantly or positive in general (Navaretti & Venables, 2004; Markusen & Venables, 1999; Görg & Greenaway, 2001). 

Rational strategic thinking is the common basis for the corporate decision to become a multinational enterprise. First and foremost, MNEs are able to easily shift resources in order to use country specific advantages as they occur. This shift can be measured using the parameter of foreign direct investments in a country
. Although FDIs flow mostly towards advanced economies, the share of FDIs going to developing countries has been rising (Navaretti & Venables, 2004). The economic reasoning triggering this FDI flow is often simple: high wage locations become too costly and less developed economies offer more favorable labor markets with lower wages (Audretsch and Thurik, 2000).

Besides beneficial qualities of low wage labor markets, host economies might display different advantageous characteristics. Large populations and a growing markets may be explored as local production facilities are used as an important tool to create proximity to the consumer. This way, new markets are penetrated. This method is often preferred to exporting products directly or licensing local firms, when a multinational corporation aims to protect its firm specific advantages such as brand, marketing or technological advantages (Görg and Strobl, 2001).

Once a multinational enterprise has derived the strategic plan, based on these aforementioned advantages, to invest in a country the local economy will be profoundly affected. MNEs are usually able to penetrate these new markets because they have superior firm specific advantages such as new products or processes in new industries or marketing skills and organizational advantages in mature industries (Blomstroem and Koko 1998). In this aspect their subsidiaries often differ from local companies and therein affect both local firms and the composition of the economic environment.

These foreign investments from MNEs may take the form of a Greenfield investment, which creates a new subsidiary from scratch or a M&A, where a local company is acquired. The latter is more common (Navaretti and Venables, 2004).

Further, investments can be categorized into vertical foreign direct investments and horizontal direct investments, depending on the strategic purpose of the FDI. If a MNE invests in order to penetrate a new market, then a horizontal foreign direct investment (HFDI), which duplicates a subset of the MNE's activities will be done. If the MNE's strategy aims at reducing labor costs using the low cost labor available in the host country, a vertical foreign direct investment (VFDI), which moves a step of MNE´s production fully to the local economy, will be done (Navaretti and Venables, 2004).

First and foremost, FDI of any kind is an investment, which is a key determinant of economic growth, shaping the economic environment. As early as 1956 Robert Solow has already stretched the importance of this relationship in his famous Solow model. Nowadays, a significant part of investments, especially in underdeveloped countries has taken the form of FDIs (see table 1. in appendix).  As developing countries often lack the resources to finance the investments necessary for economic growth, FDIs often take on this role. 

In the following section the theory surrounding the effect of FDIs on local host economies will be summarized on greater detail. Hereby, I will subcategorize into effects on the local firms and the composition effects of MNE in host economies. The former focuses on the externalities of MNEs and the later compares the composition of MNEs to the composition of national firms and whether they differ. 

Effects on Local Firms: Externalities

Theoretically, a mutually beneficial relationship between MNE and host country is possible: the country benefits from the firm specific advantages and externalities resulting from MNE presence and the MNE benefits from the country specific advantages. However, MNEs might have an incentive not to confer their firm specific advantages to competitors, regardless of their position in underdeveloped countries, as this lessens the value of these firm specific advantages. Accordingly, it is rational for MNEs to attempt complete internalization of their advantageous qualities (Blomstroem & Kokko, 1998). 

While this may be a rational attempt, it is not feasible to fully internalize their advantageous qualities, as integration to the local economy - at least partly - is necessary in order for any economic enterprise to be efficient (Riahi-Belkaoui, 1998). These linkages, formed through integration, allow for linkage or spillover effects that, as far as theoretical framework points out, embody positive consequences of FDI on host country economies. An increase in productivity of local national enterprises due to unintentional positive externalities from MNEs occurs. The direct interaction between local company and MNE has been subject to extensive research, which provides a thorough theoretical framework as well as some, albeit inconclusive, empirical findings (Blomstroem & Kokko, 1988; Spencer, 2008; Altmonte & Pennings, 2008; Lowe & Kenney, 1999; Markusen & Venables, 1999; Rodriguez-Clare, 1996; Navaretti & Venables, 2004). Navaretti and Venables (2004) have subcategorized these external effects of foreign presence into technological externalities, market transactions, pecuniary externalities and  pro-competitive effects.

