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advanced production processes, This longer-term response can be designate

technically advanced {oreign investment.

A fres trade area dilutes or eliminates the interdependence induced by
tariff protection. If the domestic price in one country is closer to the world
price then creating a free trade area will ernde the interdependence between
foreign owners and domestic inputs in-the ather country. A free trade area tous
threatens prior foreign investment in branch plants established to circumvent the
tariff. Tn the a,bn_:h_ce’ of a re-orientation in corporate stategy through
rationalizatian or world product mandating, a ‘free trade aréa implies

disinvestment in foreign-owned Sranch plants,

The net impacs of a free trade area on foreign direct investment depends
upon the relative magnitude of the increase in technically advanced foreigh
direct investment compared ta the decline in branch. plant fareign investment,
The relative magnitude is obscured by the diiferent time horizons associated
with each response. Creating a free trade area through the elimination of
mutual tariff barriars immediately alters the environment for corporate
decision-making to the extent that the consequences would become fully avident
over a horizon of appr.nx.imately tive vears, Technical advances ia production
processes are much more gradual 59 that their impact on the internationalization
‘of production occurs over a harizon of between two and three decades. Hence, il
a . bilateral free trade area does not induce significant changes in corporate
strategy for branch plants, the level of faoreign diréct investment will initially
decline over a medium-term horizon of approaximately five years and then

subsequently increase over a longer-term horizen of two to three decades.



