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ABSTRACT
THE INTERNATIONAL OPERATIONS CF NATIONAL FIRMS,
A STUDY OF DIRECT FOREIGN INVESTMENT
by

Stephen Herbert Hymer

U Submitted to the Department of Economics and Social Science on
May 1li, 1960 in partial fulfillment of the requirements for the
degree of Doctor of Philosophy in Indusitrial Economics

The theory of international capital movements predicts that
capital will move in response to differences in interest-rates.

S ~ There is some questiong as to whether this theory applies to direct
investment, a form of capital movements in which the investor di-
rectly controls the foreign enterprise in which the investment is
made. This thesis argues that the theory does not apply to direct
investment and that differences in interest-rates do not explain
the movements of direct investment which occur. Instead it is sug-
gested that direct investment is capitel associated with the inter=
national operations of firms and that movements of direct investment
are determined by the extent of international operations. Interna-
tional operations refers to the ownership and the control of enter-
prises in one country by firms in another country. The two main
problems of the thesis are to explain the extent of intermational
operations and the amount of capital movement associated with them.

Two main causes of internaticnal opsrations are given in this
thesis. (1) Firms control enterprises in many countries in order
to remove competition between them when the enterprises sell in
the same market or sell to each other under conditions of imperfect
competition. (2) Firms undertske operations in a foreign country
in order to appropriate fully the returns to certain abilities
which they possess. They chdse this method rather than an alterna-
tive method such as licensing because the imperfections in the mar-
ket prevent the fullest realization of profits unless the firm
exercises some control., These two causes help explain the extent
of international operations, but they do not predict it exactly.
The desired ends can often be achieved by other means than owner-
ship and control-~for example, in the first case competition may
be removed by a collusive agreement rather than by direct control,
In addition, the imperfect nature of the market sometimes implies
an indeterminacy ds to which of the many possible oligopolistic
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ABSTRACT Continued

solutions will result. However, certain predictions are possible,
One of them is that international operations, (and therefore direct
investment, ) will occur in a few industries throughout the world
rather than in a few countries throughout all industries as one
would expect if the interest-rate were the explaining factor. The
empirical evidence suggeststhat this is in fact the case,

The amount of capital associated with international operations
depends largely on the nature and extent of the imperfections in
the capital market. It is therefore a very complicated subject,
However one interesting generalization which appears to have emw
pirical support may be summarized here. A certain amount of direct
investment in the foreign enterprise is needed in order to acquire
ownership and achieve control. Aside from the minimum smount. of
capital needed for this end, fimms will tend to finance their in-
ternational operations by borrowing from local scurces in the coun-
try where the international operations occur and not through funds
raised in the home country of the parent concern. In other words
the movement of capital is motivated by the desire to achieve con=
trol and not by differences in interest-rates. Since firms in
countries where the interest-rate is high can have international
operations in countries where the interest-rate is low, direct in-
vestment can move in a direction opposite to the one implied by
the theory of international capital movements.




ACKNOWLEDGEMENTS

.I would like to express my great appreciation tc my teacher
and thesis supervisor, Professor Charles P. Kindleberger, who
suggested the topic and who during its development provided much-
needed encouragement and advice. I would slso like to thank
Mrs. Lila Rose who typed the manuscript., Part of the thesis was
financed by a Ford Foundation Fellowship awarded by the Department

of Eccnomics.at M. I. T.




I

O~

Table of Contents

Chapter' ' Page

I. A COMEARISGN CF DIRECT AND PORTFOLIC INVESTMENT !

IT.

171,

1v.

The definitions of direct and portfolio invest-
ment and some empirical evidence on differences
in their behavior

The theory of portfolioc investment

Application of the theory of portfolio investment
to direct investment

The theory of direct investment

The international operations of national firms

Conclusion

THE THEORY OF INTERNATIONAL OPERATIONS - PART I

Introduction

Barriers to international operations=-the advantages
of firms in their home market

Removal of conflict as a cause of international
operations

Diversificetion as a motivation for international
operations

The possession of advantages as a cause of interna-
tional operations

The possibility of licensing

Some empirical evidence on international licensing
arrangements of United States firms

THE THECRY OF INTERNATIONAL OPERATIONS - PART II {2,

The meny forms of intermational operations

The many sidedness of international operations

The international distribution of advantages and
the role of historical accident

International operations and internationzl trade

Monopoly and international operations

Summary

SOME EMPIRICAL EVIDENCE ON UNITED STATES INTERNATIONAL
OPERATIONS - MAINLY IN MANUFACTURING INDUSTRIES

Introduction

Aggregate United States investment
Canada

United Kingdom

Western Europe

Latin America

Conclusions

el
Y




Table of Contents

Chapter

V. DIRECT INVESTMENT AND THE FINANCING OF
INTERMATIONAL OPERATIONS

Introduction

The perfect capital market

Barriers to capital movement

Other imperfections

Appendix, An alternative theory of the financing
of international operations

VI. EFFECTS COF INTEGNATTONAL OPERATICHS ON INCOME

Associated capital movements
Associated technical knowledge
The fact of centralized control
The nationality of the fim

Page
[ Y71

.
oy
LN



goniie e,

4 e

Table

I-1

II-3

II-4

TIT-1

e v

Index of Tables

United States Direct and Portfolio Investment Position
in Selected Years, 191L-1955

United States Difect and Portfolio Investments Abroad
by Area, 1929 and 1956

Area Distribution of Selected Bslance Sheet Items of
the Standard 0il Company (lew Jersey} Fiscal Year 1958

Assets, Owner's 8hare, and Liabilities of Direct Invest-
ments, 1950

Area Distribution of Selected BRalance Sheet Items of the
Royel Dutch Petroleum Company, Fiscal Year 1958

United States Investments Abroad and Foreign Investments
in the United States by Area, 1956

Total Assets and Forelgn issets of LL2 Companies, with
Foreign Investments of Cne Million Dollars or more in

1950

Summary Table of Bain's Description of Advantages of
Established Firms and the Circumstances in which they
Arise

License Receipts and Payments of United States Fims, and
Earnings on Direct Investments by Area and Country in 1956

License Receipts and Payments of United States Firms by
Industry in 1956

United States Direct Investment in a1l Manufacturing and

in Chemicals end Allied Products, Ares Distribution, 1955

National Income and United Stetes Direct Investment by
Area



Table

Iv-1

1v-2

IV-3
V-1

V-5

V-6
Iv-7
Iv-8
Iv-9
Iv-10
Iv-11
Iv-12
Iv-13

IV-1h

Index of Tables

Foreign Investment and Total Assets of United States
Companies, 1950, by Industries

Income from Foreign Sources as a Per Cent of Net Income
for Manufacturing Compenies as Reported to the United
States Treasury Department, Average of Years: 1950,

wﬂ 195, 1955

Distribution of Foreign Investments by Industry and
Size Categories, 1950

Value of United States Direct Investments in Manufacturing
and Petroleum Enterprises Abroad, 1950, by Major Products

Value addéd in Canada for gll Canadian Manufacturing Es-
tablishments and Value Added of Selected United States
Controlled Establishments 1953

Share of American Controlled and Affilisted Companies
in Gross Velue of Product in Canada, 1932

Concentration Ratios and Mationality of Six Leading
Firms for Selected Canadian Industries 1953

Nationality of Firms Cperating ;n Selected Canadian In-
dustries in 1953 with Assets of 25 Million or Over

Numbers Employed by all Firms and by United States Firms
Operating in the United Kingdom, 1953

Share of United States Firms inSelected United Kingdom -
Industries

Importance of United States Financed Firms in British
Industry

United States Capital Invested in Selected Industries

in Argentina, Brazil, Uruguay asnd Chile in 193k

Sales by United States Manufacturing Companies Operating
in Latin America 1955

Industrial Distribution of Total Value of Manufactured
Products in Brazil in 1956 and Industrisl Distribution

‘of Sales by United States manufacturing Companies Operat-

ing in Brazil in 1955




10

=
(=)
a
o
=
[0
n

Index o

Industrisl Distribution of Total Value of Output of
Manufactured Products in Argentina, Chile, Columbia and
Venezuela, and Industrial Distribution of Sales by
United States Manufacturing Companies Operating in
these Countries

United States Direct Investment: Eamings, Income,
Recelpts, Retained Earnings, Capital Outflow and Change
in Investment by Industry and Area, 19L6-1958




CHAPTER T
A COMFARISON CF DIRECT AND PORTFOLIO INVESTMENT
|

The definitions of direct and portfolio investment and some
empirical evidence of differences in their behavior.

It is customary to distinguish two kinds of long-term private
international capital movements-~direct investment and pprtfolio
investment. Not everyone makes the distinction in quite the same
way, but there is a great deal of similarity, and basicallyvit is
a guestion of whb controls the enterprise in which the investment
is made. If the investor directly controls the foreign enterprise,
his investment is called a direct investment, If he does not con-
trol it, his investment is a portfolio investment,

Control is not an easy thing to define and the dividing line
between some control and no control is arbitrary. The United States
Department of Commérce, for example, considers a foreign enterprise
to be American controlled if it is wholly owned as in the case of a
branch plant, or if 25 per cent of the ecuity is held by an American
or group of affiliated Americans, or if 50 per cent of the equity is
held by Americans evén though no single group has 25 per cent. 1f, by
this definition, the enterprise is deeméd to be American controlled,
all American investment in that enterprise is classified as direct

investment. All other investment, i.e., investment in corporations

11
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not controlled by Americans or investment in foreign govermment

bonds, is classified as portfolio investment .

/
The details of definition are not too important. We are con-

cerned with why this distinction is made at all, Whatever the
theory behind the distinction, the facts, at least, seem to sup-
port its usefulness. Direct investment, as defined above, has
behaved quite differently from portfolio investment and this sug-
gests that they really are two different things. The most strik-
ing example of this difference in behavior is found in the changes
in the United States long term investment position since 191L.

The trend of United States long term investments in the‘pres-
ent century is shown in Table I-1, Four points which illustrate
the differences and similarities in the behavior of direct and
portfolio investinent may be noted.

1. By 191} the United States had substantial direct invest-
ment but hardly any portfolioc investment. In fact, at that time,
the United States was a recipient of large amounts of portfolio
investment.

2. In the 20's, direct and portfolio investment moved in a
similsr fashion, both expanding rapidly.

3. In the 30's, ﬁhile portfolio investments declined drasti-

cally, direct investments declined only slightly.

#Depertment of Commerce, Cffice of Business Economics, Direct
Private Foreign Investments of the United States: Census of 1950,
(Washington: U. S. Government Printing Office, 1953), pp. L and 37.




L. 1In the post-war period, there hes been a rapid expansion
of direct investment but'only a slight increase in portfolio. It

is significant that during this period, portfelio funds have flown

into the United States.

So mﬁch for the historical trend. There are also some impor-
tant differences in the area distribution shown in Teble I-2. In
1929 the United States had about ﬁhe seame amount of direct invest-
ment as portfolio investment: $Z;§ billion dollars in the case of
direct and %ﬁ;} billion dollars of portfolio investments. In
Canada, portfclio investment exceeded direct investment somewhat.
In Europe there was almost two and one helf times as much port=-
folio investment as there was direct. In Latin America the ratio
is reversed. The 1956 data 2lso show differences in the distribu-
tion of the two kinds of investments.

More statistical evidence on the difference in behavior between
portfolio and direct investment could be offered, but at this point

it would hardly serve any purpose. A perfectly arbitrary two-fold

classification of capital movements could also show differences in
behavior and most probably would. The point is to show that there
are theoretical differences which account for‘the discrepancy in
behavior. This is @ large order and what we try to accomplish is.
considerably less ambitious. We begin with a discussion of the
theory of portfolio capital movements and then try to apply this

theory to direct investment,
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‘The theeory of portfolio investment

For portfolio investment, a well developed theory exists.,
It is worthwhile conSideriﬁg it in detail for it has many similari-
ties and contrasts to the explanation of direct inveétment which
shall be offered. Although we shall reject the theory as the ex-
planation of direct inVestment, we shall later need many of the
considerations dealt with here.
The basis of the theory of portfolio investment is the in-
//terest rate. Each investor maximizes his profits by investing
; wheré returns are the highest. Under the simplest form of the
theory,--where there are no risks, uncertainties, or barriers to
movement ,~~capital will move from countries where the interest rate
is low to countries where it is high until interest rates are every-

where equal. In this simple case, the theory predicts that no cross

N,

movements of capital will occur. \

The theory in this simplest form is too néiﬁe; The difficulty
is that when risk, uncertainty, and barriers to movement are intro-
duced almost anything can happen. The extra empirical information
needed to make predictions is very great and almost impossible to
acquife.

////if risk is introduced, the equilibrium condition is that equi-
ties of equal risk and equal return sell st the same price. We can
now no longer easily predict the direction of the capital fiow. In
fact cross movements are likely to occur on two accounts. They

will occur first of all because of differences in risk preference.
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If the investors of one country are more conservative on the aver-
age than the rest of the world, risk-avoiding capital will flow
out of the country while risk-taking capital will flow in. Even
if risk preferences are the same, cross movements will occur be-
cause of the desire of investors to diversify. As a corollary,
this means that the interest costs on 2 loan will be greater for
a larger loan even if the risk on the project, as defined, for

example, by the standard deviation of the expected returns, is

/,/

L

the same as for a smaller loan. The reason is as follows: the ~
more people imvest in a particular project, the’less diversified
their portfolio becomes, To make up for the increased risk caused
by this loss of diversification, a higher interest rate must be

offered. This may be an important factor in international capital

flows, for most international investment was and is concerned with
\ -

large projects. It may be that these large projects can only be
financed in large capital markets, where there are many investors.
each willing and able to take a small part. This cause rather
than interest rates in general might then account for some or much
of international capital movements,
If we introduce uncertainty, so that there is disagreement
about what riék is invclved in a given security, then cross move-
ments will also occur merely as a result of. differences in evaluation.
Even now, the task of empirical verification is indeed con-
siderable. But there are further complications,vsince we have not

yet taken into account barriers to movement and imperfections in
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the market. The main barrier to movement, aside from government
control, is the possibility of changes in the exchange rate. Ifr
the future exchange rate is uncertain, then returns to an investment
in a given country are not the same for natives as for foreigners,
The foreigner must consider the exchange rate he will get or, more
correctly, the probability distribution of future exchange rates.
When he enters this into his calculations, it might either decfease
or increase the risk involved. If it increszses the risk, this is
an additional cost. The cost might very well work in both direc-
tions and ij-4s therefore in principle similar to transport costs.,
Investiig/in each country might, for example, consider a L% return
abroad, as equivalent to a 3% return at home, because of exchange
risk. The main point is that equilibrium does not require equali-
zation of interest rates throughout the world. The only necessary

equilibrium condition is that interest rates in any two countries

not differ by more than a certain amount. Fluctuations in the in-

terest rates can occur without eliciting capital movements unless
the fluctuations are sufficiently large.

Something similar happens when there are other barriers to
movement such s the high costswofeacquiring,informatiqn or of
making transactions. Then, equivalent securities in different
countries can sell at different rates because the discrepancy is
not known or because the cost of removing it is too great,

The theory of portfolio investment with all the complications

introduced does not provide clear-cut answers to the question of
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which way capitael flows. We have spent so much time pointing this
‘out for twe reasons. First, even though we shzll suggest that the
theory of portfolio investment does not explain direct investment,
the considerations just examined turn out to be very important for
the theory of direect investment., For the imperfections of the ’
capital market w?}?h are a difficulty for the theory of portfolio 1
investment are precisely the factors which make the study of direc%

"3

investment interesting or, for that matter, relevant.

SR )

" The second purpose was to justify one of the major shortcom=-
'ings of this presentation. A good theory of direct investment

should explain the differences in behavior between portfolio and

direct investment, In order to do this we must have a theoretical
explanation of portfolio investment. We heve just tried to point

out the great difficulties in explaining the observed behavior of

portfolio investment. It is, therefore, not possible to treat

here both direct and portfolio investment. Instead we shall for

R R S

the most part present an explanation of direct investment and try
to apply it just to that form of investment.

Application of the theory of portfolio investment to direct investment

This then is the theory of portfolio investment. Does it ex-
plain direct investment? We present here several features of direct
investment which appear to be inconsistent with the interest-rate
theory.

1. As the first illustration of one of the difficulties of

using the theory of portfolio investment, consider the data in
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Table I-3 on the national distribution of certain balance sheet
items of a firm with investments in meny countries,

. /

There are threec clear features. Total assets are distributed

equally betwee the United States and the rest of the world. The

liabilities of\the firm are mostly in the rest of the world. Mar-
ketable securities and cash are mostly in the United States.

From the behavior of this firm what can be inferred about in-
terest rates? This table would indicate that interest rates are
high in the United States and low in the rest of the world. The
table appears to apply to a fim borrowing abroad and investing
in the United States. Yet the table is the 1958 balance sheet of
the Standard 0il Company of New Jersey, the largest single Ameri-
can direct investor. The figures in the balance sheet represent
about 5% of the total United States direct investment,

Nor is the behavior of Standard il in any sense atypical,

The aggregate data on American imvestments also show the same fea-
tures,-~those Americen firms which invest abroad also borrow abroad.

This is shown in Table I;b. It is quite evident that American con-
trolled enterprises operating in foreign countries borrow substan-
ial amounts abroad. In fact the total American investment of

11.8 billion dollars is only slightly more than half of the total

assets of these enterprises. Tt is significant that most of the

United States investments are in equity capitel while most of the

investments by foreigners are in non-equity capital. (The table

underestimates this feature, for as footnote one points out part

TR E—— e s n vnn B ae s e  —_—
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of the foreign owners' investments are in bonds, notes and.
mortgages.) If this direct investment is motivated by a desire f
to earn higher interest abroad, this practice of substantially 5
borrewing abroad seems strange.

It is interesting to compare the balance sheet of the Standard
01l Company of New Jersey with that of another large oil company
with extensive world~wide operations,--the Royal Dutch Petroleum
Company. Selected items from the 1958 annual report of this com-
pany are presented in Table I-§. The behavior of Royal Dutch is
quite opposite to that of Standard 0il, for in relation to its
total assets Royal Dutch borrows heavily in the United States.

Here are two companies in the same industry, one American and
the other Dutch, and both of them invest and borrow in each other's
countries and in other parts of the world. It is hard torexplain
these investments simply in terms of interest rates though it
could possibly be done; perhaps whatever paradoxes there are might
disappear if better inférmation were availa®tle. The point however
is that in the theory of direct investment that we propose in this
thesis, the behavior we have just described is not at all strange
but in fact is éxactly what one would expect.

2. The differences in behavior of direct and portfolio in-
vestments discussed atove in connection with the data in Tables I-1,
and I-2 hint that interest rates might not account for the movements
of both these types of capital. The fact that they sometimes moved

in opposite directions is particularly significant. The United
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States began accumulating direct foreign investments before 191

at a time when it was still a large importer of portfolio capital.
In the post-war period there have been flows of portfolio capital
into the United States. whide the United States has been rapidly
expanding its direct investments abroad. 1In fact, as can be seen
in Tables I-1, and I-6, in 1956, the United States was a net debtor
in portfolio invesiments.

The existence of cross movements may indicate that the inter-
est rate theory cannot by itself explain the movements of direct
investment. The data on cross movements were in fact introduced
to support this contention, but admittedly the cross movement could
be explained by the existence of risk and uncertainty without con-
tradicting the interest-rate theory and this possibility must be
considered. Unfortunately, we know of no way to test the hypothesis
that risk and uncertainty account for these cross movements. We
shall try, however, in later chapters, to demonsirate that there
is another plausible reason.

3. A4nother feature which makes the interest-rate theory sus-
pect as an explanation of direct investment is the fact that most
of the investment is made by firms which operate preponderantly in
the United States. For these firms, foreign activities are only
a small part of total activities. This is shown in Table I-7
which summarizes data on LL? companies with over one million dol-
lars foreign investment in 195C end accounting in total for 85 per

cent of all United States direct foreign investment. For the most

o s e ey oo o ca e s e e s
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part these firms are not finencia compenies and it is difficult
to understand why non-financial firms should be doing the foreign
investing for the United States. It is more reasonable to suppose
that these investments have some motivation other than the inter-
est rate and that they are connected with domestic activities of
these firms. This is the basis of the explanation we shall propose,
L. Direct investment has always shown a marked industrial
distribution. It is possible for eapital which moves in response
to differences in interest rates to be associated with particular
industries,--although, in tdct, portfolio capital was usually in--
vested in govermment securities or very high grade bonds,--but it
would be unlikely that this association would tske the form that
it actually does. At any one point of time, portfolio capital
would be invested in particular industries, but one would expect
that as conditions changed the capital invested in these industries
would be withdrawn and invested in other industries and other coun-
tries. Yet the direct investments of the United States, at least,
appear to be persistently associated with the same industries
throughout this century. In the United Kingdom, for example, almost
half of the labor force employed in United Stetes controlled enter—
prises in 1953, was employed in 31 firms which were established be~
fore 191ip¢ and as we shall. to some extent. show in Chapter IV, many

of the firms with lerge foreign investments began their Toreign

*J. H. Dunning, American Investment in British Manufacturing
Industry (London: George Allen and Unwin Ltd., 1958) Pe 95,




activities a good ﬁhile ago.

One would also expect that the industrial distribution of in-
vestments motivated byvthe interest rate would be quite different
in one country than it is in another. Yet direct investment ap-
pears to be associated with the same industries throughout the
world. TIf the investment is motivated by higher interest rates,
1t should move to some countries and to all industries and not,
as is in fact the case, to some industries aﬁd to all countries,
It is almost true that wherever there was or is oil, there was or
is Americen direct investment and the same could be said for motor
vehicles, business machinery, tires and tubes, soaps, farm machin-
ery, and a long list of other commodities. Yet for other indus-
tries, e.g., cotton textiles, clothing, leather, printing, and
primary iron and steel, the United States has almost no direct in-
vestment at all,

Farthermore, and this is very important, cross investment
often occurs within industries. With one exception, in each of
the industries listed above one of the large firms which operate
in the United States is a foreign firm: Shell 0il, Dunlop Tire and
Rubber, Moore Business Forms and now Clivetti, Lever Brothers and
Massey-Hariss-Fergueson. The one exception is automobiles., It is
not certain that this will remain an exception very long.

This is all the evidence we shall offer on the difficulties
of using interest rates to explain direct investment. Instead we

turn to proposing a different explanation.




The theory of direct iﬁvestment

2

Why then direct investment? The important theoretical short-

., coming of the interest-rate theory is that it does not explain con-
= .

trol. If interest rates are higher abroad than at home, an investor
will do well to lend money abroad, but there is no logical necessity
for him to control the enterprise he lends to. If we wish to ex~
plain direct investment, we must explain control.

There are two main types of reasons why an investor will seek
control. The first which I shall call direct investment of type 1
has to do with the prudent use of assets. The investor seeks con-
trol over the enterprise in order to ensure the safety of his in-
vestment. This reason applies to domestic investment as well, If
the entrepreneur has no funds of his own in the enterprise he con-
trols, his incentive not to go into bankruptcy is lessened. This
is especially important in international investment where there is
an inherent conflict of interest between investors of different
nationality. over how much reserves are to be kept in a particular
cﬁrrency. There alsc appears to be considerably more distrust in
international transactions than in intra-national; ané therefore’
more incentive for the capitalist to seek control. Whether the
view that foreigners are less trustworthy than natives is in fact
justified is irrelevant. All that is necessary is that investors
feel that waj, or that borrowers and governments feel differently

about external defaults than they do about internal defaults.
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The theory of type 1 direct investment is very similar to the
theory of portfoliorinvestment. The interest rate is the key fac-
tor in both. Direct investment of type 1 will substitute for port=
folio investment when the distrust of foreigners is high, or when
fear of expropriation and risks of exchange-rate changes are high,
but its movements will still be in response to differences in the
interest rate. The same objections just given to the theory of
portfolio investment as an explanation of the direct investment we
observe also apply to the theory of direct investment of type 1.

There is another type of direct investment that does not de~
pend on the interest rate and which I shsll call direct investment

of type 2 or international operations. In this second type of di-

rect investment the motivation for controlling the foreign enter-
prise is not the prudent use of assets but something quite different.
The control of the foreign enterprise is desired in order to remove

\ competition between that foreign enterprise and enterprises in
otﬁer countries.. Or the control is desired in order to appropriate
fully the returns on certain skills and abilities.

It frequently happens that enterprises in different countries
compete wi£h eachﬁ?ecause they sell in the same market or else be-
cause some of the firms sell to other firms. If the markets are
imperfect, i.e., if there is horizontal or bilateral monopoly or
oligopoly, some form of collusion will be profitable., One form of
collusion is to have the various enterprises owned and controlled

by one firm. This is one of motivetion for firms to control
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enterprises in oreign countries,

The other main motivation stems from the fact that firms are
very unequal in their ability to operate in a particular industry.

A firm with advantages over other firms in the production of a
particular product may find it profitable to undertake the produc=-
tion of this product in a foreign country as well. The firm could
also rent or sell its skill rather than undertake itself the foreign
productions: Which method it chooses largely depends on the degree
of imperfection in the market for the skill. If the market is im-
.perfect, the owner may not be able to fully appropriate the returns
to the ability unless he controls its use.

These then are the two main reasons why nationals of one coun=- A
try find it profitable to control enterprises in another country _(
apart from the desire to ensure the prudent use of assets. HMuch of _B
the direct investment which oeccurs may well be the capital movements
associated with the financing of these internstional operations of
firms. The demand for American direct investment is then. the de-
mand by Americans for capital to finance their an foreign activi-
ties, this in contrast to the demand for capital by entrepreneurs
of other countries for their activities.

