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The Multinational Corporation and
Direct Investment®

(Excerpt)

G. C. Hufbau_erk

When a firm embarks on production in a foreign land, it faces new choices and

opportunities. It must deal in a different currency, it must pay different factor costs, and it wilk
be taxed under different laws. The corporate response to these fresh alternatives is an intriguing

subject that has attracted much research.? But the problems of multinational production have:

. assumed more than academic interest with the rapid expansion of U.S. direct investment
abroad from $7 billion in 1935 to $86 billion in 1971. This expansion has aroused fears for the

prosperity of home countries and for the sovereigaty of host nations (Servan-Schreiber; 1968;,

Levitt, 1970).

& G. C. Hufbauer is professor of Ecomomics at the University of New Mexico, This article has been reprinted
through the Co-operation of the Kathmandu @ffice of the U, 8. International Communications Agency and
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Finance edited by Peter B. Kenem: (¢) 1975 Cambridge University Press,, :

4@ I amindebted to R.E. Lipsey, A.E, Scapertanda. T. Horst, G. v. G. Stevens, and J, Bhagwati for valuable

comments and suggestions. The paper was initiated while I was with the University of New Mexico. John Bar-
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1. Dunning (1958) and Wikins- (1970 trace the ancestry of multinational enterprise, The Harvard Business
School (under Vernon), the University of Reading (under Dunning), New York University (under Hawkins),
the United Nations Conference on Trade and Devé}opment_(UNCTAD) (under Streeten, Lall, ‘et al), and
the. National Bureau of Economic Research (under Lipsey) bave housed major research programs on the
multinational corporation, Other agencies and * institutes with active research programs are listed by Erb
{1973). Bibliographies of the literature on muitinational corporations ‘have been prepared by Burtis, st al.
(1971, Lea and Webley(1973), Aronson (1973), the UN Secretariat (1973, and, perhaps  the comprehensive,
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Table 1 draws together figures for U.S. direct investment and for gross domestic -

product of host countries in a number of regions. On the whole, U.S. multinational corporate

activity has expanded more rapidly than host-country gross product. During the year 1965-70-

" for example, U.S. direct investment in the United Kingdom grew 3.6 times as fast as UK. gross
product; m Western Europe as a whole it grew 1.6 times faster; and in Australia. New Zealand.
and South Africa, 1.8 times faster. The principal exception to this pattern was Latin America,
“i;vhere, during the 1955-65 decade, U.S. direct investment grew more slowly than domestic

gross product.

Table 1

U.8. Direct Investment Compared with Host Region Gross Domestic
Product (billions of dollars and relative growth rates)

GROSS DOMESTIC PRODUCT

Western Europe ; Australia,
United United Latin New Zealand,
Year States Canada Total Kingdom America South Africa
1920 284 17 134 32 31 12
1955 396 24 211 47 33 18
" 1960 501 32 29 63 52 25 .
1962 557 41 385 68 61 29
1965 681 48 459 89 74 35
1970 970G 70 - 681 103 - 102 53

Lail 1973b). Among the leading sssay collections, the works edited by Kindleberger (1970 ) Dunning (1970, 1971),
Rolfe and Dainm (1970), Machlup; Salant; and Tarshis (1972), and Brooke and Remmers (1972) and the studies
compiled for the U.S. Senate Committee on Finance (1973a, * 1973b) deserve mention. Brooks and  Remmers
(1970), Tug=ndhat (1971), Ragazzi {1973), Dunning (1973b), and Parry (1973b) offer good surveys. Corden(1974}
has a useful analysis of the relationship. between multinational corporations and orthodox trade theory, while
Caves (1974b) has ably synthesized the relationships ‘among international trade, investment, and imperfect
markets. Leading books and papers have appeared over the names of Penrose (1956), Hymer, (1960) W. C.
Gordon (1962), Mikesell (1962,.1971), Dunning  and Rowan (1965), Vernon (1966, 1971, 1972), Servan—
Schreiber (1968), Stevens (1965b); Caves (1971), and Horst (1972a, 1972b). Topical reviews of multinational
corporation issues have appeared in the Wall Street Journal (1973), Newsweek (1972). and Fortune 1s73).
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3
U.S. DIRECT INVESTMENT
Other Couniries
and Unallocated
Western Europe ‘ . Australia,
United Latin New Zealand,
Year, Total Canada Total Kingdom America Total S. Africa
1950 11.0 3.6 1.7 0.8 4.4 2.1 0.4
1955 194 6.5 3.2 1.4 6.6 3.2 0.8
1960 32.0 11.2 6.7 3.2 8.4 57 1.2
1965 48.8 15.2 14.0 5.1 10.8 8.7 2.3
1970 78.1 22.8 24.5 8.0 14.7 16.1 4.3
. y
RELATIVE GROWTH: U.S. DIRECT INVESTMENT
VS.GROSS DOMESTIC PRODUCT IN THE HOST REGION*
Western Europe o ' Australia,
United Latin New Zealand,
Period Canada Total Kingdom America South Africa
1950-55 2.0 1.5 1.6 8.3 2.2
1955-60 2.2 2.9 3.8 0.5 1.6
1960--65 0.7 1.9 14 0.7 2.1
T 1965-70 1.1 , 1.6 3.6 ‘ 1.0 ‘1.8

* The relative growth is the quinquennial percentage growth in direct investment divided by
the quinquennial percentage growth in GDP. The relative growth (similarly calculated)
for direct investment by all foreign countries in tne United States was: 1950-55, 1.3;

1955-50, 1.3; 1960-65, 0.8; 1965-70, 1.2.

Sources; GDP. figures were compiled from IMF (1972) and UN Statistical  Office (1970,

1972). The figures are translated into 1.8, doMNars at ‘prevailing exchange rates. .
U.S. direct-investment figures are form Survey of Current Business (various ..
issues). There are book-value figures, compiled by adding annual direct-invest-
ment flows and retained earnings to benchmark census data on gross book Values

1 (before depreciation). Note that the figures pertain only to U.S. equity ownership
of the foreign affiliate and debt of that affiliate to its parent: the ownership interest
of foreign shareholders and banks is excluded. In making comparisouns between
gross domestic product in current prices andfthe book. value of direct investment
I assume that the ratio between sales in current prices and the book value of the:
equity stake remained approximately constant between 1950 and 1970.




.

