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Perhaps the most important aspect of dirvect foredi

that it is an instrument of international business integration. It is

R 4

a means by which a firm can own manufacturing facilities and distribution

outlets in foreign countries and exercise direcct control over their de-

cisions on production and sales. Direct investment permits an enlarge-
ment across international borders of the span of activities covered in

the decision-making center of a single firm, and its expansion in recent

years can be teken as a measufe‘of-the_éxtent-of vertical and ﬁofizon~
tal international integration and the increased im?ortance of multiﬁn~
tional firms, What is the impact of these multina&ioﬁal firms on inter-
national trade and factor novemants?  Large in size, broad in scope,
they frequently occupy a major, if not dominant, position in their in-
dustry on a worid—wice‘basis. To what extent do théy increase trade,

cause technology to grov and spread rapidly, and help capitel to move

" freely? To what extent do they inhibit inefficient exchange? UWould

Iy

other forms of international industrial organization lead to better or

-
‘worse performance?

On the positive side, it is argued that multinational firms, be-
- . 0 ‘. . R
cause of their access to capital, technology, and markets in many coun-
" tries, can take advantage of discrepancies in world prices, and 'in so

doing, help correct them and bring about better intégration of the world.

economy. The multinational firm manufactures where costs are low and

-sells wvhere the price is high. "It raises capital wherve it is ¢

s
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and invests it vhere it is most ploou tive.. It spreads the superior
t = : :

FER

techinolozy of one country to other countries in which it operates. It
is able to do this to the extent thaL LHO internal bureaucracy of the

_f11m transmits =nLorﬂaL10n more rﬂnld ly than international markets, and

overcomes barrier 'S to trade mor e easily and eff

icjently. The firam in
these ca es subqt .tutes for 1mpcr:eﬂt merkets in allocating goods énd
factors;_ 

Against this must‘be éet the pfoblems created by the lafge sizé
.and doanchL position of some of the l”pO’tg;L multinatiouél firms.
"DlleEL 1nvesLEenL would not be the matter of great coﬁcern that it is
if it consisted of wany small firms scaﬁtered Ehroughout the economy,
each occﬁpying a minor part of the industry and béhaying in 2 competi-
tively deterﬁined fasﬁion. Instead, much of it is associated with a
small number éf large firms in dlig0polistié industyieﬁ. Insofar as
there is a ﬁajcr Problem assoclated with nultinafional firms,:much of it
lies in the fact that, in these cases, competitibn is wéak and the firm
has market power. If market forces compel behavior,fthere is little
point in investigating, as is often done; whéther foreién fi;ms ex-

port more, treat labor better, reinvest more, etc. Performance would

depend on supply and demand, and it would be better to focus atten-

.-
»

tion on these forces than on the firm itself. BRut it is an entirely

different matter in industries where a firm, by reason of its dowinaut
position, has scope for choice. Here it certainly makes sense to ex-

anine performance, not. only from the economic point of view, but from

de as well. Large concentrations of Eoier in private

e

the politiczl s

N
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cqudrations can have serious political consequences which are consid-
evably aggraVLtad thcn the firm is nope” only ]ﬂ"ge, but fc:elon. nd
Amarican.at that. '

If notlﬁéess :d too far, there is mucn to be learned by compari
Lhe proolcns currently created by the letlndLlORal firms with devel-
opments in the United Stétes at the end of the nineteenth century.

‘The emergence of national firms which accompsznied the development of a

ty

national market at that time helped, as Kindleberger points out, to

. . . et TR ol 2
equalize wages, interests, and rents within the United States.” But it
also led to wide reaa fears and the antitrust laws. There was great
suspicion, sonetimes justified, sometimes not, of the power of these
new industrjal gients to create serious econonic problems through the

suppression of competition and serious political problomq through the

concentration of power. Concern about "the fate of small producers

driven out of business or deprived of the opportunity to enter it by

‘all-powerful aggregates of capital'" and about "the power of monopolists |

to hurt the public by raising. price, deteriorating products, and restrict-
ing prpduction" was a priﬁciple ﬁotive behind tha Sherman Act'.3 On the
political si@e, "concentration of resources in the hands of a few was
vieved as 2 .social and polltlcal catastrophe,' a‘beiief, as kaxsen and

' [
Tu ‘netr point out, vhlch "ecan be rationalized in terms of Jeffersonian
sylabols of wide political app;al and great persisteucé iﬁ'American life:
business units are politically irr eqpon51olo and thgxefo;e large busi-
ness QWLts are dangerous.' |

The similarity betwecen the American fears of the large corporation

and- the ones now voiced in Europe towards the nultinational corporation




wie

suggests a closer look at the American an?itruét laws designed to deal

with this problem. These are far from perfect, and serve more 2s a nmod-

el to be studied than one.to be copied, but they do provide a large body
éf experiencé_on ;he process of examining, evelvating, and attewpted
rEmedying of prqbleﬁs of igdustrial oroanizatién. ‘forréxaﬁplé, it has

at éimes been found neccssar;_in the United States to bring about a dis-
solution of giant firms (e.g., Standard 0il énd fmerican Tobacco in 1911),

to subsidize new competitors (e.g., in the aluminum industry), to pre-

vent mergers, aud to curtail the firm's choice of sales

-
o)
Q
2
~
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United Shoe Machinery, Internﬁtionél Bﬁéiness'Machines), to name a few
cases. YWhile one cennot judge whether similar action is neaded in the
'iﬁternational context without muﬁh'more-infprmaticn tﬁan we now have
available, the.United States aﬁtitrust experience seems a useful ave-
nue to explore in looking for pfecedents for collective action on for-

eign investment.

~

The most important lesson perhaps is the difficult; of applying
anfitrust laQS, partly due éo the weakness Ef our- tools of economic ac,
nalysis and partly due to an inhérently ambiguoué attitude, .Fortas'poinps
out that there has always been in the Uﬁited_States an ambivalent atti-
tude towardé big.busineés, a "ropantic view of the échi;vementé and ef-
ficiency of large industrial organizations” coupled with a "suspicious
view of their power."5 This is.paralleied.in theneccnémi; iiterature

by disagreemenﬁ on wvhether large size inhibits performance because of

tﬁe lack of competition or improves it b;cause of economics of scala.