- In part the capital movement is needed to acguire a share of
the foreign enterprise and thus obtain the desired control. The
motivétion for the investment is not the higher interest rate
abroad but the profits that are derived from controlling the foreign

enterprise, Aside from the minimum investment needed to acquire a
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controlling/interest, other international capital movements might
occur in comnection with the financing of the international opera-
tion. The task of Chapter V of this thesis is to explore this
question of.the amount of capital movement associated with inbter-
national operations. The importance and interest of this subject
turns out to depend entirely on the imperfections in the capital
market. If capital markets were perfectly perfect, so that inter-
e i N
est rates were identical everywhere, then firms would be quite
indifferent as to where they finance, and where they finance would
make no difference in the determination of interest rates or the
supply of capital in each country. When imperfections are intro-
duced, the answer to the gquestion of how capital is associated
with direct investment is not a simple one, and as was implied
above in the comparison between Royal Dutch and Standard 0il. (NJ),

it is not independent of the nationality of the firm.

The international operations of national firms

The theory of international operations is part of the theory

of the firm, Tt is concerned with the various relationships between
/

enterprises of one country and enterprises of another. More par-
ticularly, it is concerned with the conditions under which an en-
terprise of one country will be controlled by a firm of another
country or enterprises in several countries controlled by the same
firm. It is a problem of determining the extent of vertical and

horizontal integration of firms. The tools used to analyze inter-

national operations are the same, essentially, as those used to
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analyze the fim in its domestic operations. But there are two
important differences; the operations are international and the
firms are national.

Because the operations are international, many things must
be taken into consideration which would not be important in inter-
regional economics. Different nations have different governments,
different laws, different languages and different economies; and
communications between countries has, in the past at least, typi-
cally been far less than between regions within a country, Be-
cause of this, the markets of different countries are much more
separate than the marketsof different regions. This lack of in-
tegration can be quite important. It provides a good deal of the
interest in the subject of international operations, Especially
since it may be fast disappearing. In recent years, there has
been a great increase in communications between nations and we msy
be watching the integration of the world ecomomy or at least the
economic integration of broader areas then in the past. The in=
creased’intérnational operations may be a result of this and they
may also play their part in furthering integration, just as the
emergence of the national firm allegedly did in countries like the
United States. We shall see, But it has not happened yet and the
firms are national firms and not international firms. Their na-
tionality is of the utmost importance, for it affects the way they

behave and it affects the treatment they receive,
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There are at least three senses in which a firm has a nation-
ality. First it hes a legal nationality and this determines the
legal limitations on its behavior., A firm also has nationality
because most of its shareholders reside in a certain nation. and,
what is more important, it is committed to pay dividends in a cer-
tain currency. Last and probably least, the managers of the firm
have a nationality and thus may affect their allegiance and the
firm's behavior,

The difference in treatment because of nationality is well
known, WNearly all countries now have festrictions, sometimes very
severe, on the activity of foreign concerns. And the problem of
expropriation is ever present.

The behavior of 2 firm depends on its nationality. partly be-

cause i1t 1s subject to control and texation by its own govermment

and partly because it may have nationelist sentiments. But most

important is the fact that it is interested in eventually receiv-

.

ing its profits in its own currency. This is why there is a trans-
fer pfoblem. A firm will always attach a risk premium to any in-
vestment in a foreign country that it does not attach to its
domestic investments. If the costs are similar, the firm will
prefer, for example, to build a research center at home rather
than abroad. It will also be concerned zbout keeping reserves in
its own currency.

Conclusion

We have tried to suggest in this chapter that the interest-rate
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theory does not explain the movement of direct investment from
country to country. Instead we proposed that direct investments
are the capital movements associsted with the interﬁational opera-
tions of fims. To understand direct investment we must therefore
study both international operations and their firancing. The study
of international operations will occupy three chapters; one to
state the theory, one to derive its implications, and one to ex-
amine such empirical evidence on the subject as exists. The

study of the financing of internationszl operations will take one
chapter. The final chapter will deal with some of the effects

of international operations and the very limited implications of

these effects for policy.
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ARBIE T-1
/

UNITED STATES DIRECT/AND PORTFOLIO INVESTMENT POSTTION
IN SELIECTED YEARS, 191L-1955
(BILLIONS CF DOLILARS)

191l 1919 1930 1939 1946 1956

United States investments abroad
Direct investments 2.6 3.9 8.0 7.0 7.2 22,1

Portfolio investments 9 2.5 7.2 3,8 5.1 7.9

Foreign investments in the United States

Direct investments ' 1.3 9 1. 2,0 2,5 L.5
Portfolio investments 5.L0 2.3 b.3 ba3 L.5 8.8

Source: 191L-19L6 S. Pizer and P Cutler, "Growth of Foreign
oL

Investments in the United States and Abrozd," Survey
of Current Business, X¥XXVI (fugust 1956) p. 15,

1956 U. S. Department of Commerce, Office of Business
Economics, Balance of Payments: Statistical Supplement,
(Washington: U. S. Covermmendt Printing Office, 1958)

pa 181-




TABIE I-2

UNITED STATES DIRECT AND PCRTFCLIO INVESTMENTS ABROAD
) BY AREA, 1929 AND 1956
,/ (BILLIONS CF DOLIARS)

! 1929 1956

AREA ' Direct Portfolio Direct Portfolie

investment investment investment investment
Canada 1.7 2.0 7.5 L.3
Europe 1.3 .5 3.5 1.7
Latin America 3.7 1.7 7ol 8
Other I 1.0 3.7 1,21

/ b fniuledl sl
Totals? 7.h3 8.1 22.1 7.9

1International institutions accounted for .4 of this amount.
2Totals may not add because of rounding.

3Does not include direct investment of ,1 in banking,

Source: 1929 C. Lewis, America's Stake in International Investments
(Washington: The Brookings Institution, 1938) pp. 606 and
65h.

1956 U, S. Department of Commerce, Office of Business
Economics, Balance of Payments: Statistical Supplement,
(Washington: U. S. Government Printing Office, 1958)
p. 181,
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TABLE I-3 ////////

ARBA DISTRIBUTION OF SELECTED BALANCE SHEET ITEMS OF THE
STANDARD OIL COMPANY (NEW JERSEY) FISCAL YEAR 1958
(MILLIONS OF DOLLARS) H

Amounts located in ] i1
United States Other Countries A1l Countries -

Total assets v I, 880 L,598 9,478
_Total lisbilities 979 2,002 3,021
Net assets - (total assets less

totel liabilities) 3,901 2,556 6,L57

Cash and marketable securities .
(included in total assets above) 1,190 108 1,298

Net income 147 416 563

Net income as a per cent of

1. net assets 3.8% 16.3% 8.7% 4

2. total assets 3.0% 9.0% 5.9% 3

3. total assets excluding cash i
and marketable securities L.0% 943% 6.9%

Source: 1958 Annual Report of the Standard Oil Company (New Jersey, )
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TABLE I-l

ASSETS, OWNER'S SHARE, AND LIABILITIES
OF DIRECT INVESTMENTS, 1950
(BILLIONS OF DOLIARS)

Total United States Foreign Liabilities
Investments COwners! to
Equity Creditor Invest- Foreigner52
Assets Capital Capital mentl
Total 2242 9.9 1,9 263 8.1
AREAS
Canada 6.8 3.0 .6 1.0 242
Latin American
republics 7ol 3.9 .0 3 2.0
Western Europe L.k 1.5 o2 i 243
Western European
dependencies o8 o3 .1 o2 o2
Other countries 2.8 1.1 o2 ol 1.1

Notes: lIncludes equity in common stock and surpius, and bonds,
notes, mortgages, etc,

2411 other liabilities and reserves obtained by deducting
the sum of columns 2, 3, and I from column 1.

SOURCE: U. S. Department of Commerce, Cffice of Business Economics,
Direct Private Foreign Investments of the United States:
Census of 1950, (Washington: U. S. Government Printing
Office, 1953
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TABLE I-5

AREA DISTRIBUTION OF SELECTED BATANCE SHEET ITEMS OF THE
: RCOYAL DUTCH PETROLEUM COMPANY, FISCAL YEAR 1958
(MILLIONS CF POUNDS STERLING)

Europe and Western Hemisphere Total
the rest of
the Eastern  United Other
Hemisphere tates
1. Long term assets 660 347 490 1,497
2. | Current assets less current
- lisbilities 553 113 67 773
3» Long term liabilities and
minority interests 116 205 108 L29
Net assets (item 1 plus item
2 less item 3) 1,097 255 LL9 1,801

source: 1958 Annual report of the Royal Dutch Petroleum Company .

O AARS ot s
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TABLE I-6

UNITED STATES INVESTMENTS ABROAD AND FOREIGN INVESTMENTS

IN THE UNITED STATES BY ARFA, 1956
(BILLIONS CF DOLLARS)

/’
Direct Investments Portfolioc Investments
U. S. Foreign Nel U, S. Foreign Net
Invest- Invest- U. S. Invest- Invest- U. S.
ments ments in Posi- ments ments in Posi-
Abroad U. S. tion Abroad U. 8. tion
Europel 3.5 2.9 .5 1.7 6.2 (L.5)2
Canads 745 1.5 6.0 Lie3 1.2 3.1
Latin America Tols ol Te3 “ W8 o5 0
Other 3.7 (=3 3.7 1.2 5T
Totall 22,1 L5 17.6 749 8.8  (0.9)2

Notes:

Source:

lEurope is predominantly Western Europe.
2Figur‘es in brackets signify negzstive numbers.
3Less than $100,000,000.,

brotals may not add because of rounding,

U. S. Department of Commerce, Office of Business Economics,
Balance of Payments: Statistical Supplement, (Washington:
U. S. Government Printing Office, 1958) p. 181.
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TABLE I=7

TOTAL ASSETS AND FOREIGN ASSETS CF L2 COMPANIESY, WITH
FOREIGN INVESTMENTS OF CNE MILLION DGLLARS OR MCRE IN 1950

(MILLIONS OF DOLLARS)

Number Total Foreign Foreign As-~
of Assets  Assets sets as per
Companies 19L9 1950 cent of to-
Industry2 tal assets
Extractive, total el 20,367 4,705 22,8
Agriculture 12 L7 shl 72.8
Mining and Smelting 26 6,639 881 13.3
Petroleunm 26 12,981 3,280 25.3
Manufacturing, total 298 31,922 3,117 10.7
Food and kindred products 31 1,096 LiLé 10.9
Paper and allied products 21 - 1,327 304 22,9
Chemical and allied products 39 5,122 387 7.6
Primary end fabricated metals 32 2,228 178 8.0
Machinery (except electrical) 50 3,718 5L6 1h.7
Electrical equipment 19 2,960) 897 9.1
Motor vehicles and equipment 19 6,222) ¢
Other mamufacturing 87 5,8L9 659 14.8
Service, trade, finance, insurance,
miscellaneous, total 80 66,411 1,803
Public utilities 27 19,206 1,085 5.7
Trade 15 2,359 316 13.
Miscellaneous 15 1,156 155 6 4
'Finance and insurance 23 13,690 2L7 3Dy
Grand total Li2 118,700 9,925 8.L
Total United States direct
investment (1950 Census) 11,788
Notes: IThese LL2 companies each with foreign investments of $1 million
or more, account for 85 per cent of all direct foreign invest-
ment and 93 per cent of 2ll investments by U. S. companies.,
2Industry classifications on the basis of the major activity abroad
considering all foreign operations of the parent company together.
Source: U, S. Department of Commerce, Office of Business Economics,

Factors Limiting U. S. Investment Abroad: Part 2, Business Views
on the U, S. Government's Role, (Washington: U. S. Govermment
Printing Office, 195L) pp. 52 and 5k,




CHAFTER IT
THE THEORY OF INTERNATIONAL OPERATIONS = PART 1

Introduction

Some enterprises in a particular country are entirely con-
trolled by nagionals of that country; other enterprises are en-
tirely controlled by foreigners, In between these twe extremes
there is & wide veriety of relationships. The enterprise may be
a Joint venture, half-owned by nationsls and half-owned by for-
elgners; or the parinership may be unegual, either nationals or

foreigners may have only a minority interest., The foreigner may

have no ownership at all yet still exercise some control through
a licensing agreement or a cartel. The relationship may be more
subtle; tacit collusion among the enterprises is possible., The
reiationship then is still very real, though it does not take an
overt form. The various types of relationships between business
enterprises in one country and enterprises in another country
make up the subject matter of international operations.

‘There are two dimensions to the relationship. One is the

amount of control one enterprise has over another, i,e,, the ex-

tent to which decisions of one enterprise are affected directly

by the other enterprises: the other is the legel ownership, l.e.,
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the per cent of the emuity of a corporation owned by another corpo-
ration. The two dimensions are connected, though not precisely,
for ownership of §quity securities is one way of achieving control,
If this method is used, direct investment occurs; and as was sug-
gested in Chapter I, a substantial part of United States direct
investment may very well be of this type. The financizl aspects
of the subject will be explored in more detail later. In this
chapter we are interested in examining the control relationships.
We want to know the circumstances thet cause a firm to con-
trol an enterpriée in 2 forelgn country,., "Ws distinguish two major
reasons and one minor one. The two major reasons are as follows.
1. It is sometimes profitable to control enterprises in
more than one country in order to remove competition between them,
2. Some firms have advantages in & particular activity and
they may find it profitable to exploit these advantages by estab-
lishing foreign operations.
The minor reason which, for convenience, is discussed in
betweeﬁ the discussion of the major reasons. is diversification,
It is minor. because control is not necessarily involved, But.
before we discuss these reasons, we shall discuss some of the bar-

riers to international cperations.

Barriers to international operations--the advantages of nationszl
firms in their home market

In the absence of special features, the enterprises operating

in a country are likely to be national firms; for national firms
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are likely to have advantages over foreigners. This is precisely
because/we are dealing with international rather than interregional
eeomomics. Though it is not always true, national economies are
usually more isolated from each other than interregional economies,
and communication between them is more costly. National firms
have the general advantage of better information sbout their coun-
try: 1its economy, its language, its law, end its politics. To
a foreigner the cost of acquiring this information may be consid- -
erable. But note that it is a fixed cost, once incurred by es=v"
tablishing e foreign operation it resd not be incurred again.
Of 2 more permanent nature is the barrier to international
operations arising from discrimination by government, by consum-
ers, and by suppliers. It is not the general treastment that is
important: this affects the domestic fimms as well as the foreign
firms, but it does not give one firm an advantage over another,
What is important, is the fact that in given countries foreigners
and nationals may receive very different treatment. The govern-
ment discrimination can be extrgme. There may be outright prohi-

bition of foreigners or severe restrictions on the types of

o engage in. And.  the danger

ct

activity foreigners are permitted
of expropriation is usually greater for foreigners than for natives.
It is hard to tell whether consumers or suppliers really care about
the nationality of the firm they deal with. Sometimes it is found

to be important, but little is known about this aspect of the stigma
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of being foreign. Foreigners may also have disadvantages--or for
that matter, advantages--because of their own government's actions,
For the international operations are affected by the laws of the
home country. Ford of Canada was prohibited by the United States.
State Department from selling automobiles tc China even though it
would have been legal for a Canadian company to do so, Income from
foreign operations is subject to taxation bty the government of the
parent concern. :

0f great importance as a barrier is the exchange-rate risk,
A change in the exchange rate affects nationals and foreigners
quite differently. If the franc depreciates all holders of francs
lose. But those planning to spend francs in France lose less than
those planning to spend the value of the money in the United States;
for there are some goods which are not internationallgtraded, the
price of which in francs may not change at all or at leesst not by
as much as the price of other goods., A& company which must pay

i

its dividends in dollars must take this into consideration when j
deciding to invest in France, If a firm were truly international,
so thet its liabilities each year in any currency were proportionate
to its income in that currency, it would be no more concerned about
changes in the exchange rate than American firms are concerned

about devaluations of the dollar when they decide to invest in

Americg; - IR

There is great difficulty in studying these advantages of
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national firms in their home market for they are extremely diffi-

cult to measure. This is unfortunate since they can be extremely

important. It would be very interesting in any case to find out,

but infomeation on the subject is sorely lacking., So we must stop
here and turn to the reason why firms, despite the disadvantages,

stlll find it profitable to have foreign operations.

Removal of conflict as a cause of internstional operations

Enterprises in different countries frequently =re connected
to each other through markets. They compete by selling in the
same market or one of the firms may sell to the other. If such a
connection exists, it may be profitable to have one firm controlling
all the enterprises rather than having separate firms in each coun-
try. In other words it is profitable to substitute cenﬁralized%
decision~-making for decentralized decision-making. ¥hether or
not this will occur depends meinly on whether the merketis are
perfect or not.

Take first an extreme case of horizontal competition, Suppose
there are two countries and in each country only one firm because
of great economies of scale in production. If international trade
is possible, the situstion is one of duopoly, and some form of
collusion is profitable. One fom of collusion is merger, If g
merger occurs, competition between the two units is eliminated and
total profits are increased. If we have more than two countries

and more than one firm in each country, then the case is more
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complicated but the Principle is the same as long 2s two conditions
are present: First, fhat there is competition, potential or actual,f
P ;
between the enterprises of the different countriesy gecond, entry
1s difficult and there are only a few fims. If entry is not dif=-
_fioult, there is not much point in trying to control the market.
Whatever increase in profits might be achieved will soon be lost
because of the entry of new fims. When there are more than a
few firms, cooperation becomes more difficult.
To an empirical researcher this case is difficult to handle.
Suppose he finds an industry where the two conditions prevail.
Then merger is possible, but not necessary. Other forms of col-
lusion are possible., Or the firms may not collude and not achieve
Joint maximization. Unfortunately, there is not much theory to
guide him &s to which result is more likely.

Similar considerations apply when firms of one country sell
to firms of another country. and where there are only a few buyers.
and a few sellers. In this case a bilateral monopoly situation
occurs. Again mergér is one form of cooperation to inerease joint
profit snd again it is not a necessary result.

This is probably an important reason for international opera-
tions where raw materials are involved. In many cases where in-
ternational 6perations occur,--copper, iron ore, bauxite, aluminum,
and oil,--there are only a few buyers of *the raw materials; and

because of technological considerations, only a few producers.
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Certainly the great ‘concern about transfer prices in taxation
questions hints that secuential monopoly is involved.

In both the horizontal and vertical caseswe have outlined

situvations where it may be profitsble to have one firm. But what

will be the netionality of the firm? There is nothing inherent

in the theory to determine this. Other considerations may dominate
such as the particular entrepreneurs involved or the historical
sequence. Suppose a new copper mine is discovered whose value is
small compared to the size of the existing copper companies. One
would then expect that it is easier for the copper compasnies to
buy control of the new mine, than for the mine owners to buy con-
trol of the copper companies,

Before discussing the other major cause of international
operations--i.e., the possession of advantages--it is convenient
to discuss diversification as a cause of'something that is not
quite international operations. but is associated with it.

Diversification as a motivation for international operations

It sometimes happens that profits in one line of activity
are inversely correlated with profits in another line of activity.
For example, eluminum plants need large guantities of elsctricity,
If a plant is built in an underdeveloped area where electricity is
cheap, the possibility exists that the area will in the future be-
come developed., In that case, the price of electricity will rise,

profits to the aluminum producer will decline, and rents to the
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electric power plants &ill rise., Many examples of this type of
correlation are possibié especially in the case of raw materials.
When they occur there is'a good opportunity for diversification. %
fr”The fact of high negative correlation heans that an investor who
‘  invests in both aluminum plants and in their power supply greatly
) reduces the risk of his investment. This may be one reason why
firms will engage in both activities. But it is important to
stress that the firm need not control the enterprise, in fact the
firm need not have anything at sll to do with it. The shareholders
of the firm can, i} they wish, stabilize their profits by buying
shares of two different companies. each engaging in only one of
the activities. The main reason why the firm mey do it rather
than leave it to shareholders may be that it has more information.
This reason for international operetions dces not involve
control and is not really the same as the other reasons. But in-
dubitably it plays its part and most likely it is closely associ-
ated with the removal of the competition argument just discussed.

The possession of advantages as a cause of internestlonzl operations

Firms are by no means equal in their ability to operate in
an industry. Certain firms have considerable advantages in partic-
ular activities. The possession of these advantages may cause them
to have extensive international operations of one kind.or another,
The firm will in some cases license its advantages to a local firm;

in other cases it will itself operate the foreign enterprise,
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There are as many kindsfgf advantages as there are functions
/

in making and selling a“prﬁéuct. The firm!'s advantage may be that
it can acquire factors of pr;duction at & lower cost than other
firms. Or it may have knowledge or control of a more efficient
production function. Or the firm may have better distribution
facilities or a differentiated product.

Bain nas carefully analyzed the types end strength of adven-
tages in connection with his study of the conditions of entry.#*
His analysis is extremely relevant here with appropriate adjust=-
menés for the fact that it is used in a different context. Bain
is interested in the advantages which established firms have rela-
tive to new firms insofar as these advantages determine profits,
We are interested in the advantages possessed by firms of one coun-
try relative to firms of another country insofar as these determine
the nationality of the firm conducting a certain enterprise, That
is, we are interested in the barriers to ehtry, not as they apply

to new firms, but as they apply to firms of a different nationality.

%J. 8. Bain, Barriers Lo New Competition (Cambridge: Harvard
University Press, 1956). Table II-1 reproduces his summary table
of the advantages possessed by firms and the circumstances in
which they arise. His book contains empirical estimates of the
strength of these advantages for twenty indusiries. Unfortunately,
in the field of internaticnal operstions, the kinds of advantages
and circumstances that are relevant and important are not known,
and it would be an extremely fruitful area of research to do for
international operations what Bain has done for national. We do
not do so here for many reasons and the strength and importance of
our hypotheses suffer accordingly.
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The advantages that a firm possesses relative to a firm of

its own country may be guite different from the advantages it pos-
sesses relative to firms of znother country. A firm may have ad-
vantages in a certain industry, but international operations are

concerned with & certain industry in s particular country. In the

foreign country, the firm is subject to 211 the disadvantages (or
advantages) of being foreign that were discussed above. For this
reason the strength of the advantages of particular firms are
usually less abroad than at home.

But for other reasons a firm's advantages may be more potent
abroad than at home. In the United States, a firm is subject to
competition from a large number of entrepreneurs who possess equal
access to general factors of production such as skilled personnel
and capital. But in the foreign countries there may be an extreme
shortage of entrepreneurs and skilled personnel and the capital
market may be very poor. Moreover, and this is critical, the for-
eigner may not have access to the general fund of ability and
capital in the United States. because of the lack of integration
in the world economy.

A skilled American might very well be willing to work abroad
for an American firm while he would be cuite unwilling to do so
for a foreign firm. His preference might stem from his desire to
ensure himself of a position in the United States should he in later
years wish to return home. Other considerations of political and

national allegiance might also arise.
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Something similar to this may be true of the capital market,
It is sometimes felt tgét the New York capital market,--through
inertia, ignorance, or irrationality,--discriminates among borrow-
ers of equal worth according to their nationality, even after the
appropriate discounts for real speciel costs are made.

Because a firm possesses advantages, its business enterprise
in the foreign country would be profitable. Because international
operations are motivated by these profits, there can be direct in- A
vestment even when there is not enough of an interest-rate differ-
ence to cause portfolio investment. Unequal ability of firms is
a sufficient condition for international operations, the rest of this chap-
ey 1s concerned with the fact that it is not a necessary condi-

tion.

The possibility of licensing

If a firm of one country possesses an advantage over firms of
all other countries in a certain line of activity, it does not
necessarily mean that the firm will have its own enterprises in
foreign countries. For one thing, the firm could export the com-
modity in which the advantage is embodied. These cases are easily
identifiable for the product is not produced abroad. A more in-
teresting reason why the firm will not itself have a2 foreign opera=-
tion is that the firm can often license, rent, or otherwise sell

its advantage.

Ly
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This is.frequéptly the case. We find some firms with no
forgign enterprises. but extensive licensing arrangements. Other
firms have subsidiaries in some countries and license in other
countries., Occasionally, the firm has operations abroad and li-
censes at home,

To study the role advantages play in explaining international
operations we must examine some of the aspects which go into a J
firm's decision to license, We do not attempt a complete analysis.
We only point out certain aspects which will be relevant in future
discussions. It is important to do this because whether the'firm
sells the skills or whether the firm sells the product containing
the skills determines to a large extent the amount of direct in-
vestment it makes.

Why does a firm use the advantage itself instead of licensing
it? We can view the problem this way. The firm is a practical
institutional device which substitutes for the market. The fim
internalizes or supercedes the market. & fruitful approach to
our problem is.to ask why the market is an inferior method of ex-
ploiting the advantage, i.e., we look at imperfections in the
market,

-One line of thought . - immediately presents itself. Decen-
tralized decision-making, (i.e., a free market), is defective when

there are certain types of interactions between the firms, i.e.,

each firm's behavior noticeably effects the other firm!'s. If each
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firm pursues its own interest, joint meximization may very well
not occcur. In this €§se the problem can be alleviated by central
control and ownership. Under common ownership an attempt is made
to maximize joint rather than individual profits. In other words,
the same considerations of horizontal oligopoly and bilateral
monopoly as discussed above apply here.,
Consider a firm deciding whether to license its advantage in
a particular industry. Suppose that in this particular industry
technical considerations are such that there will be only one or,
at most, a few firms in each merket. If the fim attempts to 1li-
cense its products, it will encounter two problems which could be
solved by owning the operating enterprises. 1In the first place
it will be selling its advantage to enterprises which possess mo-
nopoly power in their markets. A seguential monopoly problem is
therefore involved., Integration could then increase Joint profits,
The second problem of licensing arises from the difficulty of con-
trolling price and output., To achieve maximum profits, a firm
which licenses must specify the precise use to each firm and this
is not always possible under the anti-trust laws. Alternatively
it could let the firms compete, butthis may result in a loss of
profits. If the firm which possesseé the advantages does not
 license, but instead undertakes the operations itself, there is
less difficulty in achieving maximum profits. It is important to

stress that both of these reasons for not licensing disappear if
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there are many buyer; of the advantage. It is the market impurity
which.leads the possessor of the advantage to choose to supercede
the market for his advantage. It should 2lso be noted that the
sequential monopoly problem does not require complete control over
the licensee, A minority interest will often suffice. If there
is a minority interest. and no direct charge for the license, the
distortion prdblem»of secuential monopoly no longer arises.

