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Anortanisa. Cmamms ananizye po3eumox meopii 6azamoHayioHaNbHUx NIONPUEMCING
(bHII) 6i0 nepwux nionepnux po6im C.Iaiimepa i 0o cyuacHux nioxXoo0i@ GUGYEHHS YuX
incmumyyii. Ocobuea yeaza npudiiaenvbCst NOKA3y 0OHIEL 3 00CTIOHUYbKUX WIKIL, WO BUBYAE
(pacmenmayito  MidCHAPOOHO20 8UPOOHUYMBEA MA 2N00ANbHI  NAHYIOJCKU  CMBOPEHHs
eapmocmi (I'JICB). B ybomy xonmexcmi po3ensoaromscs pizHi meopemuyHi nioxoou aHanizy
cyuacnux enobanvrux mepexc bBHII, 30xkpema  meopis mopeieni no 3adavam U
MAKPOEKOHOMIYHULL NIOXTIO OyiHKU eghexmie (hpaemenmayil.

B cmammi apeymenmogano, wo nousmms «MidcHapoone eupobruymeo BHII» ma
I JICB @3aemonog'szani, xoua i He momodicti. [H00i maki nousmms 6UKOPUCHOBYIOMbCS SIK
CUHOHIMU, @lle GOHU XAPAKMePU3yIomsy Cy4acHull npoyec iHmepHayionanizayii upooHuymed 3
pizHUx movox 30py. Posxpumo pizni munu opeaunizayii enooaivHux 1anyiodNCKie CHGOPeHHs.
eapmocmi, 30Kpema Npu 20PU3OHMANbHIN Ma 6epMUKAIbHIN inmezpayii eupoonuymea. B
MedHcax Mmaxux Mepesicesux cuchmem 0a2amoHAYIOHANbHUX NIONPUEMCIE ICHYIOMb CKIAOHT
iepapxiuni 6iOHOCUHU MIXIC OKpeMUMU YYACHUKAMU ma Jankamu. TexHonoeiyne noopionenHs.
supobHuymea na okpemi gppaemenmu sumaeac 6i0 bHII euxopucmanms ne minbKu 61ACHUX
AaKYIOHEepHO KOHMPOAbOSAHUX inianie, ane U 3a1y4eHHs OQUIOPUHE08020 GUPOOHUYMEBA
Qipm-napmmuepie.

KuarouoBi cioBa: 6aeamonayionanvmi RIONPUEMCMEA, (PpasMenmayis MidcHAPOOHO20
BUPOOHUYMEA, NPSIMI [HO3EMHI THBeCMUYIL, 2I0DATLHI IAHYIONCKU CINBOPEHHSL 8APMOCHII.

Abstract. This article analyzes a multinational enterprise (MNE) theories from the first
pioneering papers of S. Hymer and the modern approaches to studying these institutions. A
special focus is placed on the one of the research schools that studied the fragmentation of
international production and the global value chain (GVCs) creation. In this context, various
theoretical approaches to the study of modern global MNE networks are considered, the
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theory of trade in tasks and the macroeconomic approach to the evaluation of fragmentation
effects.

The paper argues that the concepts of MNEs international production and GVCs are
interlinked, although not equal. Sometimes they are used as synonyms, but they characterize
the contemporary process of internationalization from different perspectives. It shows the
various types of organization of global value chains, such as the horizontal and vertical
integration of production. Within such networking systems of multinational enterprises there
are complex hierarchical relationships between individual participants and links.
Technological slicing of production into separate fragments requires MNE to use not only
own equity- controlled affiliates, but also the offshore production of partner firms.

Key words: multinational enterprises, international production fragmentation, foreign
direct investment, global value chains.

Anvotanusi. Cmamvss  auanuzupyem — pazeumue  meopuil.  MHO2OHAYUOHATbHBLX
npeonpusmuti (MHII) om nepewix nuonepuvix padoom C.lailmepa u 00 COBPEMEHHbIX
HO0X0008 K usyueHuto smux uncmumymos. Ocoboe enumanue yoeusiemcss nokazy 0OHOU U3
UCcne008amenbCKux — WIKOJI,  KOMOpas — usyyaem — (pacMeHmayuro  MelcOYHAPOOHO20
npouzeoocmea u 2nodanvusie yenouku cozoarus cmoumocmu (I'LJCC). B smom xonmexcme
PAcCMampuearomcss paziuiHvle KOHYenyuu aHalu3d COBPEMEHHLIX 2l00AIbHBIX UYenoyex
MHII, 8 vacmuocmu, meopusi mop2o61u no 3a0a4am U MAKpOIKOHOMUYECKUL HOOX00 OYEeHKU
appexmos ppacmenmayuu.