Technological Externalities

Firstly, local firm’s productivity gain through direct or indirect access to knowledge embedded within the MNE is labeled technological externality. This knowledge often takes the form of managerial skills, marketing skills or product, process, and distribution technology (Blomstroem and Koko, 1998). These technological externalities are often tolerated by multinational companies, as there are no alternatives to make use of their technologies in new markets. Incomplete contracts lead to an imperfect market for technologies and high transaction costs. Technological sales to existing companies in potential markets are, thus, complex and less profitable than applying firm specific knowledge through FDIs. In summary, selling technologies is, therefore, often inefficient and thus not to be preferred to FDIs as a medium of knowledge transfer to new production plants or markets (Sleuwagen, 2003). 

On the other hand, from the local perspective high transaction costs imply that acquisition of new technology on the market is not uncomplicated. Therefore, incumbent firms are frequently forced to reverse engineer the technologies from MNEs. This emphasizes the importance of FDIs as vehicles of knowledge transfer.

It is obvious that the knowledge transferred through these networks is valuable. It can be transferred either horizontally, between companies in the same industry, or vertically, between MNE and distributor/supplier. When talking about these spillover effects it is important to keep in mind that knowledge is stored on an individual level. For industry analysis this entails knowledge storage in a company’s work force. This stands in contradiction to information, which may be accumulated and is transferred more easily. The distinctive feature is that knowledge consists of ideas which result of direct human contact and are difficult to store, as they are subjective, inexplicit and often vague (Thurik, 2000). In essence, creativity is the commodity behind knowledge that can only be stored in human individuals and exchanged through human contact. As workers are restrained and at least partly - through employment contracts - tied to a firm, they are unable to move absolutely freely between firms and contact between workers from different firms is limited. These restraints can, therefore, be seen as restraints in knowledge diffusion and cause knowledge transfer to be a slow process. The process of knowledge spillover has to be seen as long-term effect (Enisan Akinlo, 2004). 

While the effects are long term, the speed and amount of knowledge that is transferred ultimately depend on the strength of interaction and the type of knowledge; it has three important characteristics: complexity, specificity and tacitness (Reed & DeFillippi, 1990). Based on these characteristics knowledge can be distinct between tacit and codified knowledge (Kogut and Zander 1995), where the latter is non-complex, non-specific and non-tacit knowledge. Generally, manufacturing knowledge is more codified and managerial and marketing skills are more tacit knowledge. (See Appendix, Table 2. Examples of Tacit and Codified Knowledge) 

The more tacit knowledge is, the deeper it is embedded within the MNE. For spillover dynamics this implies, that closest cooperation with MNEs is necessary in order for spillover effects of tacit knowledge to be present. Codified knowledge on the other hand is easily transferred and direct contact between the MNE and local firm is not even necessary. Spencer has identified five channels through which knowledge can be transferred between companies (Spencer, 2008). Each of these channels transmits knowledge of different complexity.

The first channel remits the most codified and least tacit knowledge: copy through observation of the final products. This is possible even without contact. Therefore, no direct connection between the MNE and the local economy is necessary for this kind of knowledge to be transferred. Local entities may simply observe final products, technologies and strategies from the outside and copy the products (Blomstroem & Koko, 1998). However, companies in the host economy are only able to benefit from knowledge spillovers through observation if knowledge is not tacit and products are non-complex (Kogut and Zander, 1995).

Knowledge about more complex products may not be diffused through observation alone, as more detailed knowledge of the product is necessary in order to copy processes or production. Therefore, a link is crucial for more tacit knowledge to be transferred. The weakest link between MNE and local entity is the link through informal networks that represent an indirect link only. Integration of the MNE and especially its management in social and informal local networks is an important contribution to horizontal knowledge spillovers (Brown & McNaughton, 2002).

Stronger and more direct links are formed between MNE and supplier or distributor. These result in vertical knowledge spillover when the production of intermediate products allows reverse engineering of some kind of process or technique (Ring & Van de Ven, 1992). Additionally, MNE often apply high standards to their distribution and supplier networks. Local companies may be forced to comply with these and, consequently, gain efficiency (Navaretti and Venables, 2004).