Impurities in the market are not the only kind of imperfec-
tions which are relevant here. In a world of uncertainty  there
may be a conflict of evaluations which make cooperation difficult.
Business 1s risky and businessmen receive signals but not complete
information. People read signals differently and so act differ-
ently even where their goals are identiczl. Hence there is a
difficulty of reaching an agreement. between the licenser and the
licensee. The owner of the advantage may use it himself because
nis evaluation of it is different than the evaluation of other
people because he has more information about his advantage and a
greater inceﬁtiﬁé to use it.

Aslde from causing a conflict of evaluztions, uncertainty
makes it ‘difficult for buyers and sellers fo achieve a satisfactory
licensing contract., If the contract contains rigid provisions,
changing conditions will hurt one party and benefit the other. &

more flexible type of arrangement may be advantzgeous,--a partner-

/ship with sharing of profits for example,




A reluctance to license may also arise from the inherent dan-
! ger of losing the adﬁantage. The licensee may discover a process
which su?stitutes for the advantage. Or. he may develop consumer
ties or other affiliations which gives him advantages. In this
case a profit sharing arrangement will protect the possessor of the
advantage;

Most of these consideraticns imply that it is preferable for
the firms to operate itself, rather than to license. But. on the
other side is the very important fzct that there do exist other
firms in other countries with advantages of their oﬁn. It may not
pay to compete with these other firms and so some form of COOpera-
tion such as licensing may arise. If there are many other firms,
licensing is almost certain. But s protlem arises when bthere dre
only a few firms, Here cooperation through licensing is difficult
because a bileteral monopoly problem is involved. The firm may
then establish foreign operations.

The considerations just outlined apply edualiy well to domestic
as to. foreign exploitation of an advantage. We should, therefore,
expect great similarity in the national structure of firms and the
internaticnal. However, there are differences; firms often licenge

;‘abroad in areas where they operate at home. The difference, of
éourse, is due to the difference between interregional and inter-

national trade,
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A firm deciding on the best method of exploiting its advan-
tage in a countrj other than its own may find itself at a consider-
able disadvantage if it wants to estatlish a foreign subsidiary.

In the most extreme case it might be prohibited by goverament from
cperating in that country., It then has no choice but to license

if it is to get any revenue at all, Most likely its disadvantage
will be less extreme. But there will be some merit in cooperating
with local firms, in some form or other, if the local firms have
some advantages of operating in that country. In particular, the
exchange-rate risk is nearly always present if the firm undertakes
the operation itself, To reduce its risk it can recruit local
capital, and the only way to do this may be to allow locel partici-
pation. It is interesting that the extent of local participation.in
United States foreign enterprises ig slightly greater for those
started after than for those started before the war.% But there

is not enough data to tell whether this 1s actually due to the .
increased nationalism which some observers feel has characterized
recent yesrs.

There is another reason why a firm looking abroad is likely
to find firms with whom it is better to cooperate than compeﬁe.

For many reasons international markets have been more separate from

%U. S. Department of Commerce, Office of Business Economics,
Direct Private Foreign Investments of the United States: Census
of 1950 (Washington: U. S, Government Printing Office, 1953) p. 23.
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each other than markets within a country. Communication in the

~—
past was poor and transport costs kighgy In this milieu independent
local firms might arise sheltered, as it were, from the competition
of foreigners, When comunications improve, or when firms become
sufficiently large to surmount the problems of long-distance coordi-
nation, therlocal firms may very well e established. Since there
already is a local firm, the firm has = choice of licensing, merg-
ing, or establishing a subsidiary. Exactly what it does is not
easily predicted. The answer depends on some of the considerations
we' outlined above and even then the outcome is not certain,--the
indeterminateness of oligopoly situations recurs,

Within‘a country there is more integraiion, and it is more R
likely that/the profit-maximizing position has been reached, In
international affairs, where international economies have in the
past been poorly integrated, we are more likely to be observing a
transitory relationship in which licensing will be one character-
istic. It is interesting that some companies begin by licensing,
then acquire minority interest, and ultimately acquire control,

The sequence can also work in the opposite direction. The fimm

may be operating sbroad where it would license at home because there
are no local firms to license to. This igs especially likely in
underdeveloped countries. Through time, in these countries, local
firms may develop; the foreign operations decline, and licensing

be substituted,

S e e TS S R 33 B W e s e o
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Another reason for the greater predominance of licensing
abroad than at home is the increased possibility of dividing mar-
kets in thé'international economy. The reason may be because
tariffs and transport ﬁost separate markets or because antie -
trust laws are more loosely applied. In this case the firm can
discriminate between markets through licensing arrangements with-
out itself establishing foreign operations.

Some empirical evidence on international licensing arrangements
of United States firms

There is some empirical evidence on the extent to which firms
resort to licensiﬁg in their foreign activities. It is neither
very good nor very plentiful; but it does illustrate what we have
been talking about. The data are presented in Tables IT-2 and I11-3
which show the national and industrial distribution of the receipts
and payments of United States firms in connection with licensing:
or more correctly, in connection with all agreements to supply
patents, processes, technology, equipment under rental, and other
téchnical and proprietary assets such as copyrights and trademarks.

Total receipts of United States companies from rents, royal-
ties and the like from unaffiliated foreign companies were 128,]
million dollars in 1956, This amount is large compared to payments
by Uhited States firms of 22,5 million dollars but small compared
to the 3,134 million dollars earnings on all direct investments,
However, it is significant compared to the 858 million dollars earn-

ings on direct investments in manufacturing (which is probably the



more appropriate figure for comparison since most licensing occurs
in the manufacturing sector,) and it is especizlly significant in
the cgse cf certain countries,

Canada and Latin America present a similar pattern. The re-
ceipts from unaffiliated companies are completely overshadowed by
earnings on manufacturing investments and receipts from affiliated
companies, (The affiliated companies are branch plants and sub-
sidiaries which probably are classified zs direct investments and
the receipts from these may be included in earnings on direct in-
vestment,) There are almost no payments by United States firms
to firms in Canada and Latin America. As will be discussed in
the next two chapters, the ratio of direct investment go national
income is much higher for these countries than for the rest of
the world and the share of their industries controlled by foreigners
is higher., 411 these facts point in the same direction: there are
relatively fewer native firms in Canada and Latin America able to
compete with Aﬁerican firms, as compared toc Europe, For in Europe,
all these relationships reverse themselves, Receipts from unaf-
filiated campahies are high compared to affiliated companies and
compared tec earnings on manufacturing direct investments. Payments
to Europeans are also higher. And the share of America in European
industry is, in general, less than in Canadian or Latin American
industry. These facts all point to the existence of stronger local

competition for American industry in Europe.
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The pattern of licensing and direct investment in the rest of
the world is very similar to that of Canada and Latin American
countries and dissim%}ngto Europe. This is what one would expect.
There are two exceptions: J;pan which is similar to Europe in all
respects and Australia where the receipts from unaffiliated firms
are relatively high. For Australia, no explanation is offered.
For Japan, the heavy reliance on licensing may be due to govern-
ment control,

One interesting point about the industrial distribution in
Table II-3 may be noted. In the chemical industry, both receipts
and payments are high. This suggests that both Americans and
Europeans (notably French and German) have advantages in this ine
dustry. A suggestion which is further supported by the fact that
there used to be considerable foreign direct investment in the
United States in chemicals, and if not for the wer, there might
still be. In this context it is interesting to compare the national
distribution of direct investment in chemicals to the distribution
of investment for éll manufacturing industries. This is done in
Table IT-L for 1955, the latest year for which this type of ine
formation is available. The investment in Europe. is:pelative to
investment in all countries, proportiocnally less for chemicals
than for all manufacturing. It is also known that European chemi-

cal firms have direct investments in other countries,* This may

#For example, Buropean direct investment in the chemical
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reflect market sharing of some kind,
1

&
interna-

&l"
This concludes the initial statement of the theor%ﬂ

tional operations. In the next chapter we will discuss some im-

plications of the theory,

industry in Brazil is as great as fmerican investment there. See
Stanford Research Institute, Internationzl Industrial Development
Centre, International Comparative Studies, Investment Series 1,
Brazil - Factors Affecting Foreign Investment (Menlo Park, Stanford
Research Institute, 1958) p. 29.
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TABIE IT-1
S

SUMMARY TABIE OF BAIN'S DESCRIPTICN (F ADVANTAGES OF ESTABLISHED
FIRMS AND THE CIRCUMSTANCES IN WHICH THEY ARISE

I. Typical circumstances giving rise to an sbsolute cest advan-
tage to established firms

A, Control of production techniques by established firmms, via
either patents or secrecy. (Such control may permit ex-
clusien of entrants from zccess to optimal technigues, or
alternatively the levying of & discriminatery royalty charge
for their use,)

B. TImperfections in the markets for hired factors of production
(e.g., labor, materiels, etc.) which allow lower buying
prices to established firms; alternstively ownership or
control of strategic factor supplies (e.g., resources) by
established firmg which permits either exclusion of en-
trants from such supplies, driving entrznts to use inferior
supplies, or discriminatory pricing of supplies to them,

C. Significant limitations of the supplies of prodictive fac-
tors in specific markets or submarkets for them, relative
to the demands of an efficient entrant firm. Then an in-
crement to entry will perceptibly increase factor prices,.

D. Money-market conditions impesing higher interest rates upon
potential entrants than upon estsblished firms. (These
conditions are apparently more likely to be effective as a
source of advantage to established fims as the absolute
capital requirement for an efficient entrant increases, )

II. Typicel circumstances giving rise to a product differentistion
advantage to established firms

A. The accumulative preference of buyers for established brand
names and company reputations, either generally or except
for small minorities of buyers.

B. Control of superior product designs by established firms
through patents, permitting either exclusion of entrants
from them or the levying of discriminatery royalty charges,




/ TABLE IT-1 (contimued)

C. Ownership or contractual comtrol by established firms of
favored distributive outlets, in situations where the sup-
ply of further outlets is other than perfectly elastic.

ITI. Typical circumstances discouraging entry by sustaining signi-
ficant economies of the large scale firm

A. Real economies (i.e., in terms of quantities of factors
used per unit of output) of lerge-scale production and
distribution such that an cptimel firm will supply a sig-
nificant share of the market.

B. Strictly pecuniary economies (i.e., monetary economies only,
such as those due to the greater bargaining power of large
buyers) of large-scale production, having s similar effect.

C. Real or strictly pecuniery economies of large-scale adver-
tising or other szles promotion, heving a similar effect.,

Source: Quoted verbatpm from J. S. Bain, Barriers to New Competition,
(Cambridge: Harvard University Press, 1956 ppe 1b-16.
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TABLE II-3
LICENSEl RECEIPTS AND PAYMENTS OF UNITED STATES
FIRMS BY INDUSTRY IN 1956
(MILLICNS OF DCLLARS)
Recelpts of U.S, Payments by U.S.
Companies from Companies to
Foreigners Foreigners

Food, including tebacco 1.2 o2
Textiles and Allied 5.7 5
Chemical and Allied 25,2 10,5
Rubber products 1.6 N.4,
Primary and Fabricated Metals 8.1 1.6
Machinery (except electrical) 2342 1.3
Electrical machinery 21.0 o7
Motor vehicles and equipment 5.6 5
Other transportation 11.0 1.8
Petroleum 8.9 o2
X11 other 16,9 542
Total, all industries 128,15 22.5

Notes: LReceipts and payments refer not only to licensing but to
all receipts and payments in connectien with agreements
to supply patenis, processes, technology, egquipment under
rental, and other technical and proprietary assets such as
copyrights and trademarks.

Source: J. E. Smith, "U. S. Fims Conduct Lively Technical Exchanges
with Foreign Companies," Foreign Commerce Weekly, December 29,
1958, pn 2.
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TABLE II-}

UNITED STATES DIRECT INVESTMENT TN ALL MANUFACTURING AND IN
CHEMICALS AND ALLIED FRODUCTS, ARRA DIST RIBUTICN, 1955
(MILLIONS OF ‘CLLARS)

Investment in Investment in
all Manufacturingl Chemicals and
Allied Preducts

Canada | 2,83l 311
Latin America 1,366 Lo7
Europe 1,631 157
Other areas L91 70

Total 6,322 ous

petroleum and mining

=y

Notes: lIncludes manufacturing operation of
' companies.

Seurce: S. Pizer and F. Cutler, "Growth of Foreign Investments in
'~ - the United States and Aorocd " Survey of Current Business,
' XIAVT (August 1956) p. 22,




CHAPTER III
THE THEORY OF INTERNATIONAL CPERATIONS - PART IT

"In the last chaplter we presented the theory of international
operations. He specified two major and one minor cause and we re-
lated these causes to the form of internstional operations. 1In
this chapter we try to bring the various points tegether in a sys-
tematic fashion that illustrates their implications. The material
of this chapter is largely repetitious.

The many forms of internztional cperations

The basis of the theory of international operations is the
connection between enterprises in various countries. There are
many kinds of interrelations, and the form of an international op-
eration depends in part on which kind prevails, The various rela-
tions center on horizontal or vertical competition between the units
or on the possession by nationsls of one country of an advantage
which they exéloit in another country, The forms we observe are
branch plant, whclly-owned subsidiary, majority-owned subsidiary,
joint venture, minority interest, licensing arrangement, and tacit

collusion,*

#For an extensive description of the many forms--agent, repre-
sentatives, branch house, fully controlled subsidiary, minority




There is no simple connection between the overt form and the
underlying relation for there are many ways to achieve the same
goal. We cannot be sure that a firm with 50 per cent of the stock

of a company exercises more control than a firm with 25 per cent

s3]

or a licensing arrangement. It would teke very detailed study

of firms to specify the nature and extent of the influence. It

would, I think, be 2 very interesting study. Much ié/ﬁade of cen-~

//

trol by changing foms, In these discussions there often is ne

explicit consideration of the many kinds of control and the many

Ky

forms which can be used to schieve eny one of them,

Don Cottons has suggested an interesting hypothesis which
1llustrates the difference between changing form and changing the
fundamental relationship., He suggests thst a company forced by
govermments to allow greater local participation in its foreign
subsidiary will overcome this change in form by enforcing more cen-
tralized decision making. Nationals of the country of the subsidi-
ary will be participating but the decision will be made in the head

office,

interest, concession, contract, and licensing agreement--used by
American firms operating in Europe in 1931, see F. A. Southard, JTrs,
American Industry in Europe (Boston: Houghton Mifflin Company,
1931) Chapter I.

#*In the draft of a thesis being prepared at M. I. T.
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The forms depend in part on the type of contrel desired. If

the motivation is to se arate markets and prevent com etition be-
I L

tween units, then the control of price and output decisions must
be complete, It must also be complete if there are differences
in evaluation arising from the risk and uncertainty involved, How=

ever, for the bilaterzl monopoly problem encountered in licensing
3 f iy )
\

an advan@ﬁge, control is not always necessary; a profit-sharing
plan (éjg., a minority interest) will often be sufficient, If
both parties receive a constant share of rrofits, there is no
conflict over what is to be maximized, and the distortion effects
of charging a price for the license in excess of marginal cost
(which in the case of a license is zero} do not arise,

Dunnings has found some interesting aspects of the determi-
nants of fom., He finds that United Stztes firms sometimes relin-
quish part of the control of their United Kingdom subsidiaries as
@ condition of horrowing from British sources.¥* This is just one
éase of a more general rule; parent firms often share control of
thelr foreign subsidiaries if there are other firms or persons who
have something to comtribute to the operaticn, This rule is also

seen in another finding of Dunning's; the more similar the product

#*J. H. Dunning, American Invesiment in British Manufacturing
Industry (London: George Allen ang Ummin Ltd., 1958),

R

#¢J. H. Dunning, p. 98.




structures of the parq?t and the subsidiary, the more the control:

the nreater/tne’necesslty for local adaptation, the less the con-

trol.: /

7

The way in which form is related to the underlying relation-
ship is @ fascinating study. And an important one too, The "fim"
is a particular form of relating various activities in the economy,
A study of the determinants of the forms of inbernational operatiens
could probably tell much about the nature of the firm and help
clarify the theory of the firm. But little is known,

The many sidedness of international operations

We Dbegan this study by trying tc explain the flow of direct
investment. In order to do this we wers led to study the interna-
tional operations of fimms. The most importent aspect of interna-
tional operations may be the capital flcws associated with, but it
is by no means the only aspect. Also associated with international
operations is the flow of business technicue and skilled personnel,
The data on these aspects are very meager. All we know of
this migration of men is that there are 9,000 American citizens
employed in Latin America by Americsn companies.:t About the flow

of business technique we know almost nothing. The payments for the

#J. H., Dunning, p. 98,

1ited States Department of Commerce, Cffice of Business
mconom;cs, U. S. Investments in the Latin American Zconomy
(Washington: U. 8. Govermment Printing Cffice, 1957) p. 122,

B T e e T L
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skills of the paremt firm are included in the profits it receives

from.its foreign subsidiary or associate. Empirically, it is not |

possible to separate that part of the return which is the interest i
|

on capital and thet part which is payment for other services ren-

dered,

The word "technical assistance" is not used for good reason.
We presented as one theoretical motivation for control, the monopoly
control of the industry. Whether the increased profits which re-
sult from the comtrol of price and cubtput in this connection should
be classified as technical sssistance is doubtful. Something simi-
lar may be true of other functions as well,

T

We concentrate on capital movements

-

tecause of the historical
tradition eand because more is known aboubt them than anything else,.
But they are after all only one dimension of & much broader phe-
nomenon. When we iry to measure the extent of international opera-
tions, for the purpose of testing hypothesis or determining effects,
it is not the only measuﬁe we could use and perhaps not the appro-
priate one.

If we had. the information, we could use the vortion of a
country's G.N.P, represented by the value added of enterprises
under foreign control. This would not completely cover interna-
tional operations; the difficulty of determining the extent of con-
trol and deciding which types of control should be included are

formidable. In particular, we would be leeving out licensing

o s £p * b8 e = e
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agreements and management contracts which are an important part of
inte;naﬁional cperations. Instead of value added, we could use
assets as an index of international operations. This measure is
subject to the same limitations as value added plus an additional
one. It assumes that capital is a measure of size and thus ig-
nores other factors of production. Direct investment is further
removed from the ideal measure. Tt is subject to variztions aris-
ing from differences in methods of finance,

Another measure would be the annual flow between nations of
certain services“connected with foreign operations. This measurs
would include interest, profit, wages of foreigners, royalties, and
consultant fees. There may be z case for including the value of
exports as well. One shortcoming of this measure is the fact that
to some extent an American firm will increase its profits in the
United States by having foreign operations (as, for example, when
the acquisition of a foreign enterprise removes the competitien of
imports), This increase will not be measured by the firm's income
from abroad. This is an important thing %o consider because one
of the reasons for foreign operations is +he Jjointness of profits
of the enterprises at home ard the enterprises abroad,s:

In empirical work you make use of what you have., For the most

part we shall use direct investment as & nmneasure of international

*It also implies that it would be very difficult to measure
the profitability on foreign direct investments.
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operations and we shall supplement it with other indices where
possible. One of the purposes of the analysis of the last chap-
ter was to indicate the theoretical connections between the various
measures, and these should be kept in mind in any discussion of a

particular problem of international operations.,

The international distribution of advantsges and the role of his-
torical accident

At least some (and more likely most) international operatiens
are due to the unequal sbility of fims to conduct a certain activ—
ity. To explain international operations, therefore, .it is impor=

ability. But we know very little

=8

tant to know this distribution o
about ability of firms. A good deal of what we know is contained
in Bain's analysis of barriers to entry end thet deals with only
20 industries and only in the United States.# In the absence of
detailed information it is worthwhile examining some general
features,

Why do firms of different countries have unequel ability? In
part it is due to the fact that there is an unequal distribution
of skills among people. The population of every country is a
sample of the universe and the particular distribution of skills
will vary from country to country for no other resson than this,
In part it is alsc due to the chance discovery of =z gold mine, a

valuable formula, or Scotch whisky. If this were all there was,

#J. S. Bain, Barriers to lew Competition (Cambridge: Harvard
University Press, 1956).
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there would not be much interest in analyzing the direction of the

flow‘éf international operations. The problem becomes interesting
only when the distribution of advantages is systematically unequal
between countries. Then we can analyze why some countries have

» \

more international operstions than others,

Cne would expect that firms in reletively advanced countries
would in general have advantages over firms in backward countries
but it is net alweys true and historical accident may also be inm
volved. In the relatively advanced and rich countries there are
more skilled personnel and better developed capital markets. By
itself this does not give firms of the advanced countries an ad-
vantage over firms of backward countries. They have the advantage
because they have better access to these factors of production for
reasons discussedbabove, i.e., that there azre reasonable and un~
reasonable preferences by employees and investors for compzanies
of their own country,

Developed countries provide a better training ground for en-
trepreneﬁrs. They have industries that peor countries do not
have and the firms in these industries are likely to be national
firms. By operating in these industries, the firms have an oppor=-
tunity gradually to acquire experience and achieve size. They be-
come "established" firms, with advantages over nationals of less

developed countries,

- e e a3 e 5 e e
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This hypothesis that the firms which have advantages are mere
likely to be from advanced countries then from backward countries
is consistent with the observed fact that the major exporters of
direct investment are and have been the well developed countries
of Europe and of course the United States. Tt is interesting in
this context to ask what will heppen with time in a particular
country to the share of industry controlled by foreigners,# There
is no single answer: there are some forces iiich increase the ad-
vantages of foreigners over local firms and some forces which de=
Crease Ehem: which set of forces predominates in a particular in-
dustry is a cuestion which can only be decided by detailed studya
Tending to encourage the entry of local firms are the following:
(1) as the country develops, the supply of local skilled persons
and capital increases; (2) as the market grows, whatever barriers
introduced by economies of scale diminish in importance; (3) there
is a demonstration effect,--the existence of profits induces local
firms to follow the example and enter the industry. There are also
forces which tend to make it more difficult for local firms te
enter. The foreign firms operating in the industry may find their
advantages increasing relativerto new national firms through grow=
ing product differentiation, continuing research, and increasing
access to factors of production. The foreign fims become even more

Yestablished,"

*To aveid misunderstanding it must be stressed that although this
is an important question to the economist interested in the behavior
of the economy it is not necessarily of any relevance to policy censiderations,
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The fact that advantages may increase brings up the question
of how much historica; accident is involved in international opera-
tions. Suppose a firm has an advantage and is considering estab-
lishing a foreign opegation. It decides not to, perhaps because
of a bad administrative decision. In the absence of its activity
in the foreign country a local firm begins operations. Ten years
later the local firm may be an established firm and it may ne
longer be profitable for the original firm to change its mind and
establish a foreign subsidiary.

This consideration of historical accident comes into play
whenever it is true that a firm's abllity in a given year depends
on its past activity. It may be important and the problem arises
when we consider the distribution of United States investments,

It is well known that the share of United States industry in Latin
America 1s greater than the share of United States industry in
Buropes* Is this because Europe is richer than Latin America and
will it disappear as Latin America develops? It is hard to tell
becéuse Europe is both richer and older than Latin America. But

in Canada we have a country thet is both rich and young. The share
of America in Canadian manufacturing, for exsmple, is very high and

v

in recent years incressing.%xCanada hss as large an automobile

To some extent this is illustrated in Table IIT-1.

S
3K

¥*%See Dominion Bureau of Statistics, International Trade Division,
Balance of Payments Section, Canada's International Invesiment Positioen
1926-195L, (Ottawa: Queens Printer and Controller of Stationary, 1958)
P. 91, o




industry as Italy, yet there is no Canadian automobile fim. But,
Canada is not really a good test case because of its geographical
and cﬁltural proximity to the United States. Unfortunately there
are no good cases which can discriminate between the various forces
which influence the pattern of international operations. But it
is an interesting question as to how much history is involved,
and perhaps also an important one,

In the United States, as growth occurred, many forelgn owned
enterprises were taken over by imericans. But the war helped this

process (through the seizure of German assets by the United States

government, and the forced szle of some British assets by the United

]
joN

Kingdom government) and the experience may be unicue. The rayen
industry is an interesting case of both economic forces and history
at work. Every profitsble rayon venture in the United States began
with some type of association with Buropean firms.sfis rayon tech-
nology in the United States reached the level of that in Europe,

however, domestic firms commenced to break away from their parent

or affiliated European companies,"s#¢ Bub the bresk was helped by

#Australia and New Zealand are like Caneds in that they are
young and rich and English speaking., Unlike Canada they are not
geographically close to the United States. As Table III-1 shows the
ratio of American investment to their ndtlond7 income is higher than
Europe. Further study of these countries might be useful,

#%J. W. Markham, Competition in the Rayon Indusiry (Cembridge:
Hervard University Press, 1952) pp. 20 and 21.

seelbid, , PP~ 20, 21, 209,
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the se99£d world war during which time several German subsidiaries
were téken over by the United States Govermment and the ownership
of American Viscose sold by Courtaulds.

