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INTRODUCT ION

Foreign investments have been a traditional means for less~
developed countries and areas to obtain resources from abroad and to
develop more quickly than If there were no outside assistance. The
types of investments and the conditions under which they take place have
changed considerably, however. Today the governments of most capital-
importing countries, and especially those from the less-developed areas
of Latin America, Africa, and Asia, Impose terms on the foreign investor
in an attempt to ensure that investments from abroad make the greatest
possible contribution to the economic welfare of the host country. The
less~developed countries which actively promote economic growth and
attempt to minimize unemployment judge the contribution of forelgn in-
vestments by their effects on the attainment of these n;tlonal economic
objectives.

The form which forelgn investments take has changed over the years,
also. The predominance of loans by private individuals and institutions
and governments and private portfolio investments has been replaced by
direct private foreign Investments and loan capital of international
lending institutions and governments. The greater importance of direct
investments in the overall structure of foreign investments during the
postwar period has resulted in increasing interest and study of the
benefits and costs of these investments. Judgments which have been
formed by capital-importing countries on the relative costs and benefits

of direct foreign investments are reflected in their legislation and



attlitudes toward these investments.

The criteria which are applied by capital-importing countries are
based on both political and economic considerations. For example, direct
private foreign investment is rejected for political reasons by some newly
independent countries almost entirely on the basis that such investment
smacks of colonialism. Similarly, other capital-importing countries are
hesitant to welcome private direct foreign Investments because foreligners
may gain control of particular sectors of the economy and thereby endanger
the host countries' economic and political independence. While these
political arguments must be taken into consideration because they con-
dition the attitudes towards servicing United States direct foreign in-
vestment, this study proposes to analyze the attitudes and arguments
which are based on economic considerations and which are amenable to
economic analysis.

A prominent economic argument in the literature on foreign investments
which has been used to emphasize the costs of direct foreign Investments,
particularly from the United States, is that the service of direct foreign
investments often presents serious economic problems to capital-importing
countries in two principal respects. First, It is maintained that income
remi ttances by United States companies abroad, particularly those in
manufacturing, Impose heavy foreign exchange payments and lead to balance
of payments difficulties for the host countries. The practices of United
States investors in maintaining majority or 100 percent control of their
investments and the rapid growth of their subsidiaries through retained
earnings are cited as reasons for future income payments in foreign ex-

change which are considered to be out of proportion to the benefits which



are contributed by these companies to the host country. The argument is
applied especially to the United States companies abroad which produce
primarily for local markets. Second, It is asserted that the adjustments
in the balance of payments and the domestic economy which are needed to
service these Investments are antithetic to the economic policies and ob~
jectives of most capital-importing countries. It is felt that the income
payments accompanying United States direct foreign investments are in-
flexible and similar in this respect to the interest and principal payments
on loan capital, and also that they are not responsive to changes In the
forelgn exchange receipts of the host country. It Is argued that in order
to service direct foreign investments the host country may be forced to
restrict imports or reduce consumption and investment below acceptable
levels in order to release the resources needed to pay for income re-
mittances. Thus, It has been stressed that the resources which must be
transferred out of the host country in order to pay for income remittances
to United States investors and the adjustments in the balance of payments
and domestic economy which are required to bring about this transfer
impede efforts to promote economic development and to maintain high levels
of employment and balance of payments equilibrium. Furthermore, it has
been maintained that these problems have not received adequate considera-
tion and that the costs of these investments often have been underestimated.
The discussions In the economic !lterature which have emphasized
the problems to the host country of servicing United States direct foreign
investments have been plecemeal In that they have focused on individual
aspects of the servicing of these investments; often the discussion has

been relevant only for one particular country or for one specific type



of investment. In addition, another serious shortcoming has been that
discussions havc'not integrated the problems for the host countries of
servicing United States direct foreign investments with the problems
accompanying alternative means for achleving accelerated economic growth.
By focusing on the foreign exchange impact of Unlited States direct foreign
investments, often there has been Inadequate attention directed to the
nature of the contribution by these Investments to natlonal product and
national income and the relation of this contribution to the ability of
the host country to adjust to & net capltal outflow.

in order to glve a more comprehensive and systematic assessment of
the costs and benefits of United States direct foreign Investments and
the problems associated with the service of these investments, it is the
purpose of this study:

. To review the discussions which are concerned with the problems
of servicing these investments and to review the policies and legisiation
which has refiected the attitudes which stress the costs of U.S. direct
investments;

2. to arrive at &n understanding of the Issues of economic policy
which are raised by these arguments and att]tudes;

3. to define the costs and benefits of United States direct foreign
investments;

L, to investigate the experiences of United States companies abroad
and to determine what statistical material Is available to measure the
foreign exchange payments and recelpts which result from the establish-
ment and operations of these companies for the purposes of assessing the

magnitude and character of the transfer problem;



5. to investigate the adjustment process which accompanies the
service of United States direct foreign investments, with special emphasis
on the institutional framework which conditions this process;

6. to compare the problems for the host country which accompany the
adjustments with alternative ways of financing foreign investments, par-
ticularly loan capital;

7. to apply the analytical tools which have been developed to the
attltudes and arguments which were presented earlier In order to put the
arguments Into perspective and to evaluate their significance; and

8. to suggest criteria which might be applied by capital-importing
countries to obtain direct foreign Investments on the best possible terms
with regard to the servicing of these investments.

Throughout this study emphasis will be given to the diverse forms
which United States direct foreign Investments have taken in recent years.
The service of |lcensing agreements, concession agreements, and joint
ventures differs from that of more traditional United States private
direct investments In the form of wholly-owned subsidiaries. These other
forms of United States direct investments are examined to evaluate what
impact they will have for the investment service problems of capital-
importing countries compared to the Impact of the operations of subsi-

diarles of United States concerns.



CHAPTER ONE

ATTITUDES AND ARGUMENTS WHICH STRESS THE COSTS OF
UNITED STATES DIRECT FOREIGN INVESTMENTS

Introduction

The role of international capital movements in furthering recon-
struction, assisting economic development, and promoting foreign policy
and humanitarian goals has been a vital one during the postwar period.
The emergency loans and the more coordinated Marshall Plan program was
instrumental in assisting Europe to reconstruct the war-torn economies.
Capital, both private and public, has been directed into those countries
making a sustained effort to achieve higher levels of living from com-
paratively poor economic conditions. Public grants and loans, as well
as governmental initiative in promoting private foreign investment,
played their part as an element of policy in the struggle between the
Communist and non-Communist power blocs.

The extreme scarcity of International capital during the early
postwar years, and in some respects for the entire period since the end
of World War 11, raised much discussion about the need for promoting
the flow of international capital and the forms by which it could make
the greatest contribution to economic growth and development. The
principal controversy has revolved about the relative merits of loan
capital and equity investment and how each bears on the economic devel-

opment process. This controversy has had economic, political, and



social bases which cannot be completely separated from each other.
However, it is possible and necessary to make some distinction between
attitudes based on political and social considerations and attitudes
which are derived from baslically economic criteria.

There is & need, also, to differentlate between the political con-
siderations which influence the attitudes toward foreign investments
of the less-developed, former colonial countries and those which affect
the attitudes of prominent capital-importing countries such as Canada
and Australia. For example, some former colonial countries reject pri-
vate capital if the forelgn investor retains any contro! over the dis-
position of funds or the operations of an enterprise on the basis that
thigs amounts to economic and political Imperialism. As a result, many
newly Independent countries have rejected or severely iimited the volume
of private foreign investments and have attempted to obtain foreign
capital in the form of loans from international lending institutions
and govermment grants. The Canadian position, on the other hand, was
expressed by Prime Minister Diefenbaker In a speech at Dartmouth College
on September 7, 1958. 'There is an intangible sense of disquiet in
Canada over the political implications of large-scale and continuing
external ownership and control of Canadlan industries....Canadians do
not wish to have their economic, any more than their political, affalrs

! The differences in political attitudes is

determined outside Canada."
one of degree, but undeniably the attitudes in both circumstances con-

dition the legislation and policies which apply to forelgn Investments.

‘J. M. Smith, "Foreign Investment in Canada,’ Behind the Headlines,
XVii! (September, 1958), p. 3.




Thus, political and social considerations may override any other
determinants of the attitudes toward foreign investments, and they at
all times condition those arguments and attitudes which have a more dis-
cernible economic basis. While the political and social elements of the
attitudes must be recognized, and they contribute to an understanding
of the attitudes which have a firmer basis In economic considerations,
this study does not propose to evaluate the political and soclal Interests
and objectives of capital«importing countries. 1t does, however, acknow=
ledge their exlistence and attempts to relate them to the arguments and
attitudes which are amenable to economic analysis. For example, It is
recognized that governments will continue to play an active role in
their econchlas in order to promote the political, economic, and soclal
goals of thelr countries. The prevalent attitude was stated by‘th.
Mexican Ambassador to the United States. ''No one questions that in each
country the promotion of economic development--a complex process implying
investment, diversiflcation, organizaticn, technique, and effort-~is the
foremost responsibility of that country. Our peoples would never agree
to relinquishing that responsibility. For while we must have economic
progress as a condition for social advancement, we demend and defend the
right to achleve it in ways consonant with our liberties and our way of
1ife."! 1t is also necessary to recognize that countries which actively
promote economic growth and which attempt to minimize unemployment Judge

the contribution of foreign Investments by thelir effects on the attain-

lantonio Carrillo Flores, "Unsolved Financing Problems,” Internation-
al Development Review, |l (May 1960), p. 15.



ment of these national economic and social objectives.

Within these limitations, the purpose of this chapter is to sum-
marize the att!tudes, arguments, and legislation which indlcate how the
capltal-lmporting countries regard the costs of servicing United States
direct foreign investments. This summary will provide an Indication of
what the term, '‘the costs of investment service,'' is generally concelved
to mean. Supplementary data and characteristics of Unlted States forelgn
investments which help to explain the attitudes and arguments will be
presented. '

In addition, the study is limited primarily to a consideration of
countrlies for which foreign capital represents a falrly significant pro-
portion of overall Investments end transactions in the balance ef'plyunnts.
These countries include not only most of thg less~developed countries in
the non-Soviet world, but also such countries as Canada and Australla
which have attained higher levels of income but for which capital imports
and investment service continue to play a substantial role in the
balance of payments and general economic position. The absolute volume
of Income payments and capital imports is not the relevant criterion;
rather, it is the proportion of national Income and international re-
celpts and payments represented by caplital Inflows and the service pay-

ments on these capital Imports.

The Attitudes and Arguments

The attitudes and arguments which stress the costs of servicing
direct forelgn Investments have not appeared in the literature In any
orderly fashion. Some arbitrary classifications are presented here in

order to examline the arguments more systematlically. The principal costs
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of servicing United States direct foreign investments which have been
advanced In the literature on foreign Investments are: ‘

(1) the volume of dividend remlttances are too high ralative to the
inflow of capital which accompanies direct Investments;

(2) income payments In many cases are not flexible and not responsive
to changes in the foreign exchange receipts of the host country;

(3) the orientation of production toward the local market by many
United States companies abroad and the service of these Investments cause
problems of adjustment for the host country;

) the pattern of growth of Unlted States companies abroad often
minimizes the "forelgn" contribution of Unlted States direct foreign ine
vestments; and

(5) there is Increased vulnerabllity for the local economy when
International transactions of Unlted States companles become a significant

Item In the balance of payments of a capltal-importing country.

It frequently has been argued that the volume of dividend remittances
which are paid to forelgn Investors are too high relative to the value of
their invcstmuntx.‘ Income remittances represent that portion of national
Income accruing to non-residents which must be paid for In the long run
by @ net export of goods and services, except to the extent that a country
can resort to forelgn exchange reserves and additional cag!t&l imports to

meet these payments. Capital-importing countries attempt, of course, to

) Panrase, "Forelgn Investment and the Growth of the Firm,"
tconomlc Journal, LXY! (June 1956), pp. 220-235, and A. D. Arndt,
. The New Mode!," The Economic Record, XXXi1! (August

BG g -~
1957). PP 257*25@



obtain foreign capital at the lowest terms possible.

There are two principal reasons why it is argued that income pay-
ments are too high relative to the Inflow of capital. First, it is main-
tained that direct foreign investments have a relatively high rate of
return compared with the rates which must be paid on long term loan capi-
tal from Institutions such as the International Bank for Reconstruction
and Development (IBRD), Capital from the IBRD has been available at rates
varying between 4 and 7 percent; for the 1950 period earnings as a per=
centage of the book value of all United States direct foreign Investments
for all areas has averaged annually 1k percent. (Appendix Tables | and
I¥). The higher rate of return on the book values of direct foreign in-
vestments is pointed to by representatives of less-developed countries
as indication that the costs of these Investments are greater than that
of loan eap!tal.‘

The second reason which is offered for the relatively high volume of
income payments accompanying United States direct foreign investments is
the preference by United States Investors for 100 percent ownership of

their foreign subsidiaries. 1t Is argued that if equity In foreign ine
véstments were shared with local investors to a greater extent, earnings
on these investments would not result In such & large volume of Income
remittances in foreign exchange because part would be paid out to local

!nvastors.z

1The appropriateness of using the book values of United States direct
foreign investments as a base to compute the rate of return on these in-
vestments is discussed in Chapter 4.

28mith, p. 11.
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TABLE I-1

PREFERENCE AND PRACTICE AS TO OWNERSHIP OF FOREIGN COMPANIES
REPORTED BY 72 UNITED STATES CORPORATIONS, 1959

Type of Relation Preference Practice

100% Ownership Ly 28

Over 50% Ownership 14 23

50:50 Ownership i i

Less than 50% Ownership 3 3

No Preference or Dominant Pattern et _7%
72 ;

Source: Foreign Investment Questionnaire (mimeograph), Ford
Foundation Project, University of Oregon, 1959, Table IV.

The practices of ownership of United States and British investors
often are contrasted. United States firms prefer control of their foreign
investments. For example, of 72 United States corporations questioned in
1959, approximately 85 percent of these firms both preferred and practiced
better than 50 percent ownership. (Table I-1). As a further example, of
200 firms established in the United Kingdom between 1940 and 1953, and
in which United States residents held shares, for 178 firms the percentage
of United States shareholding was greater than 60 percent. 146 flrms ex=
ercised 100 percent ownership, and there were only 3 firms in which the
United States' share was 40 percent or 1ess.‘ United States majority
ownership in Great Britain Is not uncommonly high; in many other countries
and in many other types of United States Iinvestments there has been even

less joint participation for most of the postwar period.z it has been

13ohn k. Dunning, American Investment in British Manufacturing (London:
George Allen & Unwin Lf?%? 1958), p. 95. e :

2ibid., p. 102.
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estimated that on the average United States investors hold 85 percent
and the British 40 percent of the shares of Australian subsidiaries.’

Statistics such as these often are cited to illustrate the failure
of United States foreign investors to share profits with local investors.
The experience in Australia also points out one rather common result of
the insistence on mﬂjerlty control. Whereas much attention and controversy
has been directed at United States investments, earnings, and remittances
during the past five years, British Investments have attracted little
unfavorable attention. The basic reason for this difference in attitude
stems from the fact that with 100 percent or near 100 percent ownership,
there is little sharing of profits with residents. Thus, while there Is
undoubtedly an element of economic nationallism assoclated with the con-
troversies, there Is also an economic side to the arguments, for these
remi ttances put pressures on the balance of paymonts.z The earnings on
British Investments, on the other hand, have been considered more favor-
ably by Australlans because they do not have the same relative impact on
the balance cf payments; a greater proportion of earnings is pald to

Australilan residents.

The Flexibility of Income Payments

Arguments which emphasize the costs of United States direct foreign

1Penfoso, p. 227.

Zyp 1953-54, the dividend declared to the parent company by General
Motors-Holden, Ltd., a subsidiary of General Motors Corporation, was approxi-
mately 8 percent of Australia’s dollar exports in 1954-55. |bid., p. 221.
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investments are concerned not only with the volume of income payments,
but also with their distribution over time. Traditionally, discussions
about investment service have emphasized that loan capital with its fixed
interest and repayment schedule introduces a rigid element into the balance
of payments and presents more of a problem for service than direct Invest-
ments. In the case of direct investments, it has been felt that income
payments are positively related to economic activity, exports, and other
indlcators of & country's ability to service foreign investments. In
other words, generally it has been assumed that should foreign exchange
receipts decline or should there be a decline In general economic activity,
profits and dividends of foreign companies would decline, alse. The more
flexible nature of dividends and profits remittances offers this advan-
tage, but It has been argued frequently that the differences between the
service of loan capital and direct investments may not be great under :
certaln circumstances.

Generally, the depression years of the 1930's are clted as examples
of the decline In dividend payments as compared to Interest payments.
In any perlod of greatly reduced economic activity, such as 2 world wide
depression, similar results are likely to occur, but the postwar exper=
fence has shown that when severe fluctuations in income and employment
are avoided there is less difference In the regularity of interest and
dividend payments. The returns on direct foreign investments In manufac-
turing industries, especially those manufacturing investments which pro-
duce primarily for the local market, often are not responsive to changes
in foreign exchange receipts unless changes in external receipts colincide

with fluctuations In the general level of economic activity in the host
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country. 1t Is argued that there Is little difference between the flexi-
bility of dividend payments from manufacturing Investments producing for
the local market and the relatively fixed payments of interest and princi-
pal which accompany loan capital. While dividend payments undoubtedly are
the more flexible of the two, it is argued that the differences may be

stight.]

Production for the Local Market

It is frequently argued that foreign Investments in the export sectors
of the host countries have many disadvantages for these countries. Foreign
companies producing for export markets are regarded as contributing to a
dualistic economic structure for the host country and as increasing in=-
stability because of Its greater dependence on foreign trade and markets.?
How;ver, in discussions which consider the problems of servicing direct
foreign Investments, greater emphasis is put on the fact that many United
States companies abroad are not forelgn exchange earners for the host
economy but rather produce primarily for the local market. This argument
is presented,

Even though a forelgn investment may be productive, there is no
necessary relationship between this contribution to increased real income
and the capacity to transfer earnings. The capacity to transfer Investment

income abroad requires not only the allocation of domestic Income and

and Postwar Growth in

1artgos!av Avramovic,
pkins Press, 1958), p.102.

International Indebtedness

. W. Singer, "The Distribution of Gains Between Investing and
Borrowing Countries,"” The American Economic Review, XL (May 1960),
pp. 473-485.




16

savings for this purpose, but a country must be able to convert these
savings into foreign axshange.l If a direct investment does not result
in @ net addition to foreign exchange earnings, some other means must be
utilized to acquire this net surplus. Thus while foreign investments may
lead to an increase in income and savings, a debtor country may at the
same time face a balance of payments problem. For this reason some argue
that criteria for foreign investments should require not only that it be
productive in the sense that this criterion is applied to domestic in-
vestment. It Is maintained that, in addition, foreign investment must
have a sufficient bias toward export production or import substitution
that it insures an improvement In the balance of payments which enables
the host country to finance the transfer of dividends and profits which
are made to foreign !nvostoru.z
in discussions of Investment service, it is maintained that foreign
investment directed Into export or import-competing sectors of the economy
mitigates many of the problems of servicing this investment. Thus, it is
emphasized that when earnings and remittances are tied closely to foreign
exchange recelpts, or to the reduction of foreign exchange payments, the
transfer will be effected more easily. In this respect, overall statistics
on the ratio of Investment service payments to current international re~

celpts must be used cautiously. A lower ratio of these payments related

¥or a discussion, see Avramovic, p. 57, and Gerald M. Alter, "The
Servicing of Foreign Capital Inflows by Underdeveloped Countries,' Mimeo-
graph Paper, Roundtable of the International Economic Association, Rio de
Janeiro, August 19«28, 1957, p. 3.

2Arndt, p. 256.
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to investments which are not directly connected with export earnings or
import substitutlén may constitute more of a problem to a country than
a higher ratio when the volume of income payments is closely tied to
exports. In the latter case, a deterioration in @ country's ability to
service investments likely will be accompanied by a decline in earnings
and the dividends pald on the earnings.

Countries which during the postwar period have experienced the highest
ratio of aggregate service payments to current external earnings are those
where foreign investment has been directed into the export sactor.‘ lraq,
Iran, Venezuela, and the federation of Rhodesia are countries whose ratio
has approximated 25 percent; ofl investments are the most prominent exam-
ples of a close relationship between export earnings and investment income
payments. In general, when direct investments are primarily In the ex~
tractive export industries, mining, and plantation agriculture, it is felt
that the export bias needed for easing the transfer problem is provldﬂd.z
In Canada, with about 70 percent of United States investment going into
petroleum, mining, and pulp and paper, it Is estimated that one-third of
the total Canadian exports to the United States in 1955 was attributable

3

to United States direct investment companies.” However, when foreign

‘Avramnv!c, p. 97.