B cmamve apeymenmupoeano, umo nouamue «medxncoyHapooHoe npouzeoocmeo MHII» u
TI'JCC e3aumoceszanvl, xoms u He modxcoecmeennvl. Hnoeoa maxue noHAmus UCHOJIb3YI0MCsL
KaK CUHOHUMbBL, HO OHU XAPAKmepuzyiom COBPEeMeHHblll Npoyecc UHMePHAYUOHANUZAYUU
MPOU3BOOCBA € PA3HLIX MoOYeKk 3peHus. Packpvimsl paziuunvie munvl opeanuzayuu
2NI00ANbHBIX  Yenouex CcOo30anus CMOUMOCHMU, 6 YACMHOCMU, HNpU 2OPUBOHMANLHOU U
6ePMUKANILHOU  UHmMezpayuu  npouseoocmed. B paumxax maxux cemesvix — cucmem
MHO2OHAYUOHANLHBIX NPEONPUATNULL CYUECMEYIOM  CIOJICHbIE UePAPXUHECKUe OMHOULCHUS]
MedHcOy OMOeNbHbIMU YUACHHUKAMU U 36eHbAMU. TexHono2uueckoe OeieHue npou3eo0cmed
Ha omoenvHvie paemenmul mpedyem om MHII ucnonv308anus He MoabKO COOCMBEHHbIX
AKYUOHEPHO KOHMPOIUPYEMbIX QUIUANos, HO U NpusiedeHus OQUIOPUHLOBbIX OUPM-
napmHepos.

KiroueBble €10Ba: MHOCOHAYUOHATbHBIE NPEONPUAMUS, (PPACMEHMAYUL MEeACOYHAPOOHO2O0
MpOU3BOOCMEA, NpIMble UHOCMPAHHbIE UHBECMUYUY, 2100ANbHble YEeNoUKU CO30AHUS
CHOUMOCTI.

Introduction

The latest two decades are marked by radical change in international production of
multinational enterprises (MNEs). This change pertains to organization of value creation and
forms for its control [1, p.225-226]. It covers production, institutional and organizational
structure of MNE organizing their production in form of global value chains (GVCs). The
process of value creation is splitting into the increasingly narrow functional phases, or
segments of international production of commodities and services. This change in the global
operation of MNE is referred to as fragmentation of international production in economic
literature [2, p.1978-1980]. This “clipping” of international production in MNE occurred first
in electronics, IT industry, electrical industry and car making. Later on, the fragmentation
spread on other manufacturing and services sectors: chemical and pharmaceutical industries,
mechanical engineering, business and financial services. Today, hundreds of thousands of
companies across the world are engaged in GVCs. Some of the countries could already feel
significant effects from fragmentation of international production. They could gain additional
advantages and expand their export capacities. Other countries have just started the rapid

154



Axmyanoni npooaemu MidicHapoonux gionocun. Bunyck 138. 2019.

connection to MNE production networks, still other face considerable problems related with
their engagement in this process.

Theoretical approaches review

Beginning with the pioneer papers of S.Hymer that actually initiated the study of FDI
and MNEs as a new special area of economic theory in 60-70s of the XX century, the issue of
direct control or specific assets of international firms was considered in various aspects [ 3 |.
S.Hymer was among the first to draw attention to the need of distinguishing between foreign
direct and portfolio investments, based on the criteria of direct control over foreign assets.
Such control is required for the company, engaged in international investment, primarily to
overcome the competition of other foreign enterprises and companies of the country, where
the capital is exported.