Furthermore, stronger links are created when strategic alliances between local firms and multinationals are formed. These result in direct horizontal knowledge spillovers. Such joint ventures are especially indispensable for MNEs in developing countries, because local markets commonly inhibit informal rules and social contracts, which are unknown to the foreign MNEs, but well known to the local companies (London & Hart, 2004). In this case cooperation will be mutually beneficial; nevertheless, MNEs will attempt to protect their tacit knowledge. It cannot be done completely, as strategic alliances require close cooperation and, therein, offer the local partner insight into the MNE. Ultimately, this will allow the local company to imitate structure and organization of the MNE and, in that way, lead to horizontal knowledge spillover. Such joint ventures increase total factor productivity of the incumbent firms, clearly showing the effects of knowledge spillover (Spencer, 2008).

Lastly, the most tacit knowledge cannot be transferred between individuals. Therefore, diffusion of this kind of knowledge is only possible through employee transfer or direct intense contact. When an employee leaves the MNE to join a local company, that employee will function as a vehicle of knowledge transfer, as she possesses knowledge herself. The tacitness of the, in this way transferred, knowledge depends on the status of the employee within the MNE and thus the access she had to firm specific knowledge. Evidently, the most tacit knowledge is accumulated within the senior management. It can, therefore, be concluded that close contact between senior managers of MNEs and local firms, senior managers leaving MNEs and starting their own entrepreneurial enterprises or joining incumbent companies are the most important medium through which the most tacit knowledge is transferred from MNEs to the local economy (Spencer, 2008).

Market Transactions

MNEs have the option of opening wholly owned subsidies or contracting local companies in developing economies. The former has the disadvantage of higher initial costs and the later includes cost of market failures, such as hold-up problem, agency costs and dissipation of intangible assets (Markusen and Venables, 2004). If local and foreign firm showcase a technological proximity, which implies a balance of incentives and less asymmetry between the firms, then a contractual relationship is most likely to take place and to be mutually beneficial.

Once such a contract has been created, assets will be transferred between the entities. These can take the form of licensing agreements or an investment and resulting improvement for supply of inputs, assembly or marketing for the local firm. If a local entity is to carry out some performance for the MNE, it is in its interest to make direct investments in order for the processes top meet its global standard.

Pecuniary Externalities

Pecuniary externalities consist of investments in networks that are caused by multinational presence. They could take the form of a public investment or a direct investment made by the MNE herself (Navaretti & Venables, 2004). 

Public investments are provoked if they inherit economies of scale and would not be cost effective without the additional demand resulting from the presence of MNE. These investments include investments in education or infrastructure. 

Furthermore, through backward linkages, MNEs´ presence influences the supplier industry. Specifically, it increases demand for intermediate goods. Given that a basic infrastructure of intermediate goods producers is given, linkages with indigenous suppliers will be created. As a world class supplier infrastructure is often beneficial for MNEs, direct investments are made regularly. Consequently, the average costs in the supplier industry will decrease, which leads to an increase in profit margins. Better conditions in the industry might also attract new companies to the sector. Ultimately, this effect leads to higher profits and more employment in the supplier industry (Markusen & Venables, 1999). 

In addition, the changes in the supplier industry lead to a denser competitive environment in the domestic intermediate goods industry. Subsequently, the price of intermediate products will decrease, which leads to lower input prices for final goods producing firms. In this way multinational companies might not just attract companies to the intermediate goods market through their presence, but indirectly, they create better conditions for final good producing firms in the local market and, therefore, attract companies to this industry – their own competition. This process is known as ‘crowding in’.

Pro-competitive Effects

MNEs are more often than not large corporations and their great size allows them to profit from scale economies. As a result, both of the magnitude of their operations and their firm specific advantages, the appearance of MNEs´ affiliates in host countries has a significant impact on the local national competitive environment (Aitken and Harrison, 1999).  Specifically, the investments done from within the domestic economy are heavily affected by FDIs and multinational presence. These domestic investments are usually diverse, which fosters new business foundation and entrepreneurship. This has proven to be a carrier of innovation and economic growth (Audretsch & Thurik, 2004). Therefore, it is important to look at the effects FDI has on domestically originated investment separately from the effect FDI has on total investment.