Kingdom has likewise expanded more rapidly than gross product, a peint brought out in the-

notes to Tables 1 and 2. Thus, faster relative growth is not restricted te the overseas operations..
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British direct investment overseas has also grown more rapidly than the domestic:
output of host countries, at least in the main industrial countries. The statistics appear in Table-

2. Canada has been the principal farea where U.K. investments have grown less rapidly~

than domestic product.

of American or British multinational firms.
Table 2

U.K. Direct Investment Compared with Host Region Gross Domestic
Product (millions of pounds sterling and relative growth rates)

Direct investment by foreign countries in the United states and in the United:

U.K., DIRECT INVESTMENT
Other Countries

: Australia,
~ United Western Latin - New Zealand,
Year  Total ~States  Canada Europe America  Total South Africa
1962 3405 301 484 29 172 2419 919
: 1965 4210 387 531 42 213 3037 1242
~.1970. 6415 762 716 91 264 4581 1901

RELATIVE GROWTH: UK. DIRECT INVESTMENT
VS. GROSS DOMESTIC PRODUCT IN THE HOST REGION*

: ‘ Australia,
United ~ Western Latin New Zealand,
Period Stated Canada Europe America South Africa
1962-65 2.6 0.5 2.3 1.1 1.6
1965-70 .- 2.3 0.8 2.4 0.6 1.0

* The relative growth {is the period percentage growth in direct investment divided by the
period percentage growth in GDP. The relative growth for direct investment by all foreign .
countries in the United Kingdom between 1962 and 1970 was 1.9.

o from Table 1. U.K. Direct investment figures

Source: Gross Domestic product figures ar :
f Trade and Industry (1973)

are from U.K. Reference Division (1970) and U.K. Dept. 0

A
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When multinational eorpomtmns grow at the same pace as their host economies, ther&
is little to explam When they grow more slowly, the questlon becomes: Why are they dlsade

vantaged? The MNC story is not one of universal growth. Yet 1 shall coneentrate on more rapid
expansion, because growth has been the dominant theme for the last quarter-century.

A fundamental question that faces all explanations of. MINC expansion is whether
the pestwar boom is a stock-adjustment phenomenon or a contmuous—ﬂow process (Branson
1970). Will the expansion of MNCs relative to Iocal firms stop in a few vears, or will it contmue
for the rest of this century? The fact that Amerlcan direct investment abroad grew more rapidly
between -1945 ann 1970 than between 1908 and 1940 suggests the durablhty of MNC expansion,

& Just as the nineteenth century witnessed the ascendancy of the national corporation, the

twentieth century has given rise to the multmatlonal firm (Kmdleberger ]967) Further evidence
on the durability of MNC growth might be gained by examining both rates of corporate

expansion as a function of length of time overseas and the recruitment of new firms to the

MNC ranks (Ricbardson, 1971).

i

“How should a multinational corporation be defined? There are degrees of multlna-
yiﬁonal binvolvement but most authors focus on afew firms with operations in several countrles,
Vernon (1971) used the followmg approach (which I shall also use) He examined U.S. manufa~ ‘
cturing. g:ants w1th estabhshments in six or more countrxes 2 On this deﬁmtlon there are some
iwo hundredodd U.S. multinational corpora‘uons (mcludmg nonmanufacturmg concerns),
and “perhaps another: ‘hundred multmatlonal giants- based in  western . Europe, Canada’,‘

and J apan.

Despite their multinational charecte r, such firms are almost always controlled from
2 single country. Effective multinationnal ownership does occur, but rather infrequently. Western
Europe has witnessed corporate marriages between national - concerns: Royal. Dutch/Sheli,
Umlever, Agfa-—Gevaert Dunlop-pirelli. The ownership of Alcan is divided between Canada
and the United states, while international Nickelis an Amer1can—Br1t1sh—Canadxan venture
Joint ownership of a single affiliate by parent companies of diverse national origin occurs more:

frequently. This is par’ticularlyk'true of \petroleum‘enterprises, for example in the Middle East,

-

2. In ihe terminology of U.S. official statistics, *“affiliates’ are establishments inco‘rp'orate’d abroad that are controlled

:~by:American firms. Distinctions are further. made between types of affiliates according to: decree of parental control

““Branches’’ are.unincorporated establishments operatmg abroad. Tax considerations largely determine whether an
‘MNCiopens branches or affiliates . | use the:term: "estabhshment ‘to encompass both types of aperation. )




The Bconomic Journal of Nepal &

and of banking ventures formed to enter theLondon capital market. Moreover, the multinationak
ownership of U.S. firms is growing. as foreign institutions acquire shares on the MNew York
stock Exchange (Wall Street Journal, June 22. 1973).

1 shall attempt to divide the literature on multinational corporations into’ several
channels, each corresponding to a basic them.? In section 1, Treview four major industry
characteristics of multinational enterprise: access to cheap capital, portfolio diversification.
technological rents, and industrial organization. In section 2, I examine the company choice
between exports, foreign-affiliate production, and the licensing of independent foreign firms.
Special attention is paid to the influence on this choice of tariffs and other goverament  policy
measures. In section 3, T review econometric forecasts of direct-investment flows and the balance
—of-payments aspects of overseas investment. In section 4, I discuss welfare questions: the
orthodox welfare analysis of capital flows and multinational enterprise, tax ‘considerations ami

transfer pricing. the Marxist position, and the leading policy issues.

3. Data on multinational corporations have been collected by both public. agencies and private scholars. | shall list
the major source by country. For official statistics, only the: agency name: is given; for privately collected data, &
citation to the source listed in the bibliography is given. A statistical pverview is/ provided by UN" Department of
Economic and Social Affairs (1973). Most of the available figures are restricted to book values of direct investment,
seme sales data, and a very limited body of data on trade flows between affiliates. More informations should be
published of the factor stocks and output levels of a given company’s plants inthe different countries, Also,
comparisons are needed between local-and multinational firms opeérating in the same industry

United States. - The U.S. Depa}tment of Commerce, Bureau of Economic” Analysis (formely Office of Business
Economics), publishes data in the Survey of ‘Current Business and also issues special reports. The U.S. Department:

©of Cemmerce, Office of Foreign Direct Investment. issues special repotts, Fortune. magazine has an annual listing .

-of the 500 largest U.S, manufacturing concerns and the 200 largest non-U.S. manufacturing concerns, Bruck and
Lees (1968) have published a list of the foreign operations: of ‘the larger firms.. The ‘Harvard Muitinational Enter-
iprise Froject has a bank of data, in addition to the published work by Vaupel and Curhan (1969).

United Kingdom The official’ statistics ‘are ™ regularly ‘published 'in " the UK. Department. of Trade ang
industry’s magazine, Trade and Industry. A compilation of data from 1962 to 1968 was issued by the U.K.Reference-
Division (1970): A wealth of unofficial data was pubiished by Reddaway (1967, 1968). The University of Reading
{under Dunning) has “also gathered a bank of survey information,  Dunning  (1972) recently prepared an in-depth-
statistical study of U.S. industry operating in Britain. 'Forsyth (1972) has asurvey of U,S. investment in Scotland.
The Departiment of Trade and Industry sponsored’a wide-ranging report by Steuer e# al. (1973).