R.Vernon analyzed the emergence process of international firms and their networks of
enterprises through the study of new product introduction into the market and its life cycle.
He tried to prove the correlation between the evolution of cross-border exchange and
international production of commodities and the phases of their life [4, p.190-207]. The
product life-cycle model gave a scientific credence to the hypothesis that at the mature
product stage international firms carry out direct investments mainly in the industrialized
countries and organize the production of commodities in its affiliates for sale on local
markets. At the standardized product stage the cost-related motives lead to the search for a
new location of production — with lowest possible wages. The new direct investment flows
occur and the production is transferred to the developing countries with a current demand for
commodities in the bargain (newly industrialized countries). Oligopolistic competition loses
its force and the delocalization of production can be carried out not only in the form of direct
investment, but also through the sale of license or subcontract [5, p.255]. Further empirical
verification of the product life-cycle theory and study of the situation on the example of
individual industries (electronic, oil industry and others) revealed a specific models of the
strategy and features of investment by MNEs.

Within the frame of industrial organization theories the study of internal (intrafirm)
operations and transaction costs also contributed to better understanding of the nature of
international corporations. M. Casson, P. Buckley and R. Caves argued for the need of
analysis of the international production by MNEs through the study of the effectiveness of
transactions between the separate production units most insistently [6, p.32-66; 7]. An
important component of the theory is the introduction of the concept of markets
internalization (exchange), resulting in a reduction of “expenditures for business” —
transaction costs. The study of this issue has not still lost its relevance, especially in the
context of the development of international production fragmentation and intra-firm trade.

Macroeconomic view of the process of FDI export, whether in the interpretation of K.
Kojima and T. Ozawa, or in the context of the theory of capital-market imperfections of R.
Aliber, also expanded the idea of the possible causes of internationalization and motives of
firms to transfer production abroad. They attracted the attention of researchers to the nature of
monopolistic advantages of MNEs, such as ownership of patents and special knowledge, the
role of translation risks and exchange premium in determining of the capital flows directions,
as well as trading strategies of these firms and their impact on the host country [8; 9].

The previously mentioned areas of researches of the international production became
the basis of the formation of MNEs theory at an early stage of its development (60-80s of the
XX century). Subsequently, many of these ideas were reflected in the new methodological
approach to the study of capital internationalization reasons — the eclectic paradigm of J.
Dunning [10]. The name of J. Dunning concept by itself says that it combines some elements
of very different theoretical approaches to the study of MNEs. In this sense it is not a
completely new theory. The eclectic paradigm attempted to offer a general approach to the
study of reasons of international production growth by MNEs. The advantages of ownership,
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internalization and location became its key categories. In terms of these categories J. Dunning
studied why the firm is trying to retain full control over its assets abroad, why it does not
transmit them to other companies through licensing agreements, as well as what determines
the choice of affiliates location of international companies [ 11 ].

Although the eclectic paradigm does not give comprehensive answers to all the issues
related to the emergence of multinational enterprises and the features of their modern
practices, it gave systematic approaches to the study of many aspects of MNEs activities. In
80-90s of the XX century a large number of researchers studied the peculiarities of MNEs
foreign operations in reliance on this methodology. However, at the beginning of the XXI
century an increasing number of scientists began to use other research methodologies of
multinational enterprises.

The evidence of new approaches to the determination of MNEs’ essence became a
development of the network theory of the firm. Ch. Bartlett, S. Ghoshal among the first
offered to treat the international firm as a network of various structural units. The network
character determines the key difference between MNEs and national firms, and hence can be
considered as the distinguishing feature of such firms [12]. MNEs network theory focuses on
the fact that the greatest competitive advantage of these firms is creation of a complex system
of long-term relationships with private and independent enterprises. M. Forsgren, U. Holm, U.
Anderson consider the MNE affiliates to be the main source of its competitive advantage as
they build deep and lasting relationships with local business partners, and with the related
departments of the company. Special competitive assets of the firm can be created and saved
because of these particular relationships [13, p.802]. An important element of MNE network
structure are subcontracting suppliers linked to these firms through the non-equity control
mechanisms. Therefore, the network theory focuses also on the distribution of non-equity
forms of MNE operations in recent years. Namely this network of relationships is the main
asset of the company and creates a synergy of industrial, financial and marketing
effectiveness.