2Arndt, p. 257, and August Maffray, '"Direct Versus Portfolio Invest-
ment in the Balance of Payments,' Papers and Proceedings, American Economic
Association, XLIV (May 1954), po. 3125323.

3irving Brecher and . $. Reisman, Canada-United States Economic Re-
lations (Ottawa: Royal Commission on Canada's Economic Prospects, July

1957), p. 95. See also The American Economic Impact on Canada, The Duke
University Commonwealth-Studies Center lburham, N.C.: Duke U;Tberslty Press,
1959), Chapter |, for examples of the experience in this respect in Canada.
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investment is concentrated in industries having less direct influence
on the balance of payments, earnings and export receipts are not so
closely related. For example more than half of the direct foreign invest=
ment in Australia has been in manufacturing establishments producing pri-
marily for the domestic market, and this is a matter of concern to some
Austral ians.
There can be very little doubt that the inflow of overseas
capital has been a factor, perhaps a major factor, in the
disproportionately rapid growth of Australia's secondary
industries, relatively to her traditional export industries.
This estabiishes a strong prima facle case for the view that
post-war direct investment, far from having had the necessary
bias towards export production, has helped to give post-war
Australian economic development a bias against export pro=-
duction. If this is true, it would imply that overseas in-
vestment would have contributed to a long-term balance of 1
payments problem even if it had taken the form of free gifts.
Dr. Arndt recognized that this is a viewpoint having relevance within
a limited framework only, and he acknowledges that it does not take into
account the longer run possibilities of these industries eventually pro-
ducing for overseas markets, or the import-competing aspect of the inw
vestments. Nevertheless, he stresses that the Inmediate problems of
transferring earnings Is made more difficult by the domestic orientation

of foreign Iinvestments.

The Growth of United States Companies Abroad Through Retained Earnings

Another argument which stresses ths costs of United States direct
foreign investments stems from the fact that United States firms abroad

rely heavily on retained earnings as the source of Investment funds for

IArndt, p. 257.



their growth. In the economic literature there has been much emphasis on

the problems for the host country which are brought about because of the
expansion through ploughed-back earnings. Some arque that retained earnings
do not represent & new addition of foreign exchange to the host country and
that because they lead to income payments in foreign exchange in the future
without being a source of foreign exchange themselves, they eventually worsen
the balance of payments position of the host country. Second, it is argued
that retained earnings allow United States concerns abroad to become fairly
independent of the parent firm and some of the benefits which accompany
direct foreign Investments are lessened because of this Independence.

The expansion of United States firms abroad by retained earnings has
been offered as one reason why these firms cause balance of payments
problems for the host country. The argument is as follows: The reliance
on retained earnings alters the transfer problem from what it would be if
further investment occurred through a net outflow of dollars from the
United States. Retalned earnings per se are not regarded as a source of
féreign exchange to the host country. As investments by undistributed
profits expand and the income payments on these investmonts increase
correspondingly, the foreign exchange burden of the investment Is Increased.
Dunning has related this argument to the British experience. He emphasizes
that because two~thirds of the postwar growth of United States investments
in the United Kingdom have been financed by reinvested earnings dollar

claims have been created out of proportion to the dollar !nfluw.l

‘@uﬂnlng, ﬂmurfcaa.lnvastmant in British Manufacturing Industry, p. 289.




20

1t is maintained that even though the ratio of Income reml ttances to
the value of the Investment and the annual investment earnings may remain
fairly constant, growth through retained earnings may cause forelgn exchange
payments on the investment to increase in proportion to the forelign ex~
change supplied to the host country through capital movements.

The other argument which was mentioned and which focuses on the pro-
blems to the host country arising from the reliance on retained earnings for
expansion is based on the Tact that some United States firms abroad become
highly independent of the parent concern, and this autonomy is regarded as
contributing to a decrease in the benefits which are éerlvedrfram the opera-
tions of these subsidiaries. It is felt that once a forelgn subsidiary is
established, it is ]lkﬁiy te gain a gr@atqr degree of independence than a
domestic subsidiary. The reasons for this position are:

(1) The directors of foreign subsidiaries are often much more familiar
with local cost and marketing conditions, as well as local tastes, customs,
and other factors which bear on investment decisions;

: (2) The expansion of the firm docs-not require decisions or additional
capital from the parent company; as was stated before, retalned earnings
are the primary source of funds for this expansion;

(3) Distances and language differences may reinforce any tendency
toward independence.

Some argue that the granting of a high degree of autonomy to foreign
subsidiaries by the parent firms decreases the benefits from United States
direct foreign investments. First, it is maintained that If @ firm achieves
a high degree of independence from its United States parent, after a period

of years it has characteristics which apply less to a foreign investment
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than to a local investment. This argument stresses that the more a sub-
sidiary makes its investment decisions independent of the parent e‘ampmy,~
and the less it relies on the latter for funds, techmology, research, and
personnel, the less are the benefits to be derived from the “foreign'
aspect of the investment. Direct foreign investments to the host country
are a package of capital, skilled managerial and other personnel, mare
keting techniques, research fnal}!t!g;, and all the other properties of
going concerns which are in short supply in the less~developed countries.
After a number of years, when a foreign subsidiary is well-established,
when almost all its personnel are indigenous, when no new capital is
supplied from abroad but retained earnings are the source of funds for
expansion, and when many of the practices of the firm have been diffused
to the local economy and local firms are capable of using the same techni-
ques, the contribution to the host economy by the foreign subsidiary may
be very similar to that of many local concerns. The experience of General
Motors-Holden, Ltd. in Australia has been cited in this regard. The
argument stresses that unless domestic eqa?ty‘partlcipatton is allowed,
the investment continues to give rise to Income payments in foreign ex-
change long after the "foreign" benefits have ceased, Some feel as a
result that the problems of servicing the foreign investment may be out
of proportion to the benefits received from abroad. This is felt to be
true especially for @ foreign subsidiary which has been allowed to pro=
duce behind tariffs and other Import restriction and, through constant
expansion by reinvesting earnings, which grows disproportionately large.
There may be little local competition and profits may remain high because

"of Its privileged position.



The Increased Vulnerability of the Host Country's Economy

B

A high volume of income payments and capital Imports are viewed with
alarm by many representatives of capital-importing countries because, in
their opinion, foreign Investors galn control over too largs a proportion
of particular sectors of the economy and because the domestic economy of
the capital-importing country becomes too vulnerable to internatlional
developments. For example, In Canada there has been increasing disquiet
in both official and unofficial circles over the extent of American con=
trol over business and Industry in Canade and the effects of this control
on the abllity of Canada to promote the country's economic well-being.

In the 1959 Annual Report of the Governor of the Bank of Canada, J. E.
Coyne stated that '"Canada was leaning too heavily on foreign investment,
particulerly from the United States.“‘ Furthermore, it was stated in
regard to the overall deflicit In the balance of payments that 'the cumula-
tive effect must be to weaken the ability of the Canadian economy to meet
the difficulties of the next recesslon to come upon us from abroad, and

to make more 1lkely the development of a domestic recession arising from
the excesses and structural strains within our own economy,” and it was
felt that '‘there is no reason in principle why Canada would not make great
progress without drawing on the savings of fora!gners.“z

A high volume of cepital lmports and growing income payments also
causes concern to some because it is felt that the capital-importing

countries, in thelr need to earn forelgn exchange to make service payments,

INew York Times, July 16, 1960, p. 51.
2ipid., pp. 51 and 36.
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will have to increase exports and will become dependent on foreign mar-

kets. It is argued that thelr greater dependence on exports wil!‘lead_

to Internal instability because of uncertain foreign markets and changes
in commercial and other policies by foreign countries. Some feel it is

better to reduce capital imports and thus diminish their relliance on

foreign markets.

The Legisiation of tho’eagjtalnlqurti g Countries

The arguments and attitudes toward direct foreign investments in
general and United States direct foreign investments in particular which
have been presented give a one-sided viewpoint of the attitudes toward
these investments. Many countries and spokesmen for the less-developed
areas have expressed attitudes and viewpoints which indicate they are
favorably disposed toward importing capital in tht; form. Even when
countries favor prtyat; direct foreign investments, however, their legis-
lation towards foreign investments often reflects the attitudes and argu-
ments which have been summarized in this chapter. This section reviews :
the legislation of capital-importing countries with the purpose of gaining
further indications of the attitudes towards foreign investments.

The legislation toward direct foreign investments may be categorized
as follows:

(1) Controls over income remittances.

(2) Controls over capital repatriation.

(3) The screening of investments to improve the balance of payments.

(4) Regulations concerning the employment of nationals.

(5) The screening of investments to ensure their compatibility with
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social and economic policies.
(6) Regulations concerning ownership and control of foreign in-

vestments.

Controls Over Income Remittances

Extensive regulations have been applied to income remittances by many
capital-importing countries. For example, in the Philippines, profits may
be remitted in amounts ranging from 25 percent to 100 percent of the
foreign investors' share of net profits, the exact ratio being dependent
upon the company's '‘social praductivity rating.! Remittances may not ex-
ceed 20 percent to 40 percent of the value of the foreign !nwsmnt.‘
Indonesia levies a special tax on the transfer of 4iv!dc;n'ds.2
' On the other hand, some countries have attempted to encourage foreign
investments by guaranteeing that foreign investors may remit their annual
income payments in foreign exchange. Indla's investment Guaranty Agreement
of September 1957 with the United States provides convertibllity guarantees
for conversion of earnings Into daﬂars.g In Cambodia, since January 1960
“old' investments, those made prior to May 31, 19&0, may not have profits
transferred unless p,erﬁa!ssim is granted; 20 percent of the profits on

“new' investments, those made after May 31, 1960, may be transferred

1%1?3&;15 G. Friedmann (ed.), |
(Boston: Little, Brown and Company,

2ibid., p. 295

egal Aspects of Foreign Investments
B .

3@@:‘3{933 Commerce Weekly, LX1, (March 23, 1959), p. 8.
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annually.

Controls Over Capital Repatriation

Practically all hss‘-dmlopcd countries exercise controls over the
repatriation of capital in efforts to ensure that investments are made on
a permanent basis rather than as "quick profits'' ventures and that repa-
triation does not occur too quickly and thereby cause balance of payments
problems. For example, repatriation of capital from Australia is not
guaranteed although special consideration is given If it is demonstrated
that there is real need for repatriation or if it is no longer possible
to continue operattons.z Burma prohibits the withdrawal of foreign
capital and funds altogothcr_'.?’ Japan guarantees repatriation if after
notice that the capital is to be repatriated the withdrawal of funds is

deferred for two years and the payments are made over a perlod of five

The Screening of Investments to Improve the Balance of Payments

The attitudes and arguments that direct foreign investments should
contribute to the foreign exchange earning capabilities of the host country
or In some way improve its balance of payments position has received much

recognition in the legislation of capital-importing countries. For example,

Vinternational Monetary Fund
X1l (May 6, 1980), p. 345.

2Fr!admnn, p. 32.

3ibid., p. 114,
“Nobutm Kluchi, “Cag!tal Importation in Postwar Japan,'' Asahl

Evening News (June 23, 1959
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in Argentina, special consideration Is given to enterprises which are
“economically desirable enterprises, including those that will manufacture
products which can be sold abroad to obtain needed foreign exchange or
those that will produce substitutes for Items now being Imgorted.“‘ The
Philippines grant concessions to an enterprise ''where the value of the
imported raw material used in making its product does not exceed 60 per-
cent of the manufactured cost plus reasonable selling and administrative
expcnsss;”z American flrms which desired to establish branches or sub-
sidiaries in the Unlted Kingdom had to underge scrutiny during most of
the postwar period to determine whether their operations would reduce the
demand for imports, or stimulate United Kingdom exports to deslirable

markets.3

Regulations Concerning the Employment of Nationals

One of the ways by which capital=importing countrles attempt to
share in the benefits from the operations of forelgn concerns is by ex-
tensive regulations which apply to the employment of nationals. This
may be encouraged through discriminatory legislation or It may be sti-
pulated more directly. Chile's employment code requires that 85 percent
of the employees of any fere!gn~owned firm must be nationals of Chile,
although exemptlions are made for the employment of a greater proportion

‘Fritdmunn. p. 9.

zikid., p. W9,

3punning, American | nt in British
p. b9,
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of foreigners If they are especially qualified for their pesitions.'

Colombia has similar ragu}atlens; foreign employees can be.cmly 10 per=
cent of the total workers, or 20 percent if they have special training.

In both countﬂes‘, administrative, some technical, and menagerial per-
sonnel are exempt from these laws. In Brazil It is not only required that
the directors of a Brazilian ¢arpargt!an and the head of a local branch

of a foreign corporation be residents of Brazil, but two-thirds of the
employees of most enterprises must be Brazillan nationals, and two~thirds

of the total payroll must be paid to such employees.?

ir Compatibility with Social

Countries ‘whieh are making 'act!u efforts to accelerate economic
growth screen foreign investments to ensure that they make the greatest
possible contribution to social product and that they do not interfere
with plans for economic development. Foreign firms may be excluded from
certain sectors of the economy because these sectors are to be developed
only by the government. Some countries rasur?c the development of minerals
and other raw materials industries either to the government or to domestic
firms. Perhaps the most prevalent reason for the screening of foreign

investments is the attempt to direct foreign investors into those sectors

‘vmm Nations, Department of Economic and Social Affairs, Pro-
cesses and Problems of Industrialization In Under-Developed Countries
New York: United Nations, 1955), p. 79.

2friedmann, p. 81
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of the economy which are most desirable from the viewpoint of promoting
economic growth. For example, the Philippines grant special concessions
to investments If they will contribute to a stable and balanced national
economy. In addition, foreign firms are glven "social productivity
ratings' which are based on the firm's ability to contribute to "'(1) the
national income and employment; (2) the str‘gngtmmg of the country's
balance of payments position; and (3) the supply of bg:!c needs of the
awnmy.”‘ Japan's foreign currency law of May 1950 permits capital
which contributes to a self-supporting Japanese economy and which protects
it both from a heavy burden of unsound debt and an adverse balance of
payments. Applications by foreign investors are examined by the Foreign
Capital Deliberation Council, which is composed of representatives of

2

both Government and business.” Turkey has regulations which more gener-

ally stipulate that for foreign investments to be authorized 'such in-

vestments must tend to promote the economic development of the country
3
12

) and Control of Foreign Investments

Regulation of the foreign ownership of companies and industries
usually is based on (1) concern that large remlttances of income are too
costly In terms of resources and forelgn exchange, and (2) concern that
the control of particular Industries and sectors of the economy by for-

eigners is detrimental from the viewpoint of national defense and the

libid., p. 440,

e tuchi, p. 6.
3¢riedmann, p. 559.
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promotion of domestic economlc activity. In this latter case, it often
is maintained that foreign enterprises should not be allowed to achieve
a position which would enable them either to exert appreciable influence
and perhaps contradict a nation's efforts to maintain full employment,
for anample,,ar to control a large enough segment of an industry to in-
terfere with a nation's political independence or its national defense
. effort.

In respect for this concern, the Philiﬁptne Constitution ''reserves
the exploitation of natural resources to Filipino citizens and corpora-
tions or assoclations, at least 60 percent of whose capital Is owned by

Filipinos."

Indla attempts to ensure that to the greatest extent
posslbie:m@jqrfty contro! must be in indlan hands, although consideration
is given to arrangements whereby ownership Is predominantly foreign but
Indian particlpants exercise much Influence on the operations of the
foreign enterprises. Japanese legislation is liberal, "but no applica-
tion calling for foreign controlling interest has been approved in
several vaars....ﬂz Only in the oil industry is there extensive foreign
controlling interest In Japan; oil companies have been insistent on
maintaining control of their investments. Nelther federal nor provincial
laws of Canada regulate the extent of forelgn control of business enterpri~ .
ses nor are foreigners prohibited from engaging in any commercial unders
tak&ng.' However, encouragement is given to foreign investors to permit

some Canadian equity participation in their investments. For example,

ibid., p. kib.
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“in the involved negotiations which led to the financing and construce
tion, with governmental assistance, of the gas pipeline system of Trans-
Canada Pipe Lines Limited, pressure was exerted with a view to ensuring
that a substantial number of shares in the undertaking would be avail-
able to Canadians for !nvcstmcnt,”‘

The attitudes, arguments, and legislation which are concerned with
the practices of Unlited statc; investors in maintaining majority and
often 100 percent control of their forelgn Investments have been based
on the experience with United States foreign firms over most of the post-
war period. Wowever, in recent years there have been two developments
which, although not recelving much recognition in the formal legislation
of capital-importing countries, have altered somewhat the character and
impact of many United States investments abroad. The first is that
countries increasingly are encouraging jolnt ventures and other forms
of local equity participation In firms established by foreign investors.
Canada's interest in encouraging local equlty participation was men=
tioned earlier. In Mexico there is increasing emphasis on arrangements
. whereby foreign and domestic firms participate jointly in the establish-
ment and operations ef»cnterprlse:.z In the Philippines, as well as
many other countries, there are numerous examples of joint ventures in

manufacturing, mining, agriculture, and eammerce.3 Some capltal-

]Frlodmmnn. p. 121.

2Florcs, p. 15.

dcotumbia University, Joint International Business Ventures in th
ghl!tgglngg. (Unpubl ished research project of Colombia University, i§§§).
Ppl »
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importing countries make low interest loans or restrict their loans to
joint ventures.

The second development has been the wider acceptance and use by
capital-importing countries of licensing agreements, management contracts,
and other arrangements whereby United States companies can provide pro~
ducts, skills, and ideas without meking an equity Investment overseas.
Licensing programs are used as a means of getting products overseas with-
out a drain on capital funds and with !as; risks than are involved at
times in the establishment of a snbstd!ary.l The Japanese have sought
licensing agreements without equity participation; rayalties from these
agreements were $39 million in 1957, compared with dividends on direct
investments of only $5.8 million for the same yaar.z In Japan, as well
as in many other countries, there is increasing emphasis on limiting

foreign equity Investments and promoting licensing agreements.

The Economic Issues

These arguments, attitudes, and legislation are a conglomerate of
political, economic, and social considerations. The political and
se@fal policlies of capital-importing countries form a backdrop and
impose 1imits on an economic analysis of the problems of servicing
United States direct forelgn Investments. This study tries to make the

economic analysis meaningful by recognizing these limits. One of the

Lsack N. Behrman, '"Promoting Free World Economic Development through

Direct Investment," Papers and Proceedings, American Economic Review
(May 1960), p. 277.

zkiut:h!, p. 6.
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purposes of this study, however, is to distinguish between the political
and social attitudes which are disguised In economic headdress and
arguments which have & more fundamental basic in econemic considerations.

There Is need, first of all, to define more adequately the costs of
servicing direct foreign Investments. The arguments and attitudes some~
times refer to these of an individual Tnvestment and at other times to
the flows of forelgn investments. Often the costs of servicing forelgn
investments have not been related to the benefits from these Invest-
ments, and yet the former are not m&anjngfut unless the benefits are
taken into ccns:derutleﬁ. In addition, the attitudes and arguments have
focused on the capital flows and income payments of United States foreign
Investments, and this Is a restricted viewpoint of the effects of these
investments on the ability of a country to service them. By Investiga-
ting and defining these costs and beneflts more rigorously, the arguments
and attitudes can be brought into perspective and can bhe better analyzed
and evaluated. :

In the problems raised by the arguments presented in this chapter,
a differentiation must be made between the low-income, caaiial»impartlag
countries and countries such as Australia and Canada. The debate for
the less-developed countries primarily concerns a determination of the
forms in which foreign caplital is best sulted for meeting their needs
and desires; the principal alternatives are }ean eaptta1 and private
direct forelgn investments. For Australia and Canada, as a few of the
quotations indicated, there seems to be greater concern over the volume
of foreign Investments. Limitations on the volume of foreign capital

which should be permitted entry is a primary concern.
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The analysis of the costs and benefits of direct foreign investments
must be broadened to consider the alternative means of achleving acceler-
ated economic growth. The less-developed countries, having accepted
economic growth as the primary goal of economic policy, must make deci-
sions on the relative contribution of direct foreign investments, foreign
loans, and domestic investment, both private and public. Conceivably a
country could reject all forms of foreign capital, but none in the free
world have accepted this alternative. Once the decision is made to wel-
come foreign capital in some form and in some volume, the relative costs
of servicing different forms of foreign investment becomes important to
the host country, and the relative benefits from these Investments are
equally as Important because they make the costs and problems of ser-
vicing foreign investments meaningful. A rigorous economic and statis-
tical analysis of these costs and benefits makes possible an evaluation

of the arguments and attitudes expressed in this chapter.