In depth research on this topic had previously been conducted through Markusen and Venables (Markusen & Venables, 1999). They investigated the effects of multinational companies on the development of domestic firms in the host country using a simple model, which was created to explain these effects and clarify the relevant correlations. This model shows that multinationals can have positive effects on the development of indigenous firms, through the creation of linkages with indigenous suppliers, as aforementioned. However, the multinationals can also have negative ‘crowding out’ effects on the domestic firms. Their investments replace domestic investments and therein hinder potential local business activity.

This effect is the competition effect. Entrance of MNEs changes the local competitive environment. Fiercer competition on the product market forces local firms to cut their production. They are not using their production capacity as efficiently anymore and as a result unit costs will increase, which leads to smaller profit margins. This process might force some local incumbent firms to exit the market. This negative effect of FDIs is known under the synonym ‘crowding out’. In essence, it is a reduction on the number of firms in the market. This effect is also supported by the fact that MNEs are often able to offer wages higher than market average wages. Consequently, potential entrepreneurs are often pulled into wage employment. These effects on the labor market are discussed in greater detail in the paragraph concerning factor markets. 

However, it is necessary to mention that other research suggests that this is a short-term effect only (Aitken and Harrison, 1999). The companies driven out of the market in this manner are the least efficient ones and their absence leads to a more efficiently working market (Spencer, 2008, Koen de Backer, Leo Sleuwaegen, 2003). Therefore, the crowding out of incumbent firms also has a positive effect: In the long run the local industry becomes a more efficient construct and total welfare will increase within the host country (Spencer, 2008, Koen de Backer, Leo Sleuwaegen, 2003). This efficiency gain, which is also based on learning effects, and the network and linkage effects, allows foreign presence to foster growth in domestic performance regardless of negative crowding out effects. 

Empirical Findings:

It is now clear that the theoretical framework describes ambiguous effects of foreign presence, at least in the short run, where negative crowding out effects stand against positive externalities. Regardless, theory predicts that crowding out should lead to a cleansing of less efficient firms and foreign presence would, thus, have a positive impact on performance of local firms. 

However, empirical literature does not provide sufficient evidence to support this theory. Gorg and Greenaway (2001) summarized some of the most important empirical studies, stating their methodology and result. Table 3. (See Appendix) is taken from this paper and summarizes these findings. At first glance, it appears that more studies show positive effects of foreign presence. However, most of these studies use cross sectional data rather than panel analysis. The latter method has been found to be more accurate and the former is likely to give biased results (Görg and Strobl, 2002) and, therefore, we cannot draw a clear conclusion from these results. In fact, all but one publications using panel analysis find only mixed or statistically insignificant results.

In more recent research, Altomonte and Colantone (2008) have used panel analysis and found empirical evidence for the existence of productivity spillovers in Romania.

However, methodology for this kind of research remains a topic of many discussions: Alfaro and Rodriguez-Claire (2003) criticize methodology in previous empirical studies. They have found that the measure for linkage potential used by previous studies, namely domestic sourcing coefficient, does not provide results as robust as those that rely on their theoretically derived indicator. They find support for the existence of backward linkages in Brazil, Chile and Venezuela.

Both theory and empirical evidence are not coherent, but rather ambiguous. Researchers have found some explanations for these discrepancies: There are many factors involved, which are not easily controlled for. Namely, these are technological and geographical proximity between firms, the extent of vertical linkages, the intensity of the competitive environment (Görg and Greenaway, 2001) and regional disparities (Altomonte & Colantone, 2008). In summation these factors can be identified as absorptive capacity, the potential to receive and benefit from external effects (Blomstroem et al., 2001). 

Developing countries often lack the technical skill necessary to put knowledge from potential spillovers to use. If the local firms and labor force are not developed and educated enough to comprehend the modern technologies, they cannot put the knowledge to use in the economy.  Availability of relevant knowledge is essential in order to absorb technological externalities. Knowledge is relevant, if it has vast intersection with the knowledge that can potentially be transferred from the MNE (Zarah & George, 2002; Wells & Wint, 2000). 

