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1. Introduction

The aim of this paper is to explain Foreign Dirémtestment of German
enterprises. The theory of Foreign Direct Investmiglentifies a variety of
location-specific, strategic, financial, as welladker motives which firms have in
order to become multinationals.

We apply the above theoretical schemata to the casgerman enterprises
and we also consider the evolution of German FDa ihistorical context. The
main conclusion of the research findings is thaaticial, strategic and location
specific factors have been historically very infitial in the decision of these
firms to invest abroad. Thus both big businesses @NIEs invest mainly in
Europe, with the US as the second-best locatioiompt

However, nowadays, there is a limited but essetrgald that this may change.
We argue that although historically location spediactors have been the most
influential for FDI activity, in the current globahtion process German
enterprises tend to shape their investment strategybroader factors which
influence core developments in the internationahemy. Thus the emergence of
the BRIC (Brazil, Russia, India, China) emergingrkesés may change for ever
the character of German FDI. If however this dogsaccur, the German industry
may face, severe competitive pressures form iedarrivals over the next years.

2. Theories of Foreign Direct Investment

The development of the subject in the last fiftyangehas bequeathed us
with a plethora of theoretical explanations as r@gathe motives and
determinants of FDI. At the heart of most of thees lthe idea of market failure
(Casson 1987), be it structural or transactionalnfiing & Rugman 1985). We
may find it convenient to group the various thesrd FDI under the following
five approaches: The first one is the market powaeadigm, stemming from the
seminal work of Hymer (1960, published in 1976), iskh emphasises the
oligopolistic and proprietary advantages, such aengs of all kinds, including
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technology and product differentiation featuregtthrms try to exploit and/or
defend by undertaking FDI (Caves 1971, 1974, 1998yling & Sudgen 1987;
Dunning 1974, 1981, 1993; Knickerbocker 1973). Asntioned earlier, the
structural failure of oligopolistic competition &bme provides the uninational
firm with the motive to exploit its proprietary aaivtages abroad, by engaging in
international production and, thus, becoming mational.

The second approach that of internalisation extehdswork of Coase
(1937) on the nature of the firm and argues thmtpuch the same way that we
need firms to save on transactions costs, firmeMecmultinational to increase
efficiency. This is achieved by replacing externarkets through internalising
various functions. Firms which have already ownigrgitdvantages find it more
profitable to use such advantages them than, g&nske and/or franchise them to
foreign locations. Using the market entails brogerand contractual costs and is
fraught with information and opportunistic behavi@nd/or agency problems, in
addition to losing out on possible tax advantagéBus, by internalising
production abroad, various costs of using the maake avoided. Consequently,
the internalisation paradigm stresses that firnmssave on transactions costs and
raise efficiency (Buckley & Casson 1976; Rugman@98nder this approach, it
is the transactional failure of external marketsclhforces firms to engage in
FDI.

The above two approaches lead to diametrically sego welfare
implications of the activities of multinationals.n@ market power paradigm
implies that multinationals should be regulatedrtimimise the market failures
they cause and, thus, their operations should $modraged. On the other hand,
the internalisation paradigm contends that mulibmais are able to resolve
transactional failures and to raise efficiency aoohsequently, they should be
encouraged (Pitelis & Sudgen 1991). In an effofring together the two earlier
competing approaches and to provide a general exipben of FDI, in a series of
articles, Dunning (1977, 1979, 1981, 1988) has @sed and popularised his
‘eclectic theory' or OLI (Ownership, Location, Imtalisation) paradigm. The
theory synthesises various strands of economickitign such as industrial
organisation, trade, location as well as interaéii;m and claims that the
propensity of firms to engage in international prottbn is a function of
Ownership specific advantages, Locational advastaged Internalisation
opportunities. As proposed by Dunning, the basiet® of the 'eclectic theory' are
that a firm will undertake international productidin (a) it possesses certain
ownership advantages, which are exclusive or fipecgic proprietary rights,
such as patents; (b) it is more beneficial to tha to use such advantages itself
than lease them to foreign firms, i.e., it pays fin@ to internalise its activities
through international production and (c) it mustpbefitable for the firm to utilise
these advantages in conjunction with at least daeter inputs, including natural
resources, outside its home market, otherwise goreiarkets can be served by
exports. The 'eclectic theory' contends that alt&iof FDI can be explained by
reference to its conditions. However, the OLI pagay in its later versions, also
recognises that advantages due to ownership, éocaind internalisation may
change over time and accepts that if country-specifaracteristics are important
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determinants of FDI, it may be invalid to genemli®om one country's experience
to another.

In addition to the aforementioned approaches, suraey of theories of
international production, Cantwell (1991) has atkmntified another two, namely,
the competitive international industry approach atite macroeconomic
development approach. The former, echoing Knickekbos oligopolistic
reaction thesis, stresses that international ptamlu¢ends to be associated with
rivalry amongst multinationals, which helps sustdia process of technological
competition and development amongst them (Grahar8,1®@antwell 1989). The
latter approach emphasises macroeconomic consmesasuch as for example,
trade and tariffs, as in the case of the ProducieCyModel (Vernon 1966, 1979);
balance of payments issues (Hufbauer & Adler 19&88gign trade and its effect
on the development of the host country (Kozima }9w#o has put forward his
Japanese-type, trade-oriented FDI; and the invedtdevelopment cycle
(Dunning 1981, 1988), which contends that the |@¥@éhward and outward direct
investment of countries is a function of their oatl level of development.
However, as newly industrialised or industrialiscwuntries are now undertaking
outward FDI much earlier in their development, thamwas the case before,
Dunning's proposition may have to be qualified ntisamply to extrapolate from
one country's experience to another. The aboveadhieal schemata provide the
following motives for FDI inflow:

Financial motives

-Exchange rate differentials between the home astl ¢dountries currencies make
the investment preferable to the host country) (X

-Access to cheaper loan capital between home hoghtges, essential for
portfolio FDI (Xy)

Firm-strategic motives:

-First mover advantage ¢X

-The investment is a result of following a competifrom the domestic market
(oligopolistic reaction) (%)

-The investment is part of a cost-leadership reaqtXs)

-The investment is part of a product-differentiatgirategy (%)

-The investment is part of a cost-focus strategy (X

-The investment is part of differentiation-focusastgy (>¢)