Similarly, on the international scene most countries find theoselves

in a dilemma when formulating policy on foreign investmant; on the one
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hang, they fecl they need the contribution that foreign capital and tech-
nology can make, anc on the other, they fear the large corporation.

o,

The difficultivs of separating out the advantages and dangers of

large firms should not bz minimized, but neither should they deter us

from a2 serious considervation of the great changes in industrial struc—
ture nov occurring. The United States laus probebly worked more to pre-
vent overt collusion than to prevent high concentration. The increase

in concentration came abtout before 1900 and little was done to reverse

it, though the antitrust laws may have prevented it from increasing.

"The struggle against size was largely lost in the merger movement of

1697-1901," writes E. S. Mason, and the lesson of this for the inter-

naticnal ecomomy is perhaps that now is a2 propitious time tc act, while

things are still in a state of flux. There is a denger that the present

policy, more concerned with collusive agrezments then markel shares,

‘and with nationality rather than marlet power, will permit large increase

~long periods of time. The basic pattern of direct investment arcsc early

’

in concentration in international mérkets which will later become dif-
ficult if not imp&ssible to reverse. The revérsél of policy towards
’ . o z ' . . . ~
cartels may prevent overt collusien but encourage werger, while the at-
tempt.to.countervail American firms may lead to amalgamétions that re-
dgce concentfation, (e.g., present developmenté in ;he'automobilé in-
dustry). The résult.may be new restrictions on trade by firms, Eé off-
set the gains from removing the old restrictions b&_govefﬁment. -
The historical recbrd on direcf investment strengthens the sense
of urgency, fsr it suggests that patternsiodcé‘sét teha to.érévail for

in this century and changed little in the norwmal course of events. Most

13
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of the firms nou dominant began their operations before 1914 and some
' C .7"\ * 3 roeo s,
ever: before that.’ There was little tendency for their position to be

eroded through time. Their branch plants and subsidiaries, irstead of

- withering away, expanded more or less at the same rate as their industry,

: . . . . '8 ; S
and on the average, waintained their marker share.  If this past is any

criteria, ve may hazard the guess that a neu pattern will ererge out ’
of the great changes now occurring, and that it too will remain stable

-

for a loeug period. MNow would scem a good time to decide which new pat-

o 9
tern is most desirable. .
.i
|
) ~ -
. - - .
.
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YUe might start with a brief indication (dravn mainly from American

expericence) of the evidence on the size and market position of the im-

portant multinational firms. As the

tative conclusions can be dravn from
teristics seem to emerge.

The American firms that accouat

are few in number and large in size,

».

ta are very incomplete, only ten-

them, but a few consistent charac-

for the bulk of direct investment

According to the 1957 Census (the

latest available), the 50 largest investors account for 60 per cent of

the total United States direct investment, while the 190 largest account

' : .- ' . 10
for over 70 per cent, and the 300 largest for over 90 per cent.” TFrom

annual reports, it was possible to id

lentify S0 of the largest of these

and obtain an estimate of their present size. Their distribution in

terms of their total assets in 1964 vas as follows::"l

Asset size
"~ (dollars)

Hunber of firms
in each class

Cunulative

number of firms

2. | 2

over 10 billion
2 1/2 to 10 billion s E 10
1 to 2.1/2 billion 200 . | o 0~
500 million to 1 billion 20 - .50
200 to 500 million 30 . - B .'_,' 80
100 to 200 million T 10 . 90

These leading dirgct investors s
there are only a few firms, each‘with
rougﬁ cennarison of the ﬁajor United
e&onomy at large, for cxample, shovs

trated industries. Approsimately 40

eem often to be in industries where

a large share of the market. A

wm
bl

tes investors w=ith the American

-
“

thern to be in relatively concen-



dustries vhere the concentration ratio is greater than 75 per cent.

“For the United States as a whole, the corresponding figure is much lower:
;) [(&] < . -

4 .

Lr1es

B : B .. . 12 .
vhere the.concent?atlon ratio is higher than 75 per cent.” Dunning's

only & per cent of the total value of shipments occurs in indis

-detailed study for the United Kingdom showed in striking fashion that
naﬁrly»eveéy.American tranch plant wag in an IUGU:Lr] where it was the
doﬁinapt producef or one pf a swmall number of producers. As Dﬁnniné
.summa;ized, "three ou of the employment in the United States af-
filiateﬂ firms is c0ncentra§ed iﬁ irndustries where.the five largest com-

. - . 13 .
petitors supply 80 percent or more of the total output. Other studies
-. Y]Z 15 ] .-101 a2 .
in Canada, Europe, and Australia) though less detailed and less conclu-
sive, point in the same direction.

It could be argued that the association of high concentration and
direct investnent is not aCCﬂdental but is 1nhevnpt in the very nature
of the-subject. This provides added support for looking at direct in-

vestment in terms of oligopoly, though the primary justification is to

be found in the facts on market structure themselves rather than this

\\

tentative hypothesis on their cause, Owning an énterpfies in a foreign
country can be exceeflnoly co,tly due to the ex changé risks involved,
the dlLflCUltj of obta aining information and_coordinating over 1bng dis;
rtances, the disadvantages of being foreign, etc. Soée special features .
are needed to offset these disadvantages, and thege are not likeiy to be

found in competitive industries where entry is easy. Where there are

-t
[g]
foud
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no large economies of scale or large differences in cos

3

uct differentiation, national firms r111 have the adva“tage and will

s

predoninate. DBut vhere entrey is diffihult, an ‘incentive to"foreil

Va® wier.
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nvestment arises. For example, if a firm has an advantage - a patent,
a diffeventiated product, a superior technical kunouledge, a bELtL access

pte
(%]

h

to. capital - it cen offsct the disadvantage of being foreign. The stronger
-the advaentage, the greater the ability to overcome the disadvantage, and

almost by definltlon, the higher the degree of concentration. Moreover,
the dec1s'on on whether the advant tage can be sold and the bather of direct

ownership of a foreign subsidiary avoided is critically affected by the

presence or absence of other barriers to entry. If the ?dvantagc is to

be licensed, rented, or otherwise sold large number of buyers who

act as price takers, it may be easy to maximize quasi rents by setting

Nal

the monopoly price and selling to all taliers. But 3f, due to economies

- of scale or other factors, there are only a feu firms in the industr
( P y ‘ ) Ys

the firm selling the advantage ficds itself in a bilateral oligopoly

- situation and ma/ need direct investment to obtzin the maximum return.