Another group of researchers (B. Kogut, U. Zander) consider the capability to
accumulate, create and transfer knowledge to be a key characteristic of MNE [14, p.625]. The
competitive advantages of MNEs are caused by features of their knowledge. This feature of
MNE knowledge prevents the possibility of its imitation by competitors. There are certain
characteristics of knowledge, such as uncertainty of cause-and-effect relationships,
complexity and lack of a formalized knowledge that makes it extremely difficult to copy these
specific assets. B. Kogut, A.Gupta, V. Govindarajan, N. Foss, U. Zander in their theory of the
firm, based on knowledge, justify that MNE is a social institution that creates knowledge and
organize its international transfer. They believe that the capability to create and transfer
knowledge within the corporation is a key competitive advantage of MNE [15, p.768-790].
The adherents of this approach consider the concept of ‘tacit’ or ‘embedded knowledge’.
MNE is an extremely effective mechanism for the transfer of such tacit knowledge as
compared to traditional external market mechanisms [16, p.340-345]. Tacit knowledge,
opposed to conventional knowledge in form of patents, licenses, drawings, documentation,
are a set of skills, practices and models of communication. They occur on the basis of long-
term relationships with partners — customers, suppliers, subcontractors and other actors of
MNE network.

Knowledge-based theory determines that the main feature of international firms is the
possibility of the tacit knowledge transfer, which cannot be successfully transmitted through
market mechanisms. The capability of the business units of company to assimilate knowledge
is a crucial parameter of the knowledge transfer process within the corporation. The affiliates
differ in their capability to implement innovations and this will significantly affect the nature
and extent of the knowledge transfer from other business units of MNE. As corporate
structure of MNE affects the process of knowledge creation and transfer Ch. Bartlett and S.
Ghoshal offer to consider MNE as ‘differentiated inter-organizational network. The business

156



Axmyanoni npooaemu MidicHapoonux gionocun. Bunyck 138. 2019.

units of MNE differ from each other, so these corporations can be defined as ‘differentiated
inter-organizational systems’. The key knowledge of MNE is created in its various branches
and then moves within integrated business units of the company. Knowledge-based theory
changes the traditional understanding of the role of affiliates in the innovation process.
Instead of wide-spread stereotyped belief that main company (parent company) dominates in
this process and subsidiaries play a secondary role, the theory, on the contrary, drew attention
to the high competence and potential of foreign units of MNE in the creation of knowledge
[17, p.803-805].

Although the earliest publications on these problems came out in 90s of the past
century, later on useful theoretical analysis of global value added chains was provided by
Antras, Garicano, Rossi-Hansberg [18, p.31-34]. Grossman and Rossi-Hansberg offered the
concept “trade in task”, to describe fragmenting of production functions, and constructed a
model of fragmented production, with each country taking on one function in production and
sales of a commodity. Some of the researchers also studied theoretical background of off-
shoring trade between countries with different factor endowment [19, p.793-794]. Another
important issue concerned distribution of advantages from fragmentation, especially between
industrially developed and developing countries [20, p.2-5].

Microeconomic approaches to studying GVCs involved analyses of patterns for
commodity exchange between GVCs participants, the architecture of relations between chief
flagman companies and subcontractors. It was shown that vertical integration determined
network flows of commodities in GVCs. These flows have various trajectories, the so called
upstream and downstream ones, and various impacts on value creation [21, p.3-6].

Issues of methodologies for studying GVCs, calculating the value added created
domestically and abroad have gained special importance. It is believed that the higher is the
measure of value added created abroad, the higher is the degree of the county’s engagement in
GVCs of MNE [22, p.2-7].

International production and GVCs

Fragmentation of international production triggers radical change in labor division at
corporate and national level. This segmentation of production process has resulted in global
value added chains (GVCs) of MNE. GVCs refer to production processes involved in value
creation, which are organized and controlled by MNE and entail international division of
tasks and work. Fragmentation of international production causes deep structural change in
the contemporary global trade. The increasing numbers of countries and firms start
specializing in selected phases, tasks or functions involved in value creation within GVCs,
which shapes their new specialization in the global economy.

Two types of architecture for process of international production fragmentation can be
distinguished by organizational model of MNEs. Vertically integrated MNEs tend to fragment
production of finished goods through by-phase processing of raw materials, semi-finished or
intermediate products. Examples of such vertically integrated value added chains can be
found in oil refinery, electronics and electrical engineering, where MNEs organize
international production system through successive technological operations [23, p.1-32].