CHAPTER TWO

THE COSTS OF UNITED STATES DIRECT FOREIGN INVESTMENT:
THE AMOUNT OF RESOURCES WHICH ARE TRANSFERRED TO NON-RESIDENTS

There are two principal elements which comprise the costs to the
capitai-importing country of servicing United States direct foreign in-
vestments. The first Is the amount of resources which must be trans-
ferred out of the host country to pay for the obligations which arise
from these investments. The second element is the problems of adjuste-
ments in the domestic economy and the balance of payments which are re-
quired to make these transfers possible. This dichotomy of the costs
is artificial in that each is dependent upon and intimately related to
the other, but for analytical purposes it is hﬂlpfu' to consider each
separately In order to understand more adequately the costs of United
States direct foreign investments. The problems for a country of ad-
justing to changes in its international Investment position will be
discussed in Chapter Three. This chapter analyzes the costs in terms
of the resources which accrue to non-residents as a result of the in~
vestments.

Foreign investments impose costs and confer benefits on the host
country. The net costs of these investments may be elther positive or
negative; the net costs are negative if the benefits from foreign in-
vestments are greater than the costs. It is stressed that costs are
meaningful only in relation to the benefits from the apergttans of

foreign enterprises. For example, the costs of income payments in terms
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of foreign exchange payments have no relevance until all other foreign
exchange payments and receipts accompanying the investments have been

studied.

The Costs of Particular investments

The present cost to the host country of a direct foreign investment
in terms of the resources which must be moved out of the country to pay
for this investment Is equal to the discounted values of (1) future in=
come payments ar!sing from the original invastmunt P), (2) futurq‘
income payments arising from reinvested earnings (PR), and (3) future
capital repatriation (CR). The present benefit to the host country of
a forelgn investment, on the other hand, is equal to the discounted
value of the net domestic product (04) from this investment; this is de-
termined by subtracting from the tqtaf product (0) first, that portion
of total product which is an import component (M), and, second, the
opportunity costs of the local resources (C), including labor, capital,
and natural resources, which entered into the production of total output.
In addition, the present value of the discounted benefits from a foreign
invastmcﬂt includes the indirect impact (00 of a foreign investment on
the local economy; this impact includes external economies, the encourage-
ment of local tnvastmaﬂt, and the training of supervisory personnel and

the labor force. Thus,

Tzn P
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‘ T=h
Benefits =0 +X - N -¢ & (‘E‘.I_*:‘:L ()
‘ >
if from (1) and (11), the discounted value of benefits exceeds the dis-

counted value of the costs of & foreign investment, the investment has
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made a net contribution to the resources of a host country. In this case
there has been a net addition to a country's total resources and output
as a result of the foreign investment.

The variables in (1) and (11) are not independent of each other,
and It is important to understand'their relationships to each other.

The value of income payments for any one year are dependent upon the
tevel of earnings and the proportion of earnings which are paid out.
Reinvested earnings have a twofold effect on the volume of income pay-
ments. For a specified year relnvested earnings decrease the value of
income payments which must be paid to foreign Investors; at the same
time, however, the reinvestment of earnings in the past has increased
the value of the investment, and if the added investment is productive
and profitable a portion of present earnings and Income payments are
attributable to past reinvested earnings. One effect of reinvested
earnings, then, is to alter the volume of income payments over time. A
lower volume of Income payments fn the first few years is compensated
for by higher payments In the future. The extent to which the volume
of income payments éhanges because of reinvested earnings differs with
changes in the rate of undistributed profits and the profitability of
new Investment from ploughed-back earnings. ’

Thus, the relationship between P, PR, and CR is one of the dis-
tribution of payments to the forelgn Investor over time. For example,
if all earnings were paid out, then PR would be zero. On the other hand,
if a1l income was relnvested and then capital was repatriated at some
date in the future, P and PR would be zero, and the discounted value

of CR would be the measure of the costs of the Investmant. The higher
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the discount rate, of course, the more advantageous it is to the host
country for P and PR to be zero, -- that is, for all earnings to be
reinvested. For any given discount rate, costs are minimized by post-
poning payments to the foreign investor.

The choice of an appropriate discount rate is difficult. Essen-
tially, the discount rate gheu!d represent the return from alternative
uses of the invested funds, or the marginal efficiency of Investment.
For the lessvdgve}aped countries, one of their characteristics is a
shortage of savings and capital, and the discount rate should be quite
high, possibly 7 to 10 perceat. The government of Indla has rather ar-
bitrarily used a rate of 8 percent to discount future returns on caplital.
For countries 1lke Australia and:tﬂnada; where capital is more plentiful,
the discount rate may be closer to 6 percent; ‘The high discount rate
for less-developed countries Is Indication of the advantages to these
countries of reinvested earnings, for the longer the payment of Income
to Investors 1s delayed the lower is the discounted value of all future
costs.

Income payments are closely related to output. Earnings reflect
the productivity of an investment, and when United States companies
abroad remit Income from current profits to the United States It is
1ikely that the contribution to the resources available to the host
country 1s greater than the amount of resources which must be expended
to pay for the income payments. In this respect direct Investments do
not pose the same problem as does loan capital when consideration is
given to whether or not the funds are being used productively. Loan

capltal represents 2 fixed obligation regardless of whether or not the
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funds are used in a productive manner; if direct investments are not pro-
ductive and efficient in relation to competitors, profits will be dimin-
ished, or there wiil be no profits, and income remittances are likely to
be reduced correspondingly.

Reinvested earnings both decrease the value of income payments in
the present and increase the value of future output; they play a strate-
gie role in determining the relative costs and benefits of a foreign in-
vestment. While future income payments are llkely to Increase if reine
vested earnings are used productively and profitably, these Income payments
only reflect Increased output. By postponing the payments of income to
investors and by increasing output In the present and future, reinvested
earnings increase the benefits of foreign investments relative to the
costs.

Capital repatriation has varying effects on the benefits frem In-
creases In the‘dlscgunted value of the net domestic outputs. If an In-
vestment 13 liquidated in the process of repatriation, the loss of output
to the host country represents a cost which must be added to the cost
of CR. In this case, capital repatriation not only increases the volume
of resources which must be transferred abroad, but it decreases the
volume of output provided to the host country. Where capital repatria-
tion occurs by selling out to local investors, there i a cost In terms
of the alternative uses of local funds. Thus, Tt must be emphasized
that not only are P, PR, and CR related to each other but 2lso to 0y.

(1) and (11) are & convenient means of summarizing the costs and bene-
fits from férefgn investments, but It must be remembered that the

veriables are not independent of each other and the relationships be-



tween the variables must be recognized at all times.

Net domestic product is derived by subtracting from total output,
first, that portion of total product which is an import component, and,
second, the opportunity costs of local resources which enter into the
production of total output.

To the extent that the production of foreign branches and subsi~
diaries is dependent upon imports there is a reduction in the contribu-
tion to net domestic output by these firms. Resources obtained from
abroad by imports must be paid for by resources available to the host
country. If a great proportion of the output from the operations of a
foreign Investment consists of imported raw materials and other import
components, the value added to output by a foreign company Is consider=
ably less than the value of total output. The relative importance of
imports in the production of United States companies abroad varies be-
tween countries and the types of Investments. Imports of fuels and
capital equipment may be substantial in the extractive and raw materials
industries; the eporailans of many foreign manufacturing branches and
subsidiaries are dependent upon imports of raw materials, capital equip-
ment, and semi~finished materials. This will be discussed in greater
detall in a later section.

The opportunity costs of local resources used by foreign concerns
vary widely among countries, industries, and other conditions of parti-
cular concern to individual countries. By concentrating on the less-
developed countries, it is possible to make a few generalizations about
these costs. First, the opportunity costs of an unexploited resource

or raw material, such as minerals In the ground, which have not been
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developed because of insufficient capital, equipment or skilled personnel
will be quite low or zerc for a less-developed country. Similarly, if
there is widespread unemployment or underemployment labor may be directed
into use by foreign concerns with little loss in output from the rest of
the economy, The opportunity costs of unskilled laborers which are
trained by a foreign flrm to do more technical work is likewise quite low.
On the other hand, If foreign concerns were to divert skilled workers
from domestic firms the opportunity costs of using these workers will be
considerably higher. _

United States foreign companies often acquire capital in the host
country, primarily through borrowing but also through the sharing of
equity Investment with local investors. The opportunity costs of using
local capital depends partly on whether these funds would have been in-
vested in the absence of foreign investment and partly on the relative
efficiency of these funds which are utilized by the foreign investors
or by the local entrepreneurs. These will be considered in detail In
Chapters 111 and IV. Also important for assessing the contribution of
foreign investments is a determination of whether these investments re-
present an addition to investment in the local economy or whether they
displace local Investment. It is likely that in most less-developed
countries United States firms, because of thelr technical superiority,
access to research facilities, and advanced positions in general over
local firms clearly represent a net addition to investment. In a coun=
try such as Canada_and Australia, they may replace some investment by
local firms, but it Is just as likely that they stimulate local invest-

ment. The opportunity costs of any displaced local capital depends on
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its efficiency relative to that of the foreign capital, and, unless it
remains 1dle, how It eventually Is put to work. These considerations
also will be examined carefully In Chapters 111 and IV.

The fina! element In assessing the factors which make up the bene-
fits of foreign investment is that of the Indirect benefits (X from
these investments. An appraisal of ©J must be very general because
it varies significantly with different types of investments and with
different conditions In the host countries. It Is not possible, of
course, to reduce it to quantitetive terms. (©) signifies the contri-
bution of forelgn Investments to external wzmiwias. the training of
the labor force, the Introduction of new techniques to the host coun=
try, the stimulation of local investment, end even the attltudes of
natives of the host country toward work and material possessions. By
the introduction of a varlety of new goods and services consumption
patterns change, and the provision of durabls consumer goods affect
the attitudes of Individuals toward saving. The training of workers
improves the efficlency of the labor force, and by introducing new
organizational techniques more efficient production Is iikely to be
stimulated.

It is not possible to specify a fixed relationship between the
size of & and the stage of development for a country. A country in
a low stage of development, such as Indla or Pakistan, may profit
greatly from foreign caplital accumulation in its economy or from the
training of local workers. The circumstances at any given time in
a country may give @ particular investment 2 strategic rale_ln trig-

gering additional investment and output. On the other hand, the
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indirect benefits from a foreign investment, perhaps in an export sector,
may provide little Indirect benefits to the local economy. A more
developed economy, such as Canada or Australia, may have a trained labor
force lacking only the newest foreign capital equipment to ensure its
most efficient use. Again, local investment may be stimulated consider-
ably if access to foreign research facilitles is granted. However, no
generalization relating the stage of éeveiapmgnt of an economy to the
indirect benefits of foreign Investments is justified.

It seems likely, however, that ©) is likely to be greatest in the
early years of an investment; as a forelgn company's techniques are
diffused to the local economy, and as workers become trained, (00 becomes
less significant. The discounted value of}@ua Is greater because the
indirect benefits are distributed over time in this manner than if they

were distributed evenly over time.

Private and Social Product

Thus far, in discussing the benefits and costs of direct foreign
investments, there has been no differentiation between private and social
product. It has been assumed that $1000 in coca-cola output Is as worth-
while to capital-importing countries as $1000 in electrical equipment
output. Similarly, private profit has been assumed as & measure of the
contribution of a foreign firm to national product. These assumptions
are not warranted, of course, because less-developed ¢euntr!es}valun~an
investment by how it contributes to the fulfillment of national economic
and social objectives. The social value of aﬁ«lnvostmant is judged by

such criteria as its contribution to stimulating other investment and



other production, to producing goods which are in particularly short
supply or which meet daily living requirements, to training skilled
workers, or to easing a batt!eneck in a particular industry or sector
of the economy. The private value of an investment, on the other hand,
is In almost all cases its profitability.

The evaluation of the costs and benefits of a direct foreign in-
vestment must Include an assessment of Its contribution to socially
desirable domestic product over costs, not just its contribution to
domestic product over cost. It is on this basis that foreign companies
often are refused permission to establish subsidiaries for the production
of luxury goods, for example. The screening of foreign investments by
host countries to ensure that the increase of production which accom-
panies these Investments is socially desirable is generally based on
criteria which bsve roots In the desire to promote self-sustaining
aconém!c growth, to improve the levels of living of as great a propor-
tion of the population as possible, and to minimize unemployment. The
economist must accept the goals, but he can examine the appropriatoncss
of the criteria for promoting these goals. It is in this context that

the costs and beneflts of foreign Investments are examined in this study.

The Costs of Annual Flows of lnvestments

The previous discussion attempts to define aad\ana!ygc the costs
and benefits of particular Investments. For any given investment the
discounted value of future Income payments and capital repatriation
are compared with the discounted value of future additions to net

domestic product. This Is & static analysis which tries to assess the



costs and benefits of an investment at a point in time; it is a basis
for evaluating whether an investment will make a greater contribution
in resources than it will cost in terms of resources. Its limitations
in practice are obvious. There is no way of estimating future Income
payments and output, and any values assigned to opportunity costs of
local resources, the indirect benefits, and the discount rate would be
arbitrary. Statistics are not available even to evaluate the past per-
formance of an individual investment.

An alternative approach for assessing the relative costs and bene-
fits of foreign investments is to measure the value added to net domes~
tic product by all foreign investments for each year and to compare it
with the annual Income payments on these investments plus capital re-
patriation. These would represent the benefits and costs, respectively,
for all foreign Investments on an tn;ual basis. In this manner, a de-
termination could be made of the net galn or loss in resources from
foreign investments as a whole over time. However, this approach also
is incapable of being used statistically for many of the same reasons
which were stated for the discounted costs and benefits of particular
investments. Although yearly Income payments are avallable, statistics
on the annual output of foreign companies for individual countries are
not avallable except in one or two instances, and the problems of de~
termining opportunity costs, the indirect benefits, and the import
content of output are still unresolved.

Any statistical analysis of the costs and benefits of foreign in-
vestments is severely limited by the lack of adequate statistics.

Annual statistics are available on income payments, on net capital in-
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flow or outflow to the capital-importing countries, and en retained
earnings of foreign subsidiaries. From the previous discussion it Is
evident that even on a flow basis these represent an improper measure-
ment of the costs and benefits of United States direct foreign invest-
ments. It gives an Insight only to the annual net increases in U. S.
investment in the host countries and the costs of these investments

in terms of income payments. It Is a measurement of the amount of new
foreign resources which are made available to the host country for any
given year, compared to the amount of resources which must be paid to
forelgners during the same year as a result of income payments on
existing Investments. In Chapter Four, where the available statistics
on United States direct Investments abroad are presented, this approach
is used. 1t Is supplemented by other data which is availabie and which
helps to explain the Impact of United States companies abroad on the
servicing of United States !nvestmants‘by the host countries. The

limitations of this approach are recognized.



CHAPTER THREE
THE TRANSFER OF RESOURCES AND PROBLEMS OF ABJUSTMENT

Introduction

Chapter Two considered the benefits and costs of United States
direct foreign investments in terms of the increase in net domestic
product compared to the amount of resources which accrue to foreign
investors as a rasuit of these Investments. In Chapter Cne, one of the
arguments which was cited emphasized that the payment of these obli=
gﬁtlam to foreign investors requires adjustmenis in the host country
which are antithetical to national objectives for acceierating economic
growth and minimizing unemployment. This chapter analyzes the problems
of adjustment which accompany the transfer of resources to non-residents.

From the viewpoint of the host countries, adjustments to income
payments on fbroign investments are regarded as problems under the
following conditions. Efforts are made by the capitai-importing
countries to stlmuhtal economic growth and increase the levels of living
of their peoples. This stimulation occurs under varying degrees of
governmental control of the economy in the non-Communist world, ranging
from the use of monetary and fiscal controls to the direct controi by
government of production in specified sectors of the economy. Formal
growth targets may be specified, or targets may merely represent
aspirations of the population which are reasonable with regard for the

domestic and foreign resources which are availablie. Foreign capital
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is imported to augment the supply of resources and to make possible a higher
rate of growth in total output than if domestic resources alone were uti-
lized. Chapter Two indicated that in the case of direct foreign Investments
a substantial Increase in net domestic output is achieved relative to the
costs of these investments. The problems of adjustment center about the
distribution of this output, for there are competing claims to it. The
local population expects its level of consumption to rise. Domestic invest-
ment Is expected to expand in order to provide for future add!ttans to out=
put. Finally, foreign Investors expect a return on thelr investments, and
this return requires a payment in resources to non-residents from the host
country. The economy of thu host country must adjust to release the re-
sources and to acquire the foreign exchange which is required to make this
 payment.

It is the purpose of this chapter to review the process whereby re-
sources are transferred to non-residents, to relate it te the servicing of
United States direct foreign investments, and to analyze the problems which

are associated with the adjustments accompanying the transfer of resources.

Lapitai Imports, Income Payments, and the National Accounts

Before proceeding into a discussion of the problems of transferring
resources to non-resldents, a formal presentation of the relationships be~
tween income payments, the current account of the balance of payments, and
the national accounts will help to explain the adjustment mechanism and

the role of foreign investments In this mechanism. Assuming that there

IThe following approach and symbols are adapted from Gottfried
Haberler, A Survey of International Trade Theory (Princeton University,
1955), Chapter 5.
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are no foreign assistance or reparations payments or receipts, national in-

come (Y) is equal to consumption (C) plus dampstic investment (1d) plus

erports of goods and services {x) mfnus_imports of goods and services (M)

plus income receipts or minus lncolse payments on foreign investments (D):
YeC+lgex-mnrot @) |

If & country is a net capital importer, M exceeds %; If it is a net capital

exporter, X exceeds M.

1t is helpful to distinguish between the effects of direct Investments
and the income payments accompénying these investments on the national in-
come, on the one hand, and on the production (P) and the domestic consump-
tion of consumer and investment goods (V) of the capl:alflmpgrttng countries,
on the‘ather. In an isolated economy, Y;,F,‘and V are equal; in an open
economy they are not.

For a country which Is a net capital importer and which makes Invest-
ment |ncome payments, the relationship between Y and P is dependent upon the
relative size of income payments and net capital imports. First, assuming
there are no net capltal Imports or éxports,

P=Y« (D) (X>N) (0
Natienal production Is greater than thé‘flaw of goods and services in the
domestic economy by the amount of investment income payments. The real

payment of Investment income represents that pertion of natieonal production

Tpor this equation, ''consumption (€) and domestic investment (i4) are
defined so as to include imported consumption and investment goods. In the
theoretical literature, on the other hand, C and 14 are frequently defined
as home produced consumption and investment goods. It is difficult, how-
ever, to sustain such a distinction statistically.” Ibid., p. 33. In addi~
tion, X and M exclude income payments.



which is not available for domestic consumption or investment.

Capital imports, on the other hand, increase the flow of goods and ser-
vices in the economy relative to domestic production. Assuming there are no
net payments or recelpts of Iinvestment income,

PeyY+X=-M (MOX) (111)
This, of course, is the precise function of borrowing abroad.

Thus, If net capital Imports exceed net investment income payments, ¥
exceeds P; if net income payments are greater than net capital imports, P
exceeds Y.

An important relationship is that between V and Y. V, the domestic
consumption of consumer and investment goods, sometimes expressed as ab-
sorption, is defined as,

V=C+i,=-(X=N (1v)
If income payments exceed net capital imports (X>M), then Y Is greater than
V. The converse is true if net capital imports are the greater. The real
payment of income remlttances, by increasing exports relative to imports,

reduces the absorption of a country relative to its national income.

Adjustments to Rising Income Payments

The service of direct foreign investments requires adjustments in the
domestic economy and the balance of payments of the host country in order
to release the resources and to obtain the forelgn exchange for making these
payments. In order to analyze the transfer problem for countries exper=
iencing rising income payments, it is helpful to distinguish between the
transfer of resources and the problems of balance of payments adjustments.