In England Dunning questioned 115 United States controlled
firms and found that for the period 1939-195L, 63 firms claimed
their share increased, 37 claimed it had remained constant, and
15 claimed their share decreased.* This shows that anything can

happen. From the point of view of historical accident the follow-

ing quotation is relevant:

"The tendency for a subsidiary to develop independ-
ent of the parent concern and, in consequence, forrelation-
ships between the two companies to become distinct, was

eatly accelerated by the war, during which time such
subsidiaries not only ceme under the control of British
natives, but evolved separate product lines of their own.®

International operations and international trade

The industries in which international operations occur are
often industries in which international trade was or is important.
The international operations frequently were established to replace-
exports or to produce imports. Some empirical evidence on this
assoclation of trade with international operation is available,
The United States Department of Commerce reports that in 1956, 23 per
cent of all United States imports came from United States controlled

enterprises operating in foreign countriesass Of the total sales of

*J. H. Dunning, American Investment in British Mamufacturing
Industry (London: George Allen and Urwin Ltde, 1958) pe 1084,

s

5. Pizer and F. Cutler, "Growth of Foreign Invesiments in
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United States companies operating in Latin America, 43 per cent

was for export, a good part of it to the United States.¥* In
England too, international trade is an important activity of United
States subsidiaries. Dunning found that though the American firms
in his sample accounted for less than 3 per cent of the total num-
ber of employees in British manufacturing industries, they accounted

for 12 per cent of manufacturing exports, st

the United States and Abroad," Survey of Current Business, XXXVI
(August 1956) P. 2L. The per cent was more Than twice as high
in the selected commodities (accounting for slightly less than
half of total imporis) in which international operations occur.,

*U. S. Department of Commerce, Office of Business Economics,
U. S. Investments in the Latin American Economy (Washington:
U. S. Govermment Printing O0ffice 1I957) p. 113, As one would
expect, the per cent exported is higher for Mining and Smelting
(86 per cent), Agriculture (80 per cent); and Petroleum (52 per
cent); and lower for Manufacturing (6 per cent) and Public Utili-
ties (1 per cent),

*%J. H. Dunning, American Investment in British Manufacturing
Industry (London: GeoTrge Allen and Unwan Ltd., 1958) pp. 50,
295, The type of exporting done by American firms in England
is very different from the exporting done by firms in Latin
America, In Latin America it is mostly a matter of exporting raw
materials to the United States and elsewhere. In England, the
firms are in manufacturing industries and their exports are g
replacement or a substitute for exports from the parent company .




There is good theoretical reason for this close association
between international trade and international operations. In some
cases, international operations occur only because there is actual
or potential trade. Trade brings enterprises of one country into
contact with enterprises of another coun%ry; this contact often
causes conf'lict; and international operations are one means of
resolving this conflict, There is also a close association be-
tween trade and advantages. Advantages can be thought of as fac-
torsbof production. If a firm possesses an advantage in a certain
activity, it is likely to export the commodity which embodies its
advantages. When there is a change in‘post conditions. and it be-
comes profitable to produce abroad, this firm way establish the
foreign operations, for it still has its advantages.s Not only
do the advantages lead to trade but trade may lead to advantages.
For through its export activities.a firm may establish distribu-
tion chammels or may establish a differentiated product.

This brings up the infant-industry argument which is really

. e - |
an infant-firm argument. It never pays to put a tariff on be~
cause the market is small, for it will only result in raising the
price and making the market smaller. The thing to do is to wait

until the market is large enough to support an optimum-sized plant,

*An interesting sidelight on this point is found in the 1950
anmual report of the Caterpillar Tractor Company. The report
offers as one reason for the establishment of aforeign subsidiary,

b

"The growth of foreign business in spuricus parts in place of
genuine caterpillar parts”. (underling supplied,)
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Then perhaps a tariff may serve as a catalyst. The tariff argument
may, however, apply to an infant firm. The infant firm, in the
frame of reference of our paper, is a firm which is at a disadvan-
tage but which would overcome the disadvantage through time, There
is one trouble., The imposition of a tariff may result in the for-
eign firm establishing 2 subsidiary, The local firm may then never
get started; mug%iless established,

The ability of firms %o substitute international operations
for exports lost has implications for the balance of payments,
Ddilar shortages have probably had two opposing effects on Ameri-
can investment, Exchange restrictions and depreciations, actual
and expected, tended to discourage investment. But the loss of
foreign markets due to the Very same exchange-rate problems tended
to increase the profitability of going abroad,*

Block considered only the first, and said that the dollar

shortage had blocked the very investment which would alleviate it,

As proof, he pointed out that much of the direct investment since
the war has been dollar oriented, i.e., went into the production
of materials for sale to dollar countries or other hard-currency
areas. As he put it, "the obstacles to direct investment are

those obstacles arising from the dollar shortage.'s+ But at the

*Aside from the exchange restrictions which prevented foreign
firms from taking money out of a country thus giving them no alterna-

tive but to invest it there.

- *%E, Block, ”Unitéd States Foreign Investment and the Dollar
Shortage', The Review of Economics and Statistics XYYV (May 1953)p. 15k.
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same time there was mué% soft-currency--oriented investment in manu-
facturing for local sales in Latin America. True manufacturing in-
vestment did not increase as fast as direct investment in oil. But
very few things ever grew as fast as investment in oil. And thé
fact that much investment goes to Canada is nothing new, this was
true in the 20's when the dollar shortagé was not an important
fact in investment decisions,

The annual reports of Johnson and Johnson provide an interest-
ing example of the two effects. The literary part of the annual

reports are replete with complaints of foreign govermmental con-

trol, exchange trouble, unfavorable business climate abroad, etca
The reports_are, in fact, almost a model list of obstacles 1o
direct investment., However, the statements at the front of the
annual reports do not prepare the reader for the figures at the
back which show that the direct investment of Johnson and Johnson
amounted to elght million dollars in 1946, 15 million in 1950,
and 29 million in 1957,

| We have not discussed the association between direct invest-
ment and trade in the usual manner which distinguishes three
relations:

1. where the direct investment increases exports,

2. where the direct investment decreases imports,

3, Wwhere the direct invesiment does neither.




81

We have not treated the relation in this way because of the
great difficulties involved in discovering the effect. Every in-
vesﬁment.&ffects the production-possibility curve of a country and
the distribution of income and therefore demand. What the final
impact on trade will be may have little connection with what hap-
‘pens in a particular industry. As a particular example of the
difficulty, consider the following case. An American firm invests
in a foreign country in an industry which exports. Does this mean
the investment is export—increasing{ Suppose the reason for the
international operations was to obtain market control and to re-
strict output in some places, It is then possible that if the
American firm had not made the investment, and, if instead, a
local firm had made it, trade would be greater, We have to dis-
tinguish carefully what we are comparing. We may compare what
happens if the American makes the investment to what would happen
if the investment would not be made at all, Or, the relevant com-
parison might be with what would happen if it.was made by someona else.

Monopoly and international operations

Monopoly problems pervade any discussion of international
operations and direct investment.

For example, in the discussion above, there was continual
mention of indeterminacy arising from oligopoly problems. In any
policy discussion of direct investment one also finds that part of

the debate is only meaningful if it is analyzed in terms of
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imperfections and impurities of +he market, Foreign firms are
accused of controlling the industry, of exploiting labor or con-
sumers, of being too big and of being too profitable. These are
exactly the same charges found in the politics of anti-trust,
except now there is additional passion, for the object of attack
is a foreigner,

Both in theory and in fact, where international operations
ocour, considerations of perfect competition are not likely to
apply. The theoretical points in support of this were made in
Chapter II and will be only summarized here. The empirical sup-
port will be presented in Chapter IV. The first major cause of
international operations given in Chapter IT was the removal of
conflict between enterprises in different countries which either
sell to each other or sell in the same market., This conflict stems
from the impurities of the market and would not arise in competitive
industries. The second major cause of international operatiohs was
the exploitation of an advantage, In this case the firm usually
has the alternative of licensing the advantage instead of itself -
establishing foreign operations. It will be recalled that many of
the reasons for choosing not to license arose from the imperfect
nature of the market for the advantages These imperfections pre-
vented the appropriation of all the returns to the advantage. When,
on the other hand, there are many buyers of the advantage, many
of the reasons for establishing a foreign subsidiary disappear and

the alternative of licensing became more attractive,
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There is also a presumption that the kind of abilities which
lead to international operations will most often be possessed by
only a few firms, If many firms possess this ability, then it is
probably not too difficult to acquire. Local firms will then be
able to acquire it, and since they have‘special advantages in their
oWn coﬁntry because of their nationality, they (and not foreign
firms) are likely to predominzte in this industry. The exception
to this occurs in very backward countries. In backward countries,
the natives may be so lacking in ability that they would not be
able to compete successfully in industries which in advanced coun-
tries are nearly perfectly competitive, e.g., farmings Foreigners
may then operate in these industries even though there are many
firms in the industry. Another example is the case where large
projects in a small country are financed in large capital markets
because that amount of capital cannot be raised locally. There
still may be many such projects and a competitive industry,

The ‘association of oligopoly elements with international
operations is important in two respects. The first is that it
introduces a certain degree of indeterminacy into the extent of in-
ternational operations. Repeated instances of this were encountered
in the discussion of the theory of international operations and
they will be encountered in any empirical investigation., An inter-
esting and illustrative example of these problems can be found in the

following two case studies of events in the early part of this century.



In the 19th century the United States exported meat to Great
Britain and Europe. The advent of refrigerated shipping made it
econonical for Europe to switch its imports from United States to
Latin America, Both British and American firms established meat
packing plants in Latin America. A bitter battle resulted, but
firms of both countries remained in the industry.s

Contrast this with the tobacco case. Here is Dunning's des-
criptioh.

". . . at the turn of the century, the British
tobacco industry was literally 'invaded' by American .
capital. Restricted in its sales by 2 high tariff wall
imposed on U. S. cigarettes, the American Tobacco Com=
pany acgquired the young and prosperous firm of Ogdens,
Ltd. in September 1901, and straight awsy launched an
extensive publicity campaign to sell cheap cigarettes.
The Chairman of the U. S. company at that time made no
secret of his intentions, viz: 'to obitain z large share
of the tobacco trade both of England and the Continent,!
and he threatened to spend up to £6 million in doing just
this. The reaction of the British producers was prompt
for within a month of the purchase of Ogden's, thirteen
of the leading tobacco companies had amalgemated and
formed themselves into DIwerial Tobacco Company, with an
issued capital of £1L 1/2 million. Then followed sev-
eral months of cut throat competition between the Two
CONCErns. . ..o hventually, a market sharing agreement
was reached in September 1902; COgden's became part of the
Imperial Tobacco group, which was given the moncpoly of
the British and Irish markets, whilst the United States
and its dependencies were 1o be supplied by the Americzan
Tobacco Company. A new concern, the British-American
Tobacco Co,, Ltd., was set up to handle the remainder of

“the export business and was allocated factories both in
the United States end in the United Kingdom. . . "¢

#L. Corey, Meat and Man (New York: The Viking Press, 1950)
pp. 202-206, T

w+d. H, Dunning, American Tnvestment in British Manufacturing
Industry (London: George Allen and Urwin Ltd., 1958) pp. 30<3Lls
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The second important implication of the oligopolistic nature
of international operation is in the area of policy. This will
not be discussed here. Instead one genersl point will be made.
Because of the oligopolistic nature there is room for bargaining.
The firm will often be receiving a return zbove its opportunity
costs on the services it provides for its international operations.
It is possible for foreign governments to tax these rents without
éffecting behavior. This 1s not & policy prescription, but to the
observer it is interesting to study the negotiations between firms
and govermments in this bilateral monopoly situationi
Summary

The discussion in this chapter has been long and it is appro=
priate here to summarize in systematic fashion the points considered.
We have stated that international operations occur only under spe-
ciel conditions; that when they occur, many forms are possible;
and that it is not always possible to predict precisely the form
or the extent of internationsl operations because of the monopolis-
tic nature of the markets in which they evolve, We proceed with \%
the summary by discussing various types of industries where inter-
national operations occur, some of the factors which determine the

form, and the nature of the indeterminacy involved, We ‘distinguish

#An analysis of these problems {and especially of the 50-50
partnership solution) is found in C. P. Kindleberger, International
Economics (Homewood: Richard D. Irwin, Inc., 1958} pp. LO2-L0G.
For a recent description see E. T. Penrose, "Frofit Sharing Between
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four pure cases.‘ In ectual industries there will be a mixture of
the pure cases.

1. International operations will occur in those industries
in which enterprises of different countries sell in the same mar-
ket or sell to each other under conditions of imperfect competi-
tion, The form will vary; there may be collusion, tacit or overt;
the enterprises might merge and become one firmj; they may have a
profit sharing agreement (through minority interests for example);
for a time the enterprises mey even compete. But if there is in-
terdependence and if there are only a few firms so that they can
recognize this interdependence, some form of accomodation will even-
tually occur, In an empirical investigstion we would look for
concentrated industries in which there is intermational trade. The
vpattern of international operations will be determined by the pat-
tern of trade. Between countries that trade, there will be inter-
national operations; between countries that do not trade, there
will be none,

2. International operations will also occur in industries
where some firms have advantages over other fimms, There are
several subcases:

The rarest case will be the one where there is a single

firm which has advantages over all other firms in the world.in.

Producing Countries end Cil Compenies in the Middle East," The
Economic Journal IXIX (June 1959) p. 238.
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the productien of a.particular product through, for example, its
possgssion of a strong patent. Wherever the product is produced,
the firm will have some part in its production. Its part, however,
can range from a licensing agreement to complete control and it
need not be the same in a1l countries. When the patent can be
most efficiently used by many enterprises, licensing is likely to
be the chosen method. If, on the other hand, industry conditions
are such that there will be only one or z few enterprises in each
market, a stronger form of control is more likely, The method
chosen will depend partly on the firm!'s position at a particular
point of time; for example, if it is expanding rapidly and is short
of capital it may resort to a looser form of conmbirol in order to
ralse capital in the country of cperations. The form will also
depend on the particular country involved. In those countries
where there are strong discriminations agsinst foreigners, or where
there are local firms with complementary skills, some form of co-
operation will be likely; the relinquishment of control will be
compensated for by the decrease in costs.

£ more prevalent case of international operations occurs
in industries where there is not one but several firms with advan~
tages. However, it is not likely that there will be many firms.
For if there are mamy firms, éntry is probably easy and local fimms
with the special advantages of their nationality will predominate.
The exception to this proposition will occur in those countries where

the nationals are so backward that they cannot survive in any industry.
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The several firms with advantages may not all be of the same
country. Capable firms can arise in many countries because entre-
preneurs are born everywhere, and because the history of the world
is that until recently economies were culte separate and firms
could develop in isolated home markets,

There is no single solution when there are a few firms. The
firms will differ slightly among themselves and their pattern of
development will reflect this. More important there may be some
casesof market sharing. The national firms might predominate in
their own market and they might divide up the rest of the world
into spheres of influence. Or, they might compete in each and
every market, including their home markets. TIn our present state
of knowledge, an indeterminacy is involved where oligopoly matters
are concerned. This is very important when an attempt.is made to
explain direct investment. Direct investment is assoclated with
international operations--whatever indeterminacy there is in the
one, there also must be in the other,

3. The third case of international operations arises from
interdependence of enterprises in different countries other than
the two reasons (market impurity and unequal ability) presented
above. (One such interdependence comss about from fact that profits
in cne country may be negatively correlated with profits of another
country; when one goes up the other goes down. Or the profits may

be independent, 1In either case an investor may be able to achieve
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greater stability in his profits by diversifying his portfolio

and investing part in each country, This investment may be under=-
taken by shareholders of the fim, and not the firm itself, and no
control may be invdlved. It will probably depend on who has the
better resources for acquiring infomation.

Reasons other than diversification may be ceuses of inter-
dependence and international operations. I do not know of any
that are empirically important but doubtlessly they exist and will
be uncovered by further research,

L.,” The fourth and last case, 1s the case where international
operations do not occur., Industries of this kind probably account
for the preponderant share of the gross naticnal product of coun-
tries. Industries with many smaell firms are likely to fall into
this category although even here isclated cases of international
operations are possible depending on the peculiar circumstances of
individual firms. Indﬁstries 7ith no international operations pre-
dominate partly because of purely economic facts and partly because
of the lack of integration in the world economy. The greater the
nationalism the greater the disparity in ability necessary to cause
international operations. There is a vicious circle involved. For
the greater the nationalism, the greater the profits must be in
local currency, and this leads to greater hostility to foreign
"exploitation.” This concludes our summery. In the next chapter
we shall present a surveyﬁ?mpirical evidence which illustrates the

arguments we have just made,

T 4 e e s PR,
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TABLE ITI-1

NATIONAL INCOME AND UNITED STATES
DIRECT INVESTMENT BY AREA
(MILLICONS OF DOLLARS)

1953 1950 U.S. Direct Investment
National
Area Income All Industries Manufacturing
Canada 19,482 3,579 1,897
Latin America Lo,L12 i, 735 780
Western Europe 162,591 1,720 932
Australiz and New Zealand 10,111 226 107
Other non-Commnist areas 90,926 1,528 116

Source: M. H. Watkins, Estimate of World Income, 1953 (Cambridge:
Center for International Studies, M, I. T, 1956)

U. S. Department of Commerce, Office of Business Economics,
Direct Private Foreign Investments of the United States
(Washington: U. S. Govermment Printing Oifice, 1953) p. Ll.




CHAPTER IV

SOME. EMPIRICAL EVIDERCE CN UNITED STATES
INTERNATICRAL GPERATIONS--MAINLY IN
MANUFACTURING INDUSTRIES

Introduction

The theory of international operstions just presented may be
plausible and it mey be velid but it certainly makes the task of
empirical investigation exceedingly difficult. The theory implies
tﬁat the relevant units of study are particular industries and
particular firms and not the aggregates of international operations.
This type of information is simply not available. To make a proper
study of international operations, one would need to know the in-
dustriel composition of national product for each country, the
shere of industry output in each country of firms of every nation-
ality, the strength of the advantages of firms, and detailed knowl-
edge of the structure of industries and the patterns of interna-
tional trade., What we heve is considerably less. The United
States 1s the only major direct investing country which regularly
publishes reascnably complete and consistent data on its foreign
investments.' Even here the investment data are broken down only

into broad industrial categories. It 1s usually not possible to
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estimate the Unifed States share of production in other countries,
because for most industries. total output by industry is not
known., About the advantages of individual firms, almost no inde-
pendent measure is availsble,

Cne can meke some headway by studying individual firms and
industries. But the way is treacherous. When there is little
solid basis of informetion, any preconceived pattern can be sup-
ported by observed behavior and individual detailed studies still
remain special cases, .

What follows is & survey of such information 85 is available
on United States participstion in manufacturing industries in for-
elgn countries. Most of the data is taken from government publi-
cations or from the few empirical studies which have been made,
These data, taken as & whole, suggest some simple propositions
which are consistent with the discuszion of the last two chepters
and which illustrate some of the hypotheses.

Three of the main features suggested by the survey are:

(1) that American foreign operations are concentrated in az few
industries and are conducted by a comparatively small number of
firms; (2) in these industries, United States companies account
for a large and often major share of the output in foreign coun-
tries; (3) often in these same indusiries where American firms
have substantial foreign operations, one of the firms operating in

the United States is a foreign firm. This concentraticn in certain




93

industries, the predominance‘of fmerican firms in these industries,
and ﬁhe existence of cross investment are consistent with the pre-
diction of the theory of international operastions presentéd in the
last chapter.

The other important feature of internstional operations is
its association with concentrated industries. Tnternational opera-
tions of United States firms seldom occur in industries where there
is a large mumber of firms. Moreover the firms that have interna-
tional operations are large et home and their subsidiaries are
large abroad. Large size and concentration are by no means the
same thing, but they are empirically related,

The reader may be warned of +two biases in the presentation
that follows. The studies of international operstions from which
the data are taken were not designed with the propositions just
mentioned in mind. Had they been so designed, the illustrations
might be clearer and more striking. On the other hand, these
sources were read by me with the propositions very much in mind,
and the selection of evidence to be presented here is no doubt
biased on this account. Tn an sttempt to partly guard against this
latter fault, I have made liberal use of direct quotations from

the texts dealing with the subject.



Aggregete United States Investment

We present in this section some statistical evidence on the

following points:

1. Certain United States industri

[¢]

s have significantly more
foreign investment than other industries, In later sections we
try and show thst those industries which have much investment are
industries where throughout the world the share of United Stétes
firms is high.

2. A few firms in a few indusiries account for z suBstantial
vortion of United States direct investment,

3. The industries where there is much foreign investment tend
to be concentrated industries while the industries where there is
little or no foreign investment tend to be unconcentrated,

Ls Most of the investing is done by lerge fims,

5. 1In at lesst ten industries where United States firms have
foreign investments, one of the leading firms operating in the
Uﬁited States is a2 foreign firm,

It should be stressed thet the data %o be presented are very
poor and only suggest these 5 propositions rather thsn in any

sense prove them,

Industrial distribution

Table IV-1 shows the industrial distribution of United States

direct investment as compared to the industrial distribution of the
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total assets of all fimms in the United States. By no means is

the distribution of foreign investment

n

equal among industries,
Relative to total assets, foreign investment is high in Petroleum,
Rubber, Paper, Electrical equipment, Motor vehicles, and Mechinery;

~while 1t is low for other industries. However the industrial cate-
gories used are very broad and a finer brsakdown might reveal other
industries where foreign investment is high relative to domestic
assets,

A more detailed industry breskdown is presented in Table IV-2

but it is based on less reliable dats. The information in Table IV-1
is based on Census date which are reasonadly compl The informa-

tion in Table IV-2 is based on Statistics of Income data which cover

only those firms which claimed credit for foreign taxes and which
filed statements to support their claim.s¢ The industrial classifi-

cation alsc differs somewhat from Table IV-1 to Table IV-2. The

#Some 1dea of the coverage of s

tatd s of income data can
be obtained from the follow1ng data for

stics
1950,

Net earnings on all United States

direct investments (Census) $1,765,900
Net receipts of income from direct
investments (Census) 1,293,600
Retzined earnings of foreign
subsidiaries (Census) $ L72,300

Net foreign income of 211 firms
reported in Statistics of Income $1,33L,101

Source: United States Department of Commerce, Office of Business
Economics, Direct Private Foreign Investments of the United
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Census classifies investment on the basis of the activity of the
foreign firm whereas the Treésury Department makes the classification
on the basis of the recelpient's activity. The other main difference
between the two tables is that in Table IV-1 the data refer to assets
while in Table IV-2 they refer to income, Because income is more
subject to transitory fluctuations than assets, an average of four
years, 1950, 1951, 195L and 1955, was used for Table IV-2. There

is no particular significance in the selection of detes to be

omitted except that for 1952, information cn income from foreign
sources was not published,

ey

Despite the lack of comperability of the date for the two

tables, the pattern is similar. The data in Tabl

(]

IV-2 are arranged

}_J

in order of percentage of income derived from foreign sources. The
skewness is again evident and the order is not too different from
that of Table IV-1. Petroleum, thber, Chemicals, and lotor Vehi-
cles are again high; while Textiles, Apparel, Tobacco, Ordinence,
Lgather and Lumber are low. There are some exceptiocns, Food,
Primary Metals, Fabricated Metals, are hic her than Machinery except
electrical, and Electrical machinery whereas in Table IV-1 they
were lower. There is also some new informstion: some of the sub-
categories of "all other manufacturing® of Table IV-1 rank high én

the 1ist, (e.g., scientific instruments),

States, Census of 1950, (Washington: U. S. Government Printing
Office, 1953) p. 355 and United States Treasury Department, Internal
Revenue Service, Statistics of Income for 79CC Part 2 (Washingtons:
U. 8. Government Frinting Cffice, 195L) p. LI,
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The major investing firms

Both of these tables underestimate the unevenness of the dis-

tributien of foreign operstions because both tables deal with fairly
broad and somewhat heterogeneous industrial categories. It is
difficult to obtain data on finer industry classifications but
some indication is given by the fact that a good portion of Ameri-
can direct investment is made by only a few firms (as illustrated
in Table IV-3). In fact, of the 3,390 million dollars of foreign
investment in oil, 3,124 million was accounted for by 7 firms.

In other manufecturing, the facts are not quite so dramatic but
nevertheless still impressive., Total direct investment in manu-
facturing (excluding petroleum) was 3,831 million dollars. FEleven
fims with direct investments of over 50 million dollars accounted
for 1,373 million or over s third, while another 16 firms with in-
vestments between 26 to 50 million dollers had investments of 595
million, bringing the total of the top 27 investors, with foreign
investments of 25 million or over, to 1,968 million or about half
of the total.

Since a few firms account for so much, and since these firms
are in only a few industries, it is to be expected that a2 finer
industrial breakdown would show even more unevenness in the distri-
bution of foreign investments than was shown in Tables IV-1 and
Iv-2. Table IV-3 shows which industries the 27 large foreign in-

vestors are in. It is possible to guess at the identity of these
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firms by examining énnual reports but it is not possible to do so
with certainty, Not all firms publish data on their foreign ac-
tivities. Those that do publish do not necessarily do so in a
consistent fashion,

Food, The five large investors in the Food Industry with foreign

" investments of over 25 million are probably International Packers,

The Corn Products Refining Company, the Coca Cola Company, Swift
and Company, and Armour and Company., Two other fims, The H. J.
Heinz Company and‘Wiison and Company appear to have close to
25 million. International Packers may very well have over 50 mil-
lign_dollars assets.