-The investment is part of a geographical diveratfon strategy (¥

-Possession of better technology, compared toges of host country ()
-Superior entrepreneurial and managerial capaslittompared to enterprises of
host country (X,)

Home- and host-country specific motives:
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-High interest rates in native country render invesnt there unprofitable, so
investing in these countries is a way to enhanaecompetitiveness in western
markets (X>)

-Exploitation of host country’s land and/or naturdources (3g)

-Exploitation of host country’s infrastructure (X

-Exploitation of specific human capital in the irstiial sector of the enterprise in
host country (Xs)

-Level and character of demand conditions of hoahtry (Xi¢)

-The investment is the outcome of the desire taamrae trade barriers (tariffs,
guotas etc.) imposed by host country4X

From the above it is obvious that when firms dedio expand their activities
abroad they have a variety of motives. These manhgh from one industrial
sector to another, thus enterprises in the finhno@ustry may expand their
activities abroad for totally different reasons whmmpared to labour or capital
intensive enterprises. Furthermore, SMEs may expamibtally different reasons
when compared to big businesses. We know turn tianteon to the specific
evolution of German FDI across time.

3. The Historical Evolution of German FDI (1900-207).

The German economic development started in 18&t die re-unification
of the various German states and principalitiegilil914, Germany had become
the most heavily industrialized country in Europgdissing the UK, and was
second, if not equal, to the USA in terms of indastbase and technological
standards. The country in 1913 was producing tHé 80 global production of
dyes, the 30% of global production of pharmacelgjc26% of global production
of electrical goods, 27% of chemicals, 29% of maehy and 17% of internal
combustion enginésThe current section is divided between two mairigps.
The first one refers to the 1900-1945 period, wenman FDI was influenced by
political factors and from the economic doctrinetbé “Grossraumwirtschaft”
(=The Great Economic Zone). Under this doctrine,@erman companies should
primarily expand to areas which are rich in natueslources and raw materials.
Both were desperately needed, from the advancemh&eimdustry, which could
transform them to final industrial products of higghded value.

3a. The 1900-1945 Period

The exact amount of German FDI before 1914 is atillissue of debate
since different sources provide conflicting, and tgpa point contradictory,
information about the level of German foreign invesnts. According to one
source, in 1913 the total FDI of Britain was £793The total FDI of France was
£357 m. Germany was in the third place with tofal Falued at £230 m. Finally

' See: Fear Jeffrey: “German Capitalism” in the wodu Th. Mc Craw (ed.): “Creating Modern
Capitalism”, Harvard University Press 1997, pages-182.
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the total FDI of the US was just £139' i@ontrary to the above evidence Dunning
(1993) provides the following figures for 1914: Ttodal British FDI was $6,500
m. (44.6% of global FDI at the time). Total US Fdhs worth of $2,652 m.
(18.6% of the global FDI at the time). The Frenciswn the third place with total
FDI of $1,750 m. (just 12% of global FDI at the émnFinally, Germany was in
the fourth place with total FDI worth of $1,500 (just 10.3% of the global FDI
at the time). Another source provides the following estimafistal global FDI
in 1914 was $45.4 billion. From that amount Britased the biggest share (44%),
followed by France with 19.9%, Germany with 12.89% with 7.8% and Holland
with just 2.6%. Finally, according to one source, the geograptdestibution of
FDI from the main European economies, in 1914, asfollows: 47% of British
FDI was invested in various colonies, protectorates dominions of the Empire.
The US and Latin America have absorbed another fitapp and equal share
(20% each). Finally Europe had absorbed a modesbfostal British FDI. The
rest of the world had absorbed the remaining 7%.

French FDI was mainly European concentrated (61%)e French
colonies have absorbed just 9%. Latin America hebdbed 15% of French FDI.
Two semi-autonomous African states (Egypt and Séittica) had absorbed 7%.
The whole of Asian continent and the rest of theldvbad absorbed just 5% each.
Finally German FDI was predominantly European fecuas well. Thus 53% of
German FDI was in European countries. The US anth@a had absorbed the
16% of German investments. An equal share was labddoy Latin America.
Africa had absorbed 9% of total German FDI, whewsis. had just 5% of total
German FDI at the tim&.The end of the First World War in 1918 had perishe
German FDI across countries. All German foreigre@swere confiscated by the
Allies and most of them were sold in order to pdevcash which was desperately
needed for the reparations which Germany had td mi#ethe Versailles Treaty.

However during the interwar years (1919-1939) Gernmterprises
started gradually but steadily to re-appear asigarénvestors, in spite of the
volatile domestic economic environment (hyperinflatof 1923) as well as the
economic crisis due to the 1929 crash. Accordingne source the total global
FDI IN 1938 was $54,950 m. and was distributedblies: Great Britain had the
highest share (41.7%), followed by the US (21.2#9lland was in the third
place (8.7%) and France in the fourth (7%). Thib fiflace was occupied by Japan
(2.8%), the sixth by Soviet Russia (1.7%). Germasag seventh with just 1.3%
of total global FDI Although globally the presence of German multiowadils
was very weak in 1938-1939, this was not the casdhie countries of South-

' See: Charles P. Kindleberger: “A Financial HistofyWestern Europe”, London 1984, page 225.
" See: John H. Dunning: “Multinational Enterprisesl dhe Global Economy”, London 1993, page
117.

" See: D. Held & A. McGrew & D. Goldblatt & J. Peiwa: “Global Transformations. Politics,
Eonomics and Culture”, Polity Press, 1999, page 193

Y See: A. D. Edwards & G. W. L. Bearman: “BritainurBpe and the World 18148-1918",
Heinemann Educational Books, London 1971, pagd Bd.data for Germany and France refer to
1914, whereas for Britain refer to 1913.