Secondly, as previously mentioned, knowledge is stored in individual workers and modern technologies can only be transferred through direct contact. Therefore, a geographical proximity between MNE´s subsidy and local industry is also necessary for externalities to arise. Thirdly, vertical linkages, especially to upstream local suppliers, support spillover dynamics. As suppliers are not direct competitors to the MNE, the MNE has little incentive to prevent externalities. Contrary, it will benefit from stronger suppliers. Lastly, the density of competition and multinational presence in the local market impact the extent to which FDI affects local companies. Spillover effects are especially strong in markets with no previous foreign presence. This implies that there is an ideal level of MNE presence; an equilibrium where MNE presence is most beneficial. This is regulated by demand and supply, which are determined through spillover channel creation and absorptive capacity (Altomonte and Pennings, 2009)

Theoretically, MNE-presence level below this equilibrium imply that the marginal potential benefits from additional MNE presence are higher than the marginal costs of attracting FDI. Foreign presence above equilibrium suggests that TFP (total factor productivity) of a country would be reduced by additional foreign presence. The negative crowding out effects offset the positive crowding in and linkage effects. Thus, we can conclude that the number of MNEs already present in the local economy has significant impact in the extent to which benefit of linkage effects exceed negative crowding out effects.

These factors lead to an uncertainty in the robustness of the empirical findings. In short, the lack of robust statistical evidence supporting positive externalities does not mean that there are no positive effects. It may be concluded though that methodology and available data are not sufficient in capturing these effects.  

Composition Effects in Host Economies

Previously, the literature concerning the effects of MNE presence on the local firms has been summarized. In order to get a thorough overview on host economy effects it is necessary to research composition effects of the local industry in addition. 

While these are difficult to analyze, as a counter-factual is not easily established, differences between MNE and local firm performance and behavior are still subjects of relevance. Previous research has shown that MNEs are better performers and that they behave differently on the factor markets. In the following section this will be summarized.

Factor Markets

Literature has paid detailed attention to the effects of MNEs on the labor market (de Backer and Sleuwaegen, 2003; Griffith and Simpson, 2001; Lipsey, 2002). A point of central interest is weather MNEs employ the most skilled workers, skimming them off the market and weather they pay, on average, higher wages when competing for these skilled workers than national firms. 

Indeed, robust empirical evidence exists that implies that MNEs pay higher wages by 6-26 % (Griffith and Simpson, 2001). This is not taking control variables, such as greater firm size, into consideration, but even after controlling there is still a wage gap, even though a less significant one (Navaretti & Venables, 2004). We may, thus, conclude that MNEs offer better paid employment opportunities when compared to national firms. 

Their ability to offer higher wages and additional benefits allow MNEs to compete for the most skilled workers. In this way they skim off the most skilled part of the labor force from the labor-market. As a consequence, industry wages across that specific sector rise (Driffield, 1999). Eventually, this leads to a reduction in most skilled employment by local firms, as they regularly do not have the same possibilities as multinationals when it comes to offering high wages and additional benefits. Additionally, these higher wages also create a higher entry threshold to the market, as potential domestic firms would have lower profit margins and would be required to pay according to high industry wage level.

The misbalance between national firms and MNEs when it comes to attraction of skilled workers is especially significant in developing countries (Blomstroem and Kokko, 2003; Görg et al.,    2002).

Similarly, MNE are better equipped to compete for capital goods. They will skim of part of the capital goods and, therein, force prices in the market to increase. As a result, significant foreign presence might lead to a substantial increase in the price of capital goods in the domestic sector, which creates another threshold for domestic investments (Driffield, 1999).

Besides these effects on the factor markets, MNEs differ in their exiting behavior when compared to national firms. As previously mentioned they are able to shift their resources at relatively low costs, which leads to popular believe that MNEs carry the threat of volatility. Foreign companies are expected to abandon local markets more easily when the economic environment becomes less appropriate for their operations or other better opportunities arise in a different country.

These different patterns of exit behavior of domestic and foreign firms have been subject to growing attention (Alvarez and Görg, 2005; Nernard and Sjoehol, 2003; Görg and Strobl, 2002). In the following, the connection of multinational firms to plant survival and exit in the context of a developing economy will be analyzed.

Global networks provide MNEs with the ability to relocate operating processes that cannot be matched by local domestic national producing firms. Multinational firms, therefore, are able to benefit more easily from factor price differences and supply conditions within their global production networks (Coucke, 2005). 