Burope.  Frenko (1974) is working on a broad study of European-based multinational firms,

Australia. The Commonwealth Treasury publishes an annual bulletin covering foreign: investment in “Australia
Brash (1966) put together the first unofficial survey,

Ganada. The Dominion Bureau of Statistics publishes surveYs form time to time on- U.S. companies that controk:
manufacturing operations in Canada. Annual data are collected under the Corporations and 'Labour Unions Returmns.
‘Act and published in the Annual Report of the ginister of Trade and Commerce. There - are detailed official studies.
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Effects on the Balance of Payments

Johnson (1970) has rightly stressed that arguments for the control of balance-of
—payments flows seldom have validity unless they represent an underlying combination ef
optimum-tariff, optimum-tax, and infant—industry arguments. If a country is unhappy with its
balance of payments, appropriate remedies involve the board sweep of fiscal and  monefary
-measures and exchange-rate adjustments, rather thaun piecemeal policies of restraint. Even if, on
some calculations, exports appear meore helpfull to the home country’s balance of payments than
direct investment aboard, licensing, or takeover bids, such calculations supply no independent
argument for attempting to change the form of overseas business operations. The same . dictume

applies, with appropriate modification, to host countries.

Nevertheless the balance-of-payments effects of multinational entefprise bhave

- of the Royal Commission (1957),  the Watkins Commission (1968), and the Gray Report. (1972). Safarian
{1968) has pdblished his unofficial survey results.: The Government of Canada Office of Economics (1871}
has issued a bibliography on foreign investment in Canada. ‘

France. Bertin' (1972) of the University of Rennes has an ongoing program of research on multinational
enterprise. The history of U.S: lnvestment in France is traced by Kindleberger (1973a). Revue Economique (1 972}
published a special issue on multinational corporations;,

Ireland. McAlsese (1971/72) has assembled the available statistical material, and offers a good review of
the fiscal incentives provided by the lrish: Republic. p.J. Buckley of Reading University is writing a thesis based:

“on a recent survey of multinational corporations operating in Ireland.” Donaldson (1966) conducted: on the first

surveys.

Japan.: The basic statistics on Japanese direct foreign investment are collected by the Bank of Japan; they
are summarized by Hamada  (1872). Other nonoffical sources' include Ozawa (1968), Kojima (1973), and
Sherk (1973). : :

Netherlands. - Stubenitzky (1979) 'hés wiitten: about multinational firms operating in the Netherlands.

New Zealand.. . Official statistics are collected from time to time: by the  Department of Statlstics and the
Reserve Bank of New Zealand. The authoritative unofficial study, - including extensive survey results,was written
by Deane (1970). :

Sweden,  The Industrial Institute for Economic and Social Research in Stockholm is conducting studies both of
Swedish overseas investment and of foreign investment_ in Sweden. Samuelsson: (1973). Swedenborg (1973),
and Thiel (1973) have written the first report. ‘ '

Ohier Counsries. Ackernan (1971) lists some sources for Brazil. Hatti (1970) does: the same for 'India, the
principle source for that couniry being the Reserve Bank of India. May (1965) has data on Nigetis. UNCTAD ) ;
gommissioned a group at Oxford led by Streeten and Lall to gather data on selected  foreign firms operating in
Jamaica and Kenya (1970, 1972), India "and Iran 1971/72), and Colombia and Malaysia. (1973a).’ Drysdale

- {1972) had edited a volume on direct investment in-‘Asia and the Pacific. Additional ‘country studies: are listed:
in the bibliographies by Burns ot al. and Lall (1973b). The IMF’s annual Bglance of Paymenss Yearbooh gives
direct-investment flow figures by countty. - ‘
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stimulated considerable comment, mainly with a view toward capital controls on direct invests
ment [W. C. Gofdon (1961, 1962); Bell (1962) phillips (1964); polk et a/. (1966); Behrman (1966,
1968, 1969); Moifat (1967);Reddaway (1967, 1968); Hufbauer and Ad]er (1968); Bruck and Lees
(1968) Law and Com‘emparaly Probfems (1969); Dunning (1969a 1969b); Adler and Hufbauer
(1969a, 1969b); Lindert (19703; Fieleke (1971); Morley and Smith (1971), Lipsey and weiss
(1972a 1972b); Hui and Hawkins (1972) Stobaugh et al. (1973); Wert (1973); UNCTAD (1970;

1‘)71 1972, 1973a, 1973b)].

W. C. Gordon (1961, 1962,) an institutional economist, first: challenged Cairnes’s
{1874) description ofsthé,foreign-—investment- process.According to Gordon,  and contrary to
Cairnes, countries investing abroad have had little need to run a merchandise surpius to.
accomplish the transfer of real resources, Within a short - perlod foreign mterprlses have gene-

Iated sufficient profits not only to accommodate future expansion but also to make remitances.

Bell (1962) - looked -at these questions quantitatively, takmg into- account initial
<xports of homc—country capltal equipment; subsequent exports of parts and COmponents,
“dividend,4 mterest and royalty remittances; and other transactions between the parent firm
and its overseas -affiliates." ‘Bell’s: calculations made possible the estimation of  balance-of-
Paymsnts ¢ recoupment Periods™ the length of time before an initial investment would be matched
by income flows from the forelgn subsidiary. As Wert (1973) has pomted out, recoupment—
Period estimates may be placed:in:a product—cyc]e context From the vxewpomt of the home
country, the early phases of a foreign investment proyect bring positive trade effects{more exports}
and negative lnvestment effects (capltal outflows). The later phases bring negative trade effects

(reduced exports and more ‘imports) and positive investment eﬁ’ects (remittance of Profits)..

The estimation of recoupment periods critically depends on what would have happe-
med in the ab:.encf* of MNC activity-the “salternative position.”” Three Possibilities were
dlstxngulshed by Hufbauer and Adler (1968 p.- 6). Under classical substitution’ assumptions,:
direct:investment completely supplements: host=country investment and. completely replaces
‘home investment. Under reverse classical 'asSumpinn‘s, direct investment fully substitutes for

foreign local mvestment and does not diminish home formation of captial. Under ant1classxcalv

assumptlons direct mvestment sapplements host—country inyestment but does not diminish home-

investment. Uader both classical and reverse classical assumptions, international: captial flows

4, Smce Bell wrote, Mauer and Scaperlanda (1972) and Koplts (1972) have explored the dividend: behavmr of
multmatlonal corporations, i

‘QT/

o
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~do not affect the- total wor/a volume of investment. Anticlassical assumptions imply that
¢ -dnternational-investment /mereases world capital formation,

Reverse classical assumptions reflect the tariff- discrimination hypothesis, known in

“this context as the defensive-investment argument. According to this argument, the choice
“between homis and - foreign- production “is mainly determined by tariff and ‘tax-consideration.
Since host-country policies are often designed-to - promote: self-sufficiency, the assumption‘is

~that export markets  were doomed - to d’isa‘ppear.‘ The reverse classical - framework principally
'\appiies to-manufacturing investment: In the fields-of agricultural and mineral exploitation,: MNC
activity has more frequently worked to promote international specialization. In these areas, the

~{ -classical assumptions come nearer the mark.