V'See: D. Held & A. McGrew & D. Goldblatt & J. Petwa: “Global Transformations. Politics,
Economics and Culture”, Polity Press, 1999, padge 19
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Eastern and Eastern Europe. Germany had a stroeserme in Hungary,
Czechoslovakia, Austria (which were both annexeth&Third Reich), Greece,
Turkey, Bulgaria and Romanido illustrate, in 1938 the German investments in
Bulgaria, Roumania, Greece and Yugoslavia were $184. The French FDI
were $292.1 m. and the British were $571.4 m. Tavide just one example,
chrome production in Yugoslavia increased from 78,%ns in 1936, to 96,716
tons in 1937, to 103,197 tons in 1938. This immeinseease occurred due to
German FDI which increased from 1% of total FDLBB7 to 20%f total FDI in
1940. Just the steel industry “Krupp” invested in thierame industry of
Yugoslavia RM 500,000 alone. Furthermore, Kruppassociation with other
German industries such as the “Reichswerke Herrsoring” and the “Berlin &
Salzgitter” made immense investments in other nessuof the country, which
put under German control the “Jeserina” and the gd@lnrome” mines.
Furthermore, the “Deutsche Bank” in associationhwihe Austrian “Credit-
Anstalt Bank”, established the “Lozovac Mines”.dddition German and Swiss
enterprises established in 1936 the “Montania AGthie Zajaca territory. Other
German factories were made in the provinces of Ofrebrenica and Lisa, and
by 1940, almost the total Yugoslav production ofimony was under German
control.

During the Second World War (1939-1945) the devslept of German
FDI was immense especially in Europe. The earlyn@er victories (1939-1942)
resulted in the occupation of Western, South-Eadteirope as well as huge parts
of the USSR. The outcome was that German entegpfidlewed the armies and
controlled most of raw materials and resourceshef dccupied Europe. Pool
(1997) points out that Alfred Krupp acquired thestoedustries in Ukraine. (the
huge Molotov industrial complex, one of the biggstel industries in Europe
and also two of the most modern machine tools imghssin the world the Azova
and the llyitch factories). Any factory or its epgment which the Germans
believed to be old or outdated was simply destroysdo the mines of the
Ukraine were exploited. However, the fact that dgri943-1945 the war took a
reverse negative trend for Germany, affected baim@n FDI as well as German
industries in the homeland, which, had to cope wiik allied strategic air
offensive from British and US bombers. By 1945 GannrDI has seized to exist
and also this time the home country enterpriseddsidnost of their assets.

3b. The 1945-2007 Period

The first decade after the Second World War (19955) was a period of
revival for the German economy. The new West Gersatate has made its initial
economic recovery during the 1950-1955 period. TBM increased from DM
98 hillion in 1950 to 181 billion in 1955. Privagavings increased from DM 2
billion to DM 7 billion over the same period. Aly 1955 there was a surplus in
the trade balance (DM 25,7 billion of exports, D¥|2 billion of imports). By the

' See: P. N. Hehn: “A Low Dishonest Decade. The GRawers, Eastern Europe, and the
Economic Origins of World War 1l, 1930-1941", Camiium, London, 20002, pages 117, 278.
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1970s the (West) German economy was the seconeslairgthe capitalist world
and again it was the biggest economy in Europes Wais the period of the export
oriented “Wirtschaftswunder” (=economic miracleprReasons of comparison
the economy of the former East German state (GDd®)thve second largest in the
socialist block behind the USSRDuring this period (1955-1975) the revival of
German international business took place. Thus @emultinationals started to
operate abroad once again. However Europe was abeirmost preferable
location for foreign activities, just like the pasto illustrate, in 1977, total
German FDI was DM 52.1 billion. From the above antaine DM 17.8 billion
(34.1%) were invested in Western Europe (EEC oftitne, thus excluding FDI
in south and south-eastern Europe, i.e Greece,nSpartugal, Turkey, and
Switzerland). In the US total FDI was DM 6.7 billi¢12.8%). The other essential
locations were Canada with DM 3.58 billion (6.8%hd Brazil with DM 4.03
billion (7.7%)." In the 1980s, total German FDI increased rapiblyt Europe
remained the most preferable location. Table Etithtes the above point.

TABLE 1: GERMAN FDI 1980-1989 (in billion DM and %) (*)

1980 1981 1982 1988 1989
Total FDI | 84.4 101.9 109 185.4 206.8
(100%) (100%) (100%) (100%) (100%)
Europe 41.3 44.9 45.9 91.1 104.5
(49%) (44.1%) (42.1%) (49.1%) (50.5%)
EEC 28.6 30.4 31.9 72.9 85.4
(33.9%) (29.8%) (29.3%) (39.3%) (41.3%)
Latin 10.1 12.1 12.7 15.7 14.7
America (12%) (11.9%) (11.7%) (8.5%) (7.1%)
Africa 2.4 3.1 3.6 3.07 2.7
(2.9%) (3.1%) (3.3%) (1.7%) (1.3%)
Asia- 3.5 4.6 5.0 11.0 11.6
Oceania (4.2%) (4.6%) (4.6%) (5.9%) (5.6%)
USA 18.2 25.7 28.0 50.6 56.2
(21.6%) (25.2%) (25.7%) (27.3%) (27.2%)

Source: A. Georgopoulos: “Modern Trends of Internationaiiaa of Commercial,
Productive and Financial Relations”, Athens Papsaditions, 1988, (in Greek),
pages: 168-171. (*)=rounded numbers, for exact datbfull list of host countries
see the above reference.

The data of Table 1 demonstrate that throughout 1i9@0s the most
preferable location for German FDI was Europe. Tdtal European share was

' For the (West) German economy see: 1) Gerhard KéHee German Challenge. Model

Germany for Europe?”, Nea Synora, Athens, 1981 dlcredition), 2) Jeffrey Fear: “German

Capitalism”, in the volume: Thomas McCrew (ed.)ré@ting Modern Capitalim”, Harvard, 1997,

pages: 135-182. For the economy of former East @eynsee: Jeffrey Kopstein: “The Politics of
Economic Decline in East Germany, 1945-1989”, Ursitg of North Carolina, 1997.

" See: Gerhard Kade: “The German Challenge”, Livaditions, Athens, 1981, pages 57-61.
(Greek edition).
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between 42%-50.5% of total FDI. The US was the sédmest location absorbing
between 21.6%-27.3% of German FDI. The above tcemtinued in the 1990s as
well. To illustrate, total German FDI in 1993 wa$1819.4 billion. From the
above amount DM 188.3 billion (58.9%) were investe@&urope, and DM 153.2
billion were invested in the EEC (48%). Latin Antarihad absorbed DM 21.8
billion (6.9%), Africa had absorbed DM 3.9 billigi1.3%), Asia and Oceania
absorbed DM 16.4 billion (6.1%), the USA had absdrlDM 76.4 billion
(23.9%).