For this reason we sometimes even find oligopolistic firms from different

countries establishing subsidiaries in each others' countries, in order

to utilize their advantage rather than selling it to their competitors.

Even in the absence of differences in technology or product differ-

entiation, barriers to entry arising from economies of scale can lead

. to direct investment, if it results-in highly imperfect international

markets. Direct investment may (then be needed as 2 bargaining strategem.

A firm in one country may, through direct investment, merge with its

advantage;

competitor or establish a foreign subsidiary in order to gain a strategic

buyer of a raw material may use direct investment to cir-

(6]

cumvent en imperfect market and obt ain its raw

g .

ateriel riore chezply.

u
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be mutual interdependence of enterprise in diffevent countries and in-

ternational integration as a means of taking

dependence.

arnational narkets

advant

ag

is imperfcct, there will

e of that inter-

-
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How are we to evaluate the impact of directl jnvestmen ? Suppose

an 1rdustvy consists of a f(w large Americen firms preveuted by anii-

J
j ]

trust 1aws_ffom overt collusicen and a aiger‘number of European.firms

per aps cooperating in a caftel arrangement. A change in internatiojal'
ecoﬁomic conditibns leads to the invasion of the Eur0peaj rnarke g& A~
meficaﬁnfirms[ ‘The 5meti&an firms mey have a decisive advantage, in
whiéh‘casé they acquir va large share of the Furopean market: or the
European firms mz2y be able to counter American entry by merging into l.roe

b3

firms,. i.e., become nu ltln ionzl] thewmselves.: In either case, the result

s a fev giant firms, American and European, which dominate the indus-

try and eventually settlé into éome oligopolistic collusion, tacit or
6§ert. Hilliperforman;e in this indusgry be bcttex_than.it vas after
this radical change in industrial organization? #ill it be as good as
it could be? Uhich countries benefif? Yhich are hurt? Thevproblem

is so difficﬁlt'thét one hardly knows where to beg in. Much has changed
in the industry; there éas not a'gblden age of effici ency at the be01n—
ning, nor at ;he end. I propose in this paper to break the problem

and deal with one or two aspects that is&late major issues. If seens_
vuseful for these purposes to treat ;ebarately the problems of commoéity
flous, technolony,.and capital, and to discuss the positive and negative
forces at worg in each case. This does not éermit dver—éll'conclusions,.

but it does help male a start,

- Direct iavestment can changeboth the location of production and the

competitive structure of the industry. To illustrate the effects on

the flow of goods, consider an industry where econcmies of scale provide

2n lwportant barrier to entry. The izéueLr" ray nonetheless be compat-

.~
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itive if transport costs are low and widespread consumption provides

an internztional market large enough to support many firis. In this
compctitive case, preduction will be concentrated to tcuc fvllest cd*

vantage of economies of scale; each firm will eperate at a point where

costs are rising, price will be cqual to warginal costs, and o only nor-
mal profits will be earned.

Suppose instead that the totel world market is small, relatijve to
the optimum size plant, and there is room for only a few producers,
These oligopolists, recognizing the mutual interdependence of their

actions, vill not compete to the point of drlvlpﬁ prlce to marginal
costs, but will most llkeTy coop rate to restrain competition and to

~

nefficiency are likely to prevail in
y v P

[BN

enhance profits. Two types of

this international olipopoly.

First, there will be a wmonopoly distor-
tion mvaaured by the excess of price over marginal costs. .In order
to malntain abqormel proths, the flrns will jointly restrain output

an¢ raise price, and under the usual assumptions, this leads to a mis-

-allocation of resources. Second, there will most likely be also an

international trade distortion bccause production hlll not be concen- "~

trated to obtain maximum advantage of economies of scale. Cartel agree-

ments and especialT fornal collusions are scldow strong enough to

.cut-out production by inefficien? firms; instead they often act as an
umbrelia to protect a.certain nuriber of higH cost producers. Costs
are thcfefbre likely to be higher than under perfect cdﬁpetition be;
cause of 'n fficient allocation..

Uhat vill hap ppen in the extreme case.thaé tie independent firms

h

merge throush direct investment into one international parunt fird
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ovning aﬁd controlling all production and meximizing global pr ofits?

The previous cartel, hampered by antit 10‘ t lavs and the inherent dif-

ficulty of securing cowplete agreement, was una ble to achlevc mazinun

joint profit, Direct investmentrwill remove some of these obstea cles,

and more pgrfeﬂt COOLGJUct¢OW v1]l be pogv:blc, as the multinational

flrm will be free to maximize profits fully. The 1ﬁproved coord ination

will increazse one of the dlstorLlons noted above and decreaqe the other.

First, the integrated fima, by raisinz price to the oint of maximum
k] [l 2 o P
-profits, will increase dortortion due to ronopoly power. Second, in

an Opposite direction, the flrm will be free to alloccte prOLUCt101

in the nmost cffect;ve nanner, _It will be able to close dowun ineffi-

cient producers and concentrate production to winimize costs. The cost

curve of the industry will be lovered, perhaps even to the extent of

. : . . : ) 17
leading to a fall in prices to the consuner.

Internatjonal integration of business through direct investment

usually stops short of being complete; instead of one dominant firm,

there are several with branch plants and subsidiaries in various coun-

tries, neither colluding completely or competing completely. Indus-

tries such as this are often cyclical, and have periods of intense

- competition followed by relative quiet. At a.time such as the present

o.

vhen new markets are opened vp and new trade patterns created, compe~
tition is likely to ihtensify as firms establish strategic positions.
Vhen the new changes are absorbed, the industry may then settle into

a period of stablllty of market shares and collusion on prices. The

effect of any spe

O,

n

fic

sl

ct o

rr

direct investment is thus ambiguous® it

may be positive or nezat ive depending upor: vhethar it increases compe-

\

we

L)
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tition or decreases it, whether it improves the firm's ability to pro-
duce efficiently or lessens it. Our judpement of the present flow

. of direct investirent depends very much on our horizon. In most cases
: pes , es,

thé cﬁtry of United States firms into Turope has pbsitive effects in
stinulating competition and improving resource aliocation,'offen to
thé disqyiet éf existiﬁg firms. But if the current inéreasc in com-
petition 28 bought at tHe‘expenge of increased narket power in the
long run éue to a reduction 6frthe nﬁmberrof_firms, the sﬁort~run

gains may be more than offset by long-run lossec.
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In_mbét case f direct investment, the. Ley element is the tréns~
fer of ‘technology and entrepreneurshin, ‘}ixxs are very unequal iﬁ_
their ability to qzeraté in industry: they Qary in skili, efficiency,
Vreé0urces,.eth., and direct investment is a way in vhich a firh.with