This distinction is made only for purposes of analysis and exposition, be-



5‘0

cause the transfer of resources is managed through balance of payments ad-
justments and the two are elements of the same overall process. Any

problems of transferring resources to foreigners Is automatically @ foreign
axchange problem, because the net transfer of resources occurs through the

balance of payments.

zhg,rrangﬁgr of Resources

We are interested In the problems of a capital-importing country
which Is faced with Income payments which are rising relative to net capital
imports. The country is also attempting to achieve sconomic growth and to
maintaln rising levels of domestic consumption and lnvestment. The problem
confronting the host country Is to increase investment ané_autput suffi-
ciently to meet its foreign obligations and at the same time to provide
for rising levels of domestic per capita consumption.

Assume first the problems of a country for which income payments are
ristng relative to net caplital imports, but net capital imports are still]
greater than income payments. In this case, absorption is greater than
domestic production because of the utilization of resources from abroad.
However, as income payments rise relative to capital imports, domestic
consumption must decrease relative to domestic production. Thus the pro-
blem of maintaining absolute increases in conshmption depends on the
ability of the capital-importing country to increase domestic production
at a rate faster than the rise in income payments relative to capltal
imports.

The growth of domestic production is a function of the quantity and

direction of Investment, efficiency In the utllization of resources,
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technology, the quaiity and quantity of labor and management, and all the

other factors which enter into the processes of production. For our pur=

poses it is sufficient to concentrate on the role of investment, for sus~

tained economic growth over a period of time is highly dependent upon in-

creased investment, and increased investment is the principal contributory
factor to the growth of output and Income.

With income payments rising relative to capital imports, the Increase
of domestic income and consumption depends on Increased donestic output.
Increases in investment are necessary to bring about this growth in domes~
tic production, and, in order to finance this investment, savings as a
percentage of national income must increase. That Is,the marginal rate of
saving must be greater than the averaga rate.

We are studying the pre&lsms for a country whiah is attamptlng to in-
crease its level of living and which sets a target rate of growth in output
or consumption, generally on a per capita basis, as an economic policy ob~
jective. G@Given this target rate of growth in output or consumption per
capita, a country which is faced with rising income payments relative to
capital imports must increase the rate of domestic savings and investment
sufficiently to expand output at a rate which will fulfill the demands on
output. The primary determinants of the rate of increasse in the rate of
domestic savings and investment which is necessary for achieving the tar-
get rate of increase in per capita output and for meeting increased obli«
gations to foreign Investors are the capital-output ratio and the rate of
increase of income payments relative to capital-imports. Of course; the
higher a country sets its target rate of growth in output pervcapitg, and

the higher the rate of population growth, the higher must be the rate of
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increase in domestic savings and investment to provide for this expansion of
per ceplta output.

The retio of net annual capital formation to the annual Increment of
real output Is often designated as the incremental capital-output ratio
(1COR). 1If it is remembered that the ICOR Includes all the factors In the
economy which affect the growth of autﬁut, ft is a useful tool for estimating
the amount of investment which is required to bring about a given increase
in output. For exemple, in a simp!éf!ed model, if the ICOR is 2.5, and the
target rate of growth In output for that year is 2 percent, Investment must:
be 5 percent of natlonal income to sustaln the target growth ln»autput.! As
the 1COR increases, investment a# a proportion of income must increase to
sustain a given target rate of growth in output. As the ICOR decreases,
investment requirements also decrease.

The rate of increase of Income payments relative to capital imports
also helps to determine the rate of increase in Investment which Is necessary
for achleving the desired rate of increase In output per capita. For ¢xﬂm§
ple, 1f capltal Imports should decline abruptly from one year to the next
and income payments should continue to rise, an extremely high and perhaps
Impossible Increase In the rate of domestic Investment might be required
to maintain an Increasing level of domestic consumption. Thus, the gradual«

ness of the increase In Income payments relatlve to capital imports Is a

10 = | / ICOR, where 0 aquals target rate of growth in total output,
| equals the annuai rate of investment as a percentage of income, and ICOR
is def!ned as in the tuxt above. See Organization of American States,

f_Econon velopment in L tn merica (ﬂuﬁhington ’acoa Pan
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determining factor of the types of adjustments which the host country's
economy must undergo. A sudden drop in the level of capital Imports im-
poses an especially heavy burden on the host country, as this decline re-
presents @ direct decrease in total investment for the host country. On
the other hand, if income payments rise abruptly and capital imports remain
relatively stable, domestic investment must increase correspondingly.
Because investments from abroad have remained at the same level, however,
the pressure on domestic investment is eased somewhat.

These are the principal factors which determine the increases in the
rate of domestic savings and investment which must accompany a rise In In=
come payments relative to capital imports if domestic consumption or output
per capita is to continue to rise. They also determine the limits to
increases in domestic consumption and output under these conditions, and
they deserve consideration by the developing country when target rates
of growth are contemplated. All other things being equal, the lower the
rate of population growth, the lower the capital-output ratio, and the
more gradual the increase in income payments relative to capital Imports,
the lower will be the Increase in the rate of domestic savings and invest-
ment which Is necessary to achieve the target rate of growth.

As long as the volume of net capital imports is greater than the
volume of income payments, domestic absorption is greater than net domestic
production. The process which has been described above Is one whereby
domestic absorption exceeds domestic production, but the difference be-
tween the two is narrowing. The transition to a position where income
payments for the host country exceed net capital imports raises no funda-

mental differences in the adjustment process. Increases In income, con-
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sumption and domestic output remain dependent upon increases in investment.
When the host country reaches a position where Its domestic absorption is
less than,domqst!c production, the process of adjustment and the relative
burden of !n¢ru¢sing investment depend on the same factors which were dis-
cussed above. The target rate of increase in output can be achieved if
marginal savings and the rate of investment Increase sufficiently.

The preceding discussion illustrates the function of capital imports
in the development process. Less-developed countries lack the resources
and the level of Investment te achleve the level and rate of Increase In
national output to sustain desired rates of economic growth. Capital
impérts, by buttressing domestic Investment both qualitatively and quanti=-
tatively, may assist in eventually ralsing output to a level that the rate
of domestic savings are sufficlent for financing the Investment which is
needed to sustain target rates of Increase In real per capital Income. If
the volume of capital imports and domestic Investment has been sufficlent
to achieve this goal, and If the transition is smooth enough, the develop-
ing country should be able to gradually reduce Its dependence on cepital
imports for future aaennm!ﬁ growth and make service payments at the same
time. The relevant consideration Is: Is investment being increased at a
rate sufficient to provide for the target rate of growth of per capltal
output and, at the same time, to meet the obligations to foreign Investors?
The contribution of capital imports to lncreaaing‘net domestic output is

one basic criterion by which the relative benefits from foreign Investments

should be judged.
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Adjustments In the Balance of Payments

We have been concerned in the previous section with the adjustments
in the economy of the host country to increases in income payments relative
to capital Imports. The focus has been on the problems of maintaining
increases in the target rate of growth of output and at the same time
making higher income payments to foreign investors. This payment of in-
come to foreign Investors Is a foreign exchange payment. Therefore, the
Salanca of payments of the host country must adjust to provide the foreign
exchange for making these payments.

The adjustments In the balance of payments to rising income payments
are, however, only one element in the balance of payments adjustments
accompanying economic growth. For the less-developed countries, increases
In output generally require imports of raw materials, capital goods, and
fuels which are essential to Investment and production. For example, over
three-fourths of Latin American commodity imports consist of capltal goods,
raw materials and intermediate products, and‘uctroleum.‘ These imports are
vital to the growth of ¥nvostmani and output in these countries. Thus,
increases in output and investments put pressures on the balance of pay-
ments by first, raising the volume of Imports, and, second, by the rising
income payments to forelgn investors when foreign Investments have been
utilized.

The increased foreign exchange payments for income remittances and

imports can be offset in the long run by an increase in exports or by

hy. $., Congress, Senate, Committee on Foreign Relations, United
States-lLatin American Relations: Problems of Latin American Economic De-
Velopment, B5th Congress, 2d session, 1960, p. B2.
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import substitution. The experience during the past decade has demonstrated
that the less-developed countries have not been successful in limiting Im=
ports or expanding qxpofts relative té tﬁports The agf!culturl! export
policies of some aountr!as, primarily tha Hn!tad States, and the protection
of agrlcultura by mos t af the lndustrialtzed countries have been instru-
mental in limr:!ng the exports of the less-developed countries. Exports
of these equntries have increased, but at a relatively siow rate. ﬁafe
formidable, however, are the severe llmitatfﬁns to the ahl!tty}o?'tha less~
developed countries to reduce imﬁorts by import substitution. '?ﬁc pcffli?
tent increase in demand for both consumer and capital gund: and fu.}s
during a peried of’ecenemlc ‘growth makes 1t lmpasslbie for the dgvelaglng
countries to maintain levels of invastm&ut and production which could meet
thls increased demand by domestic production alane; The axberlencu during
the past decade has_éhawn how Imports have Increased relative to exports
for the less-developed countries. For eximplc, exports of the Latin
American countries Increased only 23 percent between 1950 and 1957, whlleA
imports increased 55 PGVCCﬁt.‘ For the thliyplnas. exports Increased 49
percent and imports Increased 64 percent from 1950 to 1958; India, for the
same period, experienced an increase In exports of only 6 percent while
imports increased 56 perdent.z : ;

The excess of Imports over exports by most of the less~developed

countries during the 1950's has been financed by private foreign capital,

lib1d., p. 81.

2international Monetary ?und ﬁternatlanal Financial Statistics, Xil
(ﬂacem&cr 1959), pp. 148-140 and 210317,
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by loans from international lending agencles such as the International Bank
for Reconstruction and Development, and government loans and grants. As
income and interest payments rise relative to capital imports, however,

the balance of payments must adjust and countries must increase foreign
exchange receipts relative to foreign exchange payments. The manner in
which the balance of payments adjusts to achieve this relative increase in
foreign exchange receipts is the subject of this section.

In the short run an increase in foreign exchange payments relative to
foreign exchange receipts generally Is met by drawing down forelgn exchange
reserves or by short term borrowing from the International Monetary Fund
or other foreign sources ef‘shart term funds. The consequences of ex~
change rate changes or deflationary policies are regarded as too severe
by these countries to use these tools of adjustment to correct short run
disequilibrium. Over the long run, however, a country must pay its own
way, and more permanent adjustments must be made to increase foreign ex=
change receipts relative to foreign exchange payments.

The manner in which the balance of payments and the domestic economy
adjust over the long run to a persistent deficit or surplus In a country's
international transactions varies for each Individual country and with the
basic causes of disequlilibrium. However, for purposes of analysis, It is
helpful to distinguish between those adjustments which occur more or
less automatically, those which rely on changes in the exchange rates,
and those which result from conscious efforts by governments to reallo-
cate resources in order to restere equilibrium. The restoration of equi-
librium in the balance of payments is likely to depend on all these types
of adjustments.
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Automatic Adjustment Forces

As an explanation of the rastaratinn of balance of payments equilibrium,
the classical adjustment mechanism relied on prices to bring about haiunco
of payments adjustments and to restore equilibrium. With flexible prices
and mobility of rcﬁources, an excess of foreign exchange payments over re-
ceipts was expected to bring about a contraction of credit c&usﬁd by the
outflow of gaid. As a resuit of the decrease in the quantity of money the
general price level wouid decline in tha defleit country. This d@cllhc in
prices would mnke its exports more eampot!tlva on world markets, and im-
ports would become relatively expenstve. It was thought that resources
would be directed into the export sector, imports would be d!senuraged and
the resulting increase in exports and doeraa:s in imports wau!d restore
equilibrium in the balance of paymaats.

More modern theory which emphasizes automatic adjustments places v
greater attention on the role of income changes in ba}anen of payments ad-
Justment. It is ux;oﬁtéé that in the surplus country income should rise
through the excess of exports relative to Imports. Increased expenditures
stimulate domestic investment and, via the multiplier, incomes increase
as a multiple of the original expenditure. Some of this increase in in-
come will be spent on imports, the proportion depending on the marginal
propensity to import, and to the extent that imports decrease, balance of
payments adjustment occurs directly. The remainder of the increased
expendl tures are expected to result in price changes which have the effects
which were described in the discussion of the classical adjustment mechanism.

In the deficit country incomes decrease as a multiple of the original

deficit in the balance of payments, and as a result it is expected that
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imports will decline, the rate of decline depending again on the marginal
propensity to Import. Thus, while price changes are not ignored in this
explanation of the automatic adjustments to deficits and surpluses, they

are subordinated to the effects of changes in income,

¢ in Exc

Changes in exchange rates are another means of adjustmaﬁt to fettero
balance of p&ymunts*aqulttbrium. Exchange rate changes may be falrly
nutama;tg, as when a ¢eﬁntry adopts & flugtuatfngléxchangq_rata, or they
may require effla!al gevcrnﬁeﬂt}actian. such as‘devaluatiﬁn of h flxﬁé
exchange rate. | » " k b

Most cauntrlaé, with the hxa&ytien af‘canada and more recently some
of the countries of Latin America, have not had fiuetuating exchange rates
in the postwar period. A country which has a flexible exchange rate
achleves equilibrium in the balance of payments By allowing the price of
Its currency in terms of forelgn exchange to vary with the affgﬁtlvq supply
and demand for its currency. If the exchange rate is free to fluctuate
with no Interference from government authoritlies, essentially it is an
automatic adjustment mechanism. However, govgrﬁmant authorities generally
apply monetary and fiscal pﬁlicles and other tools at their disposal te
stabillze the exchange rate. The extent to which a f1u¢tua£|ng exchange
rate is @ means of automatic adjustment depends on the degree of govern-
ment interference in the foreign exchange market and the actions which 8
government takes domestically to counteract rises and declines !h the
exchange rate.

During the postwar period most countries have employed fixed exchange
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rates with their currencies tied to gold or to another currency which is
tied to gold. Some countries have maintained their fixed exchange rates by
balancing the supply and demand for foreign exchange ﬁhrpugh extensive cone
trols over foreign exchange transactions and the movements of goods, ser-
vices and long term capital, but the use of these controls has declined
progressively in the last decade. With fixed exchange rates, the adjust=
ment to persistent deficits or surpluses In the balance of payments has
generally been‘thraugh exchange rate devaluation. By devsluation and the
proper use of monetary and fiscal policies, governments meke efforts to
eliminate excess demend, to stimulate expofts. and to promote the reallo=
»¢Atfan-ef_rsseurcas In order that equilibrium may be restored in the balance
of payments. The relative effe¢ttVnnass of devaluation in promoting ad-
justments In the balance of payments and in the domestic economy varies
with the approprliateness of government policies with regard to the causes’
of disequilibrium, the elasticities of supply and demand for Imports and
exports of the devalulng country, and other individual chsracteristics of

the economies of the countries undertaking devaluation.

In the managed economlies of the postwar world, governments have been
an active and usually the dominant influence in the adjustment process.
Monetary and fiscal policles are used te counteract tendencies toward
deficits or surpluses in the balance of payments. With government expen-
ditures and revenues assuming large proportions in total cutput and In-
come in most countries, the direction of government Investment, subsidies,

selective controls, and taxation are among the means which a government
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has at its disposal to promote adjustments to disequilibrium in the balance
of payments, or, for that matter, to a deficiency or surplus in demand or
investment in any sector of the domestic economy. Governments In the lesss
developed countries use these tools to promote economic growth and to
attempt to maintain balance of payments equilibrium. Some governments put
greatest reliance on monetary and fiscal policies, and others emphasize
direct controls and more government participation in production and dis-
tribution. Governments may program Investment priorities or apply exten=
sive developmental planning to stimulate investments or to maintain equi~

librium in the balance of payments.

Adjustments to Rising Income Payments by Cepital-ln

No country relies exclusively on any one of the types of adjustment
mechanisms to achleve equilibrium In the balance of payments. In fact,
these categories of adjustment are artificial, for all operate simultan-
eously. The relative influence of automatic adjustments, exchange rate
changes, and direct government intervention In bringing about adjustments
to a deficit In the balance of payments will differ between countries and
vary in importance at different times for the same country.

For less-developed countries which are experiencing an Increase in
Income payments and attempting to maintaln target rates of growth in per
capita output, the appropriate types of adjustments for maintaining bal-
ance of payments equilibrium will be different for each Individual country.
However, because many of these countries are confronted wfth similar pro-
blems of adjustment, some general observations can be made about the

nature and types of adjustments which are likely to be employed and to be
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appropriate.

First, because the governments of these countries are often exerting
direct influences on the direction and volume of investment, it is likely
that their present and anticipated balance of payments positions are among
the criteria which help determine investment priorities and the direction
of government expenditures. Potential deficits in the balance of payments
of these countries should bring about efforts by them to direct investments
into export and Import-competing sectors of the economy. The means used
to stimulate the supply of exports and import substitutes will vary with
individual circumstances. Export subsidies or government investments in
transportation facilities utilized by export industries suggest the wide
range of policies which countries may use to Increase foreign exchange
earnings.

increasing levels of imports and income payments may require other
adjustments, however. Developing countries often have trouble restrict-
ing price rises, and their exchange rates may be overvalued. Whether or
not devaluation is a proper solution depends on many factors. If the
country exports only one or two primary products which have relatively
low supply elasticities, devaluation may not have much effect in increas-
ing total export receipts. Attempts to diversify the economy and more
vigorous attempts to control inflation may be the most appropriate policies.
On the other hand, if the elasticities of supply and demand for the types
of goods which these countries export and import are more elastic, and the
deficits in the balance of payments are the result of overvalued exchange
rates and an excess of domestic absorption over domestic production,
devaluation may be an effective approach toward adjustment. Of course,

the success of devaluation depends on the effective application of other
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policies, also. If a country devalues its currency but does not adopt
monetary and fiscal policies which restrict credit and minimize internal
price increases, devaluation may only result in an Inflationary spiral.
Similarly, if resources are relatively immobile the expansion of exports
may be quite limited. Governments may train workers in skills required in
export industries or in other ways directly promote a reallocation of re-
sources into the export sector to increase the possibilities for increasing
export receipts by devaluation. ‘

Automatic adjustments to balance of payments dlsequ!librfum‘ofted play
an important role, also. In the long run‘countrlcs must adapt to changing
demand and supply conditions in world markets, and they must live withtn
their capacity to produce and to borrow from abroad. A rise in the prices
of goods which are imported may be the most effective way of encouraging
resources into the production of import substitutes. If deficits in the
balance of payments are aéeompan!od'by deflationary policies, and if prices
are flexible and resources are relatively mobile, price changes may be the

most efficient means of restoring equilibrium.

Summary

The long run growth In output, domestic savings, and investment and
an increase in the capacity to transfer resources to foreign lnvostori are
integral elements of the growth process. Unless a country is éble to ad;
just, consciously or otherwise, to @ changing balance of paynents‘posltlon,
the opportunities for achieving 2 sustained growth in income are diminished
and perhaps jeopardized. Growth in income, savings, and investment and

growth in the capacity to service foreign investments are Interdependent
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in the long run. !

Capital imports make a contribution to the host country both in terms of
resources and in terms of forelgn exchange. By utlllz!*g resources from
abroad, net capital~importing countries can Increase production and consump-
tion at higher rates than if they rely only on domestic resources. in
addition, capital imports give these countries access to foreign resources
without increasing thelr foreign exchange requirements.

As income haymengs rise relative to net capital imports, however, the
host country must Increase foreign exchange receipts relative to other
foreign exchange payments; It aiso must increase Investment and output
sufficiently if Its level of living Is not to decline as resources are
transferred to non-residents. The extent to which rising income payments
in foreign exchange and the real transfer of resources cause problems for
the host country depends basically on the rate of increase in output and
the ability of a country to increase foreign exchange receipts relative
to foreign exchange payments. The rate of increase and the direction of
investment are the determining factors in this process of adjustment.
Investment, both foreign and domestic, must be directed Into sectors of
the economy where it is most efficient and makes the greatest contribution
to output.

The relative importance of price changes, government monetary and
fiscal policies, and other means of adjustment to changing demand and
supply and balance of payments conditions will vary frem country to country

and will vary from one period to the next. The types of adjustments which

IAvramovic, pp. 57-58.
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are most beneficial for a country, with consideration for its efforts to
increase the rate of per capital output, are those which promote the most
efficlent utilization of available foreign and domestic resources and at the

same time maintain balance of payments equilibrium over the long run.