The anticlassical framework, which implies an increse in world investment whem

~firm go overseas, need not be altogether farfetched. Multinational firms may carry out projects in
‘the host  countries that local firms were incapable of undertaking, A net addition could then be
‘made to host-country investment. Meanwhile, two possible scenarios can be envisaged in - the
-home country. The home country might lose exports and for this reason home investment
~could decline in certain industries. However, the home government could. offset this
decline through = expansionary policies, leaving total’ domestic investment unchange,d,y The
~othier scenario (urged by Behrman, 1968) is that home-country exports will be unaffected; simple
¢ becasse the host country already  pursiied such. highly: protectionist policies that- there: were.
0o exports of that particular kind to displace.5 Accordingly, home investment. would  have no

-reason to decline.

Dependmg on whxch framework of assumptlons is chosen very dlﬁ'erent balance-
of—payments recoupment perxods emerge. The anticlassical scenarlo defended by Behrman
{1968) leads to recoupment periods of two years or less. This is Gordon s thes1s with a venge-b
ance! On the other hand, the. classxcal assumptlon can lead to recoupment perlods of mdeﬁnvte
]ength :

Clearly, the sstimrate of recoupment periods is a speculative venture. More iraportant

. the recoupment period affords an incomplete guide:to:the welfare: aspects of direct investment..

5, The circumstances Venviséged‘ By Behrman (19685 ‘lmply ihat host- couhtry'rea'l "outp'ut grows more rapidly than
it-otherwise would, as a result of MNC investment. According t6 the monetary approach to-balsnce-of Paymemt
theory. (Johnson, 1972) faster real growth of -output must dlsplace rmports or en!nance exports, _assuming a cons-.
tant supply of domestic’ money, Thus, while' MNC productlon mlght not dlsplace the same kind of Import from
the United States, it could displace soims other type of import or accelerate export, :




The EBeonomiec dourkal of Mepal - 16

Whether the recoupment period is long or short says little about the costs and benefits of multi-—
national corporations to home and host countries. Nor does the recoupment period illuminate-
the basic institutional impact of the multinational corporation on the balance-of-payment.
adjustment process. ’

There are three major versions of the way in which policy measures work to restore
balance-of-payments equilibria. the familiar elasticities approach (summarized by Kindleberger...
k1973b) focuses on relative commodity prices at home and abroad and between traded and non--

traded goods. To correct a deficit, the policy package must shift relative prices enough so that.
~given the elasticities of supply and demand-the payments gap is closed by an improvement in.

‘the trade balance. By contrast, the absorption approach stresses aggregate savings (Alexander,
1952). According to the keynesian algebra of natiomal accounts, a balance-of-trade deficit.

implies negative foreign investment and hence an unduly low level of domestic savings. Finally
“the monetary aproach (synthesized by Johnson, 1972) emphasizes the relationship between the-
demand for money, the stock of real assets, the flow of output, and the price level. Two kinds of
money are available to the nation, domestic and foreign, and each kind can be converted into-
the other, To correct a'deﬁcit, the policy package must stimulate home demand for foreign
money. By assumption, a single interest rate rulesin the international capital market, and a
single price rules in each -international commodity market. Thus, according to the monetary -
school, devaluation creates a general rise in domestic prices. The rise in prices enlarges the:
demand for money; - provided the domestic money supply is held ; constant, the larger demand
will be satisfied by selling commodities and assets abroad.

The growing ascendancy of multinational enterprise compels, I think, greater-
emphasis on a monetary apvp"ro'ac'h to the balance—of—payments adjustment process, The multina.
tional firm unifies a wider range of capital and commodity markets(for both traded and:
nontraded goods),  and restores a single price more quickly after some disturbance, thana
collection of purely national firms might have done. The multinational enterprise is uniquely -
placed to know prices and costs in several nations at once and to use this knowledge in ad_]uss- -
.ting production and borrowing levels so that it pays the same marginal money cost and receives -
the same marginal money return for a given quantum of output everywhere in the world. To 4
Pe sure, trade barriers and capltal controls continue to separate national markets. But barrlers- o
-and controls drive wedges. of fixed magmtude between the prices ruling in different countries. .
Multinational firms can better ensu;e that price differentials in fact correspond to- these fixed

'wedges than can national compani¢s. Thus, a k_ey, assumption made by the monetary
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=school -one market, one price-comes closer to realization under ihe new institutional

“framework,

Correspondingly the elasticities approach begins to fade (though, in 1974, it still has
“lots of life). With one market, one price, fiscal, monetary, and even exchange-rate ‘policies
~tannot so effectively create the price differentials either between home and foreign goods or
“between traded and nontraded products which prompt a shift of output toward export and
“import-competing markets, Moreover, the unification of capital markets means that adjustment
~Problems cannot be analyzed solely in terms of the trade balance, a weakness shared by the
~elasticities and the absorption approaches. Instead attention must also be given to the impact of
{ pohcy measures on the capital account.

Misgivings are often voiced that the multinational corporation moves vast quantities
-of ““hot money” around the globe, thereéby worsenmg national balance-of-payments of difficul-

“ties (U.S. Senate Committee of Fmance 1973b). But currency speculation” can hardly be dis-
“tinguished from the customary busmess practice of acquiring capital cheap and investing dear
(Robbins and Stobaugh, 1973) No one ‘worries about “hot money” moving in search of a higher
return from one region to another within the United States, nor is anyone concerned when busi-
ness tries to secure the cheapest available financing, but then we accept the unificatian of capital
markets within a single country. At bottom, the objection to mternat]onal shot money”’ is an

~objection to the qygatlon of an international capital market Kindleberger, 1967. -

1. WELFARE QUESTIONS

The Orthodox Statement

Classical welfare arguments start off  with two assumptions: They assume competi-
“tion and they assume that the MNC is engaged in shifting capital from one part of the world to
-another. Among MNCs, oligopoly is more prevalent than competition, . and MINCs probably
“move more technology than capital around the globé. The classical analysis nevertheless serves

-as a useful beginning. The basic statement was laid down by MacDougall (1960).

Private capital movements were once seen as beneficial for both home and host coun=
“tries. The analysis was based both on the differential-returns argument and one classical assump-
“tions concerning the re\locationv of capital stock. Capital would supposedly flow from A to B
-until returns in the two countries were equated. (For the moment, I shall neglect the role of cor--

yporate taxes. In Figure 1 home country A would experience a'decline in domestically- produce®
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osutput of trapezoid cdef, but it would earn returns on foreign-investment of rectangle gf//. The-
aet gain to the home country is thus indicated by the shaded triangle lying above its marginal. -
productivity of capital curve. In the host couniry, the addition to capital stock would increase-
output by trapezoid gm/j, of which only rectangle ghif is paid to forelgn capltahsts Thus, thox
triangle Am/ remains as incremental income to the host country

According to this analysis, flow of capital simultaneously achieves three ~ goals. .
Worsld income is increased because capital is now equally productive in all countries. The home:

_gountry is better of because it is. earning a higher - social return - on its capital --abroad than it-.