Horizontally integrated MNEs and international firms with widely diversified
production lines tend to build another model for fragmentation architecture. These
sophisticated network systems have looser links to product processing technologies, with the
considerably higher role of participants’ specialization in functions involved in value creation
or their competencies and unique assets. In another case, fragmentation of international
production constitutes a more complex pattern of relations between networking enterprises,
the so called “multi-cell organization™ or “differentiated network”. They involve exchange of
components or services, which differs from supplies within vertically integrated production
lines.
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Although the fragmentation process is organized and controlled by MNEs, its
participants, apart from MNE affiliations, are subcontractor partners and market agents. Also,
non-equity participants of the fragmented process of value creation can build their own
subsystems for international production, meaning that they can also transform into MNE. This
results in building up the multi-tier architecture of production links engaging hundreds of
thousands of small or medium companies and suppliers. For example, fragmented production
systems at leading car making MNEs include 3 to 4 tiers of parts suppliers, each covering
great numbers of enterprises.

GVCs of flagman MNEs can often cooperate and work together to fulfill selected
functions or tasks. This is clearly manifested in the so called “strategic alliances”. Much more
often, a strategic alliance is set up by two leading MNEs, to address strategically important
issues, such as R&D, standardization or innovation. It entails building up very extensive and
sophisticated networks of production, R&D and distribution entities exchanging information,
competencies, services or products.

Various terms and concepts are used in economic literature to characterize
organizational, technological and spatial aspects of the complex international architecture for
MNEs production system: supply chains, outsourcing, off-shoring, global value chains,
production sharing, vertical integration, fragmented production. Although these terms refer to
global production networks, they put emphasis on essential features of value creation process,
labor division and networking of international production participants.

The concept of fragmented production provides for the most comprehensive
characteristic of the meaning of change in international production in MNEs: it covers
organization, technology and spatial dispersion of the production process. As mentioned
earlier, fragmentation of international production means physical split of the value creation
process into phases or segments. These fragments of production process are spatially
dispersed and located wherever the optimal combination of production factors occurs.
Sometimes the term “production sharing” constitutes its synonym, because it also emphasizes
that value (product) creation process is split into phases. Therefore, sometimes authors use it
to characterize technological change in contemporary MNEs.

Contrary to the above mentioned terms, the concepts of outsourcing and off-shoring
characterize ultimately different systems of international production. The key analytical
criterion for this characteristic is whether value added is created by enterprises controlled
through shareholding or by subcontractors who are MNE partners. Therefore, these categories
show external (relative to the corporate network of MNEs affiliations) mechanisms for value
creation process, originating from non-shareholding forms of relations between MNEs. In
most part of international production systems in MNEs, external subcontractor partners have
great significance as suppliers of parts, components or services. Sometimes their numbers
exceed the ones of controlled participants of fragmented production. The term “off-shoring”
emphasizes that external sources of value added cover enterprises located abroad.

The concepts of GVCs and supply chains are nearly equal by interpretation. In economic
literature, they are often used as synonyms to illustrate the form for organization of value
creation in production system of many MNEs. They characterize the organizational structure
of production at contemporary MNEs, where each phase of the chain uses the value created at
its previous phase and increase it to the extent depending on factor endowment of a country.

A large part of GVCs and supply chains is built by vertical integration of production
and technological process. Therefore, the term “vertical integration” shows technological
character of fragmentation and directions of networking flows within GVCs. It should be
noted that the term “vertical integration” is narrower than the concept GVCs or fragmentation
of production. Only part of fragmented international production systems and, respectively,
GVCs is built by vertical integration. The other part, which is rapidly growing, consists of
networking fragmented systems not linked to vertical integration.
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The term “fragmentation of production”, therefore, shows the essential meaning of
change in international production systems of MNEs. It is used in the current theoretical
literature devoted to foreign direct investment and MNEs. The term “global value chains” is
the most widespread in business literature, including UNCTAD studies. It characterizes three
main aspects of current MNEs operation: (i) global character of production activities involved
in value creation; (ii) spatial fragmentation of value creation into segments and tasks; (iii)
chain link of production process, from product development to product sales and after-sales
service.