CHAPTER FOUR

THE MEASUREMENT OF THE COSTS AND BENEFITS OF
UNITED STATES DIRECT FOREIGN INVESTMENTS

Statistics are not available for measuring accurately the costs and
benefits of United States direct foreign Investments. A quantitative
assessment of the value of the indirect benefits and of the opportunity
costs of local resources is, of course, not possible. A measurement on
an annual basis of the net contribution of United States direct foreign
investments to the resources of capital-importing countries compared
with the resources which must be paid out as & result of these investments
would be an approximate assessment of the costs and benefits on a flow
basis. However, the annual output of Unlted States companies abroad is
not separated from that of all companies In statistics of practically
all capital-importing countries. The United States Department of Commerce
does have breakdowns by area, country, and Industry of net capital flows,
income payments, and reinvested earnings of United States companies abroad,
and one study of the sources and uses of funds by United States companies
abroad Is useful for estimating the relative Importance of capital flows
and income payments to the total sources and uses of funds. In addition,
a study was made by the United States Department of Commerce of the
operations of United States companies In Latin America in 1955, and it
includes some statistics on the production and sales in Latin America
for that year.

The previous discussions of the costs and benefits of United States
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direct foreign investments and the problems of transferring income payments
pointed out the considerations which are most Important in determining the
ability of countries to maintain rising levels of consumption and invest-
ment and at the same time to pay for rising investment service obligations.
The performance of United States companies abroad in promoting exports,

in reducing or increasing imports, and in promoting local savings and in-
vestment will be evaluated where statistics are available.

The limitations on the data which are used are many. They will be
discussed as the materlal is presented. Data are glven for Canada,
Argentina, Chile, Colombia, Cuba, Mexico, Peru, Venezuela, Australia, india,
Indonesia, Japan, New Zealand, and the Philippine Republic. The countries
: selected are some where United States direct forelign investment has been
appreciable and where statistics are available. Manufacturing investments
have been singled out for special attention in order to have some basis
for evaluating the arguments In Chapter One which indicated that manu-
facturing investments pose particular problems for the balance of payments
of the capital-importing countries when these investments are primarily

oriented toward production for the domestic market.

Definitions

In most cases data of the United States Department of ﬁemmprea are
used, and its definition of direct investment, earnings, income, net capital
outflow, and undistributed earnings are important for understanding the
relevance of sets of statistics and evaluating the influence of United
States direct foreign investments on the_snrvictng of these investments.

For Department of Commerce purposes, direct investments are those
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where there is a holding of 25 percent or more of the voting stock of the
foreign corporation by one person or one company; this may be a direct
holding or thraugh domestic affiliated corporations. This statistical
measurement does not encompass all the aspects of control but it is help-
fu} for statistical purposes and it Is not amb!guaua.l Some adjustments
are made for companies In which it Is known that control Is exercised even
thaﬁgh«umnurshtp Is less than 25 percent, or if the converse is true.

The value of direct foreign investments Is equal to the sums of net
capital outflow, undistributed subsidiary earnings, and relatlvely minor

accounting aéjustments.z

The values used are book values, qﬂé they under-
state values which more closely approximate market or replacement value.
For example, book values do not include depreciation or depletion allow=-
ances; nelther do they account for expend!itures on plant and equipment
financed by funds obtained in the foreign capital market. VA review of
the limited number of enterprises for which both 2 market and & book value
can be establlished indicates that the market value of direct Investments
could well be more than double their book value.'"> It Is also estimated
that nearly b0 percent of the total funds avallable to direct Investment

firme are derived from foreign financing and depreciation charq;s.u

' 2&.5.. Department of Commerce,
(August 1957), p. 22.

3bepartm¢nt of Commerce, Survey of Current Business, XXXVI (August
1956), pp. 14-15.

“ﬁapartmant of Commerce,
1959), p. 21.

Survey of Current Business, XXXIX (January
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Department of Commerce estimates of the value of United States direct foreign
Investments represent a somewhat 1imited approach to assessing the volume of
these investments, and they reflect nniy capital outflows as they appear in
the United States balance of payments plus undistributed subsldiary earnings.
However, they are useful far-cstimatiag»thc outflow of dollars and dollar

goods by Unlited States Investors to capttal~lﬁpart!ag countries.

Net capital outflow and und!str}buted subsidiary earnings are not
statistically distinct from each other. Net capital outflow basically is
a balance of payments concept. Since most direct investment capital move-
ments take place between intercompany or home offlce accounts, net capital
inflows or outflows are the balance of all gross movements in these aacnunta-l
There 1s ambigulty In the term, net capltal outflow, as used by the Depart-
ment of Commerce; It may ba traced to the differentiation between branches
and subsidiaries and the different statistical treatment glven to the
earnings of each. In Department of Commerce statistics, "branghes" refer
pradominaﬂt!y to United States incorporated forelgn subsidlaries of United
States petroleum and mining corporations. Such subsidlaries ars sften
Incorporated In the United States for tax purposes; by doing so, depletion
) Towanices iy be vsad In computing HoWbis Iscons.” This definttlons]

distinction between subsidiaries and branches Is not Important In assessing

I8alance of Payments of the United States, 19491951, p. 9h.

2Bacause Canada also offers such allowances, mining and petroleum
companies generally incorporate their subsidiaries in Canada, and in these
cases are treated as “'subsidiaries' by the Department of Commerce.
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the flow of resources to other countries from United States investments, but
it does result in an understatement of the volume of relinvested earnings as
a source of United States investment funds. Branches are assumed to remit
all profits to the parent company, and any earnings which are retained appear

in the balance of payments as net capital outflows.

arnings, Income, and Retained Earnings

The statistics for earnings show the sums of income plus undistributed
subsidiary earnings. For the Department of Commerce, income refers to
dividends, interest, and branch profits, and it is a measure of foreign
earnings which are remitted, or assumed to be remitted, to the United States.
They represent the cost in foreign exchange of servicing direct investment.
Undistributed subsidiary earnings measure retained earnings of forefgn in=-
corporated subsidiaries. Retalned earnings encompass a great many uses
of funds and do not necessarily signify an increase in productive capacity.
Undistributed profits may be used to expand plant and equipment, but they
also may be used for inter-company loans or advances to parent companies,
or they may remain as idle funds when nelther permanent investment nor
remittances to the parent company is feasible or poastblc.l For example,
foreign government restrictions on remittances may result in the compulsory
retention of funds, or tax considerations of the parent company may bring
about retention of earnings for other than investment purposes. Of course,
some investment may occur when the funds become available originally for

other reasons; investment Is likely to be a superior alternative to

}]Bapartmnnt of Commerce, Survey of Current Business, XXXI11 (December
1953), p. 11.
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allowing the funds to remain idle.

With these d¢finttlops of direct investments, net capital outflow,
earnings, Income payments, and retalined earnings established, it Is possible
now to examine in a limited way the inflow to the host country of goods
and dollars accompanyling United States net capital outflows and retalned
earnings. These may be compared with the volume of income payments, which

is a limited muasyrcmnnt of the cost in resources of servicing these in-

vestments.

It is important to examine both the overall magnitudes of United
States direct foreign investments and annual variations in these invest-
ments. While the value of direct investments does not measure their con-
tribution of resources to aapitel-!mﬁurt!ng countries, it does indicate
whether these investments are Increasing or decreasing, and also the rates
of change are indicated. The annual increments to foreign investment not
only influence long-run adjustments in the balance of payments but may
cause short-run disturbances which impair the ability of a country to
service investments.

v The 1950-1958 period has witnessed a fairly steady growth of United
States direct investments in forelign countries; they rose from $11.8
billion in 1950 to $27.1 billion in 1958. (Appendix Table 1). For most
years the annual increase has been between $1.3 billion and $1.8 billion,
with the exception of 1956 and 1957 when Increases of approximately $3

billion each year was registered. In 1958, Canada and the Latin American
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republics represented 65 percent of this total, and both areas have exper=
lenced yearly increases in the value of direct Investments over the 9-year
period. Of the 15 countries for which data are given, only six countries
(Chile, Colombla, Peru, Venezuela, Indonesia, and New Zealand) had any one
annual decline in the value of direct investments, with Colombia and
Indonesia experiencing two such declines. There is some cyclical pattern
to the United States investment outflows, with relatively smaller increases
from 1953 to 1954, and from 1957 to 1958, the latter following the abnor-
mally high volume of 1956 and 1957 which primarily represented increased
foreign oll investments.

The experience of direct investments in manufacturing has been similar
to investments in all sectors. (Appendix Table I1). Manufacturing invest=
ments rose from $3.8 billion In 1950 to $8.5 billion In 1958, an increase
of about 221 percent, compared to an increase of approximately 229 percent
for all direct investments. Most countries experienced annual Increases
In the value of United States direct investments in manufacturing, but this
growth was less steady for particular countries. For example, in Cuba
the value of direct investments in manufacturing in 1956 was less than the
total in 1950. On the other hand, while total investments in Brazil were
209 percent higher compared with 1950, manufacturing investments were 260
percent of the 1950 figure. The annual increases in the value of Invest-
ments In manufacturing for all areas averaged 10.5 percent over the period
1950-1958, these annual increases ranging from 6.2 percent in 1953 to 13.6
percent in 1951. Most countries experienced better than a doubling of the
value of direct investments in manufacturing over the period.

It Is difficult to assess the relative contribution of net capital
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outflow and undistributed earnings to the growth in investments. As indie
cated earlier, net capital outflow Includes retained earnings of branches.
For example, the greatest propertion of the increase in net capital outfiow
during 1956_and 1957 was in petroleum, where Investments in branch organie
zations Is a large proportion of total petroleum investments: a large pro-
portion of this net capital outflow represented reinvested earnings. Thus,
while undistrfbuted’;arnfngs are underestimated in Department of Commerce
4a£a, the relative magnitudes and patterns of these two sources of Invest-
ment funds may be compared.

From 1950 to 1958, undistributed earnings accounted for 47 percent of
the $15.3 billion Increase in the value of direct investments. '(Appqnd!x
Tables I1X and X). Net cavital outflow was 60.1 percent of this Increase,
the two not adding to 100 percent because of minor adjustments'andAstatis;
tical discrepancies. (Appendix Tables 111 and 1V). The comparable figures
for mﬁnﬁf&cturlng investments were 72 puféent andlsh percent, respectively.
Net capital outflow would be a smalier percentage of the aontrtbut!en to
total investment If branch reinvested earnings were not included. For most
years, annual Increases in net capital outflows are accompanied by Increases
in undistributed earnings, and each contributed to approximately half of
the rise in the value of direct investments, although the large petroleum
investments In 1956 and 1957 resulted in net capital outflows approxi-
matcly twice as large 8s reinvested earnings.

Undistributed earnings are a proportionally greater source of funds
in manufacturing Investment. Net capital outflow was only L8 percent of
the contribution by reinvested earnings over the 1950-1958 period. For

each year undistributed earnings In manufacturing were larger than Unilted
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States net capital outfiow to manufacturing firms. Many capital-importing
countriss experienced annual Increases In the value of investments in
manufacturing at the same time that there was a net repatriation of capital
to the United States; in these cases reinvested earnings were greater in
volume than the withdrawal of capital by United States investors. For
example, in Mexico from 1953 to 1955 undistributed earnings were $10 million
and $9 million of capital, net, fatnrnad‘to the United States. Thus, even
while the value of Investments was Increasing there was a net repatriation
of capital on capital account for Mexico during 1953. The general exper~
I&ncc,,heﬁavar. has bean for both net capital outflow and ratatnqé-aa?n!ng;
to contribute to the annual increases In the value of manufacturing Invest-
ments. Only In 1953 was there a net capital Inflow to the United States
In the manufacturing sector, and the Increase in the value of menufacturing
" Investments in 1953 is attributable enly to retained earnings.
'ﬂﬂdisfributad earnings in the manufacturing sector are a more stable
source of Investment funds than United States net capital ocutflow and are
less sensitive to United States economlc fluctuations. Over the 1953-1954
period, net capital outflow in menufacturing wes $58 million, which was
only 28 percent of the 1952 figure; the comparable figure for 1958 was
less than half that of 1957. The net capital inflow to the United States
in 1953 was greater than the total net outflow over the next three years.
In contrast, during 1953«1954 undistributed earnings in manufacturing were
equal to the voiume for the previous two years, and the comparabie figure
far 1958 wes greater than that for 1957, increasing from $381 miiiionvto
$402 miliion. Therefore, the Increase In foreign manufacturing investments

during periods of recession In the United States is attributable primarily
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to retained earnings; the proportion of the increase in the value of the
investments represented by a new outflow of dollars or goods is reduced.
Foreign subsidlarles in their investment decisions are less affected by
economic conditions which influence investment decisions of the Unlted States
parent companies than are firms contemplating either a new foreign invest-

ment or additional dollar flows to established subsidiaries.

Earnings, Income, and Undistributed Profits

By studying the earnings, income payments, and retained earnings of
United States foreign companies, we can learn what has been the rate of
return on Unlted Stataa_dif&ct forelgn investments and we may observe the
annual flows of income payments on these Investments. In this way the
arguments which stress the high rate of return on direct investments and
the inflexibility of income payments also may be evaluated.

Buring the 1950-1958 period, total annual earnings of United States
companies abroad increased by approximately two-thirds, from $1769 million
in 1950 to $2954 million in 1958.‘ (Appendix Table V). The two years of
recession in the United States and throughout the world generally, 1953
and 1958, were the only years in which earnings were lower than those for
the previous year. For both these years earnings in manufacturing increased
and the overall declines primarily resulted from decreased earnings in ex~

port industries, particularly petroleum. Not all countries had the same

‘iarnings are net of foreign taxes but before payments of the United
States corporation income tax. While they do not represent net returns to
the United States investors, they do show the return paid by the foreign
countries and the earnings of the United States from its foreign Investments.
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experience, however. While c;rntngs for such countries as Argentina, Brazil,
thile, Colombia, Cuba, Mexico, and Peru declined In 1953, Canada, Australla
and Venezuela experienced Increases. The value of earnings of direct invest-
ments in Australia, few‘axampié, increased from $33 milllon in 1952 to $51
million in 1953, an increase of approximately 55 percent, the largest annual
percentage increase for Australia during the 1950-1958 perlod.

‘Earnings for menufacturing Investments have not shown the same cycli-
cal pattern as earnings for all investments. (Appendix Table Vi). Except
for 1952,>th¢ value of earnings for all areas increased each year, although
again Individual countrlies had varied experiences. The level of manu-
facturing earnings for Brazil deciined steadily from $89 million in 1951
to $21 million in 1958, even though the book value of investments ¢limbed
from $270 million In 1950 to $701 million In 1958.

' For the !959«1958 period earnings as a percentage of the book value
of direct investments for all'areas has averaged annual 1k percent. {(Table
IV-1). This average would be considerably less If earnings on petroleum
investments were excluded; the annual average for petroleum investments
has been over 20 percent. The annual average of earnings as 5 percentage
of the book value of direct Investments in manufacturing was 13 percent.
(Table 1V-2). However, for those countries where petroleum investments
are not a significant prmﬁertlon of total foreign investments, the rate of
return on investments in manufacturing was higher for almost alliyears
than the rate of return on all investments when book values are used.
Returns on investments In agriculture, service industries, and public
utilities has been substantially lower than In manufacturing. The rate

of return both on all investments and on investments in manufacturing has



TABLE 1v-1

EARNINGS AS A PERCENTAGE OF THE BOOK VALUE OF DIRECT INVESTMENTS
FOR ALL AREAS AND SELECTED COUNTRIES, 1950-1958

All Areas i5 16 16 i3 13 15 14 i3 i1
Canada 12 10 9 9 8 9 10 8 é
Argentina 5 5 8 5 7 6 S 6 3
Brazil 15 18 i5 i 8 6 6 6 L
Mexico 1 th 12 9 9 it 12 116 9
Venezuela 23 30 28 26 25 30 30 25 16
Australia 13 14 B 16 15 13 1 4 ik
Philippine 26 22 19 15 16 17 16 i5 16
Republic ,

Source: Appendix Tables | and V.
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TABLE 1v=-2

EARNINGS AS A PERCENTAGE OF THE BOOK VALUE OF DIRECT smssmrs IN MANUFACTURING
FOR ALL AREAS AND SELECTED COUNTRIES, 1950-1958

1950 1951 1952 953 19sh 1955

1956 1957 1958

All Areas 17 16 13 13 12 i3 12 I 10
Canada 16 13 12 1 10 i2 12 10 9
Argentina 9 g 1 10 6 6 6

Brazil 17 17 13 9 6 6 5 L
Mexico 14 11 i0 10 il 12 il 10
Venezuela 21 21 15 15 i7 19 8 8
Australia 23 23 19 ] 20 15 18 19
Philippine 20 24 26 29 24 24
Republic :

Source: Appendix Tables 11 and VI

8L
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declined over the 1950-1958 period, although since 1951 the rate of return
has ranged between 11 percent and 13 percent except for 1958 when 1t dropped
to 10 percent. For most countries represented in the semple, 1953 and 1958
were years of dncl!na in the rate of return over those prevalling in pre-
vious years; this has been true not only for all investments but also for
investments in manufacturing. Australia and the Philippine Republic are
the principal exceptions. In neither country has there been any appreciable
decline efther over the entire period or for any individual year, and for
both of these countries the rate of return on manufacturing investments has
been higher on the average than for other countries. For the 1953-1958
period, the}annual average rate of return on foreign investments in Australia
was 19.0 percent, while for the Philippine Republic It was 24.5 percent.

The average annual rate of return for these investments in Canada was 11.6
percent, for Brazil 9.8 percent, and for Mexico 11.0 percent. For all the
countries listed other than Australia and the Philippine Republic the

raﬁurn on manufacturing investments declined In 1953 and 1958.

The use of book values of investments as the base for computing the
rate of return has certain limitation for purposes of comparison with rates
on alternative forms of investment, primarily Interest rates on loan capital.
As was stated earlier, the United States Department of Commerce estimated
that book values of United States investments abroad understate market
values by approximately one-haif. 1f this is true, the rate of return on
manufacturing Investments as a percéntagc of the market value of the in-
vestments would range around 7 percent. The importance of the cholce of
a proper base on which to compute the rate of return may be Illustrated by
some flgures which apply to the profits of General Motors-Holden, Ltd. in
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Australia. For 1953~1954, profits for this company were 560 percent on the
original dollar investment, 39 percent on net worth, 2k percent on the funds
employed, and 14 percent on sales; similarly, the dividend to the parent
company was 260 percent on the original dollar Investment, 18 percent on net
worth, and 11 percent on the funds empieyed.‘ All of these figures have been
cited at one time or another in Australla as evidence of the high rates of
return on United States direct investments. Thus, while book values are

the only basls we have for calculating the rate of return, we should r:ﬂunw-
ber that these overstate considerably the rate of return based on market
values of the investments.

The rate of return and fluctuations In this rate help determine the
amount of Income pald out to foreign Investors; variations in the proportion
of earnings which are distributed as dividends rather than being retained
~alse change the volume of Income payments accompanying a given volume of
earnings. If a decline In earnings Is offset by a relative decrease in re-
tained earnings and @ higher percentage of earnings is pald out as income,
income paimsnts could rise even though earnings are decreasing.. The percent-
age of direct investment earnings distributed as income is an Important factor
in determining the level of Investment Incoms peyments and must be studled
along with the level of earnings.

The value of income payments has tended to follow the volume of
earnings, but changes in the percentage of direct investment earnings paid

out as dividends, Interest, and branch profits have resulted in some excep-

‘Peurase. p. 221
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tions. In only two cases have total income payments declined from the pre-
vious year; although earnings Increased from $2244 million in 1951 to $2295
in 1952, Income payments declined by $115 miilion despite an Increase In
the percentage of earnings distributed. (Appendix Tables VI! and Vil1).
This decrease In income payments was a result of the decreased earnings in
petroleum and restrictions on Income remlttances by some countries. The
experience with variations in the value of earnings and income payments
for manufacturing Investments has been similar to that for all investments.
Since 1952 income payments have risen steadlly from $287 million to $471
million in 1958. Retained earnings of manufacturing firms have averaged
about 51 percent of earnings.

The percentage of direct investment earnings distributed as income
for all areas averaged 69 percent, compared to 49 percent for manufacturing
investments. (Tables IV-3 and IV-4). Because the percentage for all in-
vestments includes branch praflts of petraleum firms, a large proportion
of which was reinvested, Department of Commerce statistics understate re-
invested earnings for a1l Investments. It Is likely that the proportion of
branch earnings that are reinvested is higher than in the case of subsidiary
anrniugs.! For Canada, where most petroleum companies are foreign incor-
porated subsidlaries, the percentage of income paid out on all investments
and on manufacturing investments averaged 55 percent for each over the 1950-
1958 period.