Country A Country B
Figure 1 Ggin’s«:fgo;m capital movement between two countries.

would have earned had the capital remained at home, Finally, the host country is better off
because higher returns to other factors absorb part of the gain in output resultmg from a Iarger“
stock of capltal i

‘The classical analysis implies that the return per unit of capital rises at home that
expense of other factors, while the reserve happens abroad. Thus, the flow of capital exertsa_
distributional effect. Relying implicitly on th1s analysis, the Amerxcan labor movement has -
sought to halt “rumaway plants” by altering U S. tax laws and restrlctmg trade (Cantor, 1972 .
Meany 1972,Babson 1973; Thurow, 1973).

‘One would also expect the MNC  to depress returns to capital ‘inthe hostcountry,.
assuggested by Figure 1. But Johnson (1970) has shown how the more efficient MNC can ins<-
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tead depress the price of labor in the host country, If the MNC improves the production iso-
guant for capital-intensive goods, the benefits may be distributed to the host community in two
ways: either through a lower relative price for the capital-intensive good or through an altered
factor-price ratio, with higher returns to capital and lower wages for labor. If the relative price
of goods is fized by international markets (as it may be for a small country with an open eco-
nomy), the benefits will be passed om entirely in the form of an altered factor-price ratio. The
WINC presence depresses the relative reward of - labor, and it might even depress the absolute

reward. Local labor suffers at the same time local capitalists are being displaced.

B. 1. Cohen (1972) has amplified Johnson’s basic case. Foreign ownership of capital
might be so extensive that the higher profit rate could actually serve to decrease total income:
accruing to residents of the host country. The main difficuity with the Johnson-Cohen case is
that MNCs do not particularly  specialize in the production of capital-intensive goods. Even if
they did, the foreign-owned capital stock is seldom large enough so that the introduction and

diffusion of more efficient technology would actually diminish host-country income.

More important than its effect on overall returns to capital, the MNC may reap

exceptional profits on the new technology it brings to the host country (Hogan, 1967; Dunning

and Steuer, 1969; Mason, 1970; Streeten, 1972; Mansfield, 1974). If the MNC enjoys a mono-
poly in its branch of technology, the fruits of improved products and processes can for a long
while leave the country. Only as competition prevailsb will technological  gains be reflected in:
higher factor prices or lower commodity prices in the host nation. The important question is.
how long it takes before the fruits of technology are spread to the domestic economy. It would:
be well worth comparing the diffusion of “*bést practice’” techniques in local industries that have:
multinational corporations and those that do not. [For an exposition of analytic methods, see
Mansfield (1968, 1974) and Mansfield et a/. (1971).] “

The orthodox statement needs.  further quulification when there are infant entrepre- i
neurs in the host country. It is often claimed that multinational corporations thwart local entre-
prencurial effort (Levitt, 1970; Safarian 1973.) The argument can apply to the domestic forma-
tion of either capital or technology. If the infant-entrepreneur argument is valiid, a first
best case may exist for restricting inward multinational investment and even, perhaps, for limi-
ting the inward flow of technology, Clearly, we ﬁeed studies dn'the development of a given

industry in different countries to see if the extent of multinational presence makes any difference.

£
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In addition, the orthodox statement needs qualification when there are domestic dis-

tortions. If domestic prices do not accurately reflect social costs, the MNC can impose
a burden on the economy. The most important distortions are those created by tariffil and
qnontariff barriers, Multinational corporations are attracted to protect markets like bears to
honey. The result may be small and inefficient plants, as in the Australian chemical industry
{Parry, 1973a). Or profits could be generously inflated, with multinational corporations sharing
in the windfall earnings. Fo example, Vaitsos (1970) has shown that the combination of protec-
tion and domestic monopoly gave excessive profits to foreign investors in the Colombian phar-

maceutical industry.

The prevalence of factor-market distortions inless developed countries raises the
question of “inappropriate technologies.” Do MNCs use techniques there that are too capital~
intensive, given the abundance of labor? The techniques that MNCs use in less developed coun-
{ries can be evaluated against two standards. They can be compared with the techniques adopted

by local firms or with those that MNCs use in derverloped countries.

Mason (1973) examined 14 matched pairs of U.S.-owned and locally owned firms
{9 matched pairs were located in the Fhilippines‘and 5 in Mexico), and concluded that American
firms used more capital per employee. But B. I. Cohen (1973b) got mixed results when he compa-
red the mechanization (measured by electricity consumption) of 4 U.S., 5 Japancse,and 10 mat-
ched Korean firms operating in Korea. Both the Mason and Cohen studies were conducted with
great care, but the samples are small: more work is needed before a clear picture emerges. Tur-
ning to the second standard of comparison, Courtney and Leipziger (1973) estimated Cobb-
Douglas production functions for some 1,484 U.5. affiliates operating in developed and less deves
loped countries. In 9 of the 11 industries, the capital-labor ratios were lower in the less developed
countries, indicating some degree of  factor substitution. But Morley and Smith (1974) suggest
that much cf the observed “‘substitution’” results from the correspondence between scale and

capital intensity: larger plants enable the use of more automated production methods.

Other possible distortions qualifying - the orthodox welfare statement deserve men-
tion. Owing to an improper exchange rate, the MNC might purchase or sell foreign exchange at
Bargain prices; cwing to the - absence of environmental controls, it might degradye the environ-
ment. The national income of the host country can decline when an MNC iatroduces marginal—
cost pricing to only one sector of the economy, while other sectors continue to use an ‘average—
cost approach in the employment of productive factors (B. I. Cohen, 1972). In the home country
the MNC might displace jobs rather than merely = shift employment to alternative industries
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(Hawkins, 1972). At the international level, the multinational corporation might lead to the per=
vasive cartelization of world production and ¢rade. Indeed, the question has been raised whether
free competition in international markets can be reconciled with the free flow of capital and tech=
nology (Shaffer, 1972). Appropriate solutions to these various distortions are lower trade barriers,
antitrust measures (on both the national and the international levels), correct exchange rates,
and countervailing taxes and subsidies. Restriction of MINC activity is a possible second-best

-solution but not a very effective or enlightened one (Corden, 1967; Johnson, 1970).
Corporate Taxes and Transfer Prices

The taxation of corporate profits leads to a classic conflict between social rates of
return (used by countries and economists to assess projects) and private after-tax rates of
return (used by companies to guide investment). Furthermore, corporate taxation creates a diffe-
rence between intérnationalist and nationalist criteria for appraising social rates of returns. Jasay
(1960), MacDougall 1960), and Balogh and streeten (1960 were among the first to raise the
guestion of taxes in the context of direct investment. Perhaps, they argued, overseas

investment was not so beneficial for the homs country as the orthodox statement implies.