The importance of meat packing in the foreign investments of

the food industry is here evident and is supported by the fact that

of the 235 million dollars of United States investment in Argentina,

Brazil, Uruguay, and Chile in branch plant operations in 1932,

95 million or nearly one half was in meat packing.# The meat pack-
ing industry, though not now highly concentrated, once wasj and
the oligeopolistic struggle surrounding its foreign operations was
noted above. Corn Products Refining and the Coca Cola Company are
in the more concentrated segments of the food industry; Heinz is

not,

#See Table IV-12 and D. M. Phelps, Migration of Industry teo South

America (New York: McGraw-Hill Book Company, Inc., 1936) p, 2l.
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Paper. The four large investors in the paper industry are the
International‘Paper Company with well over 50 million dollars in-
vestea in Canada and three of the following four, the Crown Zel-
lerback Corporation, the Kimberly Clark Corporation, the Marathon
Corporation, and the Minnesota and Ontario Paper Company. This
"~ industry is unlike other manufacturing industries, since the for-
eign investmenﬁs are largely confined to Canadaj* and this is prob-
ably due to natural resources location.,
Chemicals, Two of the four chemical companies with foreign invest-
ments over 25 million in 1950 are two soap companies, the Proctor
and Gamble Company and the Colgate-Palmolive~Peet Company, It is
not possible to tell which are the other two since the large chemi-
cal fims which might have substantial foreign investments such
as duPeont, Union Carbide, or Allied Chemical and Dye, do not report
thelr foreign activities in usable form. The Sterling Drug, Inc,
also has close to 25 million dollars invested abroad and may be
one of the large four. This illustrates the importance of pharma-
ceutical preparations. At least four othgr drug companies, Abbot
Laboratories, American Home Products Corporation, Parke, Davis and
Company, E. R. Squibb and Sons have foreign investments of over
10 million. The drug industry, unlike the sozp industry, is not .
concentrated as a whole, but in individuszl products may be quite

monopolisticy——

*See Table IV-Q,

e S e ]
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Primery and Fabricated Metals, Only one firm in Primary and Fabri-
cated Metals had over 25 million dollars assets but it is not cer-
tain whether it is the American Rzdiator and Standard Sanitary
Corporation or whether it is the American Can Company; both have
close to 25 miliion dollars of foreign investment. The Crene Com-
‘pany also has close to 25 million and the Continental Can Company,
Inc. has over 10. The Gillette Safety Razor Company (Delaware)
has over 5 million and the only Primary Metals company with sub-
stantial investment seems to be the Armco Steel Corporation. This
accounts for six out of the seven fims with investment of from
6 to 25 million although the coverage of this industry by the
UBE Sample is not too complete as seen in Table TV-3.%
Machinery, Of the five large Machinery companies with over 25 mil-
lion dollars foreign investment, two of them, the International
Harvester Company and the Singer Manufscturing Company have over
50 million if not over a2 hundred. The other three firms are
probably the International Business Machine Corporation and United
Shoe Machinery Corporation, and the Nztional Cash Register Company,
The eleven companies with foreign assets of from six to twenty-
five million may be the following: +the Allis-Chalmers Manufacturing
Company, the Pucyrus-Erie Company, the Burrough's Adding Machine

Company, the J. I. Case Company, Deere and Company, the Hoover

#It will be recalled (Tsble IV-1, footnote 3} that manufacturing
cperations of mining and smelting companies are not included in this
category, -
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Company (Ohio), Mergenthsler Linotype Company, the National Supply
Company, the Cliver Corporation, the Otis Elevator Company (New
Jersey), and Remington Rand, Inc.

The office machinery and faym machinery industries are obvi-
ously well represented.,

The three large investors in the Automotive and Electrical

industry are the General Motors Corporation, the Ford Motor Company ,

and the General Electric Company. The first two of these have over
fifty million dollars invested abrosd, The other large automobile
firms and electrical equipment firms zlsc have important and often
substantial foreign investments,

Other industries. The six large investors in the "Other industries"

categery are the Eastman Kodak Company (with over 50 million), Good-
year Tire and Rubber Company, Firestone Tire and Rubber Company,
United States Rubber Company (at least two of these rubber compa-
nies had over 50 million dollars assets), Lone Star Cement Corpora-
tion, and the Celanese Corporation of America.

Concentration

The industries in which foreign investments are important are
concentrated ones. Certainly this is true for the Automobiles, .
Electrical Equipment, Rubber, Business HMachinery and Office Machin-

ery, Shoe Machinery, Sewing Machines, Photographic Equipment, Ele-

vatd?s;‘Cﬁ?ﬁ“Products, Soft Drinks, Socap, and Razor Blades industries,

all of which have important foreign investments. This as compared
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to the industries where foreign investment is noticeably absent,
Natural Fiber Textiles, Apparel, Lumber, Fumiture, Printing,

Leather, etc., There are exceptions, of course, One striking excep-

tion 1s the Tobacco industry. BRBut the story teld in Chapter IIT

[4)]

suggests that this may be because of the existence of a strong
foreign competitor in the Imperisl Tobacco Compeny. In any case
the assoclation with concentrated industries is not a simple one
and the statement above must be interpreted cautiously.

Size of investing firms

The firms which do the investing are also large firms, The
only statistical evidence of this, aside from the fact that firms

listed above are big firms, comes from Statistics of Income data.

In 195k, United States firms filing statements in support of their
claims for foreign tax credit, reported 1.5 million dollars of
foreign income from all sources. Of this 1.1 million applied to
firms with 250 million dollars assets or more.,% To a limited ex-
tent, the large size of investing firms supports the contention
that they dominate the industries they are in. Their size also
indicates that they are firms with a successful past and afe

likely to be firms with advantages (one of them may even be their

size) in particular activities, which advantages they exploit abread.

 #United States Ireasury Department, Internal Revenue Service,
Statistics of Income 1954, Corporation Income Tax Returns (waShington:
U. 5. Government Printing Cflice 1957) p. 130.
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Cross investment

Cne of the most interesting aspects of international opera-
tions is that in many of the industries where American firms have
substantial foreign operations, one of the fimms operating in the
United States is a foreign firm,

Foreign Contrelled Firms

Industry in the United States
1. 0i1 Shell 011 Corporstion
2. Soft Drinks Orange Crush Ltd,
3. Peper Bowater Paper Company
L. Soaps Lever Brothers
. 5. Farn Machinery Massey-Harris-Ferguson Company
6. Business Machinery Moore Business Forms, Olivetti
7o Tires and Tubes Dunlop Tire and Rubber
8. Sewing Machines Necchi Sewing Machine Co,
9. Concentrated Milk liestle's
10. Biscuits Weston's

=1y

This is not & complete list of foresign fimms operating in the
United States. It is restricted to those industries where American
firms have foreign investments. The first eight of these cases

are the very industries mentioned sbove where American international
operations predominate. Except for Paper and (il they are all very
concentrated industries. The last two (Concentrated Milk and Bis-
cuits) were not listed sbove but are also concentrated and have
foreign investments. In concentrated milk, Dunning points out

that the three firms which supply most of the output in England

are Libby, McNell Libby Ltd., Carnation Milk Ltd., and Nestle's,

The last two of these three also are important producers of concentrated
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milk in the United States.* In the biscuit industry, the National
iscuit Company, has extensive foreign operations.
The existence of cross investments is, it seems to me, impres-
sive and not at all contradictory to the theory of international
operations outlined above., But it would be difficult to explain

it by a theory of portfolio investment which depends on interest

i

rates or on profits rates in general instead o

=y

profit rates in

[

particular, i.e.,, profitability to a particular firm, It appears

well worth further study. It cccurs coften enough to be important

o

yet not often enough to be a general rule., One would like to know
if 1t would be possitle to specify the industry conditions which
lead to cross investment. In this connection it is interesting
to watch the esutomobile industry. The leading american companies
‘hageworldwide operations. Some of the foréign firms already have
investments in the United States in distribution facilities; in
the future, they may have manufacturing operations as well,

The vnevenness in the distribution of foreign investments
which we tried to demonstrate above rezlly proves very little,
It was supposed to illustrate that certain industries have condi-

tions favorable to international operstions while other industries

K

U. 5. Federal Trade Commission, Report of the Federal Trade
Commission on Industrial Concentration and Product Diversification

in the 1,000 Largest Manufacturing Companies: 1950 (Washington:
U. S. Covernment Printing Office 1957, p. 153.
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do not. But it did actually not show this. For American fimms
could control a constant per cent of all foreign industries; and
yet the distribution of foreign assets would differ from the dis-
tributien of domestic assets, if the industrial compositibn of
output was different abroad than at home., What needs to be shown
is that the American share of foreign enterprise is consistently
higher for seme industries than for others. To do this we must
turn to date on American participation in specific countries. The
distributien by countriss of United States direct investment in
manufacturing is shown in Table IV-L. Ve shsll discuss in turn,
Canada, the United Kingdom, Other Western Europe, and Letin America.

For other countries there is no usable infoimation resdily availeble,
Canads

Industrial distribution

Teble IV-5 shows the value added in Canadiean industries by
all establishments and by selected United States controlled estab-
lishments. The selected United States establishments are those of
enterprises controlled in the United States and with assets of over
$1 million in 1953, They account for 91 per cent of the total United
States investment in Canada,

The industries are ranked in descending order of American partici~

paticn. It is interesting that the first seven industries where

Americans controel 50 per cent or more of the industry account for
2

- . - - . L T P —
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$L.1 billion value added or almost half of the total value added
by American controlled enterprises. These industries are Motor
Vehicles, Nonferrous Metal Smelting and Refining (eluminum, nickel,
etc.,) Rubber Products, Office Machinery, Motor Vehicle Parts,
Fetroleum Products, and Electrical Apparatus and Supply. A% the
bottome of the 1ist are Textiles, other Iron and Steel Products,
Beverages, Bakery Products and Confectionary, Primary Iron and

Steel, Wood Products, Clothing, Printing Publishing and Allied,

This pattern is very similar to the one we discussed above and
shewn in Tables IV-2 and IV-3 even though now the industries are

ranked by share of Ganadian industry rather thsn by the ratio to

United States Industry. The pattern would be even more striking
if some industries like Shoe Machinery, Razor Blades, Sewing
Machines, Elevators, etc., were not so concentrated that they
could not be shown separately because of disclosure problems.,
This pattern is repeated in other parts of the world. Two

important exceptions to the world pettern found in Canada might

be noted. There is substantial United States investment in the

Paper industry in Canads but not in the rest of the world. This

is probably cdue to internationsl trade considerations, for the

United States imports much pulp and paper from Canads and little
from other countries. As we mentioned in the last chapter inter-
national operatibns are often determined by the pattern of trade,

It is the trade whi

it the interdependence and creates

e R e ey B U U



the necessity for international cperations. The other exception
is in Agricultural Implements where the United States share is
only 21 per cent, a figure which is lower than the one found in
other countries. This is no goubt influenced by the fact that
Canada is the home country of the Massey-Harris Company (now
Massey;Herris-Ferguson) one of the world's leading mamufacturers
of agricultural ecuipment,

Table IV-5 shows data similar to Table V-5

s but for the

ear 1932, The pattern is basically the same.
o 3
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Table IV-7 summarizes some evidenc
tion and non-resident control in Canada. For each of selected in-

dustry, the table shows the totel value added by all establishments,

*1, Brecher and 3, S. Reisman, Canada-United States Economic
Relations (Ottswa: CQueen's Printer and Donirollsy oF Stationery
I957) p. 278. This guotation and the empirical evidence which
follows is taken from Appendix B of this book.
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the share of value added accounted for by the six largest fims,
and the nationality of the six largest fimms. Unfortunately, data
are available only for a few industries and it is not possible te
draw any general conclusions. But of the seven industries shown
in Teble IV-5, where United States controlled establishments ac-
count for 50 per cent or mere of the value added in Cansdian in-
dustry, daté on concentration are available for all but one. The
data in Table IV-7 do cover Motor Vehicles, Non-ferrous Metal
Smelting and Refining, Rubber Products, Motor Vehicle parts, Pe-
troleum Products, and Electrical Apparatus‘and Supplieé. All are
concentrated industries. The industry for which concentration
data are nct available is the Household, Office, and Store machin-
ery industry. TIts concentration is nct known. It is also inter-
esting to observe that in the twenty industries listed in Table
IV-7 a United States controlled firm was the largest firmm in 13
industries and the second largest in 13 industries.%

Size of foreign controlled firms

One of the striking features about the Canadian data is the
high percentage of large firms which are controlled by non-Cenadians,

Of the 82 firms in Canade with over $25 million dollars assets in

1953 in the Petroleum, Mining, end Menufacturing industries, mere

- *I, Brecher and S. S. Reisman, Canada-United States Economic
Relations (Ottawa: Oueen's Printer znd Coniroller of Statiocnery

T957) pp. 278-285,
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than half were controlled by non-Canadians. The industrial distribu-
tien and the nationality of firms in Canada with assets of over

$25 million in 1953 is shown in Table IV=8,

United Kingdom

For the United Kingdom there is an excellent study of American
international cperations by John H. Dunning, upon which the follow=
ing discussion is based. This study covers 215 firms which Dunning
believes to be all the firms in the United Kingdem in which Americans
had a 25 per cent or more equity capital interest and which employed
more than 100 workers in December 1953. Only 205 of these firms
cooperated with Dunning and it is on the reports of these 205 firms
that his data are based. Dunning believes that these firms employ
between 90 per cent and 95 per cent of the total labor force of
United States financial manufacturing units in the United Kingdom.s¢

Industrial distribution

The industrial distribution of the American firms is presented
in Table IV-9, where the industries are arranged in descending or-
der of American participation. Again we find Chemicals, Vehicles,

P

Engineering and Shipbuilding {which includes Cffice and Agricultural

*John H. Dunning, American Investment in British Manufacturing
Industry (London: George Allen and Unwin Ltd., 1958,

welbid., p. 12,
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Machinery), and Electricael Goods at the top of the list, whilse
Texti}es and Clothing are at the bottom., This table greatly under-
estimates the unevenness of the distribution of American investment
because the industrial categories are so broad. To demonstrate
this we shall quote extensively from Dunning's text in which he
constantly refers to the concentration in particular industries.,
These quotations will show the specialized nature of United
States international operations in the United Kingdom, Unfor-

tunately data on the American share of United Kingdom industries

is présented by Dunning for only a few of the sub-industries,

These estimates, though not complete in their coverage, provide
support to the propositions we have been trying to establish in
this chapter. The estimates of merket shares are shown in Table
IV-10 which should be referred to in conjunction with the discus-
sion to follow. This table is meant to be illustrative, The
omission of an industry does not imply that the American share is
low, but just thet data are not available. For example, some
cases weré omitted where Dunning states that the American firm was
the largest or a prominent producer, but where he did not provide

data on shares.

Chemicals and 211ied trades. Dunning says of this industry:

"0Of the forty-eight American fims included within
our survey, forty were highly specialized in their pro-
duction and were all concentrated within five main sectors
of the industry, viz: -- basic chemicals, mineral oil
refining, pharmeceutical preparations, cosmetics and

R R R e T U,




toilet articles and soap products. How selective U. S,
investment has been is shown by the fact that these
groups between them employ less than one-half the total

labour force in the chemical industry,"s

Even this underestimates Specialization. For example within
the basic chemicals industry, Dunning states:

"Only one Anglo-American Company--the Monsanto
Chemical Co., Ltd. (assets 21l million)--might be
called an all-purpose chemical Supplier; with its pro-
duction of over 200 basic materials which serve a wide
range of industries; and this is one of the three lar-
gest manufacturers of its kind in this country. Other-
wise investment in this fielg has been limited to the
production of certain specialized materials fuet '

Vehicles. Dunning found that in this industry,

"American participation is solely confined to the manufactur-
ing of motor vehicles and motor venhicle accessories and
components. As far as we know, no firms of American

origin are producing aircraft (though a2 number of sub-
sidiaries are supplying specialized air craft components )
neither is any capital evident in the bicycle or moter-

cycle industries. et

Engineering and Shipbuilding. Dunning states that:

"Once again, however, investment tends to be con=-
fined to a relatively small number of selective fields.,
There is, for example, 1little or no U. S. capital at
present invested in the Shipbuilding and ship repairing,
marine engineering, ordnance constructional engineering,
electrical machinery and small arms, wireless valves and
electric lamps and battery and accumulator sections of
the industry, which between them account for 35 per cent
of the total labour force of the group as a whole,"ume

#Ibid., pp. 59-560.
s#Ibid., p. 60,
'xﬁ‘H%I‘bid._, pn '(71-

woeelbid., p. 65,
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Of the 77,000 employees in American fims in the Engineering
and Shipbuilding.industries, 27,000 were employed in two of the
sub—industrieskAgricultural Equipment (16,000} and Office Machin-
éry (ll,OOO). Petroleum Field znd Refining Equipment was also an
important sector as well as = number of more specialized sections:
Lifts and Escalators, Shoe Machinery, Sewing Machinery, Printing
and Type-setting Machinery, Refrigeration Machinery, Materials
Handling Equipment, Specialized Mining Equipment, Food Production
Machinery, Petrol Fumps, Air-conditioning Equipment, Laundry Ma-
chinery, Road-making Ecuipment, Bottle-washing Machinery, Catering
and Dairy Equipment. Dunning concludes, "where there is any
American representation in the engineering industry, it is an
important one, "¢

Food, Drink and Tobacco,

"Comprising a wide range of separate trades, this
industry employed nearly one million people in December
195L. U. S. influence is once more restricted to &
number of selected fields,"ssex
Among these selected fields are, Starch, Custards, Evaporated

Milk, Processed Cheese, Breakfast Ceareals, and Ready-made Cake

mixes,

+#Ibid., pp. 6L-70,

#%Iblds, pa 71.

#cIbide, pPs 75,

[
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Metal Manufacturing and Metsl Goods not otherwise specified,

i "There are no American firms in the blast furnace

and wrought-iron sections, and whilst in steel manufac-

turing a number of important British companies . . .

enjoy an exchange of technical know-how with U. S. firms,

the influence of American capital is small."s

American firms have investments in the beiler industry and in
the manufacture of heating appliances. Apart from this, "U. S.

influence is restricted to a number of specialist fields."s:

Textiles and Clothing. American participastion is almost entirely

concentrated in the Foundation Garment, Swim Wear, and Lingerie
Section.sss

Other Manufacturing Industries. For our last example to illustrate

the concentration of American industry it is sufficient to point
out that of the 16,500 employees listed in this industry in Table
Iv-9, 11,000 were in one sub=-industry, namely the rubber industry .0

Concentration

The connection vetween concentrated industries and international
operations is nowhere more clearly seen than in the data presented
by Dunning. He stetes (without supporting evidence) that "three-

quarters of the employment in U. S. affilicted firms is concentrated

#Ibide, p. T7h.
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in industries where the five largest competitors supply 80 per cent

or more of total output.'s+ He also presents a very revealing table

‘presented here as Table IV-11l, This table also serves to illustrate

further the specialized nature of international operations. The

table shows that of the 205 thousand employees of American con-

trolled firms, 32,00C are employed in industries where the Ameri-
can firm is a dominant preoducer, and 200,000 cthers are employed
by firms in an industry where the American fim is one of z small
number of strong producers. The predominance of oligopolistic in-
dustries is striking. The ta%le also indicates that the American

firms are large firms relative to other firms in the same industry.

Western Europe

For the rest of the world, the data are even poorer than for
Canada and for the United Xingdom. The main source of information
on Europe other than the United Kingdom is a study made by Southard
in 1931,% It is old and not very complete, but still illuminating,
Perhaps its age is not too much of a disadvantege., For it may
serve to illustrate that the phenomens we have been discussing are

not merely a product of recent years, On the other hand, the meny

#*Ibid., p. 155.

¥

3
<

. &, Southard, Jr., American Industry in Burope (Cambridge:
2 2 — Ea g
The Riverside Press, 1931) p. xiii,
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changes which have occurred in Europe, (especially in recent years
in response to the advent of the common market, ) stress the need
for current research.

One of the interesting features about the international

operations of the United Stetes is +the fact that the firms which

are now the large foreign investors began their foreign operations

so very long ago. In Chapter I we mentioned the fact that in Great
Britein, 115,200 employees out of the total 205,000 in Dunning!s
sample worked for firms which were established before 191li.%
Something similar may be true for Eurcpe as z whole. Although we
have no direct evidence the following cquotetion from Southard is
relevant,

"But it was the two decades just prior to the cpen-
ing of the present century which saw a startling develop-
ment, the export of capital in significant amounts by
AMﬁrlcan corporations for the establishment of European
plants and sales orcan*zationu, 2t 2 time when the United
States was steadeJ importing capitel. In this period
the American meat packers, the Standard Cil Company, the
Esstman Kodek Company, the Worthington Simpson Company,
the American Radiator Company, the Western Electric Com-
pany, the National Cash Register Company, thes Singer Sewing
Machine Company, the Ceneral Electric Company--to name only
a few--established plents in Europe which in almost every
case are still zctively operating, st

*John H. Dunning, imerican Investment in British Manufacturing
Industry (London: George Alieﬁ and Unwin Lid., 1953). p, 95,

3. 4. Southard, Jr., American Industry in Eurcpe, (Cambridge:
The Riverside Press, 1931) P. xiii,
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With the exception of the Worthington Simpson Company, and
the Western Electric Company, ail the other firms were on the
list of the 27 manufacturing firms with investment of over 25 mil-
lion discussed above. Western Electric would have been on that

list were it not in public utilities and had its foreisn holdines
o (=]

- not been teaken over by Internationsl Telephone and Telegraph Company

Industrial distributicn

Southard does discuss and describe the main industries in
Europe where United Stetes companies controlled enterprises are
important. These industries are: (1) Electrical equipment,

5

nd Telegraph (both equipment

6]

(2) Flectric Power, (3) Telephone
and supplies), (L) Petroleum, (5) Automobiles, (6) Mines and Metals,
(7) Motion Pictures, (8) Drugs and Chemicals, (9) Rubber Tires,

(10) Phonographs, (11) Locks and Keys,

We are mainly interested in illustrating the industrial spec-
iglization and the concentrated nature of the industries where
American firms have international operztions. We have selected
therefore those quotations from Southard which throw light on these
points, i.e., we selected all quotations on the market share of
United States firms in European industry. As will be seen in many
cases the market shares are quite high.

The Electrical Equipment industry. The bulk of United States Inter-

national Operations in this industry is accounted for by two Tirms,

the General Electric Company and the Westinghouse Electric Company,
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Southard's summary of the extent of American penetration in this
industry is shown in the fellowing quotation,

"In England the American Companies exert a dominant
inflvence over approximately 50 per cent of the industry.,
nly one large Company, the General Electric Company, Ltd,.,
remains independent, and even it has s patent agreement
with the leading American company.,

In Germany, American influence is dominant in one
of the two great companies, while ‘the other is financislly
indebted to and has an agreement with American corporations.

The French industry is almost completely under Ameri-
can influence and direction, with only one company of
importance, the Compagnie Génfrsle ﬁlectricité, retaining
independence save for a petent agreement, :

The Europezn incandescent lamp industry is completely
linked up with the leading American producer through patent
agreements ard stock ownership, Quantitative estimates of
the importance of Americen interests in the rest of Europe
are not possible, but it may be stated that the leading
companies are in almost every case subject to American
influence,"s '

Electric Power industry,

"Only in England is a substential portion of the in-
dustry under American comtrol., In France and Italy American
power finance corporations exart considershle influence
through minority stock interesis and financial support,
but the industry is, nominally at least, locally controlled. '

Telephone and Telegraph Equipment industry. The International

Telephone and Telegraph Corporation was in 1931 the largest of

the American companies in Europe and the largest of the European

companies as well. There seems %o be three main groups in the

*Ibid., p. 36.

#%Ibid., pe L2
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telephone and telegraph industry in Europe, and of these the

American group was the largest.x

The Petroleum industry. With reference to Petroleum production
in Europe, Southard states that at that time it was “1afge1y E
story of the Standard Cil of New Jersey competing with the Shell
grour in Roumania and with the Malapolska combine (reported to
be supported by Shell) in Poland. st

- In marketing of petroleum products, Southard estimates that
the American companies supply from one-third of the market in
France, and about one-half of the market in Germany, No data
are avéilable for the rest of FEurope,:=er

Motor Vshicles,

"The American motor-car producers in Furope are
becoming increasingly important in comparison with
the Buropean producers. The total European output is
approximately 600,000 cars per year, the bulk being
confined to cars below 18 h.p., which is roughly the
lower limit for American motor cers. The 110,000
American cars exported to Furope coupled with the
possible 40,000 others completely assembled there,
constitute a large proportion of the cars over 18 haDe
sold in Europe,':=ea:
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Mines and Metals.

"A quantitative estimate of the importance of the
American metal interests in Burope is not feasible with
the date available. In Poland roughly 50 per cent of
the steel and an even large proportion of the zinc, and
30 per cent of the coal is under American control. In
Norway the electric smelting industry, especially in
Aluminum, is largely American owned. The English nickel
industry is now controlled from America, while the lead
and tin industry feels American influence. The remaining
American investments are scattered and have little relative
importance."s

The Motion Picture industry. The talking picture equipment was

supplied by two groups, one of which is American. The mobion pic-
ture market was up to the advent of telking pictures largely
supplied by American firms. "In 1929, 75 per cent of the English,
L8 per cent of the French and 33 per cent of the German merket
were served with American films. In many of the smaller Eurcpean
countries the American motion picture retained its position of
dominance, "¢

The Drugs and Chemicals industry. In this industry, there were a

large number of American firms (twenty-two) but they were small

7

compared to I. G. Farbenindustrie.

The Mubber industry. Southard offers no estimate of merket shares

in the rubber industry,.

%Ibldo, ‘P 93-

%%Ibid.; p. 102,
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The Phonograph industry, Here the field is "divided between three
groups; two American and one, now English, erstwhile American,'s

The Lock and Keys industry. The last indusiry for which Southard

provides an estimate of market sheres is the Lock and Keys indus-
try where the American fim is the largest producer of locks in
Furope. Southard does list other industries but no estimate of
ma;ket shares of American firms is availsble, although in some

industries, e.g., sewing machines, it may very well be guite high,

But we really do not know,

Latin fmerics

There is a 193L study of American investments in Argentina,
Brazil, Uruguay, Chile from which Table IV-12 was obbtained,w¢
This study provides information on the industrial distribution of
United States Investments, but unfortunately gives no estimzte of
the share of American firms in Latin American industry. There is
no other source from which an estimate of the share can be obtained,
But 2 crude method of illustrating the unevenness of the distribu-
tion is possible. In a 1955 study the Department of Commerce pub-

lished figures on the industrial and nstional distribution of the

#Ibid., p. 108.