~sowe advantage can put it to use in a foreign country. The American

firm that extabllshes or expands a subsidiary in Europe is usually
usino some kind of sup ity it has over at Jeast sowme of its Fu-

ropean rivals - more experience in echnlquvu_of mass production,

more cxperience with certain consumer goods more widely used in the
p g 3 Y

United Séateé, better eaccess ko‘technology developed thrgugh the war
effért; cheap capital ffom their own largest resources or from spe-
cial-contact‘with the Néw YorE cépital narket, a féVored position in
hiriﬁg skilled American personnel, gr'a lov ecost source of raw mate-
rial through their direct investments'iq underdeveloped countries.
Similarly, the European and- Canadian erns ‘hlcn engage in di-
rect investwment usually have some advantage enatling them to over- .
come the.difficulty cf operating abroad and to meet local competition,
. - ~
Interestingly enough, these firms tend to be in the same industries as
‘the American multinational firms, showing ﬁhat technology, entrepre-
neurship, and'brgduct diffe;entiation are not one-way streefs; The
petroleum, soft drinks, paper, séap, farm maéﬁinery, business machines

tires and tLbes, seuing machines, coucentrated n11L prouucto, and

.biscuit industries all provide examples in recent years vhere American

firms have large foroisn inv stﬂcﬂLs and one of the firms operating

in the United States is a branch plant of a foreirn firm.
P R ' »
. The subs diary of a multinationzl firn can therefore usually

~

b
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supply consumer goods or producer goods at lower cost than at least som:

(J

nat ioﬁ-l firms: the dircct investme nt thus s.improves economic perforinance

'by.maklng capital and techrology from one country ava l]ublh to anoLher.

This aspect is often stressad in the trade literature as the most im-

portant function of direct investment: the rultinational firm, by apply-

ing the most advanced technlcaJ aﬂd managerial skills to its operations
throughout the world, facilitates the flow of techunology and entrepre-

neurial ability between countries, and helps bring about international

cost equalization. o,

A somevhat different point of view can be found in some of the

.

antitrust iiterature, about fhé best ﬁay to promote technology and
‘entreprencurial efficiency. There, it is stfcssed that the advan-

tage a firm‘possesscs.is a barrier to entry of other firms. The
greater the advantage, the greater tne bgrrler to entry, and the less
the degr e of;competition. Attention is thus focused on ways to lower_
these barriers and increase competition. In some cases, it is sug—

gested that in order to promote competition, firms bu prevented from

using fully th°1r advantages and forced 1nstead to make them available
\

to their competitors on an equal,basis. This always has two sides.

Restrictions on the use of an advantase ray prevent its fullest use ~
3 Y P

eand irhibit the“discovery of new ones. On the other hand, if there
. " - V l‘ ) )

are no restrictions and the firm obtains a monopoly positien, the

price pald for the advantage nay be too high, and futurs innovation

inhibited because of the lack of competition. - = ol

The

o

ntitrust tradition leans towards conpetifion rether than

size to obtain efficiency

bt}

:nd growth. lVaysen and Turmer, in their

[
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ing practice) approach,
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Jcct is toc com ated to go into in detall nLre but it i
to note that there need not be a harmony of interest betveen the firm's
‘choice of the best way to transfer its advantage - i.e., the way which -

maximizes its profits - and the best choice for the country - i.e., the

St

bne‘which allous it to obtain thghadvantage at lover cost; In soﬁe:cases,
the firm-chooses direct investment with its éttendent diff£CUlties
because it improves Cffigiency-and removes unceffainty, but in other
cases the nmotive is ﬁo protcct its positicn from other firms, to escape
_regulatnon or to obtain makimum_quasi reats. It is interesting fo note
that Jepan, which_has follow;d'a very stric; policy on direct inﬁestmant,
seems to have had considerable success in obtaiLiuq, through licensing
agrccments, some of thie advantages other countries obt ain through direct
investment.

Another question is whether direct investment is the best way to
promoté dynanic tecﬁnoioéicai change. Suppose an Americen firm, by dint
of its superior technology or access to capital, is ble to, take over
a significant share of a foreign industry.previously éoﬁs_utlng of a num-
ber of §mall firms. On the one hand, there are the beﬁeflts flowing
from the greater eff1c1enc; of the American firm: against this must be
set the wopsening of the competitive structuré. Is the reSUIting'high—
ly coﬁcentr ated 1vdu<t£y the best stru"ture to promcte quo»ztio:?

Might it not be desirable to promote COLPut ion in this industry even
at the risk of short-tern inefficiency? Suppose, fof éxample, that re-
stricticns were placed on the Anericen firm s marlet sh
not allorred to crom to.thé'extent nade possible‘by_its advantage. ,

There vould then be a gap between American techr 10'v and European tech-

tad wmrw
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nology vhich night very well grou Lnxovrh tlﬂc As the gsp increased,
Lhc cost of this restrictive n011cv would fxon leroe-, but so wvould the

.incentive to breach the cap. Furopean firms, after a while, might de-

vote expanded effort to correcting-their deficiencics and in the process

perhaps even discover new ug)s surerior t  those. cf the American firm,

r 1

To paraphrase Kaysen and Turner, can ve assune that larre permanent.

differences between nations are unlikelv and that even thouch firms from

a particular country have an advartage at ore noint in time, other car

learﬁ to do‘just as uell., In other words, it might pay to profect sone
inefficiéut firms in order tofencbur€ge co“wcti jon in research and de-
_velopment. If overdone; this policy could lead to 2reat‘waste and in-
efficiency, but if handled judiciously anﬂ asccompanied by other measures
t6 improve the communication of technoioqy,'it might be sensible in
some instances.