The major capital-exporting countries either allow a credit against their taxes to
the extent of profit taxes paid abroad or they make no claim to tax foreign income. The com-
plexities of tax credits and kindred arrangements are spelled out by Richman (1963), Krause and
Dam (1964), Musgrave 1969 and N. N, Gordon (1971). Basically, these arrangements are

designed to avoid “double taxation.” If the corporate tax rates in the home and host countries-

are equal, the flow of capital will still serve to increase world income. Capital will be moving -

from a low—productivity country to a high-productivity country, and the result will be larger
world income. But the home country may take a social loss from the outflow of capital.The
relevant selfish comparison for the homs country is between before-tax returns at home and
affer-local-tax returns abroad. Thus, if foreign investment is pgshed by private companies.

to the point where after-tax returns are the same in both areas, the capital-exporting country

is earning a lower social return on capital placed abroad than on capital emaployed at home.

In terms of Figure 3, if host country B captures part of rectangle g#rif, that amount is lost to
the home country. If the MNC equalizes after-tax returns for both nations, say at point r*, the
~domestic social earnings on foreign investment are fmuch less than the before~tax contribution

of capnal to domestic output.

Grubal (1974) has applxed these theoretical considerations to an analysis of prlvate

and social rates of return on U.S. manufacturing 1mestments in Canada and Western Eur ope,
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Tn 1969, before tax rates of return on equity averaged 24 per cent in the industrial host countries:
and 19 percent in the United States. The effective rate of taxes collecied by the host countries -

was about 46 per cent (taking into account dividend withholding tax), compared with a. 40 per

\
cent effective corporate tax rate in the United States. Thus, the privaie after-tax rate cf return ‘
carned by U.S. manufacturing firms was about 12 percent - on equity in the United States and ‘

13 per cent on equity in the industrial host countries. However, the social rate of return to the
United states on domestic equity capital was 19 per cent (the before-tax return) compared with
13 per cent on equity capital located abroad (the after-local-tax return). The United States there=
fore lost about 6 per cent per year in social return on its manufacturing investments in Canada
and western Eurdpe.

As these calculations suggest, the existence of corporate taxes léadsto two quite
different concepts of “tax neutrality.”” On the one hand, there is the international school, which
says that capital should migrate to the location of highest (before tax) return so as to increase
world income, On the other hand, there i»s‘ the national school, which asserts that a country~

should receive the same social return on its capital whether invested at home or abroad.

Under a tax—credit scheme, where the credit is limited to the amout of home tax
otherwise payable, private capital movements will serve the international criterion for socially
fficient allocation of capital (in the sense of leading to the worldwide equalization of before-tax
returns), provided only that corporate tax rates are no lower in the capital-exporting country
than in the capital-importing country.® But when the home nation asserts no claim to tax
foreign income the test is more demanding: private capital flows will serve the international
criterion only if tax rates are the same in the capital-exporting and capital-importing jurisdic-
tions. The United States and other capital-exporting nations have so far pursued the internationak

criterion, mostly by using tax-credit schemes.

Private capital movements ‘would serve the national criterion for efficient allocation
of capital if the home jurisdiction taxed foreign income and allowed a deduction but no tax credit
for corporate taxed paid to foreign countries. As Grubel (1974) has pointedout, whether tax

arrangements based on the international criterion detract from the welfare of any particular »

6. Note, however, that the deferral of corporate taxes until dividends aie remitted from incorporated overseas
affitiates is not an ingredient of the international approach. Deferral is even more inconsistent with the natio~
nal approach. Corporate tax deferral; which has been standard U.S.  practice for many years, amounts to: an
interest-fres loan. Tt thus subsidizes the export of - capital to jurisdictions that have lower tax rates than ihe
United Btates. -
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.country depends on that country’s balance of direct investments. At the close of 1970, direct
- investments by U.S. firm abroad had a book value of § 78 billion, while direct investments by
~foreign firms within the United States were § 13 billion. The comparable U. K. figures were £6.4
“billion and £3.4 billion. Thus, under present circumstances, these two countries might
" benefit from a national criterion of tax neutrality. The Burke-Hartke bill is intended to move
" U.S. tax practice part way toward the national criterion (sec the essay by Senator Hartke in
" kujawa, 1973). However, the static homecountry gains from national tax neutrality might over

~time be offset by a lower of capital formation (Brownlee, 1974).

If  the United States, the United Kingdom, and other MNC base countries shifted

<. to a national criterion, the result might be a.substantial diminutin of MNC ownership of

~foreign affiliates. Yet the MNC from of business might well continue in the guise of managing

_agencies. The agencies could coordinate and control their overseas affiliates, exact a fee for this

_service and for the export of technology, but let local investors own the equity capital, Disputes

-might - arise over transfer prices, dividend policy, and global strategy, but, as Gabriel (19675
~points out, Hilton International has thrived for years on a management-contract basis.

Several interview studies have been designed to look at the impact of corporate

-tax practices and other fiscal measures (such as capital grants) on direct inveétment flows-
{(Shulman, 1967; Duerr, 1972; Dunning and Yannopoulous, 1973). Dixon-Fyle (1967) concluded
~that tax concessions had ﬁot attracted much direct investment to Africa. Hughes and Seng (1959}
- found that tax concessions played little role in bringing foreign firms to Singapore. However,
- Schollhammer (cited in Dunning and Yannopoulous, 1973) found that tax considerations
- ranked third in a list of nine locational determinants for the 140 MNCs he surveyed. Donaldson
-{1966) and McAleese (1971/72) found that fiscal incentives played an important role in bringing
MNCs - to Ireland and persuéding them to locate away from the Dublin area. Forsyth (1972)
-suggests that British regional policy has attracted MNCs to Scotland. Dunning and

“Yannopoulous (1973) “cite additional evidence on the effect of regional policy in Europe.

Mellors‘ (1973) used the portfolio approach in a ingenious way to gauge the impact

-of corporate tax rates on the geographic location of British MNC investment. He asked
~whether the actual gebgraphic distribution of company protfolios more closely resembled
bpﬁmal portfol‘ios prédicted from the history of before-tax mean earnings and variance, or

--optimal portfolios predicted from the hi'story of after—tax mean earnings and variance. The actual

-protfolios of sixteen manufacturing companies With operations in seven countries were in fact
: :
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more similar to the after-tax optimal. portfolios. The result suggests that tax rates do influence-

the geographic distribution of investment.