#xD. M. Phelps, Migration of Industry to South America,
(New York: McGraw-HiIl Book Company Inc., 1936




sales of American direct investments in Latin America.* These date
are presented in Table IV-13, From these data it is possible to
compute the percentage distribution of sales of fmerican subsidi-
-gries by industry and to compare the distribution with the composi-
tion of industrial output in selected Latin American countries as
obtained from various sources. The procedure is crude and the
results not very convincing but for what they are worth, the data
for Brazil are presented in Table IV-1lL, and for Argentina, Chile,
Colgpmbia, and Venezuela in Table IV-15. For one industry at least,
the Rubber indusiry, the results are clesr. Relative to its impor-
tance in total industrial output, it acccunts for z high shsre of
international operations. For other industries, at least the uneven-

ness of the distribution can be observed.
Ceonclusions

We have surveyed a wide variety of materisl from several
sources. As the reader can well appreciate the data is woefully
inadequate. We were trying to illustrate that the pattern of in-
ternational operations (or direct investment) of the United States
has certain features consistent with the theory of ?revious chapters.

These features are based on the theory that international operations

#United States Department of Commerce, Office of Business
Economics, U. S. Investments in the Letin Amsrican Economy
(Washington: U. S. Government Printing Cfiice 1957) P 132
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occur in some industries throughout the world rather than in all
industries in some countries. The raticnale of this is that inter-
netional operations are az phenomenon of firms and the industries,
in contrast to portfolio capital movements which depend on general
conditions of a country such as the interest rate.

The dates we presented did show that internstional operations
were concentrated in selected industries and in a rough way it was
shoﬁm that the industries in which international operstions are
important are the same in all countries. The tendency for these
industries to be concentrated industries was also shown and in the
case of the United Kingdom was particulerly striking.

As we stated in the beginning of the chapter, empirical inves-
tigation of international operations is very difficult because it
requires detailed studies of firms and industries on a worldwide
basis. It is seldom possible to acguire information either in
sufficient detail or having worldwide coverage. For some indus-
tries, Motor Vehicles, Tires and Tubes, and Petroleum products,
encugh information is perhaps available to make a study possible.:*
But for «dther industries it is very difficult. The author tried

to get micro-data by examining the annual reports of 750 large

#George Fishman, for his Bachelor's thesis at M. I. T., is
making a very interesting study of the world automcbile industry
and the roles of individual firms. Unfortunately his thesis is
not yet complete and his results could not be gquoted at this
time,
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American manufacturing firms., The annual reports are informative
but not sufficiently so. As was evident above, it was not possible
to determine exactly the investment of even the 27 firms with for-
eign investment of 25 million dollars or over. In the absence of
mere consistent reporting by firms, it is not possible to acquire
data from which to derive general propositions subject to reason-
ably reliable statistical tests. Nor does the future hold much
hope for this source. Firms separate their foreign and domestic
activities in reporting mainly because of the feeling that greater
risk is attached to them. This tendency was accentuated by the
international difficulties of the past fifteen years. As conditions
improved many firms reverted to a policy of consclidating foreign
activities with domestic activities., (This is particularly evident
for the case of Cansda; relatively few firms distinguish between
their United States and Canada : in their accounting data,) An
interview program might be possible were it not for the reluctance
of firms to release data. In any case, the Department of Commerce
is probably the only body with adecquate resources, but it tends to
collect data on an establishment basis whereas for international
operations the firm is the relevant unit. (Because of the conecen=
trated nature of industries with international operationé, the
disclosure limitations on government datz is particularly restrié-

tive. )
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Even if micro-data were available, the protlem of estimating

market shares would be 2 difficult one because data on industry

output in foreign countries is often non-existent, This difficulty
is however being léssened with improvements in census material,

The Canadian information is quite good and in the United Kingdom,

 Dunning was able to make considerable headway. There probably

will soon be much date on direct investment in the common market,
But for the rest of the world, especially Latin America, much
work needs to be done. The work would, I think, be important.
Studies of the structure of industries throughout the world (rather
than, as in the past, within countries) would be most revealing
because it would provide the economist with data on industries
influenced by a wider variety of conditions than is true for in-
dustries within countries. However, as of now, these studies are
rare,

This ends the discussion of the theory of international opera-
tions which has occupied us for three chapters. In the next chap-

ter we discuss the manner in which capital is associated with

international operations.,
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TABLE 1V-1
FOREIGN INVESTMENT AND TOTAL ASSETS OF UNITED STATES
COMPANTES, 1950, BY INDUSTRY
(MILLIONS CF DCLLARS)
Total Foreign
Foreign Assets Assets as a
Investments of all Per Cent of
of U. S, Companies Total Assets
Companies in the U. S. in the U. S.
(1) (2) (3)
Products of Petroleum 3,3902 17,h392 19,0
Rubber Products 182 2,053 8,9
Paper and Allied Products 378 L,515 8.0t
Electrical Machinery, Equipment
and Supplies ' 386 L,691 8.2
Motor Vehicles and Ecuipment L85 8,153 601
Chemicals and Allied Products 513 9,659 5e3
Machinery (except electrical) L20 9,5L6 L.L
ALL MANUFACTURING, EXCLUDING
PETROLEUM 3,8313 93,836 L.l
Food Products L83 12,198 L.0
211 other Manufacturings 599 25,12k 2.0
Primary and Fabricated Metals 385 17,897 2.1
#A11 other manufacturing refers to the following:
Tobacco Manufactures N,8e 2,362
Textile Mill Products Neds 6,132
Apparel and Finished Textiles Neds 1,554
Iumber and Wood Products Nea, 2,069
Furniture and Fixtures Ne2, 934
Printing and Publishing, except
newspapers N.2. 2,081 '
Leather and Leather Products Ne3. 985 : i
Stone, Clay, and Glass Products NeZs 3,306 ’ ;
Instruments: Photographic and
Optical goods, watches and clocks n.a. 1,515
Transportation Equipment except
Motor Vehicles N.a, 2,630

Miscellaneous- Manufacturing Indus-
tries, including Ordnance Ned. 1,556




s 14145

Notes:

Source:
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TABLE IV-1 (continued)

n.8, means not available,

“There exists considersble discrepancy between the definition
of Column 1 and that of Column 2, and in some unknown cases,
total assets of Column 2 includes some foreign assets. It
is therefore not too meaningful to derive the per cent figures
in Column 3, They should be interpreted as an index of the
ranking of industries with respect to importance of foreign
investment rather than as actual percentagese.

2Total Assets of all companies in the U, S. in the petroleum
industry includes products of cosl. Foreign investments of
this industry includes non-manufacturing operatiocns but
does not include products of coal,

3Excludes manufacturing operations of mining companies,

Column 1., U, S, Department of Commerce, Cffice of Business

Economics, Direct Private Foréign Investments of the United
States, Census of 1950 (Washington: U. S. Govermment
Printing Office, 1953) p. Ll.

Column 2, U. 8. Federal Trade Commission and U, S, Securities
and Exchange Commission, Quarterly Industrial Finsancial Report
Series--For All United States Manufacturing Corporations,
First Quarter 1950 (Washington: U. &. Govermment Printing
Office, 1950).
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TABLE IV-2

INCOME FROM FOREIGN SOURCESL AS A PER CENT OF NET INCOME2
FOR MANUFACTURING COMPANIES AS REPORTED TO THE UNITED
STATES TREASURY DEPARTMENT,
AVERAGE (F YEARS: 1950, 1951, 195k, 1955

Income from
Foreign Sources
as Per cent of

Net Income

1. Petroleum and coal products 21.80
2. Rubber products : 10,52
3. Chemical and Allied products . 3,67
L. Food and kindred products 3,62
5. Motor vehicles and equipment, except electrical 3,28
6. Scientific instruments, photographic equipment,
watches and clocks 3,00
7. Stone, clay and glass products 2.63
8. Primary metal industries 2465
9. Fabricated metal products, except ordnance,
machinery and transportation equipment 2.L2
10. Electrical machinery and equipment 229
11, Machinery, except transportation equipment and
electrical ' 2.1l
12, Paper and allied products 2,10
13, Transportation equipment except motor vehicles 1.62
1L, Printing, publishing and zllied industries 1.45
15, Furniture and fixtures 1.17
16. Other manufacturing 1.1
17. Beverages .89
18. Textiles--mill products o5l
19. &pparel and products made from fabrics .5k
20. Tobacco manufactures L6
21, Ordnance and accessories 3l
22, Leather and products 5 +30

23, Lumber and wood products, except furniture .17
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TABIE IV-2 (continued)

Notes: LIncome from Foreign Sources refers to income reported by

firms filing statements (Form 1118) in support of credit
claimed for foreign taxes paid,

et Income refers to net income before tax for all returns.

34s in Table IV-1, these numbers are best thought of as
indexes of rank rather than sctual percentages.

Source:

Calculated from data published annually by the Internal
Revenue Service of the United States Treasury Department
in Statistics of Income, Part 2, Corporation Income Tax
Returns, Years used were 1950, 1951, 1954, and 1958,

e
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TABLE IV-l

VALUE OF UNITED STATES DIRECT TNVESTMENTS IN MANUFACTURINGL
AND PETROLEUM ENTERPRISES ABRCAD, 1950, BY MAJOR FRODUCTS
(MILLICNS CF DCLLARS)

411 Latin Cther

Aress American United Western Other

Totel Canzda Republics Kingdom Europe Areas
Petroleum 3,390 118 1,Lo8 123 301 1,1L0
A1l Manufacturingt 3,831 1,897 780 5L2 390 222
Food Products L83 227 158 36 2 3l
Peper and Allied Products 378 367 5 1 L 1
‘Chemicals and Allied Products 512 198 205 5L 21 3k
fubber Products 182 59 60 21 10 32
Primary and Fabricated Metals 385 219 22 66 Ll L
Machinery except electrical L20 20k 13 108 67 28
Electrical Machinery, eouipment

and supplies 387 1Ll 79 79 74 1L
Motor Vehicles and equipment Les 160 83 103 88 51
411 other manufacturing 599 292 155 Th 54 2k
Notes: 1Excludes mamifacturing operations of petroleum and mining
companies,

Source: S, Pizer and F. Cutler, "Growth of Foreign Investments in the

2
United States and Abroad," survey of Current Business XZXVI
(Lugust 1956) p. 22,

United States Department of Comuerce; Cffice of Business
Econcmics, Direct Private Foreign Investments of the United
States, Census of 1950 (Washington: U. 8. Govermment Printing
Office, 19537 p. LL.
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VALUE ADDED IN CANADA FCR ALL CANADIAN MANUFACTURING ESTABLISHMENTS

AND VALUE ADTED OF SELECTED UNITED STATES CONTRCLLED ESTABLISHMENTS

1953 (MILLIONS CF DOLILARS)

Value Added

Share of U,S,

Valued Added By Selected Controlled
By A1l United States Establishments
Canadian Controlled in Total Value
Industry Establisiments Establishments Added Per Cent
Motor Vehicles 27k 266 97
llon-ferrous metal smelting and
refining _ 310 259 8L
Rubber Products 173 138 80
Machinery, Household, office and store 53 33 61
Motor vehicle parts 1h1 8 1
Petroleum products 160 93 59
Electrical Apparatus and Supplies L57 231 50
Soaps, Washing compounds and cleansing
preparations 50 25 L9
Paints, varnishes and lacauers 57 26 L6
Other non-ferrous metal products 88 Lo L6
Other chemicals and allied products 260 108 L1
Grain mill products - 90 36 11
Medicinal and pharmaceutical preparstions 62 2l 38
Pulp end paper 600 219 7
Brass and copper products o) 1 32
Machinery, industrial and machine tools 157 Lo 31
Sheet metal products 104 33 31
Heating and cooking apparatus 52 16 30
Canning and processing 132 38 28
Other paper products 167 16 28
Toilet preparations . 19 5 26
Hardware, tools, and cutlery 85 20 23
Miscellaneous manufactures 15 3k 22
Agricultural implements g 17 21
Castings, iron 85 15 19
Aircraft and parts, railwey rolling stock
and other transportation eguipment 547 96 18
Non-metallic minersl products snd other
products of petroleum and coal 292 L9 17
Dairy products ier 1 17
Other food industries, tobacco and tobacco
products and leather products 459 69 15

W T v e v v e e e
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Industry

Textile products except clothing
Other iron and steel products
Beverages

Bakery products and confections
Primary iron and steel

Wood products

Clothing (textiles and furs)
Printing Publishing and allied

Total

(continued)

Value Added
By A1l
Canadian

t

Establishments Establishments
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Value Added
By Selected
United States
Controlled

Share of U.S.
Controlled

Establishments .

in Total Value
Added Per Cent

299
308
299
2¢h
217
577
s
36k

—s

7,993

L2
L3
35
25
16
30
12

3

2,319

Notes: Selected United States conbtrolled establishments refers o all

manufacturing establishments of United Sta

tes controlled

enterprises with an aggregate investment in Canada of §1 mil-
lion or more., The 309 manufacturing enterprises falling within
this category covered 91 per cent of the total investment of
all United States controlled enterprises.

Position 1926-195); (Ottawa:

Source: Dominion Bureau of Statistics, Canada's International Investment

Cueen's Printer and Controller cf
StatIionary, 1958) p. L3 and pp. 92-93.

. __




ihRE COF AMERICAN CONTROLIED
V

134

ND AFSTLIATED COMPANTES

IN GROSS VALUE CF PRCTGGT TN CANADA, 1932

el AR

Industry

Automobiles and trucking; automobile
parts and accessories

Electrical apparatus

hubber products

Medieinal and pharmaceutical preparations;
soaps, washing components; toilet preparsticns

Non-ferrous metals not e;sewhere specifiedmm
including aluminum, brass, copper, lead, tin,
zinc, end their products, preciocus met ls,
Jewelry and dental work

Non-metallic minerals, including asbestos and
ite products; graphite and carbon, petroleum
products, building materizls

Agricultural implements, industrial machinery,
cffice and household machinery

Miscellaneous manufactures--including brooms
and brushes, household equipment, personal
equipment, scientific and prOLesulonql

equipment :

Pulp, paper and lumber

Chemicals and allied products not elsewhere
specified--including coal tar and its
products; industrial chemicals and gas;
fertilizers; paints, pigments and varnishes,
inks, dyes and colors

Iron end its products not elsewhere specified—--
including boilers, tanks and engines; railway
rolling stock; heating and ventilating; wire
and wire goods, sheet metal products; hardware
and tools

Flour and cereals; prepared grain foods and

American Controlled or affiliated
Companies
Per Cent of Total
Canadian Gross v
Vzlue of Product Capital '
Supplied Employed
(Per Cent) (Millions of Dollars)
82 51.9 |
58 5742 |
65 Lo
56 20,8
50 26,6
Lh 7545
L2 3740
L 16,6
3L 266,0
31 33.8
25 53.8
15 29,2

confectionary
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TABLE IV-6 {continued)

American Controlled or Affilisted
Companies

Per Cent of Total
Canedian Gross

Value of Product Capital
: . Supprlied Employed gt
Industry (Per Cent) (Millions of Dollars) |

Furnaces snd rolling mills; castings and

forzings 12 32,6
Vegetable products not elsewhere specifieqe=

including fruit and vegetable preparations;

liquors and cerated waters, sugar and its

products 11 ' 1847
Animal Products--including fish curing and

packings; leather and leather products;

s
b2

wood products; dairy products 11 21,0
Wood and paper products not elsewhere specified--

including paper goods; printing, publishing,

and lithography; furniture, wooden containers;

wood working and turning 8 21,6
Textiles--including preparations of textile

fibers; silk and silk goods; hosiery and knit

garments and personal furnishings; embroidery,

and lace work 8 26,9
A11 manufacturing 2L 833.3

Source: H., Marshsll, F, A. Southard Jr., and K. W, Taylor, Canadian-

American Industry (New Haven: Yale University Press, 1936)
Table V, facing page 2L,
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TABLE IV-7

CONCENTRATICN RATIOS AND NATIONALITY OF SIX LEADING FIRMS
FOR SELECTED CAMADIAN INDUSTRIES 1953

Value Value Added of Nationality of Six Largest
Added Six Lergest Firms
by all Firms as a Per Cent
Industry Firms of Total Value Added Canadian U.S., Other Total
' ($ mill) (per cent)
Petroleum
Crude Petroleum 2Ll 68 1 5 0 6
Petroleum refining 301 93 1 L 1 6
Mining Smelting and
Refining
Nickel-copper 2LL 100 3 -3 0 6
‘Lead-Zinc 89 86 Ly 1 1 6
Copper Gold 11h 86 b 2 0 6
Iron ore 35 100 3 3 o] 6
Aluminum —~—— - 0 1 0 1
Asbestos 72 ol 3 2 1 6
Gypsum : 5 97 2 3 1 6
Manufacturing
Pulp and paper 6l L6 L ] 1 6
Chemicals
(1) Fertilizers? I 92 2 2 1 5
(2) Acids, Alkalies
and Salts 79 63 3 2 6
Elec, App. Supplies  L63 52 2 L 0 6
Primary iron and
steel 217 8L 5 1 0 6
Automobiles 176 97 0 6 0 6
Rubber goods 1h9 77 1 5 0 6
Railway Rolling stock 117 8l 2 3 1 6
Primary Textiles
(1) Synthetic fibres® L7 100 0 3 1 L
(2) Exc. synthetic 70 90 6 0 6
Agricultural -
Implemen tsl L9 91 2 2 0 L

Notes: Lonly one firm in this industry,
2Data on nationality aveilable for only five of the six firms,
Four largest producers only,
Data on nationality available for only four of the six firms.

Source: I, Brecher and S.-S, Reisman, Canada-United States Economic Relations,
(Ottawa: OQueen's Printer and Controller of Stationary, 1957)
Appendix B, pp. 278-285,
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TABLE IV-8

NATIONALITY CF FIRMS OPEZATING IN SELECTED CANADTAN INDUSTRIES
IN 1953 WITH ASSETS OF 25 MILLION OR OVER

Number of Fimms in Canada with Assets of
25 Million or over in 1953 in Selected Industries

A11 Controlled
Netion=- Canadian U. S, in other
alities Controlled Controlled Countries

Total 82 38 38 -6

Petroleum 13 2

Nel

2

Mining 1L 7

]
o

Manufacturing 55 25
Pulp arid Paper
Chemicals
Electrical Apparatus and supplies
Automobiles and parts
Rubber Goods
Agricultural Machinery
Aluminum
Synthetic Textiles
Meat Products

OJM
el el S AR e \C R go) Y

Source: I. Breecher and S. S. Reisman, Canzda-United States Economic
Relations (Ottawa: Queen's Printer and Controller of Stationary,

1957) Appendix B. pp. 285-287,
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TABLE IV=9

NUMBERS EMPLOYED BY ALL FIRMS AND BY UNITED STATES FIRMS
OPERATING IN THE UNITED KINGDOM, 1953

U. S. Firms
Share of Total
U.S. Firms All Fimms  Employment
Yo, Employment Employment  (Per Cent)

Precision Instruments 9 16,200 138,300 11.7
Chemicals and Allied Trades L8 31,300 1198,800 €e3
Vehicles 6 56,000 1,121,9od 5.0
Engineering and Shipbuilding 67 77,000 1,60L,000 .8
Electrical goods 10 13,600 329,200 i1
Food, Drink, Tobacco 13 16,L00 8LL,100 1.9
Metal Manufactures 11 8,L00 581,100 1.5
Wood, Cork, Paper and Printing
Menufactures 7 L,Loo 300, 400 1.5
Other manufactures 25 16,500 1,212,310 1.4
Metal goods--not otherwise
specified 2 2,500 491,300 o5
Textiles and Clothing 7 3,900 1,60&,000 ;2
205 216,200 8,732,00 .8

Source: J. H. Dunning, American Investmen: in British Manufacturing Industry
(London: George Eilen and Uogin Ltds, 1958) p. 58,

e e e e——
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SHARE OF UNITED STATES FIRMS IN SELECTED

UNITED

Industry

Chemicals and Allied Trades
Carbon black
Phenol plastics
Petroleum refining
‘Pharmaceutical groducts
antibiotics
Toilet preparations and Cosmetics

Vehicles
Motor wvehicles

Engineering and Shipbuilding
Agricultural mechineryl
Calculating machines and cash registers
Typewriters
Shoe machinery
Sewing machinery
Refrigerators
Electric switches

Food, Drink and Tcbacco
Starch
Custards -
Evaporated milk®
Processed cheese
Breakfast cereals
Chewing gum

Metal Manufactures and Metal Goods not
obherwise specified

Domestic boilers

Nickel

Razor blades

Cigarette 1ighters3

KINGDCH INDUSTRIES

Estimated Share of

United States Firms

in United Kingdom
Industry’

Dunning's Terminology)
g

three-quarters
substantial

one~-third

cne-fifth to one-half
ail

one~half

two-fifths

60 to 70 per cent
cne-half to two-thirds
one~half

almost 2ll

almost all

one-third to one=half
two~thirds

practically =11
largely

greater part
three-quarters
all

most of

60 per cent
100 per cent
90 per cent
100 per cent



140

TABLE IV-10 (continued)

Estimated Share of
United States Firms
in United Kingdom
Industry Industry

(Dunning's Terminology)

Textiles and Clothing ,
Foundation garments two=thirds

Cther manufacturing industries

Talking picture apparatus LO per cent
Vehicle tires two-fifths
Cinematic films 90 per cent
Roll films two-fifths
‘Abrasives LO" per cent

Notes: TTwo American firms and one Anglc-Cznadian Firm -- Massey-Harris-
Ferguson,.

szo American firms and one Swiss firm -- Nestle!s,

3

Market share refers to years before 1946 when the Ronson patent
expired,

Source: J. H. Dunning, American Investment in British Manufacturing Industry
(London: George Allen and Unwin LtG., 1958) pp. 60-(8.
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TMPCRTANCE CF U, S.--FINANCED FIRMS IN BRITISH INDUSTRY

GROUP A&
UT. S. Firm the
Dominant Producer

rms employing

i2 fi
32,000 people

Preoducts supplied
include;

Sewing Machiness

Boot and Shoe Machine-
ery

Starch

Carbon Black

Cinematic Films%

Motor Vehicle Tyrs
Valves

GROUP B 1
U, 8. Firm Cne of =a
Small Number of
Strong Producers

136 firms employing
200,000 pecple

Within such an indus-
trial structure U, S.~
financed firms are the
largest producers of

elg.:

Domestic Boilers

Brezkfast Cereals

Synthetic Detergents

Foundation Garments

Printing and Typeset-
ting Machinery

0il Drilling Equipment

Road-making Machinery

Sparking plugs

Roll films

Lifts and Escalators

Safety Razors and
Blades

ypewriters

Cash Registers

Celculating Machines

Refined Platinum

Commercial Refrigerators

Vacuumn Cleaners

the second largest pro=
ducers of e,g.:

Motor-cars

GRCUP C
U. S. Firm One of a
Number of Producers
Cf Modest Size

57 firms employing
11,000 people

Products supplied
include:

Proprietary Medicines

Beauty and Toilet
Preparations

Industrial Instruments

Petroleum Refinery
Equipment

Machine and Hand Tools

Cigarettes

Foundation Garments

Cotton Textiles
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TABLE IV-11 (continued)

CGROUP A GROUP B GROUP C
U. S. Firm the U. S. Firm One of a ~U. 5. Firm Cne of a
Dominant Producer Small Number of Number of Producers
Strong Producers Of Modest Size
1?2 firms employing 36 firms enploying 57 firms employing
32,000 pecple 200,000 people 1L,000 people

Agricultural tractors
end implements

Rubber Tyres

Abrasives and Grind-
ing Wheels

Canned Milk

Canned Foodstuffs

Soft Drinks

Home Refrigerators

Electronic Industrial
Instruments

Alarvm Clocks

Portable Electric Tcols

Excaveting Ecuipment

and the thrd largest pro=-
ducers of e.Z.:

All-purpose Chemicals
Rubber Tyres

Refined Petroleum
Hardboard

#Subject to foreign competition,

Also included in Group B are firms supplying ethical specialties,
telephone equipment, preumatic tools, petrol pumps, bottle-washing
machinery, cat and dog focd, motion picture sound projection equipment
and electric washing machines.