The flgures on income payments and remittances of branch profits glve

'Riymaﬂd F. Mikesell, Pr¢ ing United States Private Investment Abroad,
(Washington D.C.: National Pla y Assoclatic e




TABLE 1V-3
THE PERCENTAGE OF DIRECT INVESTMENT EARNINGS DISTRIBUTED AS INCOME
‘FOR ALL AREAS AND SELECTED COUNTRIES, 1950-1958

A1l Areas 73 67 62 66 73 68 68 70 7h
Canada 67 57 53 i 50 50 Ly 57 65
Argentina 33 38 o 55 29 33 5% 32 50
Brazil 63 53 b3 66 52 b6 » B 66
Mexico 66 48 52 Bl 109 58 4o 53 61
Venezuela m N . n 90 92 93 92 91 90
sustrbils - M 31 24 % i 38 k2 43 b2
Philippine 72 ™ B 83 77 26 50 Lo b5
Republic . i

Source: Appendix Tables V and Vi1
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TABLE V-4

THE PERCENTAGE OF EARMINGS OF DIRECT INVESTMENT IN MANUFACTURING DISTRIBUTED AS INCOME
FOR ALL AREAS AND SELECTED COUNTRIES, 1950-1958

_%..25_.25_.222_25__525._2&.251_22_

All Areas 56 u8 g 46 L] b8 b5 54 5h
Canada 70 61 54 48 55 52 ] 57 61
Argentina .. % n B N 29 5 » 57
Brazil Ly by 36 54 by 33 239 by 50
Mexico &7 28 30 52 52 37 35 50 51
Venezuela 80 83 71 b3 b3 60 73 38 by
Australia 27 4 17 25 53 bo Ly 47 ko
Philippine 80 71 75 60 50 b2
Republic

Source: Appendix Tables VI and VIII

€8



8k

a falrly accurate estimate of the volume of resources which must be trans-
ferred out of the country to meet pavments to United States Investors. The
1950~1958 period has been one of steady increase in the volume of Income
payments for the sample of countries.which has been considered. Income pay-
medt;,,espacfa!ly In manufacturing, have shown little tendency to fluctuate
with the levels of general economic activity. United States Investors
apparently attempt to stebilize Income recelpts from the operations of their
foreign branches and subsidiaries. At the same time, however, the value of
direct investments has increased rather steadily, and Income payments have
not Increased as a proportion of the value of direct investments. Only in
195k and 1958 hes net capital eutflow plus undistributed subsidiary earnings
for all areas been conslderably less then Income payments. (Appendix Tables
111, Vi1, and IX). In 1954 the value of net capital outflow plus undis-
tributed earnings was $1308 million and Income payments were $1725 million;
the compareble figures for 1958 were $18Ug million and $2198 million. On
the other hand, In 1952, 1953, and 1957 Income payments were less than the
increase In the book values of 211 United States foreign investments for

all areas.

The experience In manufacturing Investments has shown that for all areas
net capital outflow plus undistributed earnings has been greater than Income
payments In every year for the 1950~1958 period except 1953, when the ine-
crease in the value of direct investments and Income payments practically
offset each other. (Appendix Tables IV, VIII, X). In many of these years
the increase in the value of direct investments was almost double that of
income payments.

Thu;, the United States contribution in resources to the host countries
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in terms of net capital outflows and undistributed earnings has been consid=
erably greater in menufacturing than the value of resources required to make
income payments. For all United States investments the experlence has veried
from year to year. For the 1950-1958 period as a whole, income payments on
all Investments totalled $15,915 milllon, while the value of United States
direct investments Increased from $11,788 milllon to $27,075 milllon, an in-
crease of $15,287 million. Because Unlted States Department of Commerce
figures seriously understate the true value of these fnvestments, they do
not measure the real lmpact of these Investments In providing resources to
the ¢upltaléxmparttng countries, and all United States Investments undauth
edly make a much greater contribution In resources than they have taken out

 of these countries.

Additional Estimates of tt

The contribution of Unlted States direct foreign investments to the
national products and natlonal Incomes of the host countrles Is much greater
than is indlcated by the book values of Unlted States Investments In these
countries. The contribution to resources is not revealed in statistics which
measure United States direct foreign Investments by net capltal outflow and
reinvested earnings. Studies of the uses of funds by Unlted States companies
abroad show more completely the effects of the operations of these companies
on the capital markets, on investments, and on expenditures In the economies
of the host countries. In addition, accompanying United States direct
foreign investments are skiiled managerial and technlical personne! which not
only piay a role in educating and training domestic employees but Introduce

new techniques which, If efficlent and profitable, Influence the operations



of local concerns. Access to patents and United States research facilities
offers otherwise unattainable opportunities for provlglng new and better
quality products and services which increase the real incomes of the popu-
lation of the host country.

The concentration of United States direct foreign Investments in pro-
ductive sectors such as mining, petroleum, manufacturing, and agriculture
brings about a close relationship between these investments and Increases
in output in the host country. Moreover, the advantages of technolqu,
patents, and skilled personnel which United States companies often possess
over their forelgn competitors means that Unlted States firms often make,
in relation to the value of these investments, a proportionately greater
contribution to national product than indigenous companies.

The uses of funds by United States firms abroad in 1957 and 1958 indi-
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cates the impact of these investments on the production of the host countries.

(Table 1¥-5). While United States net capital outflow and undistributed
subsidiary earnings were §2.1 billion for all areas in 1957, the uses of
funds by United States companies abroad for the same year were more than
twice that amount, or $6.3 billion; the corresponding figures for 1958 were
$1.8 billion and $5.2 billion, respectively. A heavy proportion of the
funds used by United States foreign enterprises were directed into expendi-
tures for property, plant, and equipment. For all areas in 1957 these
expendi tures amounted to 55 percent of the total uses of funds, and In 1958
it was 58 percent. Income paid out amounted to 26 percent and 33 percent
for 1957 and 1958, respectively; however, If petroleum investments are
excluded, income payments as a proportion of the total uses of funds were

only 23 percent and 25 percent for these two years. The greater use of



TABLE V-5

USES OF FUNDS OF UNITED STATES DIRECT FOREIGN INVESTMENTS
{millions of dollars)

:';:::r::d Other i ncome
, Paid Out

157 . 8 1957 I
All Areas Total 6290 5151 3468 2993 593 =-109 k2 185 209 34 1618 1725
Mining & Smelting 446 L5 300 348 33 -29 3 =6 -29 7 139 125
Petroleum 3886 2966 2059 1693 347 -88 276 109 4k 99 1060 1153
Manufacturing 1371 1232 805 626 148 =10 58 64 55 235 305 317
Trade 310 290 1384 132 53 26 53 N 17 3h 53 .7
Agriculture & 277 219 170 195 1 -7 12 7 23 -27 61 51

Public Utilities

tanada, Total 1506 1248 1115 914 115 87 -16 b4 2 165 290 272
Mining & Smelting 172 132 110 118 19 =5 3 =13 -28 ~15 68 46
Petroleum 705 578 564 L8O 52 =20 10 30 10 23 69 65
Manufacturing 550 463 345 272 33 64 -29 24 i 150 143
Trade 51 k2 32 19 9 2 (1) 2 5 4 5 B
Agriculture & o SO - 15 25 S -1 1 3 5 8 2

Public Utilities

Lg



TABLE 1V-5 continued

Latin American
Republics, Total

Mining & Smelting
Petroleum
Manufacturing
Trade

Agriculture &
Public Utilities

Property

Plant and Other income

Total Equi t Inventories  Receivables Assets Paid Out

1957 1958 1957 195 1957 195 1957 1958 1957 195 1957 195
2239 1395 1218 869 201 =37 19 33 12 36 559 Lo
21 234 171 193 4 =19 2 5 3 23 51 42
1478 738 822 425 138 -ho 50 =5 b9 1 Lig 357
183 179 6t 83 18 21 Lo 22 31 26 30 27
102 78 13 22 22 5 bg 5 1 20 3] 26
234 166 147 156 8 -5 12 6 19 =34 k8 43

(1) Less than $500,000

Source: Department of Commerce, Survey of Current Business, XXXiX (October 1959), Table I, p. 19.
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funds for investment expenditures illustrates these companies' contribution

to productive investment.

The Experience of United States Companies In Latin America, 1955

Although there are not comprehensive statistics on the total production
and sales of United States companies, a study of the operations of United
States companies in Latin America during 1955 was made by the United States
Department of commurce.‘ From the experiences in Latin America for that
year it is possible to gain some understanding of the impact of these companies
on the host economies, and the total sales and production of these companies
may be compared with the book value of investments and the net capital out-
flow and income payments in 1955,

The value of United States direct investments In the Latin American
republics In 1955 was $6.6 billlon, and the increase in the value of invest~
ments from the end of 1954 to the end of 1955 was less than $400 millien.
Income payments by United States companies In Latin America were $678 million.
For 1955 sales by the reporting countries In this survey, accounting for
approximately 1 percent of the total assets owned by United States companies
in Latin America, were over $4.9 billion. Approximately three-fourths of
the gross revenues of these companies were spent on local taxes, wages, and
materials costs. Expenditures of menufacturing companies on local materials
and components accounted for over 40 percent of the value of their sales
revenues. In addition, United States companies paid out $1.5 billion in

income and taxes to local governments, and this amount represented approxi-

'Thls section is based on U.S., Department of Commerce, U. $. lnvesg¥!nts
in the Latin American Econ (Washington: United States Government Print ng
Office, 1957).
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mately 15 percent of all government revenues in Latin America. The greatest
proportion of the taxes on income were paid by oil companies, and Venezuela
accounted for approximately 40 percent of all tax revenues. Manufacturing
companies in Latin America in 1955 paid approximately $148 million in taxes
on income and indirect taxes,

The United States companies which were covered in this survey employed
approximately 625,000 persons in Latin America in 1955; less than 9,000,
most of whom were in the petroleum industry, were from the United States.
Salaries, wages, and other payments to employees were $1 billion.

The experience in Ofnzil during 1955 is illustrative of the relative im-
portance of net capital inflow, reinvested earnings, and income payments in
the total expenditures and operations of the United States firms operating
there. The book value of United States direct foreign investments in Srazil
increased $66 mililon In 1955. Net capital inflow accounted for $30 million,
the remainder of the increase resulting from ploughed-back profits. Total
income remittances were $33 million. On the other hand, United States-owned
manufacturing companies which accounted for approximately three-fourths of
United States manufacturing companies in Brazil had sales of $355 million
in 1955, and they spent about 8! percent of their total sales proceeds in
Brazil. Approximately half of the value of goods sold by United States manuy-
facturing companies in Brazil was represented by expenditures for local
materials, supplies, and utilities.

This section has not been a detailed assessment of the impact of United
States companies abroad on the local economy. Its principal purpose has
been to illustrate how increases in the book values of direct investments

and Income payments on these investments do not give an accurate picture
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and greatly underestimate the effects of these companies' operations on the

economy of the host country.

Summnrz

The inadequacy of the statistics for measuring the costs and benefits
of foreign investments in terms of the contribution to net domestic product
Alﬂd the costs in terms of resources which must be transferred out of the
host country to service these investments 1s evident. The total output of
United States firms abroad, and the import content of that output, is not
known. There is no way of attributing values to the indirect benefits of
these investments, nor of estimating the Qppartunity costs of local resources
which are utilized. The costs and benefits of individual Invesiments cannot
be calculated, for statistics relate only to aggregate annual capital {lows.
The statistics are probabiy most accurate in estimeting the value of income
payments to United States investors. Since these constitute the principal
costs to the host country, it is the benefits from United States investments
which are most likely to be underestimated.

The benefits from United States direct foreign invesiments are extensive.
United States companies abroad supply resources and skilis which are in
short supply in less-developed countries. By thelr concentration in ménu=
facturing and the extractive industries they promote industrialization, a
pelicy goal of most of these countries. Through their contribution of
specialized products and skills they can be especially helpful in relieving
bottlenecks in the economy or certain sectors of the economy. By producing
more varied and better quality products United States companies abroad

increase the real income of residents of the host countries.



While the experience has varied for particular countries, the growth of
United States direct investments in the countries which have been considered
has been relatively steady. Net capital outflow is more responsive to
business conditions in the United States, and reinvested earnings are a more
steady source of investment funds. United States foreign manufacturing
companies rely heavily on reinvested earnings for expansion, and their growth
is generally more even than foreign investments in export-oriented indus-
tries such as petroleum and mining.

United States companies attempt to stabilize income payments from their
branches and subsidiaries abroad. A lower rate of earnings may be counters-
acted by a higher proportion of income paid out in order to maintain income
remittances at the same level. Total income payments from United States
companies abroad have increased steadily, but Income payments have not in-
creased as a proportion of the book value of direct foreign investments
over the 1950~1958 period. Over these nire years, total net caplital outflow
plus undistributed subsidiary earnings have been approximately equal to total

income payments.

The Balance of Payments

In order to relate the experience of United States companies abroad to
the problems of transferring Income payments it is helpful to consider some
of their more direct effects on the balance of payments of their host
countries. United States companies operating abroad exert appreciable in-
fluence on foreign exchange receipts and payments of their host countries.
By their sales of goods to other countries, and by producing goods for

domestic consumption which ordinarily would be imported, they achieve a net
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gain in foreign exchange. By imports of capital goods, raw materials, and
other component parts which are made necessary by these Investments, and,
more indirectly, by stimulating imports via the demonstration effect and
the contribution to increases in income, foreign exchange payments are in-
curred. Statistics are not available for measuring the magnitude of these
effects, but the relative impact on foreign exchange paym@nts and receipts
may be estimated. Investment in different sectors of the economy have
varying effects on the merchandise account in the balance of payments, and
an examination of these may point out the problems confronting particular

countries.

Exports

The value of exports from the sales of United States foreign companies
is not always an accurate measurement of the worth in foreign exchange of
these exports. Imports of raw materials or any other semi-processed goods
may contribute foreign exchange costs to the goods being exported, and to
the extent that exports have such a cost the value of sales to foreign coun-
tries overstates net foreign exchange earnings. Because data are not avail-
able to assess accurately the cost in forelgn exchange attributable to im-
ports which enter into the exported merchandise, in this study the value of
exports is assumed to be a measure of the foreign exchange earnings of a
country. In the discussion of the effects of the operations of United States
subsidiaries on imports, when avaiiable the data showing the values of these
impérts necessary for the production or manufacture of exports will be
presented.

The contribution of United States-owned companies to the exports of
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capital-importing countries has been extensive. It is estimated that during
the 1946-1950 period almost 25 percent of the goods imported by the United
States was supplied by United States companies ubraad.l These imports
accounted for approximately $8.9 billion of the §35.5 billion In imports
during these years. In 1953 one-sixth of all raw materials imported into
the United States was from United States foreign subsidiaries, and in 1955
$2.6 billion, or 23 percent of the $11.5 billion noanllftary merchandise
imports by the United States, resulted from the sales of United States
foreign cumpanles.z Similarly, $1.2 billion of the $6.4 billion increase

in United States imports from 1946 to 1955 was fram the operations of United
States companies abroad.? Such Imports were a higher percentage of total
imports from the Latin American republics and Caneds; they accounted for
approximately ama}th!re of the total imports from these countries.

These imports are largely primary products. Almost 90 percent of the
imports from United States-owned companies abroad are crude oil, newsprint,
sugar, copper, refined oil products, paper base stocks, nickel, iron ore,
bananas, and aluminum. Crude ol] and refined ol products accounted for 30
percent of this total. Individual countries accounted for substantial pro-
portions of the imports in particular camﬁedity groups. Canada accounted
for 100 percent of the imports of paper base stocks snd newsprint, 84 per-

cent of nickel imports, 64 percent of aluminum Imports, and 24 percent of

10.5., Department of Commerce,

Foreign Investments of the United States
(Washington: United States Government Printing Office,

9%3), p. 2.

G)IBepartmnnt of Commerce, Survey of Current Business, XXXVi, (August
1956), p. 22. :

3ibid.

s
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iron ore imports. iIn all, Canada accounted far'ssho million or 36 percent of
United States foreign companies exports to the United States. |If crude oil
and refined oil products are excluded, the sources of which are concentrated
in Venezuela and the oll producing countries of the Middle East, over 50
percent of the imports originating from United States forelgn subsidiarles
was from Canada. This percentage reflects the concentration of ﬂniteé States
capital flows to Canada in the primary sectors of the sconomy.

The United States is a relatively important market in the foreign sales
of United States companies abroad. The foreign sales In 1955 of approxi=-
mately 300 United States companies in Latin America, these companies repre-
senting appraklmatcly 91 percent of the assets of United States-owned firms
in the area, amounted to over $2 billion. (Tables 1V-6 and 1V-7). 'While
confined to one major area of the world, the results are typical of the
general economic benefits which accrue to the economies of foreign countries
from such investments in productive anterpr!ses.“‘ Sales to the United States
predominate in every sector except menufacturing, but sales te foreign mar-
kets other than the United States account for almost 40 percent of total
forelgn sales. Petroleum and mining sales predominate in other markets, too,
accounting for $655 milllon of the $831 million sales volume. These coun~
tries which sell a large proportion of exports in a particular Industry
sector to the United States also dominate In sales to other fora!gn markets.
United States manufacturing firms operating abroad exported 61 percent of
foreign sales to markets other than the United States. Of the $89 million ‘

in manufacturing exports, 81 percent represented sales by meat packing plants,

Ipepartment of Commerce, U.S. Investments in the Latin American Economy
Po 3- i



TABLE 1V-6

EXPORTS OF UNITED STATES COMPANIES IMN LATIN AMERICA, 1955
{miilions of dollars)

Total Agriculture _ Smelting Petroleum Manufacturing  Utilities
Exports to the 1261 220 . 396 608 35 2
United States
Other Exports 831 122 252 Lo3 54 -
Total 2092 342 648 1011 89 2

Source: Department of Commerce, U. S. Investments in the Latin American Economy, Table 1V, p. 113




TABLE V-7

FOREIGN SALES OF UNITED STATES COMPANIES OPERATING IN LATIN AMERICA, 1955
{millions of dollars)

plsige tmilieAwiiws i
Argentina - (1) - - - - 23 b3
Brazil - - - - - - 2 2
Chile - - 149 191 - - (1 1
Colombia 23 8 - - = . o 2
Cuba {1 - - - 102 55 1 4
Mexico - - 133 33 3 - 2 2
Peru - 20 56 22 - - . S
Venezuela 583 374 - - - - - (1)

Central America, Dominican

Republic and Halti - (1) 0 o - 0 0 ] (1)
Others o e | 29 " i .8 e
Total 608 Lo3 396 251 220 122 35 54

(1) Less than $500,000.

Source: Department of Commerce, Y. S. Investments in the Latin American E , Table 21, p. 127; Table 40,
p. 141; Table 61, p. 153; le 67, p. 157; Table 75, p. 162; Table 82, p. 166; Table 88,
p. 170; Table 96 p. 175; Table 103, p. 180; Table na p. 185, Table 117, p. 190.

)
~



almost ant!r;!y from Argcntlna.‘ Less than 6 percent of all manufacturing
sales by United States companies in Latin America were export sales.

That a very large proportion of manufacturing sales are In the domestic
market reflects In part the circumstances under which the foreign Investments
are made and the stage of development of the economies of Latin America.
Most United States manufacturing firms in Latin America operate behind
tariff walls and foreign exchange and quota systems which insulate these
firms from effective foreign competition. Meny investments were made because
these restrictions made it impossible to export manufactured goeds to these
countries. The lack of large domestic markets, the lower efficlency of
factors in these countries, and other impediments to efficient operations
which appear in a less-developed country raise costs, and theso}tognthar
with trade restrictions Imposed by other countries 11mit the export potential
of the hinufacturlng firms. The experience of Great Britain indicates that
under different clrcumstances United States foreign menufacturing Invest-
ments can be excellent foreign exchange earners. In 195k United States
manufacturing firms in Great Britain "exported &275 million worth of com-
modities, an amount equal to nearly 12 percent of the total Unilted Kingdem
manufacturing exports for that year.... If one considers the newer industrial
products only then U.S.-financed firms were responsible for about one-third
of all U.K. exports, or--if we are to include motor-cars within this cate-

gory--two-f!fghs."z More recently, in 1959 United States subsidiaries and

ly.5., Congress, Senate, Committes on Foreign Relations, United States-
%at!n American Relations: United States Business and Labor in Latin America,
th Congress, 2d Session, 1960, p. 28.