In contrast to this outline, it may also be argued that MNEs have a lesser incentive to exit the market, as investments in a foreign country involve substantial sunk costs, which are clearly higher than those required in order to set up a domestic plant (Bernard and Sjöholm, 2003). Additionally, research by Nernard and Sjoehol has shown that multinational plants have a dramatically lower failure probability than domestic plants in the same industry and region: the cumulative probability of exit for a period of 15 years is almost doubled for domestic plants (68%) compared to multinational plants (39%) (Nernard and Sjoehol, 2003). Additionally, this view has been supported by research on firm exit in the Irish economy during the recent economic crisis (Goerg et al., 2011). This research showed that multinationals are not more likely to exit the market than national corporations are. 

However, MNEs have clearly higher productivity and are significantly larger when compared to domestic plants. Both size and productivity have been identified as major factors reducing probability of exit. When Nernard and Sjoehol controlled for size and productivity, their corrected findings now showed that MNEs are 20 percent more likely to exit domestic market than domestic plants. These empirical results have been reinforced among others by studies on the Chilean economy in its recession in the 1990s (Alvarez and Görg, 2005) and when controlled with a number of firm and industry characteristics (Görg and Strobl, 2002).

Furthermore, MNEs may be sub-categorized into non-exporters and exporters. Exporters are less vulnerable to economic shocks in the local economy, as they are less reliant on the domestic market (Alvarez and Görg, 2005). Consequently, exporting MNEs might even absorb negative economic shocks to some extent: they would simply focus on foreign markets and their export activity and, therein, avoid exiting the local market, where a domestic oriented player might have been forced out. When making this distinction, it is, nevertheless, important to keep in mind that export orientation implies lesser linkage creation with local enterprises and as such reduces the spillover effects. While it can be said that locally oriented MNEs are more likely to exit the domestic market in times of recession than their national counterparts, their presence strengthens domestic plants, as previously highlighted, and therein improves survival rates among national plants during recessions (Görg, Holger and Strobl, 2003).

Additionally, the role of the subsidiary in the host economy in relationship to the global network of the MNE plays an important role in contributing to the degree to which they promote volatility or stability. If the investment in the host country is a substitute to other international subsidiaries, which is most commonly the case for horizontal foreign direct investments, volatility is promoted. Such an investment often takes the form of production plant that covers a step in production that is also simultaneously done in another plant in a different location. Clearly, during recessions in the local market production could then easily be shifted to another plant. Under these circumstances the subsidy of the MNE will be subject to higher volatility. 

Vertical investments, on the other hand, commonly support stability. Subsidiaries created through such investments cover a step in production, which is not covered by any another subsidiary, and the international operations of the MNE depend on this step. Under these circumstances, this process cannot be shifted to another location at low costs. Consequently, such a subsidiary will not be closed during a crisis, as this would disrupt global production. 

In summary, subsidiaries that are substitutes to international operations may be more volatile, but subsidiaries that complement other operations result in more stable output and labor (Navaretti & Venables, 2004).

In general, MNEs react fast to economic changes, but the degree to which they lay off employment or reduce output is smaller when compared to national companies (Navaretti & Venables, 2004). In this sense, foreign presence promotes economic stability to some extent. 

Productivity

This section focuses on the performance of the MNE in comparison to the national company. The intuitive assumption is that firm-specific economies of scale as well as intangible assets, superior investments in R & D and brand image allow multinationals to have an advantage over national firms in terms of technologies, market and management opportunities and, therein, make them the better performer.

In contrast to empirical studies on externalities, the empirical literature clearly confirms this effect (Griffith and Simpson, 2001; Görg and Strobl, 2002; Benfratello and Sembenelli, 2002): Labor productivity as well as TFP in MNEs is on average significantly higher than in domestic national firms. However, when controlled for size and firm specific advantages, foreign ownership alone has no more than a small positive effect on performance.
Conclusions

Summarizing, it can be stated that there are three main categories when analyzing the effects of foreign presence in developing countries. Spillover-externalities to local firms, product market and factor market changes.

Firstly, theory predicts different kind of linkage effects that strengthen the local firms. However, a review of the empirical literature has shown that these depend on the embeddedness of the MNE in local networks and clusters, the size of the technological gap and the relevance of the available knowledge as well as the kind of FDI. Furthermore, literature shows that MNEs employ the most skilled part of the labor force, pay higher wages and train their employees more. Similarly, MNEs skim of the best capital on the capital market, but this effect has a lesser impact when compared to the effects on the labor markets. Lastly, it has been found that internationality alone, even controlled for size and other firm specific factors, is indeed a factor that leads to higher productivity.