There is thefefore'some sense to interferipg'with ¢irect inveétﬁent
on the grounds of the infant firm aréument for protéction.' Iﬁdeed; the

case appears stronger then for the infant incdustry argument, under vhich,

* ! o .o . » - o . =~
sometimes, a tariff is imposed and foreign firms are allowed or even

L1} 3

encouraged to estaklish branch plants. Lnﬂ country obtains an inefficient

industry, while the foreien firm olktains a.suhsidy plus a large share of

vhatever learning does occur. Tais is not to suggest that national firms

($ Da)

sHould be promoted m“181j on the grounds of nationalit ty:; rather that it

o

grounds of variety. The ideal case

mlaht pﬁy to protect firms on the

wvould be to have many multinaticnal firns.

o
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Direct investment recovered much more rapidly tH an portiolio in-

|

vestrment after the war. As a result, multinational firms have been one

of the main instruments for the international transfer of private long~

term capital in recent years. We might Lriefly censider here one or

tvo.points on the ability of the multinational firm to substitute for

in the efficient alloca Llnv of
\

@ -

e

e

banks and other finencial intermediar
the world's capital. .
‘To begin, consider the role of rultinational firms in a world where

“internaticnal financial institutions are dequate and capital markets are

relatively perfect. In that cese, direct investuent would have little

r

effect on the structure of interest rates or on the international allo-

cation of capital, In this perféct wérld, é multlnational firm's choipe
between raising funds in Mew York or Paris Will-have.littlg‘effect,én
‘the ultimate pattcrn of c¢p1tal flou. 1If it borrowed in terr York, it
would cause the interest rate there to rise and ¢ 1 vouln flouw to
the United States to replace in part its borroving. If instead, it
borroved in Paris, it would cause intere%t rates there to rise and '\;
capital would flow to Paris. Thouéh gross flowus would differ iﬁ tﬁc

two cases, thg firal net flow would be sinilar in pr0porfion as capital’

markets are perfect, -i.e., to the extent that there were no barriers

.,_.-

to free movement. The importance of irterna icnal firms to capital

movements therefore depends on the fact that in the real world, capital
markets are highly imperfect,
Vhat is the impact of multinational firus in a world where infor-

mation is poor, where transaction costs batueen borrouver and lender are

h* h, and where exchaaze risks and other costs of international lending

N
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are important factors? The multinational firms would scem to be ideally

placed to circumvent these barriers; they are in contact with capital

markets in many countries and are large enouch to tale advantase of
N . -~ L) .

econonies of scale in borrowing. By borroving in those countries where

capital jis plentiful ?wd lenc1nv vhere it ie scarce, the :ntel national

firm both maximizes its own profits and azllocates capital between coun-
tries moré'effectiveiy. One migh£ expect that not eniy would_théy uée
"their international connection so as to draw théir-capital from the
chéaﬁest market in each particular instanca,“l but they might even step
out of theix_primarx role of~mqnufacﬁurimg, mining, of tréding, and,
acting as internatiocnal fiﬁancial'intermediaries, lejd to other firms
lesé advantageously placed.

Theirx behavior so far does nétlgeem to bear out this conjecture.
Instead, they %ppear tQ behave as if comstrained to a somevhat inflexible
pattérn 6f fin;ﬁce vhich doeé not alléw them to ﬁary greatly in_adjust—'
ing to local capital conditions. The patterﬁ'théf emerges seems some-
vhat as follous: the American parent firm provides the equity finance
for its subsidiary and borrovs much of tbe non-equity seELrJtleq locclJy.

Statnotlcally, the over- all pattern of United States dirgct iﬁvest~
' gént is as follows. (The data are for 1957, the date of the laét census,

but the figures on flow of fundg suggest that the pattern has been main-
tained.) 1In that year, the total assets of American subsidi abroad
wvas about forty billion dollars, 60% of whlcn was finenced from Amsrican

sources and 407 from local sources. The 1ocal participation was confined

largely to non-equity sscurities: e

Y

[
1
o
2
0
[¢¥]
O
[y
=
(e
rr
]~
[}
[7,}
)
Q
o
.
(ad
(@]
—
(=]
0
o
e
[
-
(:
m
-
O
~
2]

accounted for only %% of total assets, vhile non~equity accounted for 327%.
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To.put this enother way, the fmerican fire allowed local investors to
hold 75%Z of non-equity securities and only 15’ of equity securities.
This pattern varies somevhat from country to country, but not

greatly. In Europe, for example, the American subsidiaries and branch

plants borreu 54% lecally, of which 46% 1éinon:oquity and 897 equity

securities. Europeans owned 907 of the n n-equity securities outstand-
ing and only 157 of the equity_securities. There are probably two

reasons why local borrowing in Furope is greater than average: the

superior canltal markets in Furope and the greater proportion of invest-
ment in ménufacturing, shere Shorf"t81u liabilities play 2 more im-
portant role.

One cons tralnt which accounts in part for this behavior is risk
aversion probleu vuiiich arises becausz the firm is not truly inter-
national, but is‘in fact national. Each firm JS 1ncorvorgLed in one

E _
particular c0L1tr/ and must pay its dividends in a particular currency;
vhenever it has an uncovered asset in a forelnﬁ country, it 1ncurs
an exchange risl, and its pollcy will be to minimize thls rlsL SUbJCCt

-~

of course to cost conditions. An American firm yith assets in a sub—\
sidiary in France worth tuo miliion dollars can recduce its exchange
risk to the extent tnaL it covers its investment tnrou0h borrowing in
France. It will tond therefore:'to borrow as ﬁuc“ as possible, éf riore
accurately, to the peint vnére the increase in costs is greater than-
the Encrease in risi.-.By the saﬁé feagdning, a FurOpeéﬁ firm vith a

subsidiary in the United States will borrou in America to cover its

investment thera. This is confirmad in fact: for ig companies invest~



“to borrow whére capital.i

"securities in their SLusidi ries, t

-above the 507 ownershis

above for fnerican investments. They borroir 507 of their subsidiariecs
needs Jecally (i.e., in the United States), again largely in the form

of non-cquity sccuritijes,

The second F"JOL con traint on the international firm's freedem

. 4 - . .

s cheapest is the desire to maintain conplete

[

control of its subsidiary. BRecausc Americen and other multinational

firms, in the past at least have been very reluctant to sell equity
3 P » fave J : 1

o
()

amount they can borrow in a coun-
try is limited by the availability of non~equity sources of finance.