Source: J. H. Dunning, American Investment in British Manufacturing

Industry (London: George Allen and Unwin Ltd., 195C)
pPp. 156-157.
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UNITED STATES CAPITAL INVESTED IN SEIECTED INDUSTRIES
IN ARGENTINA, BRAZIL, URUGUAY AND CHIIE IN 193
(MILLICNS OF DCLIARS)

Industry UnitedACapital Invested

 Meat Packing 9,6
Petroleum 55.1
Miscellaneoust 29,8
Automobiles and tires 26.5
Construction (Materials, including cemert) 21.h
Food (other than meat packing) 3.3
Phonographs and Radios 2.1
Pharmaceutical 1.7
Total? 23L.6

Notes: lIn this group 25 million dollars are accounted for by
the following seven firms; Genersl Electric Company,
Brazilian Traction, Light and Power Cos., Litds., Pullman
Standard Cer Export Corporation, E. I. duPont dellemours
and Company, Consolideted Chemicel Industries Inc,,
National Lead, W. R. Grace snd Co,

2Total may not add because of rounding,

Source: D, M, Phelps, Migration of Industry to South America
(New York: McGraw-Hill Book Company, Inc., 1936) pe 2le
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TABLE IV-13

SALES BY UNITED STATES MANUFACTURING COMPANTES
OPERATING IN IATIN AMERICA 1955
(MILLIOHS OF DOLLARS)

Col- Cther Letin
Argen- Bra- ari- Vene- Coun- America
tina zil Chile bia Cubz Mexico zuele tries Total
Food 21 110 (1) 8 33 22 13 17 h16
Chemicals and
allied
products 81 L8 6 25 27 129 13 1 342
Rubber products L2 51 6 5 9 23 6 7 149”
Metals and non-
electrical
machinery 12 32 1 3 0 23 6 1 77
Electrical
machinery 37 32 5 (1) 0 3L 0 5 113
Motor Vehicles
and equipment 21 56 g 0 ) 70 L5 1k 21l
All other
menufacturing 32 28 27 28 1L 16 10 Lo 196
A1l industries L38 357 53 69 83 316 93 98 1,507

Note: (

Source:

1) Less than $500,000,

Data given cover only companies reported in special survey,
These companies account for 90 per cent of the operations of
all companies in Latin America,

(o)

. 5. Department of Commerce, Office of Business Economics,
U. S. Investments in the Latin American Economy (Washington:
S

U, Govermment Printing Cffice 1957) p. 132,
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TABIE IV-1l

“ INDUSTRIAL DISTRIBUTION OF TOTAL VALUE OF MANUFACTURED
PRODUCTS IN BRAZIL IN 1956 AND INDUSTRIAL DISTRIBUTION
(F SAIES BY UNITED STATES
OPERATING IN BRAZIL IN 1955

Per Cent
Per Cent Distribution
Industry as defined for istribution of Total Value
Total Vazlue of of Sales by  of Manufactured
Sales of United States  Manufactured Products United States  Products in
Firms in Brazil Companies Brazil
Food Food, Beverages, and
Tobacco products 31 26
Chemicals and Allied Chemicals and Pharma=-
products ceuticals 13 1l
Rubber products Rubber and producis 1 3
Metals and non=~ Metallurgy and
electrical machinery 9 13
machinery
otor Vehicles and Transportation
equipment equipment 16 3
Electrical machinery Electrical equipment 9 L
A1l other mamufacturing A1l other manufacturing 8 7
Total 100 " 100

Source: 1, Distribution of Sales of United States Companies are derived
from data in Table IV-13,

2. Per cent distribution of total value of manufactured products
in Brezil, Stanford Research JTustitute, International Industrial
Development Centre, International Comparative Studies, Investment
Series I, Brazill-Factors Affecting Foreign Investment (Menlo
Park: Stanford Research Institute 195C) pe 9.
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CHAPTER V

&l

DIRECT INVESTMENT AND THE FINANCING CF INTE

u

RNATIONAL CPERATIONS

Introduction

Chapter I argued that the inberest-rate theory of capitel
movements, much as it might apply to portfolio investment, was
not in itself adecuate to explain direct investment. Instead, it
was suggested that direct investment was capital associated with
international operations and that to understand the movement of
direct investment we had first to explain international operations,
International operations, as it were, provided the demand for di-
rect investment. This point is important because the demand for
capital for international operations behsves differently than
other demands for capital., Direct investment therefore can and
does behave differently than portfélio.

We have discussed so far the causes of internmational opera-
tions, but we have not discussed how international operations lead
to direct investment, In this chapter we turn to this problem of
the‘relation of capital movements to international operations. In
particular we try to explain the empirical phenomenon presented
in Chapter I; namely that the United States companies finance only

part (53 per cent to be exact) of the capital needs of their

1L7
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international operations from the United States--the rest is fi-
nance@ through local sources in the country where the operations
occur., Moreover most of the capitel which comes from the United
States is invested in equity capital which implies control while
most of the capital borrowed in the foreign country is creditor
capital which does not usually involve control.

In the discussion of the csuses of international operations,
capital played an important role in two quite opposite senses.,
First as a cause of internationsl operations and second as a cause
of not having internaticnal operations. Capital was & cause of
international operations because one of the advantages possessed
by American firms over firms of other nationalities was cheaper
capital. This was especially true where large blocks of capital
were needed to finance large indivisible investments. On the
other hand, an Americaen firm migzht have a disadvantage in acquir-
ing capital and this might lead it to license instead of operating
itself, When a fim licenses, it is the foreigner who supplies
the capital, |

There 1s empirical evidence that both phenomena occur at the
same time, i.e., in some instanées American firms have cheaper
sources of capital and in other instances, more expensive sources.
This is not at all strange. It occurs because there is no single
interest rate in a country; rather there are many interest rates;

in fact, there may be one for each firm. This feature of capital
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markets is extremely important; for the relationship of direct
investment to international operations is largely determined by
the imperfections which lead to fractured capital markets.

There are two questions to be answered. First, how does a
particular fim decide how much to finance in each country? Ob-
viously it borrows in the cheapest market. But what is the cheap=-
est market? This is a complex question and it is not simply a
matter of which country has the lowest interest rate. Second,
given a method of financing, i.e., given a decision of how much
to borrow in each country, what impact does this have on the world
-distribution of capital and the world interest rate?

The importance and interest of both of these questions arises
from imperfections in the capital market. This is in contrast to
pertfolio investment where the pure theory really depends on a
perfect market.,

The perfect capital market ‘

Consider & really perfect capital market--perfect certainty,
perfect information, no transactions costs or barriers to movement--
where everyone can borrow as much as he wants at the same interest
rate. This is the type of market usually used for theories of the
interest rate. For if the assumptions of perfection are dropped,
analysis becomes extremely difficult and complex.

In such a market, given tastes, production possibilities, and

initial distribution of wealth, the interest rate is determined and
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the volume of capital movements between markets (in our particular
case between countries) is determined. This model is the basis
for the familiar treatment of international capital movements into
which some imperfections gradually are introduced. It is a very
fruitful approach,

What becomes of the two problems of international operations
in this model? The first problem of how much the firm raises in
each capital market Lbecomes meaningless, It is all one market and
the interest rate is the same anywhere. But this is a trivial
observation,

More significant, whichever way the firm finances, it won't
meke any difference. How much it borrows in one market will be

irrelevant to the determination of interest rates and net flows

of capital. These depend only on total supply and demand. If the
firm planning to invest in London borrows in London, this action
raises the interest rate there and capital flows into Great Britain.
If the same firm had borrowed in New York to finance its investment
in London, then capitai would flow into the United States. The
final interest rate and the net flow of capital will be the same
in both cases,

. This is true even if the firm is not indifferent to where it
borrows. Suppose arbitrage is not costless; i.e., there are cer-
tain costs in bringing a borrower and lender together. There will

then be regularly established markets where brokers provide services
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for a fee. The firm might get better service in New York where it
is better knsﬁn, and so it might finance there., Or some countries
may have no capital market at all; e.g., in the 19th century and
to some extent even now, Canadians used the facilities of New York
in lieu of their own capital markets, i.e., Canadian borrowers
borrowed in New York while Canadian lenders lent in New York. But
this does not greatly affect world interest rates or the net flows
of capital. ‘The firm chooses to borrow in the financial center
where it gets the best service. Ey borrowing in this center, the
fim raises the interest rate and capital flows in from other cen-
ters., The flow of capital between centers insures that interest
rates will be identical throughout the world. The firm's choice
of capitel market affects the gross movements of capital ©but not
the net movements and not the interest rate,

This may be what the world is like. In the 19th century capi-
tal appeared to move along channels. There was specialization--
the major capital exporters lent to certsin countries and certain
industries. This shows up in the gross figures, but it might not
have been important in explaining net movements. Not that the
gross figures are not important, for the use of the facilities in
London are a savings to the Commonwealth countries. It is Jjust that
the effect of gross movements on the internationzl allocation of

resources may be different than the obvious one,
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This makes empiricsl imvestigation very difficult. Suppose

interest rates are low in London and New York but high in India

and Brazil. To equalize interest rates, capitsl must flow out

cof the first two countries and into the second two. But even if

there are only slight advantages to speciglizaticn, it may be that
the United States lends to Brazil and not to India while England
lends to India and not to Brazil. If this is not sufficient to
bring about equality in interest rates, the United States might
lend some to India or lend to England which in turn would lend to
India.” The result may be equilibrium but the regression analysis
will show that capitzl flows between London and Brazil are not
sensitive to differences in interest rates between these two coun-
tries. There are two ways of getting eround this. If you still
want to use capital flows between twc countries as independent
variables, then you must make them a function not merely of inter-
est rates but of 2ll other capital flows. In other words, the flow
from London to Brazil depends on differences in interest rates and

on the amount that the United States lends to Brazil. This means

that you will have more explanatory variables than independent
variables and since the number of years where data is available
are very few, statisticel investigation is almost impossible.

The other method would be to use net inflows or outflows for
each country as the independent variable, i.e., ignore how much

goes where, and use interest rates in all other countries as
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independent veriables. But now to return to the main theme,

It was important to go through this simple analysis in detail

in or@er to make certain exactly what we are trying to explain.
We observe in the world a large volume of direct investment. If
we wish to know the effects on interest rates, and if markets are
perfect, the gross flows would, for the most part, be irrelevant,
It is the net flows which would be important.

As was pointed out in the introductory chapter, there do in
fact exist cross movements, and Europels investments in the United
States in direct plus portfolioc equals América's investments in
Eurcpe in direct plus portfolio. We must therefore be careful
in interpreting the meaning of the empirical results. Now we
imtroduce imperfections which maike the gross flows important,

Barriers to capital movement

Let us drop the assumption thet there are no barriers to
movement between countries. There certainly are barriers--costs
are high, information poor, and, there is always the risk of
exchange-rate changes. Under these conditicns interest rates do
not have to be equal for equilibrium to exist. They can differ
by the cost of movement. Capitsl will flow only when the interest
rates differ by more than the costs of movement,

In this model, gross movements are important. If the fimm
borrows in London, the interest rate in London will rise as before,
but this will not necessarily bring forth a flow of capitel into

Great Britain,
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Not only are gross flows important, but the question of where
the firm finances is meaningful: for now interest rate can differ
from country to country. But this does not mean that the firm
always borrows in the country where interest rates are lowest. On
the contrary, under certain plausible conditions, the firm will
always find the cost of capital lower in the country where it is
making the investment; i.e., any firm in any country, investing
in a foreign country, will find it cheaper to borrow inm the foreign
country than to borrow in its own for the foreign investment. With
reference to its operations in Hollend, Standard Cil will try to
borrow in Holland rather than the United States; with reference to
its operations in the United States, Royal Dutch Shell will borrow
in the United States.

Behind this assertion is the bold assumption that the barriers

to mobility are the same for the firm zs for the capital market.

We shall discuss this in a while; for the moment assume that it
2

e
ot
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is true., We are continuing on the sssumy hat the only im-

perrections or impurities in the market are the barriers to mobil-
ity. For the firm to find interest rates more expensive abroad
than a2t home, the foreign interest rate must exceed the domestic
interest rate by more than the cost of movement. If the cost of
movement is the same for the firm as for the capital market, this
is impossible. Movements of portfolio capital will always insure

1

that the interest rate abroad never exceeds the domestic interest
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rate by more than t ransport costs. The firm will always find the
interest rate zbroad properly discounted for costs of movement at

the most equal to the domestic rate and never greater. It there-

N

fore will tend to borrow abroad, except in the borderline case,
where under present assumbtions, it would be indifferent.

What velidity is there in the assumption that barriers are
the same for firms as for the capital merket? This should be
true where exchange-rate risks are involved. The risk should be
the Same. But it is not clesr in two other respects: (1) the

fear of irresponsible borrowing is less when you are lending to

ine

o]

your subsidiary than when you are len to a foreign government

[8)5]
ch

or to a firm not under your control, (It could, on the other hand,
be greater because foreign govermments may be more hostile in some
instances to direct than to portfolio investment.) (2) the trans-
actions costs of international finance (especially the cost of
information) are less to the firm than to the market because the
firm is, so to speak, on the spot., This is especially true for
small transitory fluctuations. A firm like Stenderd 0il (N. J.)

nd with continual inter-

4]

with extensive international operstions
national financing will be able to afford large-scale research and
might find it profitable to arbitrage deviations from equilibrium,
But this really is not at 211 a clear case. A firm except when it
is ver&wisrge, should have no comparative advantage in financing

transactions whereas financial institutions znd banks should--and
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banks do have worldwide affiliations. However, there is some truth
in the assertion of a firm's ability to arbitrage. This is indi-
cated by the fact that unaffiliated Americans make investmeﬁts in
/the forelgn operations of American firms, In 1950 United States

investment in American controlled enterprises was 11.8 billion,.

About 90 per cent of this investment was supplied by the controll-

ing companies. The other 10 per cent (1,121 million dollars) was

supplied by American persons unaffiliated with the controlling en=-
terprise. The investment of these unaffiliated persons is similar
to portfolio investment. This sugfests that American companies
with international operations are able to finance some of their
foreign operations in United States capital markets; something
which foreign firms have typically not been able to do in recent
years. But the unaffiliated investment occurs mainly in Canada,

The area distribution is as follows:

Canada 769 million
Latin America 247 million
Europe 3L million
Other 70 million

#*This figure and the ones to follow are taeken from U. S. Depart-
ment of Commerce, Office of Business Economics, Direct Private Foreign
Investments of the United States: Census of 1950 (Washington:

U. S. Government Printing Office, 1953] pp. 21 and 22,
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The fact that the unaffiliated investment is mostly in Canada
where there‘is substantial United States portfolio investment
suggests that the arbitrage done by American firms with interna-
tional operations is in fact limited.

It is important to stress thet what we have been discussing
applies only to the financing of foreign assets. With respect to
its domestic assets, there is no exchange riék or international
transaction costs involved. But it could be argued that when
Standard 0il (M, J.), for example; is borrowing in a foreign
country, it will get e particularly favorable interest rate be-
cause foreilgners wish to invest not in the foreign subsidiary but
in the whole company. But the local investor could have done this
by purchasing shares of Standard 0il in New York. Or maybe he
could not, for there may be sovernment restrictions.

The hypothesis just suggested, namely, that firms find capi-
tal costs cheaper abroad than at home, may not seem too convincing
or toc important. Its main purpose is not to explain why American
firms do in fact borrow abroad to some extent to finance their
forelgn operations. This might be explained by special circum-
stances rather than generzl conditions. 'What hasvto be explained
is why firms operating in foreign countries do not lend abroad,

If a firm establishes a foreign operation and if capitzl costs are

=)

high abroad, why does it not arbitrage between the two capital mar-

kets by lending abroasd aside from its operations? In fact, this
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does not seem to happen. The foreign operations of firms are
restricted typically to special lines of endeavor similar %o the
ac%ivities they conduct at home. One seldom finds firms which have
subsidiaries in underdeveloped countries expanding into diverse and
unrelated lines. This type of behavior is consistent with a theory
in which the foreign investment is motivated by the "profit" of
controlling a forelgn enterprise and not consistent with a theory
in which higher interest rates are the motivating factor. Hence,
the importance of the hypothesis under discussion about the influ-
ence of barriers to mobility on financing.

If we analyze the hypothesis further, it can also explain why
firms do not diversify their foreign investments even when they
do not borrow abroad. At first this seems strange., If a firm
does not borrow abroad for its foreign operations, and Araﬁco bor-
rows very little in Saudi Arsbia, then one might argue that capital
costs must be higher in this foreign country than in the United
States and that Aramco could profitatly go into international bank-
ing. But it must be remembered that there are two interest rates
involved. One is the interest rate at which you can borrow and the
other is‘the interest rate at which you can lend, The borrower's
interest rate is always higher than the lender's interest rate and
the difference betwesn the two is transactions costs. The size of
the transactions costs and the difference in interest rates depend

on the degree of development of the capital market. In well




developed markets it is very low, but in regions where capital
markets are poorly developed, and a good deal of foreign operations
take place in such regions, the differential is high.

The theory of portfolio investment applies to the lender's
interest rates. The equilibrium conditions are that the rate at
which a capitalist can lend in a foreign country will not exceed
the rate at which he can lend at home, due allowance for barriers
to international mobility. If we assume these barriers to be the
same for firms as for the capital market, then we should expect
nct to find non-financial firms lending money abroad. When we are
dealing with well developed economies, the lending and borrowing
rates are very close together. Therefore, the same logic which
implies thet firms will not lend abroad 2lso implies that they
will either borrow abroad or be indifferent. But for regions of
uncerdeveloped capital merkets the case may be cquite different,
Here the borrowing rate msy be quite in excess of the lending
rate, so much so that it pays a firm to borrow at home for its
international operations while at the same time it does not pay it
to lend abroad. This is the type of phenomena which seems to occur
and it most clearly illustrates the difference between direct and
portfolio investment.

Other imperfections

The arguments given above provide an explanation for why

companies borrow abroad to finance their international operations,
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But this reasoning would imply that if the company borrows abroad
it should do so for all its capital needs and not for just part

of them, as is tgé fact the case. We now tumn to the reasons why
companies do not finance 100 per cent of their foreign assets
abroad but supply some of the capital themselves., The existence
of transactions costs creating a2 spread between porrowing and
lending rates may be one of the reasons although it is certainly
not the only one., The transactions costs will not be the same

for all types of borrowing. We can order different types of liab-
ilities in ascending transactions costs. Certain current liabili-
ties, taxes payable, wages payable, and accounts payable involve
almost no transactions costs because the borrower and the lender
are in direct contact through their everyday business activities,
The firm will most certainly take advantage of some of thesé op=-
portunities to borrow. (On the other hand, the interest rate

on wages, for example, might be very high because workers are poor
and do not have access to borrowing. They might accept substan-
tially lower wages if paid daily rather than monthly.) Next in
order of transactions costs would be bank loans; after this come
bonds and equities., In underdeveloped countries the transactions
costs on bonds and equities may be extremely high because of the
absence of any local capital market; for the reason one would expect
to find that firms operating in these countries rely mostly .on cur-

rent liabilities and bank loans for whatever financing they do,
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Because of the increasing transactions costs the firms may not
finance all its needs abrozd but borrow some in its home county
where its transactions costs are lower.

There are other reasons why fims will not borrow 100 per
cent of their liabilities abroad on foreigners' operations. To
explain these reasons we must move further sway from the perfect
model with which we began. In particuler, we must drop the assump-
tion that, eside from transactions costs, firms can borrow as much
as they want at a given interest rate, or what probably amounts to
the seme thing, drop the assumption of perfect certainty and the
absence of risk. Dropping this assumption leads to increased in-
terest costs with increased borrowing and slso leads to the problem
of control,

Empirically there is little to justify an assumption that a
firm can borrow as much as it wants at a given interest rate, The
differences in interest rates on first, second, and third mortgages
may be taken as an example of 'pising interest rates. The explana-
tion of rising interest rates is probably the existence of risk
and uncertainty, The probability that a fimm will earn x dollars
on a project is usually much greater than the probability that it
will earn 2x dollars. The firm cannot guarantee all of its liabili-
ties equally well; therefore, there is & range of priorities on

claims to income by investors and 2 concomitant range of riskiness,
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The rising rate of interest may affect the firm's decision
how much £o borrow in each country. Suppose the rate on prime
loans is equal in both countries. Only a fraction of the firm's
foreign operations will be considered prime losns. On these prime
ioans the cost is the same in both countries; but the fraction
considered prime may not be the same in.toth countries and the
increase in costs because of increasing risks may rise faster in
one country than in the other. One would expect it to rise slower
in a large capital market then in a small one; i.e., it is easier
to borrow $1éo million dollars in New Yerk than in Guatemala. For
the per cent of his portfolio that each investor would have to
commit to this particular loan would be greater in Guatemala than
in New York. Therefore, it would be riskier for Guatemalians than
New Yorkers and the interest rate would rise more quickly. Ob=-
viously this is importent in those cases of international opera-
tions where large fixed investments are required. In these ven-
tures only a very small fraction could possible be financed locally.,
For these industries, the rate of direct investment to total assets
will be ‘higher than for other industries lacking this feature.

The connection between control end financing is very important
for international operations. For as an entrepreneur's borrowings
cover more of his income, he usually has to give up control. Sup-
pose an entrepreneur undertakes an investment project where the

expected annual return is $10 per year and the cost of the investment

-
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is $100, If the interest rate is 5 per cent per year the discounted
value of the income stream is $200. The entrepreneur, however,
would not usually be able to find someone willing to lend the $200
in return for the right to the income, for the capitalist would

have little security. The entrepreneur, since he has nothing at
stake in the enterprise, would have 1ittle incentive to use his
assets in the best interest of the lender. The lender will there—
fore want some control. But in direct investment, the very reason
for a firm going zbroad is to control the enterprise; it finances
part of the operation in order to maintain the control.

The entrepreneur, in deciding how much to borrow abroad, must
consider not only the interest costs of the borrowing, but also
the dimunition of profits which will result if he gives up some
control. For if the entrepreneur borrows the full $200 in our
example, his relation to the foreign enterprise would be that of
a consultant. It was stressed in Chapters TT and III that in some
instances this would be less profitable than controlling the for-
elgn operation. What the firm seeks by making the direct invest-
ment is the extra profits resulting from control. In order to
obtain this control it will have to finsance pért of the enterprise
ibself,

The extra profit, it may be recalled, came mainly from the
substitution of centralized for decentraiized decision making, This

enabled the entrepreneur to overcome the conflict of interest which
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arises from competition between the firms in an imperfect market,
or the conflict of the use te be made and the price to be charged
for the advantage that is to be exploited. In this context it

is easy to see why potential local investors will te particularly
anxious to acquire control and why the entrepreneur will be re-
Juctant to relinguish it. For example, the entrepreneur might
want to control an enterprise in a foreign country because it is
a potential competitor of a firm he owms in another country. If
he schieves control over both enterprises, then total profits will
‘be increased. But the incremental profits are joint profits and
they cannot be allocated to either‘enterprise. An investor who
participates in only one of the ventures without control can be
prevented from acguiring these extra profits which will be arbi-
tarily attributed to the other enterprise. He therefore will be
reluctant to purchase equity shares in the enterprise but would
prefer fixed income securities unless he can acquire control,

This problem comes up most dramatically in cases where verti-
cal integration is involved. The accounting transfer price is
arbitrary and profits can be allocated to either enterprise. Gov-
ernments of oil-producing areas have realized this to some extent
and are requesting to share in the total profits of oil compenies,
not just the profits on crude. The profits on crude are arbitrary
because of the impurities in the market which is one of the reasons

for international operation. This 1s just an example. 4 similar

D AN B S————— T 2 e e
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argument will apply in nearly all cases of international operations,

since the conflict of interest is an inherent part of international

operations. It is the conflict of interest which necessitates the
direct investment by foreclosing the possibility of borrowing
100’per cent of the needed capital from local sources.

It may be helpful to summarize the arguments just made. The
summary might clarify the cho;ce between licensing and controlling
and also the effect of changing the interest rate in a country on
the amount of direct investment in that country.

We have tried to show that the firm will nearly alwavs find
ya ¥

it cheaper to borrow abroad because the basic interest rate abroad
is at most equel to the interest rate at home plus the costs of
the barriers to movement., However the firm will not be able to
borrow 100 per cent of the capital needed and alsc mzintain cone
trol because of the rising interest rates brought about by the
increasing transaction costs and increased risk.

The lower the interest rate abroad, the less the borrowing
costs and the more profitable the international operstions, This
implies that total assets controlled aﬁﬁﬁad'will be greater, but

. the amount>of direct investment in these assets will typically be
less.

In one sense the lower interest rate abroad will increase the
amount of direct investment in the country. The firm always has

the opportunity of licensing, i.e., there is a certain amount of

TSI R L 41 (MR B e e ey LR —
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reveme the firm can obtain without any investment, The lower the
interest rate abroad, (and the more profitable the operation) the
less likely is the firm to chcose a policy of licensing and hence
the more likely is it that a direct investment will occur,

We have so far introduced a few major imperfections in the
capital market and analyzed their implications for the amount of
capital associated with international operaticns. There are numer-
ous other complications which could also be introduced into the
model, Firms have connections with financial intermediaries in
their own country which they do not at first have abroad. At the
outset of their international operations they may rely on their
domestic sources until they establish relations with new sources.
There are also other factors which encourage local borrowing. As
a consequence of its foreign operations, a2 firm may acouire accounts
receivable from local customers. Local bsnks will probably be more

.willing‘to accept these as collateral for lozns than will banks
in‘the firm's home country. Another reason for locel borrowing is
the fact -that there are limits on how much a firm can borrow in
one year. The marginal cost of capital in the short run to a
\rapidly expanding firm may be much higher than "the interest raten
in its country. For this reason a firm which wishes to enter manay
foreign merkets at once may borrow locally in each market very

heavily, even if this means licensing when control would be pref-

erable, Later the firm may invest more in its foreign operations
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and acquire control,

The number of possible imperfections which could be introduced
is very large but it would be pointless to continue introducing
them. The problem is not so much & theoretical problem as an em-
pirical one. Since there is so very little empirical knowledge,
it is almost meaningless to discuss the varied possibilities,

Instead, we may use what we have zlready discussed to ssk the

following important cuestion: does

joR

irect invsstment move from
countries where the interest rate is low to countries where it is
high?

Insofar as capital is the advantage which leads to internetional
operations, the enswer is yes. But when other advantages and other
motivations for control are the causal factors of international op=
erations, the answer 1s '"not necessarily." It can easily happen

that a firm in a country where the interest rate is high finds it

profitable to make a direct investment in a country where the in-

terest rete is low for the purpose of accuiring control of an en-

terprise in that country. Empirically, this may not occur very
often, if there is an associstion between low interest rates and
advanced technology. But even when the capital flow associated
with international operations is in the direction of higher inter-
est rates, it will only partly result in the most efficient alloca-
tion of world resources. For the amount of capital accompanying in-
ternational operations is limited basically to the amount .needed for

control,




168

The fact that the lower the interest rate abroad, the more
will be borrowed locally and hence the less direct investment is
(in a weak sense) a movement in the right direction; i.e., the
‘direction of equéiizing interest rates., But against this must be
prlaced the consideration thet when interest rates abroad are high,
the firm may resort to licensing and in this case there is no in-

vestment at all,
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Appendix to Chapter V

An Alternative Theory of the Financing of
International Operations

We have assumed throughout this thesis that basically the
same considerations apply to foreign as to domestic cperstions,

We have merely applied the theory of the firm to the special prob-
lems resulting from internmational operations, without assuming any
new behavioral postulates. A1 tha% was changed were the struc-
tural conditions.