29unning, American Investment In British Manufacturing Industry, p. 2983.
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Anglo-American firms were...."supplying between 10 and 12 percent of all
United Kingdom manufacturing exports.“]

In summary, United States direct‘forcign investments have been Important
foreign exchange earners. However, because 40 percent of these Investments
has been in petroleum, and investments in other primary sectors have been
extensive, overall statistics of the foreign exchange earning capacity of
United States campnnfcs abroad do not adequateiy present the ha]anao‘ef
payments problems facing countries in which United States investments are
producing primarily for the domestic economy. Those countries which are not
endowed with oll resources or raw materials in demand on world markets and
which are in an early stage of economic development can rely less on forelgn
investments to be exporters, especially thbsa investments in the manufac-

turing sector.

Imports

Imports and income payments by United States companles abroad are the
two principal ways by which these companies are directly responsible for
forelgn exchange payments by their host country. Statistics are not avall-
able to measure the value of Imports by all United States companies abroad,
but the United States Department of Commerce has published figures for
United States companies in Latin America for 1955 which it feels are indi-

cative of the experience of United States companies in most arqas.z }Fer

"the (London) Times, Aprii 22, 1959, p. 19.

Zpepartment of Commerce u. § !nvestmonts in _the Latin American Economy
and Survey of Current agglna;s, January 1957) . '
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Latin American republics in 1955, imports by United States companies exceeded
income ‘payments. (Table IV-8). Based on & sample of United States companies
which accounted for 91 percent of the total assets employed by United States
firms in Latin America and for four-fifths of the total United States direct
investment earnings In Latin America for 1955, total imports for these United
States companies were $667 million, compared to $610 million in income pay~
ments. Imports from the United States were 77 percent of total imports by
these companies. All industries did not share the higher propertion of ln;-
ports compared with income remittances in forelgn exchange payments. For the
mining and smelting and petroleum industries, income playments( in each were
greater than the value of Imports. In petroleum, there were Income payments
of $424 million, while imports from all areas totalled $258 million. In
marked contrast was the experience of United States manufacturing Wnlcs;
imports were $282 milllon, compared with Income remittances of only $53 million.
As an example, United States manufacturing m!es operating in Mexico had
Imports of $106 million, while income remittances were only $13 million.
Thus, United States companies abroad not only contribute a smaller share

to exports compared with United States companies in other industries, as was
shown in an earlier section, but they alse account for a larger proportion
of imports by United States foreign enterprises.

Raw materlals, component parts, and other materials are the principal
imports by United States companies in Latin America. Capital equipment
accounted for approximately 21 percent of total Imports, and in menufacturing,
of $282 miillon expended on imports in 1955, these United States companies
in Latin America Imported only $18 miliion, or approximately 6 percent, in
capital equipment. A greater proportion of the imports of United States



TABLE 1v-8

FOREIGN EXCHANGE PAYMENTS BY UNITED STATES COMPANIES IN LATIN AMERICA, 1955

{millions of dollars)

w,ﬁfaiagm‘,"."mwﬂ NSNS C—

Petroleum Manufacturing

Jotal Agricul ture Smelting
Income Remittances 610 Lo 93
imports from U.S. 515 38 76
imports from other Countries 152 12 i

Lok 53
164 237
9k us

Source: Department of Commerce, Survey of Current Business, XXXVil

(January 1957), Table 2, p. 7.

Lot
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companies in mining and petroleum consists of capital equipment. Thus,

United States manufacturing enterprises in Latin America are dependent to

a greater extent than other industries on imported raw materials and component
parts in their operations. Imports by United States companies in Latin
America accounted for approximately 9 percent of the imports by all Latin

American countries during 1955.

Import Substitution

The effects of the sales in local markets by United States companies
abroad on the balance of payments of the host countries is difficult to
evaluyate. 1t is doubtful that all local sales by United States companies
abroad should be cdnslderad as substitutes for products which would have been
imported in the absence of foreign investments. The relationships between
these sales in the local markets and such factors as trade restrictions,
advertising, the demonstration effect, differences In costs of production,
and Iincreases in income in the host country which are attributable to
foreign firms vary among countries and can be evaluated only in imprecise
terms. .

Ignoring at this point the dynamics of growth and the significance of
import substitution for a developing country, there are several reasons for
believing that local sales are considerably greater than If the same products
had to be imported. This is especially true for most of the less-developed
countries. United States forelgn branches and subsidiaries, by their
proximity to markets in the countries where they are located, are more likely
and better able to adjust to changing conditions in local markets and to

adapt their products to local tastes and other special requirements of these
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mnrkots.l Companies located in the United States are less acquainted in most
cases with peculiarities of individual markets than are their foreign branches
and subsidiaries, and when a product is exported to many countries and areas
modifications éf the product to conform to specific requirements may be either
too costly or not feasible for other reasons. Similarly, with sales highly
dependent upon adequate servicing facilities and the needs for specialized
marketing outlets, in many countries United States firms must establish such
facilities themselves because of the Iack; in these countries, of lndopenéentQ
ly trained maintenance, sales and other personne! who are thoroughly acquainte
ed with the United States product. In addition, United States firms In
foreign countrles are more likely to use and be successful with informative
advertising and other selling techniques than would enterprises with all thgir
operations centered in the United States.

If the pflee elasticity of the demand for products which are produced
either in the local economy or imported from the United States is greater
than unity, the value of sales by United States firms abroad in the same
country where they are located will be greater than the value of import sales
of the same products if these goods can be produced and sold at a lower price
by the foreign branches and subsidiaries. There are three primary reasons
for belleving that lower prices will result from local production than from
importing the seme products. These are (1) transport costs, (2) tariffs,
and (3) lower costs of production.

The effect of Lransportaticn costs is to raise the price of the product

‘For a discussion of this and some of the following peints see Dunning,
American investment in British Manufacturing Industry, pp. 232 ff.
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from what 1t would be in their absence, and in international trade transpor~
tation costs can be an important proportion of total costs for many types of
products. Of particular importance for meny of the less-developed countries
is the lack of an adequate domestic tramsportation system, and some markets
may be feasible only If production takes place very close to the market.

Tariffs imposed for revenue and protective purposes increase the price
of imported goods for domestic consumers, and if the products which are
imported can be produced as cheaply In the local economy as abroad, firms
located behind the tariffs are in a favorable competitive position. By
raising prices of imported goods, tariffs decrease the value of Imports and
local sales are correspondingly greater.

Another reason why prices of goods produced locally may be less than
those of simiiar imported products Is that production costs may be lower
in the local economy. Production close to the source of raw materials,
lower labor costs, or other characteristics of the foreign economy which
contributes to lower costs of production may make It possible to sell at
lower prices in the host country compared with producing In the United States.
With the abllity of United States companies to bring with them to foreign
countries the caplital equipment, advanced technology, access to Unlted
States research facilities, and organizational skill which asre such !mpof~
tant factors in the efflciency of Unlted States production, the lower costs
of foreign labor gnd some raw materials enable United States firms to pro-
duce more cheaply abroad in many Instances.

The influence of price on sales revenue depends on the elasticity of
demand for the products under consideration. For the economy as & whole,

especially for less-developed countries, the price elasticity of the demand
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for imports of fuels, raw mntqria!s, and capital goods, when these are essen-
tial to the production of many industries, is quite low, often less than one.
Imports of products which may be put into a consumers goods classification
are more iikeiy to have a price elasticity of greater than one. Thus, in
assessing whether local sales are an accurate measurement of Import substi-
tution when tariffs are used to bring about a price differential, !aea! sales
by foreign branches lnd‘subsidlarles of ga@ds_witﬁ a low price elasticity
are more 1ikely to be substituting for imports than are those with a high
price elasticity.

Direct controls over imports are more likely than tariffs to be used
by most of the countries under consideration to limit imports and to promote
domestic production. At one extreme, import controls could be regulated
in a way that certain products either are produced locally or they are not
consumed at all in the local economy. More likely restrictions will severely
limit thq consumption of certain imports. Luxury and other consumer goods
which are not of high priority in the plans of countries making an active
effort to promote and to channel economic development may receive this treat-
ment. In this case the only motivation for establishing a foreign subsidiary
may have been to obtain access to a market otherwise lnncceasab!§ because of
import controls. In effect, the hos; country may be providing & monopoly
for foreign firms if Imports are excluded and for reasons of technology,
patents, or other factors domestic firms are unable to compete successfully
against forelgn investors. Local sales in the host country by foreign firms
located there are, in this case, not Import substitutes but ;nlas for which
there is no alternative supply. As was shown in Chapter One, many Unilted

States firms invest abroad in order to circumvent foreign import restrictions,
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and their import substitution effect is very slight In these c¢lrcumstances.

The analysis of the import substitution effect of local sales has been
applicable thus far only on a partial equilibrium basis. The discussion has
neglected the alternative means of Increasing Income and output and how these
would affect Imports and import substitutes. It Is true, of course, that
if output and income are not Increasing Imports likely would be lower. With
a given leve! of Income and output it is also true that local sales are
likely to be greater than sales if the goods had to be imported. However, the
Impact of United States foreign companies on the balance of payments of the
host country may be evaluated In a more meaningful manner If 1t Is related
to the growth in Income and output and to alternative means of achieving
growth.

Assume first that output and incomes are rising In a developing country
without utilization of any capital imports. 1t has been shown earlier that
as less-developed countries expand their Incomes and output and divers!fy
their production, their imports Increase. The growth of Incomes with the
resulting increase in demand for a greater varlety of consumer goods and the
needs for raw materials, capital equipment, and fuels increases imports for
these countries. The Increases In imports are & result of economlic growth.
If income and output increase, Imports will likely increase whether or not
foreign investments have played a part In Increasing output and incomes .

Within this framework It 1s pertinent to consider how the money spent
on local sales by foreign firms when they are located in the host countries
Is spent In the absence of these sales. |f goods of similar kind and quality
are not avallable from domestic producers, these expenditures will lead

directly to greater Imports. Many of the goods produced by United States



firms abroad cannot be as efficiently produced or produced at all by local
concerns, because there would be little likelihood that United States firms
would Invest abroad if their products were capable of being produced by local
firms in these countries. Even If the expenditures were diverted partly
into goods which are produced by local concerns the relative impact on the
balance of payments will depend on the Import content of the goods produced
by these firms.

For these reasons, in a period of rising incomes and output, local sales
by United States foreign enterprises represent substantial foreign exchange
savings for the less-developed countries. Forelgn exchange which would have
been used to purchase goods ordinarily imported is now available for other
purposes. In addition, by producing goods and services for which there is
@ demand In the host countries, foreign concerns increase the real Incomes
of the local population. This is probably the most significent contribution

to the host country by local sales of United States companies.



CHAPTER FIVE
EVALUATION AND CONCLUSIONS

Introduction

It is the purpose of this chapter to examine and to evaluate the attitudes
and legislation which are concerned with the préblem& of servicing Qtrect
foreign investments. The analyses of Chapters Two‘and Three in& the data which
have been presented have enabled us to establish criteria for evaluating the
costs and benefits of direct foreign ln&estmonts as they relate to the efforts
of capital-importing countries to lncfog&e per capita output and consumption.

The statistics which were presented in Chapter Four Indicated that on an
annual flow basis direct foreign investments make & net contribution Iin re-
sources to the host countries. Through the inflow of capital, reinvested
earnings, sales, and expenditures in the host countries' economies, substan~-
tial annual contributions are made to the domestic output of these countries.
Income payments reflect and are less than the contribution of direct foreign
investments to the net domestic products of the capital-importing countries.

in addition, while the indirect benefits from direct foreign Investments
are not capable of being measured, they represent a strong stimulus to
economic growth. The training of workers and supervisory personnel, the
introduction of new organizational techniques, and the stimulation of local
investment are but a few of these benefits. The less-developed countries
profit greatly from access to the research facilities of United States cor-

porations. Informative advertising and the introduction of new products
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influences attitudes toward work and saving. Many feel these indirect benefits
of direct foreign investments are more important for the host country than
investment in the form of equipment, rew materials, and money capital.
Undoubtedly d!regt foreign Investments Impose costs on the host country
by adding to the foreign exchange payments of these countries and by making
necessary adjustments in thelr economies and balance of payments in order to
pay for rising income remittances. However, income remittances have been a
small proportion of the increase in total forelgn exchange payments which
accompany any efforts to accelerate economic growth. Also, the increase in
income remittances must be compared with the Increase in foreign exchange

payments from alternative means of vtilizing capital from abroad.

Evaluastion of Attitudes toward Direct Investments

The Rate of Return on Direct Foreign Investments

The rate of return on direct foreign Investmonts as a percentage of the
book value of these Investments often has been compared with the lower rate
of return on loan capital. The rate of return computed on book values of
petroleum investments and manufacturing investments have been at least two
or three times that of loan capital during the 1950-1958 period; loan
capital has been avallable at rates ranging from 4 to 7 percent from inter-
national lending institutions and governments.

There are two primary reasons for doubting the relevance of these
comparisons. First, the use of book value as a base on which to compute
the rate of return of direct foreign investments is not appropriate. Book

values underestimate market values of direct investments, probably by almost

one-half in many cases, and book values are not an adequate measurement of



the gontrtbutlon to output by a forelgn concern. Second, the comparison in
this menner of the rate of return on a direct foreign Investment and @
foreign loan assumes that the benefits from each are approximately the same.
The rate of return on equity capital represents the profitability and pro-
ductivity of the concern, and It also Includes a risk element. Direct Iné
vestments provide substantial indirect benefits to the host country which
do not accompany loan capital. The research facilitles, skilled personnel,
and the organizational experience of a golng concern which have beeé'¢is-
eribed in earlier chapters represent substantlal benefits to the capital-
importing country. Only by ; careful examination of the benefits from each
individual investment is it possible to give meaning to relative rates of

return between loan and equity capital.

100 Percent Ownership

It was argued by some that 100 percent ownership of their foreign sub-
sidiaries by United States Investors increased the volume of dividend pay-
ments to foreign investors relative to what they would be if ownership
were shared with local investors and thst the result was a greater pressurc
on the balance of payments from income remittances. This is true. However,
it neglects the relative foreign contribution to investment and production
when 100 percent ownership is exercised compared to when equity Is shared
with the host country. A United States corporation makes a greater capital
contribution to the host country when it has 100 percent control than if it
has less than complete ownership. If it shares equity with local investors,
the net forelgn contribution to investment In the host country has been

decreased. In addition, 100 percent ownership may increase the rate of

e
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refinvested profits, because often when there is local equity participation
there are greater pressures to pay out a larger proportion of earnings. The
higher volume of Income payments which accompany 100 percent ownership by
United States investors anly_raf!agts the larger capital contribution of
these investors.

_1f the benefits from direct foreign Investments will not be appreciably
decreased by permitting local equity participation and the decline in the
discounted value of income remiittances will be greater than the decline in
the discounted value of the benefits, the host country can increase‘!ts net
gain by qncquraging local equity partfctpacian in the foreign Investment.
For example, if the principai benefits for the host country from a foreign
investment result from access to a foreign corporation's research facilities
#r patents, and if the foreign Investor will make these facilities or patents
available when it has only & minority interest in its foreign Investment,
then it may be to the advantage of the capital-importing country to have
local investors share equity with the foreign investor. The opportunity
costs of local caplital would have to be quite low for this to be an advan-
tageous pollcy, however.

The use of licensing &greements and management services reflects con-
siderations such as these. Those countries where local capltal has become
less scarce may find 1t to their advantage to.ltmit thelr obligations to
forelgners by being selective in the types of resources and services they
obtain from foreign Investors. For the lower Income countries, however,
the sharing of equity and the greater use of licensing agreements may have &
substantial opportunity cost In terms of the smaller capital contribution

of forelgn Investors.
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The Direction of Investment

It has been stated by some that if the production of direct foreign in-
vestments is oriented toward the local market, the real transfer of income
remittances to foreign investors will énqu!ra adjustments in the balance of
payments and the economy of the host country which will be disruptive to
efforts being made to accelerate economic growth. For this reason it is
~ argued that fo?tlgn investments should be required by the host country to
produce exports or import subitttutes in ardar'fhat they provide the foreign
exchange needed to make dividend ra@ltttnées.

 The dlsénssian in Chapter Three of the procass by whlch‘u capital=im=
‘porting country adjusts to & rise in Income payments relative to net capital
Imports demonstrated the close relationship between increasod.autput and the
ability of a country to adjust to its rising foreign obligations and at the
same time to Increase Its per capita real Income. It also illustrated the
need of the economy as a whole to increase foreign exchange recelpts relatlve
to foreign exchange payments. There is no reason why It should be expected
that because foreign investments give rise to Income payments to foreign
investors that these investments should therefore be foreign exchange earners.
Such an argument implies that it Is more behefieial from the host country’s
viewpoint to encourage @ foreign investment which is less efficient and which
makes less of & contribution to domestic production &s long as it earns
foreign exchange rather than another foreign investment which 1s more effi-
cient but which produces for the local market and does not improve directly
the balance of paymants position of the host country.

Such a criterion overiooks the relationship between output and the re-

lative burden of adjusting to a changing balance of payments position. It
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also neglects the effects foreign investments may have on other sactérs of
the economy. For example, a direct foreign investment in a public utility
which increases the supply of electricity may enable other firms to increase
production, reduce costs, or improve their efficiency and thus assist them
in bczamlng foreign exchange earners. A foreign company which produces
capital equipment may stimulate domestic investment and output to such an
extent that the adjustment to increased income payments may be easier than
sustaining the same level of income payments if output did not increase as
much . :

It has been shown that income payments are only a small proportion. of
the forelgn exchange payments accompanying increased investment and output
in a developing country. A growth in domestic Investment and output usually
can be sustained only by increased imports and developing countries must
direct resources into industries which earn foreign exchange to meet the
rising level of Imports. Otherwise, the new levels of investment and out-
put may not be sustained. There is no reason, however, for there to be a
criterion that any one type of investment, either domestic or foreign, be
required to earn foreign exchange. The adjustment to rising foreign ex-
change payments must be made by the economy as a whole, and it is most easily
accompl 1shed when resources have been allocated efficiently and output has

risen to the greatest extent possible.

Retained Earnings

Some have argued that the problems of servicing United States direct
f&feign investment ere magnified because of the reliance of United States

companies abroad on retained earnings as a source of funds for expansion.
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These arguments are based on & differentiation between new capital Inflow
from abroad, which is viewed as a contribution In foreign exchange to the
host country, and retained earnings, which is seen as contributing no foreign
exchange to the host country. Is this differentiation valid?

New capital inflow from the United States in the form of direct invesf-
ments generally consists, first, of capital equipment, personnel, raw
materials, and other equipment from the parent company to the subsidiary
or branch. Second, it also may take the form of investment expenditures
in the host country. In the first case resources from abroad are made avall-
able to the host country without requiring a foreign exchange payment. The
effect of Investment expenditures In the host country on Its foreign ex-
change position varles greatly. Expend!itures may be financed by local
borrowing, or perhaps they may be financed by a merger with a local concern
which provides the funds for Investment expenditures In exchange for patent
rights or access to research facilities of the parent company. Only when
the United States parent corporation converts dollars or other forelgn
exchange into local currency in order to make expendi tures has the Inflow
of new caplital incressed the foreign exchange holdings of the host country.

Reinvested earnings also provide resources which are owned by foreigners
to the host country without requiring payments in foreign exchange. In
addition, because the alternative to retained earnings is to distribute pro-
fits to Investors, retained earnings represent a saving in foreign exchange
payments to the host country. There seems to be no basic differentiation
between capital inflow and retained earnings on the balance of payments of
the host country.

However, the argument which emphasizes retalned earnings as contrl-
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buting to the problems of servicing direct foreign Investments is concerned
with the build-up by expenditures in local currency of an equity on which
future Income remlttances in foreign exchange will be required. An approach
such as this neglects the role of relnvested earnings as a source of re~
sources, investment, and productive capacity to the host country.

1t is true, of course, that If all income Is paid out immediately,
future income payments will decline relative to what they will be if profits
are reinvested for a time. A viewpaint which stresses that the volume of
income payments is a cost to be minimized neglects the relationships between
income payments and the benefits of forelgn Investments which were explained
in Chapter Two. Income payments are minimized when no foreign capital is
admitted at all. A reduction In the discounted value of future income pay-
ments also reduces the discounted value of future additions to net domestic
product. A country which 1s attempting to Increase Its rate of growth of
output has its primary Interest in obtaining the greatest possible Increase
in net beneflts from foreign investments, not in minimizing Income payments.