" The reason for refusing to sell equ1ty securities is in part the

desire to maintein control of the’ su“ sidiary, but this is not the com-
plete explenation, since in practice, the parent firn holds well

necessary for effective control; as noted -

above, it is over 80%. Their desire to cepture all the monopoly

profits and qua51 rents assoc1ated wvith their subsidiary explains
this to soame eztent. I ' B

“The mulL:natwontl firm 13 a means for Centlalldlﬁ” decision

making. Its goal of haino izing policies in different'countries in ™

order to maximize wvorld-uide profit may be difficult to acconplisn if

the firm is. encu1btrad by the problems of 10 interest. To alloy

Jocal partici pation re- 1nt10tuccs sone of the very forces that direct

investuent is désigned to avoid. Local shsreholdsrs, interested only

. In the profits of their partlculﬂr subsi -1a1', tould not take into’

considerztion the rebarcussions of their policies on branch plants in

otn2v countriss. - Yet if these important repsrC'ssi are ircnored,

+global profits will fall short of the maximua. The firm therefore

LYY
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attempts to capture all profits in order to maximize them fully.

Lecal restrictions, improved capital martets, and a divorce of
(33 7 & 4 - 7 b

equity end control may lead to increased local sale of equity securi-
ties. -This would mrobably reduce further the flov of cepital associ-
ated with international business integration, since the equity securi-

ties account for the mejor flow at present. The role of multinational

firms 2s a substitute for international financial intermediarics would

"be reduced.

Ve may note finally the possibility of a curious relatiouship
between direct investment and the interest rate, which follows from
the fact that firms tend to borrow 40 or 507 of the financial needs

of their subsidiary lccally in the country of operation. The rore

expensive is capital in a country, the higher the cost on this borrow-

ing, and this;provides an incenﬁive to borrév a sma}ler proéortion

locally in thé country that has the highest intéfeétvrates. To this

extend the flo& of direct investment will be increased. - But there is ]
an effect in the opposite direction as well. The high interest rates-

reduce profits and discourage investment; in other vords, it can re-~.

~

duce the in-flow of direct investment because it reduces leverage on

7
that investwment.
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‘its price and output. When these are taken into consideration

B VI
Direct investment involves a package of nanagemnent skills, tech-

o . ' SR '

nical knovledge, and cepital, and it should bring a triplet of benefits;

ary

the 1ending country should gain becﬁ;se its managers, techﬁicians; an
capifal receive 2 higher rate of'return aSroad than they could at hoig,
and.thc recipiént country gains because it'rece&ves.tﬁese fagtors of

pfoﬁuction at a lower cost than {t could pfovide them itself, if ‘indeed”

it cbuld éfovide them at all.

There is also anpthér side. The presence of rmultinational firms
affects the degree of competition in aﬁ indﬁétry, and és a result,
| ; he
simple statements of uniVersal-benefit are possitle, Tﬁe’effects
differ for the firm, fof each of.the countriesi'aﬁd for the vorld,
WHile the firn may bé prgsumed to benefit, or to thirk it benzfits,
as othervise it would not.undeitake the investﬁeut, world-iﬁcomé nay

rise or fall, depending on whether competition and efficiency is in-

creased or decreased; and either or both of the receiving and lending

countries may gain or lose, depending on where the beénefits and bur-

. ~
dens fall.

The most troublesome aspect of pubiic pélicy on direct invest-
ment‘ié that, to be adequate, it must be international in scope.
The_effect is widasPEeaé, and all countries ﬁust cooﬁefate is policy
is to_remove_ratherrfhan aégrava;e the protlem. Since countries différ

so greatly in their views and interests, it is difficult to soa how

cooperation to mitigate the bad effects of direct investment and to
. (] .

distribute the benefits equitably could be obtainzd., Diffsrent atti-

‘tudes towards competition and planrine would have to be reconciled,

Cad wte
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as well as differeat interests in the way the gainq

~

ment are sharcd. Yet howeve

dif cult coo; rat

=
~

n direct invest~

on on a global basi

is essential: independent act son b/ oue country or one UIOLQ of coun-

jtrJes would conflict with the intevest of others an

d would probably-

result in retaliation. Already, signs of mutually antagonistic rather

.than mutualiy beneficial policies can be observed.

Broadly 5pcah1ng, if cooperation could bc achieved, one can

“envisage three types of remedies to the problems crea

national firm.

The fiyst alternative is‘to do nothin

roblem provides 2 strong argument for this
P 7 >

international business integration has its

pects, and it 1s diffjcult to tell whether

. The ¢

approach.

positive

it reduces

ted by the inter-

omplexity of the
Every case of
and negetive as-

costs or merely

increases profits without enhancing the general welfare. There is

reason to question vhether governments in these circumstances would

be able to evaluate correctly and recommend appropriately. Covernment

errors in correcting the problem might turn out to be worse than the

problenm itself. The Substantial beuef'ts of forelgn 1nveqtmbnt way be

lost in the attempt to rcmove d;flCleﬁCWES.

best thing would be to rely om competition, imperfect as it is

-

rectify the problem, and to hope that the problem is transitory,

Under

this view, the

to

-

that oligopoly positions will erode th;ou0h time, and that benefits

ﬁiil outweigh costs.

A second line of attack is control and rezula

firms. Even at best, compatition is not nac

e

ulat

_.l

essaril

on, and when it is imperfect, the argument for

tion of multinational

y an adecuate reg-

) - ) > b -~ -
planning is strength-
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ties, jointly or independ-

)

ened, Under this view, constitﬂted_autbor
éﬁtly, vould prescribe good behavior for inte 1131101@1 cowp; 5-5, and
..reguiate their policics en investment, enm mpl oyment, purchzse, and sales.
quic lines and laws of this nature are élrealy in force In nearly
.évery country, agﬁ they seen likel}'to grow.

A phird approach would be to attempt to femove, or at least lessen,
barrle1s to entry and to inkregse competition. Even where competition
is not regarded as 2 goal, this would be of hclp,'siﬁce.by reducing
thé pover of international firms, governﬁent control wouldvbe'made easier.
It might be useful to state briefly a nuwber of policies which might

be considered.

-

1. Since an importent advantege of large firms i§ their superio

access to capitsal, steps could be tzken to improve the caaltal market.

'3 . -

By making capital more readily available in countries where it is not,
the advantage of foreign firms might be reduced, The direct costs of

sub31d121n~ a good caoﬁtal market might be far 1ess thon ‘the hlﬂd°n

&

. cost of conglomerate enterpclse and hlgh conccntraLlﬁn.
2, In addition, it may be possible to restrain somevwhat the way-.

in which firms use their advantage. For example, tactics designed to
exclude new competition could be restricted, and entry encourzged.