When comparing developed to developing countries, it needs to be said that positive effects of foreign presence in developing economies is weaker. This is due to the lower absorptive capacity, the gap between the MNEs and local economy is regularly too large to absorb much knowledge and the structure of the investment, most investments towards developing economies are VFDI (Goerg and Greenaway, 2001). These exhibit less potential for knowledge diffusion through externalities, as they are not as embedded in local networks. 

Knowledge is a factor of central importance in modern contemporary economies; it promotes economic growth and improves competitiveness in the global market (Audretsch and Thurik, 2004). This increased role of knowledge and rendered new and small businesses more fertile, as they diffuse knowledge through spillover effects (Grossmann and Helpmann, 1991). Consequently, entrepreneurial capital, the capacity to engage in entrepreneurial activity, plays an important role in modern economies and the preservation of their economic wealth and competitive knowledge based advantages.

Opposing, one might argue that the contemporary world economy is so closely interlinked that knowledge can be transferred at low costs over great distance and, thus, this predisposition should not exist. However, as Thurik argues, knowledge is stored in workers and transferred via human contact. Therefore, proximity to the knowledge stored in educated workers from developed economies is supportive in diffusing knowledge from developed economies towards developing countries (Glass and Saggi, 1996). It is evident that without the knowledge intense activity present, entrepreneurship does not impact economic growth with its full potential, as role as an instrument towards commercialization of business ideas is most effective in these knowledge intense sectors (Audretsch and Thurik, 2000). 

Furthermore, the research on multinationals is extensive and not all could be taken account for in this essay. Many aspects had to be ignored: What impact does FDI have on a country’s terms of trade; do they carry capital out of the country? What influence does lobbyism have on the economic environment or for instance the tax laws? How does it change the social environment?  The available literature indicates positive effects of multinational presence. It did show that multinationals are more productive and also that more recent panel analysis does show some knowledge diffusion.

Lastly, multinational enterprises are not just the large global players, but also small companies that make use of two international locations. This could be a German engineer with a supplier in Morocco. However, the availability of data on firm level, specifically on such a small scale is not widely available and detailed research on these corporations is therefore very intricate and not included explicitly in this paper. 
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Table 2.  Examples of Activities Reflecting Codified versus Tacit Knowledge
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Source: Spencer, 2008

Table 3. Empirical studies on externalities.

	
	Author (s)
	Country
	Year
	Data
	Aggregation
	Result

	1
	Blomstroem and Persson (1983)
	Mexico
	1970
	CS
	Industry
	+

	2
	Blomstroem (1986)
	Mexico
	1970/1975
	CS
	Industry
	+

	3
	Blomstroem and Wolff (1994)
	Mexico
	1970/1975
	CS
	Industry
	+

	4
	Kokko (1994)
	Mexico
	1970
	CS
	Industry
	+

	5
	Kokko (1996)
	Mexico
	1970
	CS
	Industry
	+

	6
	Haddad and Harrison ( 1993)
	Marocco
	1985-89
	Panel
	Fm & Ind.
	?

	7
	Kokko et al. (1996)
	Uruguay
	1990
	CS
	Firm
	?

	8
	Blomstroem & Sjoeholm (1999)
	Indonesia
	1991
	CS
	Firm
	+

	9
	Sjoeholm (1999a)
	Indonesia
	1980-91
	CS
	Firm
	+

	10
	Sjoeholm (1999b)
	Indonesia
	1980-91
	CS
	Firm
	+

	11
	Chuang and Lin (1999)
	Taiwan
	1991
	Panel
	Firm
	+

	12
	Aitken and Harrison (1999)
	Venezuela
	1976-89
	Panel
	Firm
	-

	13
	Kathuria (2000)
	India
	1976-89
	CS
	Firm
	?

	14
	Kokko et al. (2001)
	Uruguay
	1988
	Panel
	Firm
	?

	15
	Kugler (2001)
	Colombia
	1974-98
	Panel
	Industry
	?


Source: Goerg and Greenaway (2001)

��
	Multinational enterprises will from now on be abbreviated as MNEs





�


	It would be better to measure with firm level data, but these are not easily available. To rely on data of FDI flows is a common procedure in economic research.