Not only do differing national tax arrangements influence the geographic. distribu--
tion of MINC investment, but they also stimulate tax avoidance through the Judicions use of ™

transfer prices and misleading cost allocation in transactions between members ~of the:

corporate family. Arpan (1972) and Lall (1973a) bave summarized  the literature. Thers are-
two quite distinct managment prinniples on which transfer pricing can be based. In the fist:
approach, each affiliate is treated as a “profit center”. The management of the affiliate is-
evaluated by its contribution to overall corporate profits. This approach requires that each.

affiliate be free to determine the price and quantity of intracorporate sales. Intracorporate-

pricing will then resemble an “arms—length” or “market Price” standard.

In the second aproach, the MNC seeks to maximize global profits A profit-maximi--
zing strategy requires marginal-cost pricing for sales within the corporate family, - Otherwise,..
members of the family will buy unnecessarily from outside sources, thereby sacrificing global

profits, and they will not” expand sales to outsiders to the profit-maximizing point wherer

corporate marginal cost equals marginal revenue;

‘The story becomes more complicated when affiliated firms operate in different .

countries, Corporate tax rates and customs duties differ between jurisdictions. A given before—-

tax flincome therefore has a different after-tax value depending on where it is realized. In

i addition, some jurisdictions may restrict capital flows. These considerations almos: compel-

the MNC to adopt a global strategy rather than the profit-center philosophy.

Horst (1971) and Vaitsos (1972) have worked out the interactions between income :

taxes, tariff rates and export duties when a global strategy is pursued. For example, in the ‘Horst "

formulation, if T is the tariff rate confronting imports by a firm from its foreign affiliate, and ¢4

and 7, are the effective profit-tax rates at home and abroad, the following conclusions may be -
drawn. When T> ( t3 - 5 ) (1-¢1 )the firm will want to pay the lowest possible transfer price -
for the exports of its foreign affiliate. when the inequality runs in the other direction, the-

corporation will maximize global after tax profits by paying the highest possible transfer price

to its foreign affiliate.

Lall (1973a), however, paints out that transfer pricing is often inspired{not so much::
by the wish to. minimize taxes as by restrictions on the movement of capital and profits, and by a..
corporate desire to conceal profits from the gaze of nationalists and trade unions. These latter -
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~considerations are particularly important in less developed countries.

Most industrial countries cequire (at least in principie) that transfer prices conform
~to an arm’s-length standard. The arm’s-length price is determined by reference either to market
- prices or,if those are not available, to some mark-up on prime costs or mark-down on final
-selling price. A totally different approach would require a formula for the allocation of profite-

among jurisdictions. Each company’s global profits would be allocated among countries on the
“basis of some weighted function of capital, labor, and sales in each jurisdiction (Musgrave,
1972). However, the formula approach raises more problems than it solves (McLure, 1973). For
~example, all jurisdictions must agree on the formula. Otherwise, part of the tax base will be

~double-taxed and part not taxed at all.

Johnson (1970) has offered suggestion, seconded by Vaitsos (1974) and Streeten

«(1972): MNCs ought to sell component products to their subsidiaries in the less developed coun-
~tries at the marginal cost of production.  No charge should be levied for research and overhead
-costs; supposedly, these costs have been fully met in the markets of the home country and other
-advanced nations. Horst (1973) rightly questicns the wisdom of this supposition. 1f invoice prices
-were changed 1o the recommended marginal-cost basis, profit taxes and customs revenues would
“be relocated between taxing jurisdictions. The shifts might enlarge the fo7a/ tax take of developed
-and less developed countries. But whether such changes would ultimately put more resources iny
the hands of LDC governments depends very much on the bargaining position of the countrics

sand the companies.

Insofar as multinational firms can use transfer prices to shift profits from one coun=

~iry to another, their investment decisions need not correspond to the mean and variance of repor- -

“ted earningsin different nations. Perhaps this explains why Paxson (1973) discovered

such a poor correspondence between optimal and actual portfolios of British-American Tobacco

~and the Unilever Group. If vertically integrated ~multinational companies were in fact forced to-
-use arm’s-length pricing for intracorporate sales, the portfolio approach might word better.

Moréover, since there might be some increase in customs duties and corporate taxes, and some-
-decrease in the freedom  to shift capital around = the globe, corporations might alter the geogra-
-phical distribution of their investments. But it is debatable whether the geogfaphic shift in pro-

.~ -duction would benefit developing_couhtries.
- =Optimal Taxes

Since the quantity of capital and technology ﬂowiyng from one country to another
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affects their prices, there is always the unpleasant possibility that countries might go beyond the-
concept of national tax neutrality and impose optimal taxes on capital and technology flows, .
analogous to the optimal tarifl on goods. The theory of optimal taxes was developed by Kemp-
{1962a, 1962b, 1969) and Jones {1967), and has been explored by Connolly and Ross (1970).

The optimal tax on capital could be exacted as a lump-sum levy when capital cros=-
ses the border, but the literature customarily speaks of an annual tax on earnings. A country’s.-
optimal capital tax will depend both on zhe nature of its commodity kspecialization and onits-
degree of trading power. A sniéll country, completely specialized with little trading power, wilk:
not improve its welfare by taxing capital flows. A large, incompletely specialized country may -
benefit by applying a high capital tax, whether it imports or exports capital. Of course the bene- >
fits depend on an assumption of no retaliation, and this assumption becomes less plausible for-

farger countries.

Jones (1967) has analyzed cases in which - the country is not free to very tariffs be--
cause of international commitments (commercial policy. is inactive) or is not{ree to tax the flow -
of capital (capital taxes are inactive). With one or the other of these restrictions, the country is.-
1ot able to optimize its position. But provided one policy - is active, a second-best optimum can..
be reached, since the imposition ' of tariffs  will affect capital returns, while capital taxes wilk.

affect commodity prices:

Following the path Jaid down in Jones’s analysis, an optimal technology tax could.
also be devised (Johnson, 1970). Second-best optimization might be applied to those technology -
flows which are insepargble from the sale of capital and skilled personnel services, although the-
ana‘l‘f]sis would be complex and tedious. But practical atterapts to alter the selling pricé of tech--

nology are seldom cast in terms of optimal taxes. Instead, the focus is on the form of sale.

Technology may be sold through the export of goods, through the direct-investment-
process ‘or through the takeover of technology-rich firms. Governments often act on the belief”
‘that a given quantum of knowledge commands a  different price depending on the form of sale. .
Official preferences also reflect a protectionist concern for the welfare of factors that complement . Pe
technology. Thus, importing countries customarily favor licensing and jointventure arran gements -
over wholly owned  subsidiaries, and wholly owned subsidiaries over imports (Gabriel, 1967). .
Exrorting countries prefer the reverse order, and they are least happy about takeover ‘bids aimed .

at their technology-intensive firms. In different eras, Flanders, France, Britain, Germany, ands
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the United States have attempted to keep vital production techniques within their national
boundaries, preferring to export the finished product. In the long runm, none of these attempis

has worked. At the most, they temporarily slowed the diffusion of knowledge.