To this end, there is need for an investigation of e¥c1u31ve dealing .
¢

AR

arrangements, tied sales, full line forc;nc adninistration of patent
rights, etc.

. “nas 22 . , : ’
3. According to Bain,““the most important barrier to entry,

14
or

discovered by detailed study, was product differentiation. If this pre-
valils in the international eéonomy as well, it sugsests the advanteges



. .. \ ,

‘of consumer education and protection. It might therefore be aJuJ sable
[ _ . B :

to limit sales prowmoticnal activities ang

2

¢

provide information services

"to counier its effects.

. N

4. There could also be an attack on the'pro%lem of resource

monepolization. The advantage of nultina tional firms sometimes lies in

“

contro] of a Qtraue01c new material. ‘Steps might be taken to make

this raw mater:al available to all on an equal basis. (At the same time,

the country vhere the raw naterial is located, often an underdeveloped
counfiy, might be able to get a better sha “Lhan it does whon dun ling
with large oligopolistic firms.) .

3. Competiticn could also.bc increased by removing those tariff
and éthef barrigrs vhich protect wmonopolies. This would make it easier
_fdr a small firm to eﬁter narkets without establishing production-
‘fgcilitiés in a foreign country.

6 In certaln cases, it mipnt be de51rab1c to prevent expansion

of certain firms or even to force a dlssolu tio This . is an extrenme

solution, but it has been used in certain cases in the United States,
and may also be advantageous in an intertational context.
We might end on the following note: discussions of international

business often contain a large element of nationalism; countries feel

that vhat is good fer their business firms is gocd for the country, and

try to promote their interests, Awerica supports American firms b°c ause
they are Americen, whlle foreign countties object to them for the some

reason. Ue suggest that the problem should be vizued from 2 more global

of the most important problems are associated with size and narlet power,



ratlier then wit

these aspects.
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ys and more attention should be focused on

n
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NOTES -
One of the first articles to enalyze the special behavior of thesec
large international firis is M. Bye's "Self-Tinanced Multiterritorial
Units and their Time Horizon.” (Internaticnal Economic Papers, Mo, -8,
New York: The Macwillan Co., 1858 The other pioneer in this area is

ign-Investiwent and the Grouth of the Fira,” Economic
956; "Profit .Sharing between Producing Companies
and 0il Countries in the Middle Last," Fconomic Journal, LXIX, June 1859;
and "Vesrtical Integration with Joint Control of Rau Jaterial Production,”
The Journal of Development Studies, Vol. I, No. 3, April 1965) Professor
C. P. Kindleberger hzs also stressed the importance of the interndtional-
ization of the firm to internationzl rescurce allocation efficiency and
_the eanalogy to the emergence of the national firm in the United States
at the turn of the century. (International Fconomics, Third Edition,
Bonewood, Illinois: Richard D. Irwin & Co., 1963, pp. £04-422: and. .
"European Integration and the International Corporation,™ Columbia
Journal of World Businsss, Vol. I, MNo. 1, Winter 1965, p. €5) See also
J. Houssiaux, "La grande entreprise plurinationale” and G. Steiner,
“La planification des grandes entreprises multinaticnale," (Econcaie
Appliguee, XVII, April-September 1954) o

E. T. Penrose. (YFore

2 . ' N . ,
‘C. P. Kindleberger, International Economics, op. cit., p. 419,

3, . . .
Car] Faysen and Donald F. Turner, Antitrust Policy, Cambridge:
Harvard University Press, 1959, p. 19.

—

41biq., p. 17.

SA. Fortas, Foreword to A. D. Veezle, The Antitrust Laus of the U. S. A,
Cambridge: Cambridge University Press, 1962, p. vi.

6 o e .t
E. 8. Mason, Preface to Xaysen and Turner, op. cit., p. xii.

S~

7In~the United Kingdom, for example, where the best historical in-
formation is available, fully one half of -the enployment in United States
controlled enterprises is in firms established before 1914, J. H.
Dunning, American Investments in British tanufacturing Industry, London:
George Allen and Unwin, 1958, p. 95) iloreover, these statistics refer to
the date on which the branch plapnt began operating. The relevant concept
is the date the parent firm first went abroad.  If data were available
on this basis, it would indicate a much smaller per cent of investment
being accounted for by mnew entrants. o ' ' =

Estimates for American investment in other countries are not as
detailed, but date the bepinnings of direct investment to at least before.

1930. The 1957 Census (United States Department of Commerce, U. S.
Busi Ve Poreian Countries, Census of 1957, Wasuington:
Governa fice, 19GC, p. 50) showad that 65 per cent of total
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lished subsidiarics. Of the 6 billion dollars
the United States, almost 80 per cent were
(U. S. Department of Commerce, Foreisn Business

1961, p. 40)

tates, Washington: Government Printing Cifice,
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In Canada, for example, the share of foreign firms has shoun no-

tendency to fall and is

increasinrg. (Covernnent of Canada, Dominion

Bureau of Statistics, Cznada'

s International Investmoen

1\t Position,

1926~

‘1954, Ottawa:

Queen's Printer, 1958)

In Engl

and Dunning found oanly a

very slight decline,
industry. (Duanine

o2

helped by the war, in the American share of British
op. cit., p. 184. Of the 115 firms questioned,

only 15 clained that their share decreased; 63 firms reported en in-
‘crease, and 37, no change.) 1In the United States, in some industries
firns formerly owned by foreigners have given way to local firms; but
these were special cases resulting from the war, when Gerian subsid-

iaries were sejzed and some British firms sold to meet e

xchange re-

quirements of the United Kingdom.

Some of the British firms have ~.

since bought back

their interests.

eign Business Investments in the United States, op. cit.,

(See Department of

Coambrce, For-

3, for

@ description of past investments in the United SLatcs and Lhe reasons
for the nlsappﬁaL11ce of some of them.)

9Up till now,

s*onfS of the most 1mportavt acts of governn;wt policy

tovards direct investment have'been connected to balance of payments

problems.
and the flow of fund

not, according to ba

Direct investment has been treated as
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proLiL rates in moking investment decisions as wvith the “pro
competitive position in a market.” The is cussicn of this paper
 that an importent guide for public policy bhé protection of competit
perfornance. (JuaT,?olL, Irene U, Veister, Lavreuce A. Veit, U. 8.
Produciiion Abroad and the Ralance of Payments, Ney York: iHational
Industrial Conference Foard, 19£06)

10

United States Department of Commerce, United States Business
Irvestuent in Foreign Countries, Washinston: Govermment Printer, 1857,
p. 144, - - '

11,

The list of firms was obtained fr0u an investigation of financial
reports. Asset size uas oLLalec from the 1964 Fortune Directory.