Lower Income countries which are attempting to accelerate economic
growth profit considerably from the retention of earnings by United States
firms abroad. By postponing the payment of Income for a period of time,
a greater opportunity Is allowed for output to have increased sufficlently
that the domestic rate of savings 1s Increased. Countries with a low rate
of savings and experiencing pressures on the balance of payments are able
to make a higher volume of Income remittances in the future with fewer
adverse repercussions on sustaining an increased rate of growth If output,
domestic investment, and domestic savings heve increased correspondingly.

The postponement of investment service of direct foreign investments Is
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one of the principal advantages of this form of investment over the ser-

vicing of loan capital.

The Vulnerability of the Economy

The attitudes which stress the highar}égg#ee of instability which the
host country experiences when capital imports, income payments, and the
investments and salos of foreign companies attain s!gn!f!cant_pfoporttons
in total output and balance of payments transactions generally advocate
thit the volume of foreign investments be limited. In the 1iterature on
Canada and Australia there are many admonitions from officials of these
countries that they should rely less on forelgn investment In any form and
make greater efforts to promote domestic savings and Investment in order
to reduce tha‘level of borrowing from abroad.

Each cepital-importing country may make its cholce on the extent to
which It is willing to welcome foreign capital. Any country !s free to
make & decision to reduce its rate of growth and output !n order to reduce
the volume of foreign investment. It Is understandable also, for example,
that a country does not desire to have Its defense establishment dependent
on forelign business interests. However, often arguments over the degree
of influence on the economy by forelgn Investors neglect the effects on
domestic investment and output If foreign investments were reduced. In
addition, there has been little evidence presented that foreign dominance
in a particular sector of the economy has resulted in decisions which were
detrimental to national interests of the host country. The Manufacturing
Industries Advisory Council of Australla recently reported that there had

been no evidence that any decislions taken by overseas parent companies
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of Australia subsidiaries have been inimical to the national lnterest.'

It is true that the more a country depends on foreign capital the more
it will depend on exports. The increase in output which accompanies capital
imports and the need to make Income payments in foreign exchange will result
in greater exports for the host country. The capital-importing country
must weigh the stimulus to growth against any disadvantages which, in its
opinion, accompany a greater dependence on exports. The host country also
should consider that the acceleration of economic growth by any means Is
likely to increase exports, because generally Iimports increase as per capita
output increases, and these imports must be paid for in the long run by

exports of goods and services.

Evaluation of Legislation

From our analysis in earlier chapters and the evaluation of the principal
attitudes toward direct foreign investments it is possible to evaluate the
legislation of capital-importing countries towards foreign investments.

We continue to assume that they are countries making an active effort to
achieve higher levels of living, and that the legislation should recognize
the obligations incurred when capital is borrowed from abroad. It is pre~
ferable that the terms on which foreign investments are offered and received
be understood both by the investors and by capital-importing countries.
Policies written into law, well-defined, and closely adhered to are prefer-

able to arbitrary decisions and uncertainty.

'international Monetary Fund, International Financial News Survey,
X1 (August 5, 1960), p. 451. .
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Controls over the Volume of Remittances

There is 1ittle justification for controls over the volume of remittances
when these represent part or all of the return from current operations. The
principal effect of controls on income payments is to discourage new foreign
investments. Reétrictions on remittances are cited by United States com=
panies as one of the prtnc!ﬁal reasons for a reluctance to invest abroad.

The experience with Hﬁlted States companies abroad has shown that their pre-
ferred pattern In d;sposing of income is to establish, after the ftkut few
years when the greater proportion of earnings are‘rnlnvoated, a ¢ampirttlvnly
fixed pattern of income remittances. Any efférts to thwart these payments
can rusuft in a greater éffart to repatriate earnings at as high a rate as
possible when restrictions are removed. It seems preferable for capital-
importing countries to allow any balance of payments adjustments which accom-

pany income payments to occur more gradually with the growth in these payments.

Controls over Capital Repatriation

The relatively steady growth in the value of investments for aimost
all the countries represented in this study's sample indicates that net
capital repatriation has not been a serious problem to these countries over
the 19501958 period. Many of the same reasons for opposing the control of
income remittances also apply to the control of the repatriation of capital.
However, there is some merit to capital-importing countries in reserving
the right to control the repatriation of capital in arder to prevent in-
vestments which are speculative and more interested in ''quick profits”
rather than in the establishment of firms which are expected to remain In

the host country for as long as operations are profitable. In addition,
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some controls over capital repatriation In times of severe pressure on the
balance of payments mey be justifiable if they are not abused by "planning’

balance of payments crises.

The Screening of the Direction of Foreign Investments

Every country has the right to determine the general direction of
~growth, to establish prierities in investments, and to influence the dis-
tribution of increased output. It should formulate these goals with con-
sideration for thelr effects on its ability to increase the rate of soclally
desirable output per capita. If & country has madu a decision to postpone
investments in luxury items for eQu!gy‘purpnses. for example, this is its
prerogative. However, some criteria used for screening foreign investments
go further than assuring that they contribute to socially desirable output.
Many regulations governing the direction of foreign Investments impose
criteria which are not applied to domestic investments.

The most common regulation of this kind Is that requiring that foreign
firms make a direct contribution to foreign exchange receipts or save
foreign exchange payments by producing goods which may be exported. or lm=
port substitutes. As was mentioned earller, such regulations imply that
a less efficlent Investment which Increases foreign exchange receipts is
more beneficial than one which is more efficient and produces for the local
market. 1t also neglects the indirect effects of foreign investments on
the ability of other firms to export.

A country cannot neglect its balance of payments position or its
prospects for sustaining increases in cutput may be lassanad. If a foreign
investment is efficient and contributes to an lncrease in the rate of

output and it also has prospects of being an exporter, it is likely to
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be highly advantageous for the host country. On the other hand, if a foreign
firm can produce goods efficiently which are in short supply in the domestic
economy, there should not be grounds for rejecting it simply because It is
not @ net foreign exchange earner. The relevant criterion is: Can the
economy as a whole adjust to rising imports and foreign obligations without
Jeopardizing absolute Increases in the rate of per capita output or con-
sumption? A country should borrow from abread only within its capacity to
pay for any obligations which are incurred. The ability to adjust to rising
income payments should be judged by an assessment of the overall direction

of investment and production and not that of each individual investment,

Regulations Concerning Ownership

Many lcss;davclapsd countries have regulations which encourage joint
ventures and other ways by which foreign investors share ownership of their
firms with local investors. @8enerally, the intent of these regulations is
to limit the volume of future income remittances to foreign investors, te
stimulate domestic investment and local experience with entrepreneurship,
or to build up local capital outlets.

Restrictions which specify that foreign ownership may not exceed 50
percent, for example, are in effect limiting capital imports. The foreign
contribution in the establishment of any individual concern is limited
compared to what it would be if 100 percent ownership and control were
exercised. Such an arrangement may be advantageous to the host country if
particular talents or facilities can be utilized and when capital per se
is not the scarce factor. Skills, research facilities, and organizational

experience may be provided without 100 percent ownership.
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In such circumstances, however, it Is doubtful that strict limitations
on forelgn ownership Is the proper way to encourage local equity participa-
tion. 1ts principal effect may be to limit capital imports. Tax concessions
to joint ventures may be a proper means to encourage the joint participation
of local and foreign capital. Also, many countries have successfully en-
couraged jolint ventures through national development banks, through low
interest loans, and through cooperation with international Institutions 1ike
the International Finance Corporation, which is affillated with the IBRD.
Howsver, if local capital is avallable, private interests themselves often
will negotiate without government prodding for the patents, skills, personnel,
and techniques which they lack., The relative Increase in recent years of
jolnt ventures has resulted both from private initiative and governmental

actions.
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TABLE |
VALUE OF DIRECT INVESTMENTS
{(millions of §)

1950 1951 1952 1953 195k loss 1956 1957 1958

All Areas 11788 13089 14819 16286 17626 19313 22177 25238 27075
Canada 3579 3972 L593 5242 5871 6Lok 7460 8332 8929
”Zil&??::'““ k735 5176 5758 6034 6244 6608 7059 8325 8730
Argentina 356 365 393 406 b2l bty 466 501 517
Brazil 6l 803 1013 1017 1049 15 1218 1301 1345
Chile sho 583 623 657 633 639 676 702 736
Colombia 193 205 232 233 260 274 298 297 289
Cuba 642 672 686 686 713 736 777 8Lo 861
Mexico L1k h71 k9o 51k 52 607 690 765 781
Peru 145 203 242 287 283 305 343 Loo b29
Venezuela 993 992 1174 1291 1366 1428 1829 2683 2863

el



Table | continued

1950 1951 1952 1953 1gsh 1955 1956 1957 1958

Australia 201 256 310 326 393 498 552 601 673
India 38 b9 63 68 92 95 108 110 116
Indonesia 58 72 74 88 65 86 118 150 149
Japan 19 b5 69 92 106 128 145 181 182
New Zealand 25 31 37 34 40 h2 k7 51 54

Philippine Republic 149 163 178 188 217 229 267 307 343

szl



TABLE 11}
VALUE OF DIRECT INVESTMENTS 1IN MANUFACTURING
{millions of §)

All Areas 3831 4352 Lg20 5226 5711 6349 7152 7898 8485
Canada 1897 2000 2241 2418 2592 2841 3196 3512 3696
‘:ié&??ﬁ“’“ 774 992 1166 1149 1250 1372 1543 1673 1740
Argentina 146 198 200 218 230 249 256 256
Brazil 270 513 k83 533 565 614 659 701
thile 23 33 34 35 37 39 39 Lo
Colombia 25 37 Li 51 58 67 62 66
Cuba 72 63 58 55 55 66 80 82
Mexico 118 210 214 217 27k 321 363 36k
Peru 16 17 17 19 24 26 33 30
Venezuela 24 34 37 L6 60 78 97 114

9¢l



Table 1} continued

Australia

india

Indonesia

Japan

New Zealand
Philippine Republic

1950
95
16

i0

23

1951 1952 1953
172
23
17
8
12

25

ig3h
201

i9
10
15

1955
240

21
13
18
31

1956

33
24

21
19
35

1957
302
36
25
36
19
k2

1258
354
39
27
3
19

Lz



TABLE 111
TOTAL NET CAPITAL OUTFLOW
(millions of §)

1950 1951 1952 1953 195k 1955 1956 1957 1958

All Areas 621 528 850 721 664 779 1859 2058 1094
Canada 287 240 420 387 385 300 542 584 398
Latin American
Republics ) 166 277 117 88 193 592 1086 288
Argentina 15 ] 8 L -5 9 () 15 8
Brazil 20 92 125 -35 -6 30 55 42 26
Chile 22 ko 37 26 -28 1 33 24 25
Colombia =7 11 20 1 33 16 2k 9 -2
Cuba 7 13 5 -5 27 15 28 51 17
Hexico 25 2k -10 7 -1 51 33 39 -12
Peru -9 17 28 39 -13 7 27 L7 29
Venezuela -39 -16 115 93 . L6 31 350 796 132

8zl



Table 111 continued

Austraiia 24 29 29 -22 32 65 17 2 17
india i0 7 9 3 18 -2 7 i -2
Indonesia =13 4 =23 14 -5 7 28 =13 =33
Japan 7 21 23 20 8 14 1h 19 %
New Zealand & (1) 2 z 1
Philippine Republic 6 5 9 5 19 -3 16 16 6

(1) Less than $500,000

621



TABLE 1V
NET CAPITAL OUTFLOW IN MANUFACTURING
(millions of §)

All Areas 192 190 211 -53 (k3! 160 268 370 175
Canada 88 30 121 27 51 5k 101 160 52
Latin American
Republics 64 116 8o =73 2h 60 76 91 20
Argentina i -5 12 =l (n 3 b -3 -4
Brazil 17 61 65 -59 25 6 20 28 29
Chile m 3 -2 1 1 1 2 -1 (m
Colombia 7 2 8 2 7 4 5 -k 3
Cuba h 5 i -6 -3 -1 9 1 1
Mexico 23 42 -3 ~7 -9 33 15 43 -16
Peru 3 3 -6 -1 1 4 1 8 -3
Venezuela & 3 ks (1) 5 8 13 13 12

o€l



Table 1V continued

Australia
india
Indonesia
Japaé

New Zealand

Philippine Republic

’&?
.'..wG\Q

(N

-1

1951

2

7
()

L

(n

(n

1953

m

(1)

(M)
(1
(M

L€L



TABLE V
TOTAL EARNINGS
{millions of §)

All Areas 1769 2244 2295 2174 2369 2811 3120 3300 2954
Canada ko b7 421 467 470 591 720 641 568
Latin Americen
Republics 631 901 902 722 715 870 1041 1101 763
Argentina 18 29 30 20 31 27 22 31 14
Brazil 97 1h2 150 112 83 71 75 75 53
Chile L3 57 54 34 I 74 93 50 Ly
Colombia 16 15 20 i3 15 23 23 17 2
Cuba 59 64 53 30 35 b2 51 66 L8
Mexico Ly 64 61 47 Ln 66 82 77 69
Peru 21 36 3t 21 29 40 3k 37 18

Venezuela 232 297 329 334 346 h3h 550 675 468

Zel



Table ¥ continued

Australia

india

indonesia

Japan

New Zealand
Philippine Republic

1950
27
13
36

39

1951
36

ih

35

152
33

33

153
51
12

32

29

195k

18

i5

34

1955

16

37
21

38

1936

62
12
35
21

el

el

52
12

55

€€l



TABLE V!
EARNINGS IN MANUFACTURING
{(millions of $)

1950 1e51 1952 1953 195k 1955 1956 1957 1958

All Areas 637 696 643 667 698 821 858 852 873
Canada 301 268 257 274 2hg 330 393 348 337
Latin American
Republics 106 170 156 122 123 119 125 12k 97
Argentina b 19 18 8 21 4 1 15 y
Brazil 7y 89 88 61 50 36 38 34 26
thile A 3 b 3 2 3
Colombia L i I 5 8 8 5 7 2
Cuba 7 6 5 i 5 6 5 7 5
Mexico 17 29 23 21 21 30 37 Lo 35
Peru 3 4 b b h
Venezuela 5 6 7 7 7 10 15 8 9

7el



Tabie ¥l contlinued

Australia

india

Indonesia

Japan

New Zealand
Philippine Republic

FoNB <Eg

1952
24
10

1233

1954 1955
38 I
6 3

b 5

7 8

1956
h

10

10

1957
53

10
L
10

12

qgl



TABLE Vi1
TOTAL INCOME
{(miliions of §)

A1l Areas 1294 1492 1419 1hh2 1725 1912 2120 2313 2198
Canada 294 236 222 208 237 293 353 367 368
T 522 6t 59 S;0 . S 6B 8w 91 ey
Argentina 6 11 12 1 9 9 12 10 7
Brazil 61 75 65 74 b3 33 27 4o 35
Chile ] 5k 51 26 37 67 90 48 35
Colombia 10 12 13 12 18 21 22 26 8
Cuba 43 hg Ly 28 33 34 ho 56 b5
Mexico 29 31 32 30 L9 32 33 41 b2
Peru 15 33 25 22 20 25 23 27 19
Venezuela 236 278 256 300 318 402 505 617 b9

- 981



Table Vil continued

Australia
India
Indonesia
Japan
New Zealand

Philippine Republic

3
12

1
10
34

1952 1953
¥ B
10 9
L 32
3 b
27 2L

195k

12
43
10

1951
36

5

23

39
10
20

o

Lg)



TABLE V111
INCOME IN MANUFACTURING
(millions of §)

All Areas 357 331 287 309 345 398 390 461 &7
Canada 211 164 139 132 138 172 156 197 206
Latin American :

Republics . 55 72 6L 68 56 52 53 6L 51
Argentina L 5 L 3 3 i 6 5 b
Brazil 22 39 32 33 22 12 11 16 i3
Chile i 3 3 2 1 1
Colombia 2 3 3 3 L b 2 8
Cuba 5 h 5 I 5 5 3 5 4
Mexico 8 8 7 11 i (R 13 20 18
Peru 2 3 3 3 & 2
Venezuela L 5 5 3 3 6 i 3 4

8t



Table V111 continued

Australia

India

{ndonesia

Japan

New Zealand
Philippine Republic

(1) Less than $500,000

—*&‘mﬁ
e
E
- N

iosh 195
20 19

2 i

1

2 2

5 3

6¢l



TABLE 11X
TOTAL UNDISTRIBUTED EARNINGS
{(millions of §) :

All Areas Lys 752 876 776 6h4 898 1000 1017 755

Canada 146 181 199 % 232 298 367 274 200
L::;:b??::icaﬂ 109 249 303 152 125 192 oW 189 135
Argentina 12 18 18 9 22 18 . o 7
Brazil 36 67 85 38 10 38 18 35 18
Chile m 3 3 4 b 7 3 2 9
Colombia . 6 3 7 1 -3 2 i -9 -7
Cuba 16 15 9 3 ! 8 ¥ 10 3
Mexico 15 33 29 17 “ly 34 L 36 27
Peru 6 3 6 -1 8 15 ¥ 10 *
Venezuela =k 19 73 34 29 32 Lg 58 Ly

ol



Table IX continued

N I DE DS - 2 s 1958
Australia 16 25 25 38 35 4o 36 by 55
india i L 5 3 6 5 6 6 9
Indonesia 9 & 25 (1) =17 14 iy Lyls 32
Japan 1 3 5 9 13 17 9
New Zealand 2 3 3 2 2
Philippine Republic 1 9 6 5 8 15 22 2k 30

(1) Less than $500,000

il



TABLE X
UNDISTRIBUTED EARNINGS IN MANUFACTURING
(millions of §)

1950 1951  Jes2 1953 195k 1955 1956 1957 1958

All Areas 266 359 357 361 353 423 468 391 Loz
Canada 85 101 122 153 (B8 158 237 151 132
Latin American
Republics I 96 9k gl 67 67 72 60 L6
Argentina 6 18 10 8 10 3
Brazil 26 28 25 27 17 13
Chile (1) (1) 1 1 1 i
Colombia 2 b L 3 M (1)
Cuba 1 i : 2 2 1
Mexico 10 10 19 2k 20 17
Peru 1 1 (1) 1 (1) (1)
Venezuela : L 4 5 L 5 6

el



Table X continued

1950 1951 1952 1953

Australia
india
Indonesia
Japan

New Zealand

Philippine Republic

(1) Less than $500,000

26

1958 1955
18 29

) 2

2 3

2

2 2

Now 3

~d

1957
28

i



TABLE X1
EXPORTS OF SELECTED COUNTRIES, 1950-1958
(millions of $)

Canada 3095 4038 k760 k593 L433 L78h 5288 5456 5422
Argentina 1361 1169 688 1125 1027 929 bk 975 994
Brazil 1347 1757 1409 1539 1562 1423 1482 1392 1243
Chile 281 370 453 Lo8 398 L72 542 k55 - 386
Colombia 396 463 L73 596 657 580 599 511 h6)
Cuba 668 806 694 675 563 611 695 845 73k
Mexico 521 629 656 585 656 807 880 727 731
Peru 189 248 234 219 245 268 308 320 281
Venezuela 1161 1353 1450 1545 1690 1873 2116 2366 2321
Australia 1668 2038 1689 1977 1656 1747 1887 2203 1660
india 1146 1611 1295 1116 1182 1276 1300 1379 1216
Indonesia 800 1292 934 840 867 9L6 882 969 755
Japan 820 1355 1273 1275 1629 2011 2501 2858 2877
New Zealand 511 692 671 659 683 725 776 774 700
Philippine Republic 331 427 346 398 401 401 453 432 493

i



TABLE Xi1
EXPORTS OF SELECTED COUNTRIES TO THE UNITED STATES, 1950-1958
{millions of §)

1950 1951 1952 1953 195k 1955 1956 1957 1958

Canada 1877 2198 2374 2h7h 2l4) 2662 2946 3090 3021
Argentina 206 220 159 181 103 126 133 129 133
Brazil 734 861 726 745 579 602 735 660 534
Chile 160 204 286 2h2 197 200 236 196 156
Colombia 313 362 384 466 506 442 410 384 333
Cuba 1456 540 516 427 429 51 519 618 546
Mexico 315 326 k10 355 328 397 Lo k30 458
Peru g 61 62 87 96 110 135 138 124
Venezuela 324 324 396 400 504 583 705 900 892
Australia 143 34 158 128 114 126 136 131 97
india 219 300 253 202 185 195 184 277 196
tndonesia 133 206 233 169 149 167 141 148 130
Japan 183 190 234 234 283 457 552 606 693
New Zealand 52 81 77 51 39 42 55 61 102

Philippine Republic 246 258 338 264 246 240 2h2 225 275

sl
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