In the late 1990s, 60% of the German investments \(gill) increasingly
in Europe, particularly in Belgium-Luxembourg arite tNetherlands. However,
an increased movement towards Eastern Europe suiddumagary, the Czech
Republic and Poland has also been recognised. eaisuch as North America
had a slightly decreased trend from 33% down to 2¥985) and Latin America
also from 9% to 5%. During that time 5% was invdstethe Asian market with
main receiver Japan (30%), Singapore (12%) and &Chiith 1/5 of the total
investments. In 1995, more than half of the German FDI wasedonthe EU
and more than 1/5 in the USA. In countries suchEast Asia and Eastern
European countries Germany was underrepresentéthefend of 1999 German
primary direct investment abroad summed up to al t6t 392 billion which
indicates an increase of four times within ten ged&erman investments in
industrial countries accounted for 84%. A larget,p@rl80 billion, of these capital
links was accounted for by EU countries. Main iriireent destinations were the
United Kingdom (€ 40 billion), France (€ 23 billipand the Netherlands (€ 21
billion). An additional sum of € 20 billion, wer@vested in the EU accession
countries. The Czech Republic, Hungary and Polaacevamongst the leading
countries. € 25 billion; this was only 6% of thaalooutward FDI of German
companies.

China deserves special attention with over € 4ohbilbf direct investment
from Germany. Investment in Russia remained restthion account of the
difficult political situation. German firms had dot investments in developing
countries totalling of € 39 billion. This was letean 10% of their total outward
FDI. African developing countries received lessith&l0. German FDI in (Latin)
America developing countries was far larger. Tasiltate, investments in Brazil
were € 7 billion and in Mexico € 5 billion. Almokalf of the direct investment
enterprises in developing countries in which Gernrarestors were involved
were located in Asia (including Oceania); the voduof funds invested in the
region was € 14 billion at the end of 1999. Thidicates at low wage rates
encourage labour-intensive production methods.

At that time 8,304 German investors were registatadad. By analysing
the investment volume it becomes clear that theaegest investors held 1/3 (€
137 billion) of all German direct investment abrodthe 50 largest individual
investors accounted for more than 1/2 (€ 230 ijliof the total. The 100 biggest

' See: A. Georgopoulos: “Modern Trends of Internalzation of Commercial, Productive and
Financial Relations”, Athens Papazisis editions88,9(in Greek), pages: 168-171, rounded
numbers, for exact data and full list of host coestsee the above reference.

" See: Dicken, P.: “Global Shift”, fourth editiona@ publications, 2003, p.67
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investors between them made up no less than 2tBeofiggregate volume of
investment in foreign enterprisés.terms of the size of the individual corporate
investments abroad, large scale investments playsdynificant role. The ten
largest direct investment enterprises abroad adeduior 1/6 of German firms’
aggregate FDI, the 50 largest projects made up 30Btle the 100 largest
investment projects had a share of almost 2/5, d5 £ billion, in total outward
FDI of German companiellore than 70% of German FDI abroad was accounted
for by direct investment enterprises which were MWh@wned by German
companies; similarly, 2/3 of all direct investmemiterprises were 100% German
owned. A further 14% of the outward FDI stock (aB@% of the direct
investment enterprises) had a German participaifobetween 50% and 100%.
Only 1/7 of all cases (and roughly the same progorof total German direct
investment abroad) related to German minority ggtx in foreign direct
investment enterprises, defined as at least 10%efcapital shares or voting
rights.' At the end of 1999 almost 2/3 (€ 100 billion) béttotal FDI of German
manufacturers (€ 158 billion) was invested in fgreindustrial enterprises. A
further € 23 billion was invested in distributiontlets, which are far less capital-
intensive, and € 26 billion was invested in “otfieancial intermediaries”. There
were differences in the sectoral profile of thepooate assets in the EU region
held by German investors. Most preferred sectorthe UK, Belgium and
Luxembourg was the financial industry. In Austriasance and Spain direct
investments in the manufacturing or wholesalefdtaide sectors played an
important role. At the end of 2002, the stock ofi@an direct investment abroad
was €651 billion. But by looking at the German istveents it becomes clear that
actually a big part of the investments 86% are madwgher industrial nations—
mainly western Europe (45%) and the U.S. (37%)—J3stis in eastern Europe,
and less than 1% is in China. Thus Europe remampteferable location. Inside
Europe, in 2002 main receivers of investments weedJK. But countries such as
Romania, Bulgaria and EU accession countries itelica fast growing potential.
In 2002 Hungary, the Czech Republic and the Baltates received numerous
projects from German and Japanese automotive, r@hécs and machinery
sectors. The above trend continued during the 2004-2007ogeas Table 2
indicates.

TABLE 2: GERMAN FDI 2004-2007 (in billion € and %) (*)

2004 2005 2006 2007
Total FDI 78.3 91.5 109.3 162.5

(100%) (100%) (100%) (100%)
Europe 55.3 72.6 80.7 130.2

' Structure of German firms’ international capitakb at end-1999 Deutsche Bundesbank Monthly

Report April 2001, for all the data above.

" See: http://www.locate-in-europe.com/inv_trends.ht
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(70.6%) (79.3%) (73.8%) (80.1%)
EEC (27) 53.4 65.4 75.1 108.9
(68.1%) (71.4%) (68.7%) (67%)
Latin America| 2.5 1.6 15 4.9
(3.1%) (1.7%) (1.3%) (3%)
Africa 15 1.8 2.8 1.6
(1.9%) (1.9%) (2.5%) (1%)
Asia-Oceania| 5.7 3.5 3.8 6.8
(7.2%) (3.8%) (3.4%) (4%)
USA 12.1 9.4 19.6 17.8
(15.4%) (10.2%) (17.9%) (11%)

Source: Direktinvestitionen International, Zahlungsbilaratstik, various issues,
republished by Deutsche Bundesbank. (*)=The dat@r réo new annual

investments, without taking into consideration fernmvestment projects or any
disinvestment.

The data of Table 2 demonstrate that the trenchobsing Europe as the
primary location for FDI, remains dominant untilwedays. Thus in 2007 the
astonishing amount of 80% of German FDI was locate@&urope (from that
amount the 67% was in other EU countries). The neimg 20% of German FDI
was spread across the globe, with the US absoddifig Asia as well as Oceania
absorbed only a small fraction of just 4%.