12The list of firms is roughly the sene as the one used above.
Concentration ratios vere taken from the U. §. Senate, Concqg;:ggig:
in American Industry, Peport of the Subcommittec or Antitrust and Honop-
oly pursuant to &. Hes. 57 (25th Congress), Table 17, p. 23. The firms
were classified accerding to their major product, but their direct
investments are oftén restricted to one or two specialtiee in which the
firm bas particuelar advantages. Concentration ratjos in tHcse spacial--
ties are nmuch hisher a better industry definition weuld therefore
show an even stronger assoc1atlou 1etneeh'_xvestmeut and hlgn concen—
_tration. '

Moraover, many firms were in industries where product differentia-
tion was important and vhere the concentration ratio is a poor index
of market position because of the difficulty of defining an industry.
The 1Pdu9t11es of high concbntratlon (32 firms) were: '

75-109% Concentration
Cereal, Breakfast Foods
Chewing Gum
Flavoring for Soft Drinks .
dard Surface Floor B

. Coverings ' '
Tires & Imner Tubes
Flat Class
Tobacco
Aluminum
Tin Cans & Qther Tlnvar
Razors & Razor Rlades
Computing Machines &

- Typeuriters
.Sewing Machires

: Shoe tMachinery
Motor Vehicles
Locomotives & Pzarts
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. The following industries were in the 50~74% ratio bracket (11 firms):

50~74% Councentration :
Biscuits & Crackers 1
Corn Wet Milling -1
. R « Abrasives 1
' Asbestos 1
Photographic Equivment 1 )
Cleaning & Polishing
Soaps & Pchel;pe 2. '
"Plumbing Fixtures 2
Elevators & scalntors 1
o _ - Vacuum Cleaners 1
: 1

In the 25-49% concentration ratio bracket (28& firms) were:

25-497. Concentration
Heat Products :
Dairy Products
Canned Fruits & chu.
Flour & lleal
Cement
Refractories
Surgical Appliarnces
Mattresses & Ted Sp
Medicinal, Chemical

tica
IS
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2
& Pharmaceutical
Preparation
Paints & Varnishes
Tractors & Farm Machinery
011 Field lachinery & .
Tools 1 _ - s
e Printing Trade Fqulpno ' :
& Machinery 1

= G

28 -

One firm, Construction & Miring Machimery, was' in industry with less than
25% concenLr;Llon, and for twenty-six others, it was not possible to
. - assign concentration ratios due to the diversified nature of the firms.

3Dunning, op. cit., p. 115. DMoreover, this is probably an under- .
estimate, since differentiated' products play an importnat role in some
. of the unconcentrated industries, e.g., foundatlon ?:rnents, proprictary
: " medicines, beauty and toilet prepnra ious. :

.

. 14 . . _ .
- I. Brecher and S. 5. Reisman, Cancda-Unitec States Economic
"Relations, Ottawa: Royal Commission on Cenada's Economic P

ospects,

: 1957, Also, Deminion Burcau of Statis tlcs, op. cit.
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15

"F. A. Southard, American Industry in Furope, Bostoni Houghton
Mifflin Co., 193]. See espe c1"’7} his comments on the electrical equip-
ment industry, p. 36; telephene and telegraphi Cquipman, p. 55; petro-
leun, p. 60, 68-6%; wotor vehicles, p. 29; min ¢ and metals, p. 93;

' . Also see G. Y. Bertin,

phonographs, p. 10¢; and locks and keys, p. 10
» Po U. F., 1963,

0

(‘ o ('J

16 v . . .

D. T. Brash, United States Iuvestment in Ausiralian Manufacturine

Industry, Doctoral Dissertation, Australien ¥ational University, Auvugust
——— e b (v

1965. ' . )

17. . . . . ,
‘In the case of vertical integration, an 1mp"0'ement in coox-

dination would tend to improve efficiency of alleocation on both counts.
Suppose we have a monopolist, A, selling to another firm, B, which is
Pi H ’ 2 ) ’
in turn a monopolist in another market, A dcuble distortion is involved
in this case of sequential monopoly; if A and B integrate or collude
q J: g

perfectly to maximize joint profits, they will rewove one of the dis-
tortions and in so doing, increase output and lower price.

8 - .
Kaysen and Turner, op. cit., p. 9.

190. Iverson, International Capital Hov-mvpts London: Oxford
University Press, 1935, p. 146. Ohlin makes the same point and is
quoted by Iverson. See B. Ohlin, Interregional and International
Trade, Cambr*dge: Earvard University Pr;s,._193g, p. 334.

-—T H

20,
U. S PDepartment of Connerce, Porelon Business Investment in

the United States, op. cit.

1 ' iew ‘ o

We may state the argument more precisely as follows: direct
investment occurs because the profits of an enterprise in one country,
Ty is dependent on the profits of 2n enterprise in another country,

W ny = Fy L I B

To maximize global profits (nl + n2) the fbllowing must hold;

(2) | d

Suppose, however, that the parent firm owne the énterprise in country 1

<
‘fully, but only A per cent of the enterprise in ccuntry 2. Then it will

¢

ot wmse
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maxinize (nl + Aﬂz) which ocecurs when

(35 am . ) | ) Tix . _ o

“which only fully cxpleits glotal interdependence if A equals 1. The

- analysis assumes that firms try to maximize total -profits legally be-
longing to shareholders of the parent firm., An alternative assumption
is that firms vicu all dividends, including those paid to shareholders
ju the home country, as a cost, and attempt to maximize retained earnings.
Letting dl and d2 be dividends paid in country 1 and country 2 respectively,

'the firm maxinizes (ﬁl -+ T, - dl, —d2) ipstead of (wl‘— Anz) as ahove.

Provided dividends in cach country do not depend on profits. earned in
that country, i.e., they depend only on total profits and the conditions
prevailing in the capital market in each country, equity securities
introduce no distortion in the production decisios of the type described
above result., 1 am grateful to lrs. E. Penrose for this point,
22 e w . - e .
J. S. Bain, Barriers to New Competition, Cambridge: Harvard
* University Press, 1956.