The concepts of international production in MNEs and GVCs are, therefore,
interlinked, although not equal. Sometimes they are used as synonyms, but they characterize
the contemporary process of production internationalization from different perspectives. The
concept of international production in MNEs refers to the whole production system in a
flagman corporation. It underlines the character and scales of cross-firm relations linking
clusters of firms in larger global economic groups. The notion of “chain” reflects the vertical
sequence of events resulting in supply, consumption and technical services of products. Here
the emphasis is made on product approach. GVCs are very mobile and dynamic. Their
reconfiguration and relocation of selected production fragments to other countries occurs
along with the changing comparative advantages of countries.

Large diversified MNEs can have international production systems that cover several
value added chains. While some of them can feature large-scale fragmentation of production
processes, another can have far lesser one. By analogy, while some of the chains within
international production systems can have large spatial dispersion (can be of the global
scales), another can have far lesser one, covering a region or even neighboring countries.

Sometimes GVCs can have comprehensive character and cover selected fragments of
various international production systems. For example, when several flagman MNEs set up a
strategic alliance, their GVCs will overlap and have common participants. This can occur in
manufacturing of related products or various classes of the same products. For example, a
global producer of a certain type of parts can have own international production system and
gain the status of a flagman MNE in this niche. However, its GVC can be a supplier of parts
to international production systems of other MNEs manufacturing various brands of finished
products. But because the MNE supplying parts have no impact on the overall management of
GVCs in manufacturing MNEs, it does not coordinate the whole value creation process. In
this case, the MNE supplying parts constitutes a segment in a larger GVC, as it supplies
components for manufacturing of finished goods [24, p.2-4].

The largest global manufacturer of electronic components, MNE Foxconn, is the
principal subcontractor of MNE Apple. The major part of Apple output, such as iPhone, iPad,
is assembled in Foxconn factories. At the same time, GVCs of Foxconn integrate with
international production systems of other leading MNEs. Foxconn is the principle
subcontractor for manufacturing of cameras for Canon, games consoles for Sony, cell phones
for Motorola, motherboards for Intel and components for other MNEs (see Figure 1 below).
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Figure 1. International production system of MNE Foxconn

Three types of flagman MNEs are distinguished by operation strategy and
organization of global production networks. The first type is brand leaders (such as IBM,
Compaq or Dell), externalizing rapidly their international production systems through
including autonomous supplies. These MNEs build GVCs to reduce costs and differentiate
products. They organize and control the whole process of value creation, coordinate business
of numerous subcontractors and require high productivity and quality from them. The second
type is contracted producers (such as Foxconn, Solectron or Flextronics). They are global
leaders in manufacturing parts and components, and they build their own international
production systems and global chains of supply for servicing MNEs that are brand leaders.

International production of MNEs is, therefore, fragmented in organizational and
technical form of GVCs. Fragmented international production systems have sophisticated
institutional structures. Various entities engaged in GVCs can be distinguished by various
classification criteria. By stock ownership, GVCs include participants controlled by
shareholders, subcontractors and autonomous market agents. By value creation function,
GVCs include producers of intermediary or finished products and services, and firms with key
supplementary functions of sales, logistics or client services. This institutional structure of
GVCs puts strong emphasis on management, control and coordination of all the segments.
This control is exercised by flagman MNEs that are brand leaders acting as main organizers
and initiators of GVCs.
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Conclusions

Advantages from participation in network production of MNEs for host countries’
economies are essentially conditional on types of GVCs. Their heterogeneity results from not
only MNEs strategy, but from the subject of production process. A country participating in
global networks of mass-scale manufacturing of consumer goods (household electronics,
apparel or footwear) has an opportunity to increase employment and social standards or to
build export capacities. However, this type of fragmented production fails to offer significant
advantages in innovation.

Extracting sectors of the economy also generate far lower value added, especially
when domestic firms specialize on primary phases of processing oil and other mineral
resources. Practices of many countries engaged in agricultural chains of value added give
evidence of far lower advantages gained by producers of primary agricultural products
compared with phases of manufacturing, retail trade and marketing. Therefore, economic
policies in a major part of countries dependent on primary commodities seek for stimulating
additional processing of products in order to create higher value added.

Industrially developed countries are actively engaged in high tech product chains
requiring massive innovation, participation of research centers or laboratories, and high
performing R&D.
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