4. Motives for German FDI and Entry Modes

From the above presentation it is obvious that rfaore of a century
German FDI demonstrated a unique location congigteGerman enterprises
constantly favour Europe, compared to other marnidetise world as their primary
location of activity. In terms of locations and &gof investment, these are best
captured by Map 1 which demonstrates the typesesfman FDI across Europe
during the 2003-2004 period.
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MAP 1: Key Investment Regions of German FDI accordig
to activity (2003-2004)

Key Investment Regions

@ Auto Assembly and Engine

@ Auto Components
Software

o

Financial Senices

o Elzctronics

@ Pharmacauticals
Chermicals

Telecoms

Source:www.ey.com.global/download.nsf/ (data retrieved@22008).

Why Europe has been so important to German in@sgsticross time?
What are the motives behind the above decisionth&umore, what entry modes
German multinationals choose in order to penefiatEgn markets? In order to
answer the above questions we have to take intsidemration some special
characteristics of German business and industrgsdlare as follows:

4a. Characteristics of German Business

The first important industrial characteristic isasiated with the presence
of a large number of SMEs which are also very ssgfcé in the domestic as well
as international economy. These “Mittelstand” SMite the backbone of the
economy. Their number is around 3.3 million andrteenployment rate lies at
70% of the total labour force. Almost 2/3 of allf@an SMEs is 75% owned by
the manager or the head of the company. Thus th&aoiily firm (U-firm) where
ownership and control is not separated is stilspn¢ in the German economy.
The minimum annual turnover of such company wasiraio€ 125,000 (2004
data). However under the current globalised econtimage “Mittelstand” SMEs
face severe economic pressure which made manwf ihsolvent or even forced
them to engage in international production and timave to Eastern European
countries which by 2004 entered the EU (mainly ®@zRepublic, Hungary, and
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Poland). Thus these firms can continue to compete by reduabour costs, since
they do not have the ability for high R&D which édyrovide new products or
innovative production techniques. Thus for thesmdithe engagement in short
distance FDI (many times just cross-border actjvisya way to remain alive in
the current globalized environment.

The second important characteristic of German lgsinis that it is
characterized by the presence of big businesseshvidgicame legends of success
in various industries of the international econosygh as: automobiles [Daimler-
Benz, Bayerische Motorenwerke AG (BMW), Volkswagenghemicals
[Baddische Annilin und Soda Fabrik (BASF), Bayeoddhst] electronics [Bosch,
Siemens, Grundig] banks [Deutsche Bank, DresdnemkBaDisconto-
Gessellschaft], mechanical engineering [Krupp-Tag$senergy [E.ON, RWE
(Rheinisch Westfalische Elektrizitdtswerk AG)]. Bleebig businesses from the
early years have created new managerial struct{Me®rm enterprises) and
achieved economies of scale and scope.

However, the problem which German big businesssfagghat they are
practically operating in declining industries. TBermans are still leaders but in
wrong economic activities. Cars, chemicals, machowds and electronics were
the industries of the second industrial revolutioe. the late nineteenth and
twentieth centuries). The 2Icentury and the new globalised environment is a
completely different phenomenon with different ewmonc characteristics,
consumer needs, and competitive challenges. Miea¥enics, semiconductors,
artificial intelligence, environmentally clean afrtendly products, ICT business
as well as infrastructure and e-commerce (B-B / B&:B) are the current infant,
but future industries, as well as products. Grdgiualit steadily, technology is
making the capital intensive industries of the@randustrial revolution declining.
German firms have invested millions in traditiondlese industries (cars,
chemicals, electronics, machinery) and in high dosations facing nowadays
enormous exit barriers. Furthermore the problenolves bigger if we consider
that these declining industries can nowadays adsemfibnot produce their
products, in the low labor cost countries of Sda#ist Asia (Tigers) as well as in
the new emerging economies of China and India.

' See: Statistiches Bundesamt, http://www.destatisasbis/d/insoltab1.htm and Sinn, H.W. (2003):
“Ist Deutschland noch zu retten? ”, Econ, Germaage 411.

" For the development as well as characteristichigfbusiness in Germany see: 1) Youssef
Cassis: “Big Business. The European ExperiencénénTiwentieth Century”, Oxford University
Press, 1999, pages: 24-27, 46-54, 78-101 (for coatipa analysis with French and British
companies), 2) Wilfried Feldenkirchen: “Germany:eThvention of Interventionism”, in the
volume: J. Foreman-Peck & G. Federico (eds.): “paem Industrial Policy. The Twentieth
Century Experience”, Oxford University Press, 1988ges 98-123, 3) A.D. Chandler: “Scale and
Scope. The Dynamics of Industrial Capitalism”, Hads University Press, 1990, pages: 393-592.
For selected case studies see also: Lothar Gallegal@ D. Feldman & Harold James & Carl
Ludwig Holtfrerich & Hans E. Blschgen: “The DeutscBank 1870-1995", Weidenfeld &
Nicolson, London, 1995 and Werner Abelshauser & fg&oig von Hippel & Jeffrey Allan
Johnson & Raymond G. Stokes: “German Industry alub#& Enterprise: BASF: The History of
A Company”, Cambridge University Press, 2004.
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German investors, both of SMEs as well as the higinesses, were
affected by the structural problems of German pctidn. Therefore they felt
forced to continue production in Germany. As resiher locations in other
countries became more competitive. German investadsto face in addition to
the high labour costs, a high level of subsidisgtiand a strong currency, the
costs of the unification. The main motives for Gam¥DI in Europe can be
grouped in three main categories and are as follows

4b. Motives for FDI

The motives for FDI can be identified across thpety that we have
already mentioned. Thus out of the set of 17 dsfiémotives which we pointed
out in the previous theoretical section at leasté¢hmain sets apply, for different
types of firms and industries. These refer to mesti%, X7, X14, X15,X16,X10, X11,
X1,

4bl. Cost leadership and cost-focus strategies assmted with level and
character of demand conditions of host country andexploitation of specific
human capital in the industrial sector of the enterprise in host countryand
local infrastructure

Even before unification, German investors had dlyeatarted moving
their production facilities to countries such asaipand Portugal where labour
costs were lower, also to the USA. German effigjetisoroughness, and quality
control could only compensate up to a point fordhst advantage that producers
in other countries increasingly enjoyed.

Under the current globalization constraints reductof labour costs is a
primary target for both SMEs as well as big bussess The total hourly labour
costs in the (West) German manufacturing sectoe &iR 26.36, which is equal
to 28% that is above the average for the 20 inglised countries in 2002. In
eastern Germany, total hourly labour costs of EBRI3 in 2002.The following
table provides an overview of labour costs in Ed ather western countries.