Not everyone has taken this view. Some nave asserted that a
firm behaves quite differently with respect to its foreign opera-
tions. In fact, they assert that the firm behaves quite irration-
ally. The most extreme statement of this view is found in Barlow
and Wender's study. The fellowing quotations will mske their
position clear,

"United States companies typically prefer to begin
operations in a foreign country in a modest fashion with a
small dollar investment. They expand the tusiness within
the country through reinvestment of local earnings to the
greatest extent possible. They regard their foreign earn-
ings much as a man does his winnings at the race track in
that they are much more willing to utilize them than fresh
dollar capital for additional foreign investment. United

States investment almost always has priority over foreign
1rwvestment for funds available for expansion, '

*E. R, Barlow and I. 7. Wender, Forei
(Englewood Cliffs: Prentice-Hall Inc., 19

gn Investment andTaxation
55) p. 161,
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Their explanation of how a man regards race track money is as

follows:

"A man may have $1,000 he has won betting on horses
and a five dollar bill tucked away in his wallet, which
he brought with him to the track., He will think nothing
of wagering five dollars or $10 to $100 from the profits
he has made; whereas he might with some reluctance spend
the five dollar bill he originally brought with him to
the races. The gambling profits are not really money in
the opinion of the gambler as long as he continues to
gamble. In a story by Damon Runyon, a many” kept his
"eating money" in one pocket and his "race track money !
in another, The race track money was regarded as working
capital possessed of a cuite different value from the
Meating money " _

Many companies regard the earnings from their foreign
activities in much the same way. They are more willing to
risk them in subsequent expansion abroad than fresh capital
from the United States."s

Barlow and Wender's statement is the most clear. Other writ-
ers have offered a similar behaviorsl postulate, i.e., a distinc-
tion between retained earnings and new cepital though they have not
put their case quite as explicitly., For example, the following
quotation from Mrs. E, Penrose, and especially the last phrase,
seems to imply something similar to the Barlow and Wender thesis,

"But a preference for expansion through retained
earnings is becoming increesingly characteristic of the
modern corporation, and of particular interest from the

point of view of foreign investment is the situation,

especially favored by American firms, in which the parent

company holds all, or nearly all, of the equity and per-
~mits the subsidiary to expand with its own earnings, "set

#Ibid., pp. 165-166,

#¢E. T. Penrose, "Foreign Investment and the Growth of the
Firm," Economic Journal IXVI (June 1956) p. 220.
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More explicit is Mr. Arndt's statement:
“"The policy of American companies, well exemplified

by General Motors holders, appears to have been to retain

and reinvest almost all profits for the first few years

of a project and then settle down %o 2 50/50 ratio in

thelr distribution policy.':

It is hard to tell exactly what ithese hypotheses mean. I
interpret them as saying that investment decisions for foreign
operations are based on the actual amount of profit made abrozd.
This is in contrast to a rational model where an investment deci-
sion .is based on: (1) expected profits on investment abroad;

(2) expected'profits on investment at home; (3) cost of raising
new capital both at home and abroad. In other words, the rational
firm, at appropriate intervals, considers worldwide investment
opportunities and worldwide scources of funds and with this infor-
mation maximizes totsl profits. The rational firm does not con-
sider foreign profits as "race track" money. The decision to
invest is the same whether the money is earned (or borrowed) in
the United States or abroad. (Excepbting of course the adjustments
reguired by special risks and costs involved in converting curren-
cies.)

The rational and irratiocnal model do however come very close
in certain respects. (1) If actual profits are viewed as an indi-

cator of expected profits, there will be an association of actual

#H, W. Arndt, "Overseas Borrowing--The New Model,¥ Economic

Record, XXXIII (August 1957) p. 2L7.
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profits and investment., (2} If there are special tax laws or
exchapge restrictions, which place a2 high cost on remitting in-
come, decisions may be different for blocked funds than for new
vfunds.

The idea that reinvested earnings are different than new bor-
rowings, if true, might be important. Barlow and Wender use it as
one of the elements to justify their proposals on taxation policy
to affect the flow ofvdirect investment. One of the requisities

of a successful plan is that "It should fit in with the natural

brd

tendency of companies to expand out of foreign edrnings . . "
Exactly how it should fit in is not clearly specified.

But the treatment of reinvested earnings has enother special
implication which, strictly speaking, is not necessarily implied
in the "race track" view, but which, I suspect, has the same founda~-
tion. Frecuently, analysts of balance-of-payments statistics
speak of new investments just covering interest (or profit) payment.
In doing this, they usually commit the fallecy of tying up one item
of a balance sheet to another. It is a fallacy because all items
are indirectly connected and it is not proper to pick out any two
for special attachment, unless a particular case of a direct connec-
tion can be made, If new direct investments are associated with

old profits, then such a connection has been made and it is important

e
3

«E. R. Barlow and I. T. Wender, Foreign Investment and Taxation
(Englewood Cliffs: Prentice-Hall Inc., 1955) p. 227,

B e L
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to spell it out exactly. If the irrationality hypothesis is right,

then.one almost would be able to assert that new direct investment

will never exceed earnings; if this were true it would be important.
Also for the same reasons, namely the view that retained earn-

ings are second-class money, profitability of foreign investment

is sometimes measured by taking the ratio of profits in a given

year to original investment excluding retained earnings. This is
=7 (=]

one cf the measures cited by Mrs., Penrose, and by this measure
General Motors earned a profit rate of 560 per cent in Australia.
This measure of profit appears to have sc little justification
that it is hardly appropriste even to compute it,

The empirical evidence on this topic is presented in Table
V-1, This teble shows the following five items for industries
and areas and for aggregate direct investment: (1) earnings,
(2) income receipts, (3) reteined earnings, (L) capital outflow,
and (5) changes in investment. The terminology is the Department
of Commerce's and requires some explanation. Earnings refer to

total earnings on direct investment. Income receipts refers to

dividends and cther incomes remitted from the foreign subsidiaries.

Retained earnings is the difference between earnings and income.

Net capital outflow refers tc the difference between capital outflow

and capital inflew. These outflows and inflows are the changes in
investment financed by means other than retained earnings. Changes

in investment is the sum of net capitel outflow and retained earning
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and is equal to the change of the indebtedness to Americans of
their -subsidiaries or sffiliates operating abroade.

This method of classificastion implies a certzin theory of what
a direct investment is., This theory is not the same as the one
we presented above. Of the five items, only two of them éppear
in the amnual balance of payments accounts. Income receipts from
abroad (and not earnings) are treated as credits; and capital out-
flow (and not retained esrnings) are treated as debits, The justi-
ficetion of this procedure is difficult to comprehend. It would
se;m that in the relationship of a fim to its wholly-owned
subsidiary, the difference between retained earnings and capital
outflow is arbitrary and inconsequentizl., However, as was shown
above, there are theories which view the difference between retained
earnings and capital outflow as meeningful and apparently the
Department of Commerce shares this view. It should also be noted
that investments refer to the United States share of the ecuity
and debt of the foreign subsidiaries and not to the total assets
of the subsidiary, I would argue that it would be more appropriate
to treat all assets of the foreign subsidiary as United States in-
vestment and to offset this by a liability for borrowing in the
foreign country. This would more closely approximate the legal
status of the assets as well as the econcmic facts. As I have
tried to point out in this thesis, and especially in this chapter,

the theory of internztional operations is concerned with the
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distribution of total assets abroad. It is the desire to control
these assets that induces the direct investment.

The first thing to notice in Table V-1 is that in the aggre=-
gate and for every year total earnings on United States investments
exceeds the change in investment, sometimes substantially and some-
times by only & little. This is the same as saying that funds
remitted from abroad (income receipts) exceed funds sent abroad.
(Net capital outflow.) The reader may cobserve that this phenomenon
is not true for all countries or for all industries for all years.,
There is no point in noting the exceptiocns since I know of no
theory and no data to explain them,

What does this phenomena signify? Tt signifies that if analy-
sis is restricted to income receipts and cepital flows, ieses, if
other effects of international operation on imports and exports
are ignored, international operations from 1946 to 1958 have pro=-
vided 2 net gain of foreign exchange for the United States. Is
this important? Tt is if there is a connection between the two.
But 1f there is no connection, why should these two items be
singled out for comparison? There is, of course, a connection in
the sense that if all international operations and capital movements
were abolished, both income and capital inflow would disappear from
balance of payments accounts. But this does not mean that the bal-
ance of payments of the United States would deteriorate. To know

whether this would happen one would require information on all the
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effects of internatiocnal operations. Also, if there is no other
connection, the fact loses much importance because it does not
imply that in the future the same phenomenon will again appear.

We have not yet considered the gambling money thesis., This
thesis argues that there is 2z certein relstionship between total
earnings and retained earnings. However, as the table shows, this
relation varies from industry to industry and from country to
country,.,* Cnce again I do not polint out these variations because
I have no theory to explain them. They may well be caused merely
by accounting procedure. One case however is interesting. It
will be seen that in menufacturing, earnings sre divided (very
approximately but more so than in other industries) between income
and retzined earnings in about a 50/50 ratio. This is especially
interesting when we compare retained earnings to net capital out-
flow, Net cepital ocutflow shows very severedrops in 1949, 1953,
and 1958~~three recession years. These drops occurred without any
drop in foreign earnings and without any great fall-off in re-
tained earnings. This might be an indication that there is some-
thing quite different about retained earnings (old money) and

capital outflow (new money.) However, as we show presently, the

#Tt also might be noted that in Canada, in the postwar peried,
foreign controlled firms have distributed as dividends a higher per
cent of their income then have non-foreign' conmtrolled firms., See:
Dominion Bureau of Statlstics, Canada's International Investment
Position 1926-195l (CUttawa: C(ueens Printer and Controllier of
Stationary, 1950) pp. 60-61,
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difference in behavior could 2lso be explained without proposing
a thebreticai difference between the two types of capital flows.

The distinction between retained earnings and new borrowings
makes sense when you are dealing with the relation of a»firm to
the cepital market. It does not make sense when you are dealing
with the relation of a firm to its subsiciary except as an arbi-
trary accounting device, Suppose the accounting rules were as
Tollows ;i

1. Capital outflow is ecual to the excess of intended investe
ment over profits when such an excess exists,

2. Income receipts are equal to the excess of earnings over
the intended change in the amount invested when such an excess
exists andwhen both are positive,

3s Capital inflow occurs when the firm disinvests and is
equal to the excess of the fim's disinvestment over its profits,

The principles are illustrated in the following table. In
the table we consider a number of enterprises each making $1 prefit.
The table illustrates the effect on the accounting books of various
investments ranging from a positive investment of $3 to s disin-

vestment of $3,

#Using same Department of Commerce definitions as were used
before.
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Firms Numbered Aggregate of Filrms
12 3L 5 61 1-6 21
1. Earnings 11 1 1 1 1 1 6 6
2. Change in
investment A3 42 41 0 -1 -2 -3 £3 -3
3., Income
" receipts o o o 1 1 1 1 3 L
L. Retained
earnings 1 1 1 o o 0 0O 3 2
5. Capital
outflow 2 1 0 0 o] 0 0 3 1
6. OCapital
inflow 0 0 0 0 -1 =2 =3 -3 -6
7. Net capital
Tlow
546 2 1 0 0 =1 =2 -3 0 -5

This table indicates for any given investment what retained
earnings, income receipts, etc., will be for foreign enterprises
making $1 profit. The essentials would be the same if we considered
firms meking various amounts of profit. Suppose we continue with
our example and we estimate the aggregate figures. That is, we are
assuming that the earnings of the foreign enterprises are all 1 dol-
lar and we wish to know what the aggregate flows would be when the
decision to invest is changed. Compare two different cases: 1in
both six enterprises are involved, each makes §l profit, and aggre-

gate profits are therefore $6. In case I, entrepreneurs are prone
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to invest abroad. The largest investor plans to invest $3, the

next one $2, and so on until the sixth investor, who plans to dis-
invest $2. In this case columns 1-6 apply, and aggregate investment
aé shown in column & of the table is $3. In case II, the entre-
preneurs are wary of foreign operations, and each entrepreneur
decides to invest one doller less then in the previous case, Now
the largest investor invests 2 rather than 3, and the smallest
disinvests 3 rather than 2. Colummns 2-7 apply, and aggregate
investment is now minus 3, a change of 6,

Look at retained earnings and net capitel outflow. Retained
esrnings have shifted from 3 to 2, a change of only 1. But net
capital outflow has shifted from O to -5, a change of 5. This is
similar to the type of behavior we observed above in the time
series of American direct investment, Yet it occurs without regard
to any 50 per cent rule or any other non-trivial rule relating in-
come, retained earnings and investment. It is caused by purely
arbitrary accounting devices. This, I suggest, is an equally
plausible interpretation of the data, Of course it does not dis-
prove the "race track” (or 50/50) rule. I em not sure that a rule
based on so little thecry needs disproving. However, before leav-
ing I should make clear that I do not in any sense mean to imply
by this brief treatment that there is nothing worth studying in the
dynamics of financing international opersations. There certainly

i1s; but I have nothing useful to suggest.,
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CHAPTER VI
BFFECTS OF INTERNATIONAL OPERATIONS ON INCOME

It is almost impossible to evaluate the effects of interna-
ional operations on world income and its distribution between

countries. A direct investment changes production possibilities,
inceme distribution, and prices. There are difficult theoretical
probiems in evaluating these changes and our knowledge of empirical
conditions is alimost nil. A1l we attempt to do in this chapter is
illustrate certain facets of the problem which arise directly out
of the analysis we have presented. It is important to stress that
these are merely isolated partial-equilibrium considerations., By
themselves, they provide no guide for policy; in a broader theory
which may someday be developed, they may be useful,

The analysis is based on four aspects of international opera-
tions,

1. The capital usually associated with'international operations.

2. The advantages or technical knowledge sometimes associated.

3. The fact of centralized rather than decentralized control.

L. The nationality of the controllers

Since mést of the points made have already been discussed in

earlier chapters, we shall at times be brief.
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Assoclated capital movements

we begin with the associated capital movements, because this
aspect has traditionally received the most attention and not be-
cause it is necessarily the most important feature. In fact, a
case could be made that it has received too much attention. Tt
certainly causes a great dezl of trouble.

Some of the hostility to direct investments, especially in
underdeveloped countries, is a psychological hostility to foreign
"capital," hostility which neglects the other equally important
side of international operations, entrepreneurship., The interna-
tional flow of managerial and entrepreneurial skills might be
greatly increased if there was not the fear of expropriation gen-
erated by this hostility. The economics might not be changed, but
the suggestion is made that international operations would be pSy=-
chologically more palatable to underdeveloped nations if a new form
was used on the theme of the management contract-—a form where capi-
tal is not involved., It is not easy to find an acceptable form be-
cause the motivation of the capital movement is control, and the
new form must somehow also solve the conflicts of inberest discussed
in Chapter II. And the real cause of hostility may be the control
even though the hostility is now directed against the form. But
some feasible forms may be developed,

The beneficial effects of direct investment on the allocation

of the world's capital are limited. The motivation for the movement
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is generally control, not interest differentials., The amount of

capital that moves is therefore limited and it may move in the

wrong direction, i.e., to places where the interest rate is low.

To some extent, the lower the interest rate abroad the more the

capital flow or, in any case, the greater the number and the larger

the size of international operations. For the lower the interest
rate abroad, the more local borrowing is possible, and the more
profitable the operations. TIf local borrowing is not possible, the
investment may not even occur., The firm may choose instead to
license. For this and other reasons, it is usuglly inappropriate
to consider direct investment as a substitute for portfolio invest-
ment. in: the task of allocating the world's capital.,

An increase in direct investment is sometimes suggested as a
means of solving balance-of-payments difficulties., This brings up
ransfer problems, both the "transfer in" problem, when the invest-
ment is made, and the "transfer out! problem when dividend payments
are made or capital is repatriated,

First the "transfer in' problem. Does the establishment of
an international operations generate an increase in demand for im-
ports greater than, ecual to, or iess than the supply of foreign
exchange resulting from the associated capital flow. The analysis
of this problem is very complex. We will restrict ourselves to s
few points. It is nearly always certain that the amount of new invest-

ment generated by the international operation exceeds the capital
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inflow. This is for two reassons. First, companies typically bor-
row scme of the capital needed for their operations from local
sources in the country where they are establishing the enterprise,
Secondly, there are accelerator effects. The establishment of the
entefprise leads directly to increases in the demand for other
commodities, and investment by natives is required to produce these
commodities. The fact that the investment exceeds the capital in-
flow tells us only a little about the effect on the balance of
payments. What happens to imports depends on the income generated
Dby the investment and on the marginal propensity to import., 4bout
these, little can be said in general except to point out that the
propensity to import of a direct investment is probably higher than
for the economy as a whole. In fact it often happens that the
amount of direct investment is exactly equal to the amount of im-
ports directly associated with the international operatiens., This
happens for example when a company provides technical knowledge in
return for an equity interest and the enterprise is otherwise fi-
nanced locally, The company in this case furnishes capital in the
form of the discounted value of the productivity of its technique,
but the capital furnished exsctly equals the import and no free
foreign exchange is provided,

The "transfer out" protlem applies not only to dividends and
repatriation payments but also to royalty and rental payments. In

fact, it applies to 21l payments for all imports. The problem is
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basically one of giving up resources for the imported service or

good and it does not matter much which particular service or good

you are paying for, The difficulty of paying for what you buy is
common to all; the important question is do you get more than you
paye. In particular, the guestion boils down to this; does the
bincrease in income in a country resulting from intermational operaw~

tions exceed what it must pay for these operations in terms of

rents, royalties, interest and profit. A little later we shall touch

lightly upon this problem but the situation is really too complex

to handle with our present knowledge,
But even if the increase in income exceeds the costs, there '

is another meaning to the transfer problem which is relevant. This

basically involves a question of timing, There is a certain cost
assoclated with moving along the production-possibilities curve

and changing from a surplus balance of trade to a deficit. This

cost is far greater if the adjustment is made in a short period
of time than if it is made gradually. It therefore makes quite a

difference if there is some force at work which causes the repayv- :
v

ments to cluster in a short period. The crisis caused by & simul-
taneous decision on the part of a large number of creditors to take
their money out can be quite severe.

The important question is whether such a clustering is likely
to occur. This seems to be the real significance of the compound

interest games one encounters so often. If new investment each
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year exactly equals service payments on cld investment, aggregate
investment will grow at the compound interest rate, This, as is
mostvfamiliar, is an exponential equation and it goes up very
quickly. But no matter how impressive the rise, the percentage
change at each and every point is still only the interest rate,
The decision for a country each year (if countries can and do make
such decisions) is the same: if the interest rate is 3 per cent,
the question is whether the productivity that would be lost by re-
patrigting the loan does or does not exceed the 3 per cemt: if it
is more than 3 per cent, then it certainlj pays to "borrow the
interest." The decision is exactly the same at all points, and the
fact of exponential growth is irrelevant,

What may be relevant is the possibility that e crisis will
occur which will force the country to psy back all its borrowings
at one time. This can be costly (though of ten the burden is shifted
by the borrower to the lender)., Such & crisis did develop in the
30's, though significantly it was more important for portfolio in-
vestment then for direct investment. (To repatriate a direct in-
vestment you must sell the enterprise; in times of crisis you usu-
ally cannot get very much for it, and if you do find a buyer his
purchase helps to decrease internal spending and thus facilitates
the transfer.) WNot much can be said about whether international
operations are subject to violent fluctuations becsuse we know seo
little about the mechanisms involved. Probably it is a fruitful

area of research.
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Associated technical knowledge

Usually ability and technicque accompany international opera-
tions. Bubt it is not a necessary condition. The motive of control
may be the removal of conflict between enterprises which sell in
the same market or which deal with each other. Or the motive may
" be diversification. The firm making the direct investment need not
have any advantage; all that is reguired is market impurity in the
first case and negative covariance in the income of enterprises of
different countries in the second case.

- Where an advantage is involved, the imgortant gquestion is how
much does it cost, relative to what it is worth. The cost may very
well exceed its value if, for example, consumer's tastes are not
considered a legitimate criteria of worth. Aside from this, compe-
tition provides a check on the amount the firm receives for its
advantage. In the long run it can get no more than the difference
between its ability and the 2bility of other firms, But this is
not the complete case, for there are problems of change in advan-
tages through time. Does an enterprise increase its advantage
through time because of its gain in experience and in consumers!
acceptance? Or does the firm lose its advantages because of the
demonstration effect and the consequent attraction of new competi-
tors? In some cases one happens and in some cases the other, What
the net effect of international operation may be is not known. But

in cases where the advantages increase through time (and the
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profitability of the firm along with them) there may be an infant-
firm argument for subsidizing a local company. This may be the
ratioﬁale of the policy of some countries to enforce a greater
recruitment of local personnel than the company desires,

The receiving country is interested not only in whether the
- benefits are less than costs, but also in knowing whether the
costs are as low as they can be. The significant aspect of most
advantages is that marginal costs are close to zero. They are cer=-
tainly less than the price paid for them. There is no, or little,
marginal cost in utilizing & petent, or information, or a‘brand
name, or most other advantages one could name. In most cases the
price paid for the advantage, though less than the benefit derived
from them, is greater than the cost of the advantage. There is
room for bargaining, and the study of this bargeining relation is

fascinating; but we have little to
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The fact of centralized control

The fact that two enterprises in different countries are con-
trolled by the same firm sometimes leads to a situstion closer to
marginal-cost pricing and sometimes farther away.

In the case of horizontal integration, the difference between
price and marginal cost will most likely be greater when there is
centfalized control than decentralized., If the rest of the world

were perfectly competitive, this would mean decrease in world wel-

fare., Since there are in fact monopoly elements everywhere, the
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effect of monopoly pricing in one part of an industry is unknown.
As to how the gains and losses of monopoly control are distributed
between countries, the best answer is that it depends; I do not
think that there is a general presumption one way or the other,

Vertical integration Presents quite a different aspect. Here:
the motivation of control is to solve a bilateral-monopoly problem.
This is only of importance where Sequential monopoly is involved,
The removal of sequential monopoly resulis in a closer approxima-
tion to marginal-cost pricing,

Here a little more can be ‘said about the distribution of the
gains. Suppose country A produces and entirely exports a raw ma-
terial which is processed further and sold to consumers in country
B. If the industry is menopolistic in both countries, then verti-
cal integration will benefit consumers in B by lowering prices,.
The firm will also benefit because total profits will be greater,
Country 4 will enjoy an increase of production in its cormodity
b1t its total revenue may fall or rise depending on what share it
receives of the profits of the new, vertically-integrated firm,

The fact of centralized control may lead to an improvement in
the worldwide use of resources in a sense quite different than the
one just discussed. The connection between markets is often quite
imperfect., The international operations may serve to integrate
previously remote markets, & firm dperating in many countries may

be expected to react more quickly to changing conditions in a par-
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ticular country, that is, more quickly than the market. This is
because of the better communications within a2 fimm,

This may particularly effect the international flow of capital
and the transmission of business cycles. As we saw in Chapter Iv,
American foreign investment was sensitive to American business
cycles. This is because the firm is subject to worldwide influences
on its sources and uses of funds. For the same reason, of course,
the United States is more sensitive to foreign business cycles.
The sensitivity depends not primarily on the fact of foreign con~
trol but on the fact of international operations. Greater inter-
dependencé 1s precisely what to expect for greater integration; it
is the price paid for it and it is probably what makes integration
of nations difficult to achieve.

The existence of international operations may change tariff
policy of some countries and this brings up the quesﬁion of the
nationality of the firm.

The nationality of the fim

It is fitting to-end this chapter and the thesis on the subject
of the netionality of the fim. For this has been an important
element in all our analyses. Ts the behavior of the firm affected
by its nationality? In general, one would expect not. Firms are
firms; they maximize profits and therefore should behave roughly
the same way. But there are important exceptions, and basically
they stem from the risks of cperating in e foreign country, although

there are other things as well,
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Since the shareholders of an American fim expect to be paid
in dollars, the firm must worry about converting its foreign prof-
its into dollars. This will effect$ its behavior. For example,
it will tend to keep its liquid assets in its own country., On any
particular aspect of its enterprise, €eg., research labs, head
offices, etc., if the costs are the same in both countries or almost
the same, the firm will choose to locate at home or abroad,

The selection of its personnel may be bissed. If a firm is
hiring potential executives, it will reasonably expect that some=
day it will wish to bring the employee to its head office. TIf the
prospective applicant is a foreigner who will not or cannot give
up his citizenship or residence, he is less likely to be acceptable
than a national,

The nationality of the firm may also effect capital flows,
Suppose that in each cepital market there is 2 bias against lend-
ing to foreigners. If this is true, then, for example, the American
oyners of an American fim will view their opportunity cost of their
investment as the profit they could earn by investing in another
American firm., Consider a fim with operations in Canada and the
United States, and suppose the\Canadian activities become unprofit-
able and it is decided to liquidate the enterprise. It may be that
because of bias in the capital market the place where the capital
will be transferred to will be influenced not only by profit cons

siderations but by nationality. If citizens of the United States
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own the firm, the money will be invested in 2 United States firm.
If citizens of Canada own the firm, the money might be invested
in 2 Canadian firm, How true this will be and how important de-~
pends on the nature and extent of imperfections in the capital
market ahout which we know little,

Lastly, the effect on tariffs. If a United States industry
is "threatened" by cheap foreign imports, the reaction of firms in
the industry will be quite different if these firms have interna-
tional operations, We can see this quite clearly in tariff debates
at present. In some "industries some of the firms opérate abroad
while others do not. When a tariff is proposed the difference in
attitudes of the two kinds of firms is striking. However, this is
a simplification; the interests of a firm in a tariff are more come
plex than that, and & firmm like Singer with extensive international
operations will complain about Japanese imports. But on the whole,
international operations tend to make firms free traders. Tn the
absence of international operations firms are either gainers from
exports or losers from imports (or neither) and this effects their
stand on free trade. But a firm with international operations is
in both positions at the same time.

This is a hopeful note to end on for those who look forward
to an integrated world economy. The fact of having international
operations may lead firms to become international rather than

national,
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