TABLE 3: LABOUR COSTS IN SELECTED COUNTRIES
Hourly labour costs in the manufacturing sectosetected countries. 2002 (in €)
Labour costs | Hourly wages Non-wage labour costs

Norway 28.52 19.20 9.31

Western Germany | 26.36 14.74 11.62
Switzerland 26.24 17.20 9.03
Denmark 25.73 19.64 6.09
Belgium 23.35 12.22 11.12
Finland 23.20 13.05 10.15

"http://www.eiro.eurofound.eu.int/2003/10/inbrief@B10101n.html
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Netherlands 22.64 12.63 10.01
USA 22.44 16.18 6.26
Sweden 21.86 12.90 8.97
Austria 21.64 11.19 10.45
Japan 20.18 12.06 8.12
UK 19.89 13.76 6.14
Luxembourg 19.67 13.03 6.64
France 19.50 10.20 9.30
Canada 17.44 12.58 4.86
Ireland 17.17 12.29 4.88
Italy 16.60 8.53 8.08
Eastern Germany 16.43 9.96 6.47
Spain 15.37 8.42 6.96
Greece 9.47 5.64 3.82
Portugal 6.59 3.74 2.84

Source: Cologne Institute for Business Research (IW), 2003
http://www.eiro.eurofound.eu.int/2003/10/inbriefd341.0101n.html

The data of Table 3 demonstrate the problem of @ermultinationals, at least
those operating in big businesses. Big businessh sas banking, car
manufacturing, chemicals, electronics, are assattiatith skilled labour force as
well as advanced related and supporting industfieese production factors and
inputs could be found mainly in the advanced coestof Western Europe and
the USA for many decades.

When German multinationals (MNEs) made the necgsganrassive)
investments to these countries, were obviouslyticrgadnigh exit barriers as well
in the above locations, which, nowadays, do nos@es any more competitive
advantages. Thus investments by car manufacturezkectronic firms in the US
or Japan, which were sensible in the 1980s, areangt more, due to the
emergence of similar producers in China, Indiav@neBrazil.

Furthermore, the level and character of demanditiond of host country (in this
case Western Europe and the US) were ideal forhitje quality products of
German industries. Thus the high income West Ewome American consumer
was able to purchase the expensive German braads &tectrical appliances etc),
again an essential motive for German big busineSdEdIto operate in these
markets.

For the big business obviously nowadays countnegh sas Poland, the
Czech Republic and China show dynamic growth martketrefore they are being
preferred by companies. Market growth, the abildyachieve a leading market
position and political and economic stability irethost country are traits of the
emerging markets.
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The preference to the above high labour cost regoam be explained by
other advantages which used to offset the abové&mvess. Thus the skilled labour
force of Western Europe and the US was neededépitoduction of the highly
advanced German products. Furthermore the highmeomonsumer of the US as
well as Western Europe was also needed in ordebsorb the luxury branded
German goods. Finally cheap raw materials couldlained from south and
south-eastern Europe.

The SMEs, on the other hand, which as noted eadlerost exclusively
follow a cost-focus or cost-leadership strategyl] héave to select the low cost
countries of Eastern Europe as their ideal locatiosince at this case,
transportation and monitoring-transaction costsatése very limited.

4b2. Possession of better technology, compared taterprises of host country
and superior entrepreneurial and managerial capabities, compared to
enterprises of host country

The firm-specific advantages which German firmsognpver other
European firms have been obvious already in thed4.97o illustrate, in 1972
German share contribution to R&D expenditure indper was 47.3%, followed
by France (40%), ltaly (7.5%), Belgium (3.1%), Heoldl (2.1%). In 1977 the
shares were as follows: Germany: 36.2%, Franc&%6UK: 20.8%, Holland:
6.4%, Italy: 5.3%, Belgium: 3.5%, Denmark: 1.4% &mdand: 0.3%. The leading
industrial position on R&D continued throughout tH©80s and 1990s.
Furthermore, productivity levels between Germany dhe other industrial
nations have changed to Germany’s favour. To fatetin 1950 the productivity
levels were as follows: USA=100, UK=56, Germany=88.1973 the indexes
were: USA=100, UK=64, Germany=71. In 1989 they wetéSA=100,
Germany=82, UK=78.

4b3. Financial and foreign exchange motives for Geran FDI

The final set of factors which explain German FBlthe strength of the
German currency compared to other foreign currenci® illustrate under the
initial fixed exchange rate regime of the Brettorodls system the initial rate
between the $ and the DM was $1=4.20 DM. HoweveMarch 1961, the DM
was overvalued to the $ by 4.76%. This initial aawation was reflected in the
exchange rates of the DM with the other Europeameogies as well. In the
1970s the two oil crises created huge volatilitythe foreign exchange markets
(FX), however by between 1972-1976 the DM was cafeied against the US$ by
32%, against the FF by 29%, against the Britisty #&2 and by the Italian lire
(IL) by 91%:. The strong DM allowed the German firms to acquineaply all
kinds of assets across Western Europe and the WiSAe 1980s and 1990s, the
German firms had to meet the competitive pressungch accrue from Japanese

' See: Gerhard Kade: “The German Challenge”, Livaudisions, Athens, 1981, pages 42, 65 and
68. (Greek edition).
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MNESs. It was the 1980s which created the first esalechange in the post war
international economy. Japan in the end of the 498fs the second biggest
western economy and for the first time the Germemnemy became the third
largest in the western world (still the largestEuarope). At the end of the 1980s
the Japanese FDI was higher than the German, howevihe 1990s it was

evident that certain investments of the Japanes&dMNere too risky, compared
to the ones of the German MNEs. This was evidep¢@ally by the end of the

decade with the Asian crisis (1997-1999 period).

4c. Modes of Entry

Entry strategies differ across regions. Stratethi@nees and joint ventures
are preferred for entering the Asian market. Teetite eastern European market
acquisitions are preferred, by German MNEs. Funtivee, German industrial
companies follow some distinct globalisation sig&s. To illustrate, automotive
component suppliers and firms that make specialhmacy and industrial
systems serve the world's key markets from locadpction and sales hubs,
primarily in Asia and North and South America. Spemachinery and industrial
systems manufacturers and also automotive compaugqiiers and electronics
firms examine cost and quality criteria to deterenthe best location for every
corporate function. Then they establish an efficgdabal network and maintain a
genuinely global footprint. Many companies in thectical engineering industry
transfer labour-intensive activities in the prodmctprocess to low-wage regions
such as Eastern Europe and Asia. This last groupufaeture in Germany and
use this as the base from which they serve glalgtbmers. Many of these firms
produce technology-intensive machinery or operaghly automated, capital-
intensive plant.Thus it is obvious that big businesses have neratption. They
have to reduce production costs by exploiting tve ¢ost labour of the emerging
markets and thus by establishing assembly linesugirout them. On the other
hand the R&D facilities will have to remain eitherthe home country (Germany)
or in other part(s) of the developed world (Westeunope, Japan, USA).

5. German FDI in BRIC countries and selected caseauwuslies.

We have already pointed out that for more thanrdaucg German FDI is
concentratednainly in Europe; the US follows as the second basdtion. We
have pointed out thahe above trend can be analysed by economic theory as
follows: The German industridsistorically produced advanced products in the
electrical, chemical and mechanieagineering industries. In order to produce the
above products skilled labour force, associateth wiher related traits is needed
(infrastructure, low level of bureaucratic barrjdimv taxation etc). Furthermore,
the above products could be absorbed by high inammsumers, which could be
found in western European states and in the US.

' See the following internet address: http://wwwaralberger.com/press/en/html/releases/514-
press_archive2004_sc_content/pr74.html
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However, the twenty-first century may change thevabtrend. The new
emerging BRIC markets possess huge economic adyemtao begin with,
Brazil, the country is an important market with 1®dlion population. In terms
of GNP the country, expressed at PPP this has edatife $1.8 trillion, thus
putting the country in the eighth place of worldkeng.

Russia in the end of 2007 has recorded a total GN#1.3 trillion, 6.4
times higher than 1999, putting the country ingheventh place of world ranking.

India, one the other hand, has recorded a GNP @5%tillion and an
annual growth rate of 9-10%. Finally China has exmeed in the 1990s an
equally high annual growth rate and in 2004 thentgyts GNP expressed in PPP
terms was the second in the world ($7.1 trillioAl. the above states have high
growth rates, big domestic markets, rapidly incegaper capita income, a
developing trend in new industries (artificial iigence, computers etc.).
Furthermore, low labour cost is associated withraasingly skilled and
disciplined labour. Obviously the BRIC countriesl $tave many barriers such as
bureaucracy, high foreign exchange risk, due tovthatility of local currencies,
political instability, inadequate infrastructurecetHowever, in the long run the
disadvantages will diminish and thus under a cesiehit analysis the FDI will be
associated with higher benefit than cost. Thus, @eman firms have not
benefited as much as the enterprises of other Eidtdes due to their strategy of
focusing mainly in Europe. This is illustrated iable 4.

TABLE 4: German FDI in BRIC countries viz. a viz. cther EU countries
2004-2007 (in m. €)

Country | Brazil Brazil | Russia | Russia| India India | China | China
2004-7 | 2007 | 2004-7 | 2007 | 2004-7 | 2007 |2004-7 | 2007
average average average average

Belgium | 336 -139 * 403 958 33 28 68 369

Germany| 1,073 1,147| 2,189 6,698 864 1,719 2,712 2,246

Spain 2,013 2,467 127 81 n/a 90 n/a 783

France 910 1,085 569 603 255 316 1,17 1,751

Italy 160 160 33 19 39 35 251 394

UK 529 956 n/a n/a 572 567 4,659 3,487

EU-27 6,404 7,143 10,844 17,106 4,376 10,940,454 | 7,780

Source:Eurostat Statistics, No.64 / 2008, page 4. *=disgtment

The data of Table 4 demonstrate total EU FDI infiaew BRIC countries
and also selected data by the major European wmrgesiThe above data
demonstrate that in three out of four countriesagdy Russia, India), German
enterprises have been the main investors. Howéwethe case of China it is the
British multinationals which have invested heavidgd possess the top place.
Taking into consideration that Russia is mainlyuadpean country it is obvious
that the trend of the German enterprises is exgthsince these investments are
under the “European net”. Although for the 2004-2@@riod total German FDI
to China is higher compared to Russia the dat2@®7 demonstrate a different
evolution. If this trend continues in the followiggars is still unknown, however,
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if it is going to be continued, it will certainly anginalize the other BRIC
countries in favour of the “European” Russia.

In order to cement our argument we shall providdence of FDI which
is composed by case-study approaches, across niegdusihe cases of German
firms illustrate the preference to the previousceeinvestment locations and to
the previous motives for FDI as well as to the nsodé entry which we have
described in the previous paragraph. We consideretitases studies which
represent the main industrial sectors of the Geratamomy. Thus we consider: 1)
The electronic industry, 2) The automobile indus8y The chemical industry.
Due to limitations of space we have to be brief.

In the electronic industry the sector is domindigdwo enterprises. These
are Siemens and Bosch. At the beginning of 2004, Blosch Group had
approximately 232,000 associates, more than halfhi¢dh were outside Germany.
The company has around 258 subsidiaries and ass@ampanies in over 50
countries. A total of 249 manufacturing sites, I85wvhich are located outside
Germany, support the international activitleAs of 2005 the company has
facilities at 57 locations with 111,000 employeesGermany and worldwide at
236 locations with 243,000 employees. More tha@d®employees are in China.
In 2004 the sales was about €40 billion worldwideilevin 2003 it was €36.4
billion." Only for the automotive branch the company’s salese € 25.3 billion
in 2004. The automotive operations of the compaagtridbuted 63.25% of
Bosch's 2004 sales. In 2003 they were 64.8%. ABb%t of the company's 2004
sales were generated outside of Germany, consisiémtsales in 2003.Bosch
has been making investments in new facilities aquhieding existing sites within
Europe and in a growing number in America and Asia.

Bosch Group sales by region in 2004

Figures in billion EUR

AslafAfricafAustralia

North/South
Amarica

27.4

Europe
Total: 40 billion EUR

Source: http://mwww.bosch.com/content/language2/html/22¢t.h

' See the following internet address: http://wwwdiepresse.de/TBWebDB/en-
US/PressText.cfm?CFID=155637&CFTOKEN=92a8dda7b98a8610834-F2DB-EEB7-
DAAAB1AFB25AF15B&Search=1&id=1902

" http://en.wikipedia.org/wiki/Robert_Bosch_GmbH

" http://support.youruk.net/uploadedpdfs/Bosch.pdf
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In the case of the automobile industtglkswagen AG, group is one of the
world’s leading automobile manufacturers and tigdst car producer in Europe.
The second largest market behind Germany which ¥\8erving with a market
share of more than 30% is China where its subsid\olkswagen Group China
is the largest foreign automaker. There are foaasof responsibility worldwide
(European Union, North America, South America/SoAthca, and Asia-Pacific
region).

AUTOMOTIVE OEMS: TOP 10 LOCATIONS BY
NUMBER OF PROJECTS, JAN 2002-0CT 2004

Hungary 28
Spain 29

Mexico 29 China 132

UK 30

Canada 31———=

Brazil 35 /‘

India 47

US 63

Source: OCO Consulting
Source: http://www.fdimagazine.com/news/fullstory.php/&e0/

It is obvious that the BRIC countries have 281 ¢ctg, the rest of
locations have 210 projects. The distribution isesithe BRIC states is also
interesting. Thus 47% of the projects is in Chifdde remaining 53% is
distributed across Brazil (12%), India (17%) and§la (24%).

In the case of the chemical industry BASF AG is aifethe biggest
German chemical companies in the world. With headgus in Ludwigshafen am
Rhein the BASF Group consists of more than 160idigsges and joint ventures
and operates production sites in 41 countries iroj Asia, North and South
America!

In the 1960s the company expanded the productiooadband plants in
Argentina, Australia, Belgium, Brazil, France, Wit Kingdom, India, Italy,
Japan, Mexico, Spain and the United States. In B65company changed its
corporate strategy and focused on higher-value ymtsd such as coatings,

' See: http://www.corporate.basf.com/en/?id=VOOMJIL_bbcp3TB
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pharmaceuticals, crop protection agents and fegtsi. After the reunification,
BASF acquired a site in Schwarzheide, East Germary990.

In order to expand the international activities toenpany invested in its
sites near Nanjing and Shanghai, China and oth&r i@8ion in Asia between
1990 and 2005 Asia plays an important role for the company. Asxipects that
the Asian chemical markets (excluding Japan) witmgvery strongly in the near
future and will reach the size of the European dhalhmarket by 2010. The
average annual growth rate in the Asian chemicaketawill be 6% in next 10
years, higher than the average annual growth fa8e486 in the world chemical
market.

In 2001 the worldwide sales revenue reached €3Rli&rb" In 2003,
BASF sales were €33.4 billion. Its income from @iens before special items
was about €3 billion. At the end of 2003, 87,000pe were employed with over
48,000 in Germany alonie.

BASF focus their resources on expanding selectathbsises in specific
regions. A crucial element of their strategy isltnig local production capacities
in growth markets so that the company suppliesoredi markets locally.
Consequently, the local production supports theemse of the company’s
flexibility in high growth markets and the declinérisks produced by short-term
currency fluctuations and weak regional groWwtBASF is active in a variety of
markets. BASF has customers in over 170 countnmes supplies about 8,000
products to a wide variety of industries. BASF asviusiness in segments such
as the chemicals, plastics, performance produdgsicudtural products and
nutrition and oil and ga$.

Customers for the chemical business are the phautiaal, construction,
textile and automotive industries. BASF as intaoratl leading producer of
styrenics, sells engineering plastics to injectoiders in a variety of industries.
Customers for the performance chemicals are thenaitve, oil, paper,
packaging, textile, sanitary products, detergerdsstruction materials, coatings,
printing and leather industries. BASF supplies fitearmaceutical, food and
cosmetic industries with agricultural products dm& chemicals for agriculture
and animal nutrition. BASF explores for and producd and gas through its
subsidiary Wintershall AG which works with its Rigs partner Gazprom in
Central and Eastern Eurofie.

The company concentrates its resources and usegthgmotential in
business which they have competitive advantages ather chemical producers
in Europe and North Americd. By comparing BASF, Bayer and Hoechst, it can
be said that BASF can be characterised by a strawgmntation towards primary

' See: http://berichte.basf.de/en/2002/jahresbésichtegie/?id=DwfnS6nXxbir4-6

" See: http://www.findarticles.com/p/articles/mi_Hi80is_200207/ai_hibm1G189971433
" See: http://www.findarticles.com/p/articles/mi_Hi8is_200207/ai_hibm1G189971433
v See: http://en.wikipedia.org/wiki/BASF

¥ See: http://www.findarticles.com/p/articles/mi_Higlis_200207/ai_hibm1G189971433
" See: http://berichte.basf.de/en/2002/jahresbésithtegie/?id=DwfnS6nXxbir4-6

" See: http://en.wikipedia.org/wiki/BASF

"' See:http://berichte.basf.de/en/2002/jahresbesichtEgie/?id=DwfnS6nXxbir4-6
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and intermediate products (i.e. basic chemicaleg dompany has continuously
adapted its production structure to changing neestead shifting towards new

long-term goals. BASF still operates within its siig core business areas (e.g.
organic and inorganic chemicals, plastics and $ppeggments and dyes, gas and
oil) and continues to strengthen them.

6. Concluding Remarks

We have demonstrated that historically German F been focused in
the Europeancountries, and the US has been the second bediolocas
gradually but steadily, the new emerging BRIC mtrkeecome the dominant
locations of economic activity and absorb massii iRflows it seems that the
German multinationals have, initially, selected i@has their primary location of
activity. However there is a strong tendency tharman FDI will mainly
concentrate in Russia. If this occurs it will onagain confirm the German
preference for European destinations. However,rttag be a very risky strategy,
since in the long run both India and China havdebgirospects compared to
those of Russia. Thus in the long run the compstitd German multinationals
(MNEs) may possess a stronger position both inatheve emerging markets, as
well as in the international arena.

Focusing primarily in Europe may be Germany’s gsaveistake. The EU
itself is not an optimum currency area, as manyegosts have demonstratéd.
Furthermore, the rapid de-industrialization of g is associated with immense
changes in the labour market. The EU becomes th®rreof the elderly. To
illustrate, according to certain research by thery2020 out of 1 billion
individuals between 15-29 years of age, only 63ionilwill be located in Europe
creating immense pressure in the social securgtesys, productivity levels etc.
Focusing in Europe and preferring Russia as a pyinlacation for FDI,
compared tdahe other BRIC countries, may be a fatal blow for Gemnradustry
compared to its rivals.
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