Government concern Wlth the form in Wthh technology'is sold is partly dictated by
the very real adm]mstratlve diﬁ"lcultles of levying a tax on knowledge is highly differentiated
smce the costs of generating technology bear little relation to its value (at leastin individual
mstances), since overt royalty payments oftea poorly reflect the value of transferred technology,
and since technology sales are frequenﬁy commingled with the sale of capital and labour, the
orthodox sort of tax, where a rate is applied to a base, can hardly be used to restrain the outflow
or inflow of technology. Accordingly, governments have concentrated their efforts on modifying

the form of technology sale.

To the extent that exporting counfries attempt to modify the form of ‘technolo gy

sale, their efforts could be mlsdxrected Sc]lers of know]edgﬁ are by definition quasi-monogolists.
If the technology were widely avaﬂable, no one would want to buy it; there would be no implicit
payment for technology in the export of goods, direct-investment undertakings, or takeover bids.
Thus, in otfder to justify national restraints on the sale of knoWIedge there must be someevidence
that owners of technology are not properly explomng ‘their monopolistic positions. After all, an
optlma} tax imposed by the government merely achieves the same goal for a competitive indus=

iry, in its dealings with foreigners, that a monopolist will gladly achieve for itself.

Countrles that lmport technology ‘have greater reason for official intervention, since
they normally face monopohstxc sellers. But intervention by baying countrles can (and has) spur-
Ied countervaﬂmg intervention by selling natlons These measures could easily lead to a self’—»
defeatmg spiral of retahatxon Moreover, the technology—lmportmg country that insists on hcenn
smg ‘and jointventure arrangements may find itself acquiring risk as well as return

As yet there is o evidence that the mode of technology salesigniﬁcant]y influences .

the uItlmate dxﬂ'usxon of production techmqnes Production techmques may leak out Just as
qmckly when a good is exported as when an MNC establishes a fore]gn cffiliate. Nor is: there

evidence of a systematic connection between mode of sale, average réturns; - and the variance of

earnings on technology. The pronounced preference of MNCs for wholly owned subsidiaries, par-
v :mularly when technology and marketing skills are key mgredlents (Stopford and Wells, 1972)
'is suggestxve but not concluswe
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Marxism and Imperialism

When [ speak of a Marxist approach to economic imperialism, I am using labels
oosely. Marx, himself, did not explicitly offer a theory of imperialism (Karsten, 1971, p. 35).
Nevertheless, the critical Iiterature linking imperialism to capitalism has been dominated by the
Marxist school (Magdoff, 1969; Wolff, 1970). In the marxist view, multinational corporations
agents of economic imperialism. B. J. Cohen (1973) has recently published an authoritative and

highly readable account of imperialism, and I shall merely jtouch on the high point.

In the early socialist literature, which can be traced back to Sismondi (1819),
€conomic imperialism was linked to underconsumption in the home country. According to this
view, which was brought to popular notice by Hobson (1902), capital exports are necessary to
take up the economic slack created by the pressures of the capitalist system. In modern parlance
the savings rate of the mother country was kept high, although the growth rate was low.
Foreign investment was necessary to utilize capltal and avoid home unemployment.

Abroad, the consequences of foreign investment were no better. Capitalism,
together with wage slavery, would be exported to the host country, Not only is the capitalist _
system attacked as bad economics but it is also charged with unnecessary wars and the political
subjugation of innocent people (Ackermah, 1971). As I do not have space to review the origing

of war and subjugation, I shall instead concentrate on the economic aspects of imperialism.

The modern Marxist view concerniﬁg foreign investment stresses the Baran and
“Sweezy “suction pump” thesis. Departing from Hobson’s earlier theory, Baran and Sweezy
{1966, pp’ 107-108) argue that, . . foreign  investment far from being an outlet. for domestic
generated surplus. is a most efficient device for transferring surpllis generated abroad to the
investing country.” Zweig (1973 has expressed the suctlon—pump thesis in the mathematical
language of Domar (1950).

_ The suction-pump thesis pays no attention to the distinction between stocks

“of capital abroad and flows of current income (Nisbet, 1970, 1971;.Du Boff, 1971 The role of
‘reinvested earnings is neglected. Nor does the thesis consider the productivity of capital

«(Part of wich is captured by local income taxes) and the external effect of foreign enterprise.

Thus,  suction~pump statistics (remitted earnings vs. fresh capital outflows from the home

country), such as those quoted by levitt (1970, pp. 168-169), *provide no reliable guide as to
whether less developed countries gain or lose on balance from their total relationship with multi=
national corporations (Hunt, 1972). -
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Indeed, the suction-pump thesis is merely a Marzist attempt to draw Policy
guidance from balance-of-payments statistics. Interpreted sympathetically, the thesis seems to be
addressed to this question: Regardless of total gains or losses over the corporate lifetime,,
at what point should the host country expropriate the foreign evterprise? When has the rela-
nonsmp “turned the corner” so that the host country loses from a continued MINC presence?
This is essentially the golden-goose question raised by Bronfenbrenmer (1955), debated by
Garnick (1963, and explored in wuseful essays by Hirschman (1969), kindeberger (1972), and
Zink (1973). The golden-goose question raises complex analytic issued. Balance-of-payments
statistics, asused by Marxist advocates, are quite inadequate to the problem. They take
no account of the ability of the country to manage the enterprise, the impact of nationa-
lization on capital and technology flows, or retaliation by the mother country. They furmsh,\
only the crudest indication as to when the corner has been turned. A much -more comprs-
henshive approach, which makes allowance for these oujections, has been usedin the studies
commissioned by UNCTAD(1970, 1971, 1972, 1973a, 1973b), in which p. p. Streeten, S. Lall,
and others at oxford have examined foreign investment in Jamaica, India, Iran Colombia, and

Malaysia. The added realism of the UNCTAD studies makes their conclusions less clear-cut.
than the Marxist school might like.

Closely related to the golden-goose question is'the concept of nationalism as &
public good. This concept was introduced by Breton ( 1964). pursued by Johnson (1965), and
emphasized in the multinational context by Kindleberger (1969). Foreign corporations encroach:
- on national sovereignty in a fashion that antagonizes many people. France was greatly offended.
, by the presence and manners of Ameficanf multinational corporations in the early 1960s
{Johnstone. 1965). Levitt (1970.p.3) writes that American corporations “are manifestations of
a  pew mercantilism of corporate empires which cut across boundaries of national economies
and undermine the national sovereignty of the hmterland countries and branch plants are’
located.” Moreover, in the' Marxist view, the state will be corrupted by foreign firms and -
“become increa‘éingly reluctént'to take appropriate measures (Levitt, 1970, p. 17). The MNC,
like any private or public bureaucracy, will of courseattempt . to persuade the government to
pass favorable legislation and grant administrative favours._This is the stuff of political life. )
A celebrated example was the role played by the International Petroleum Company (a subsidiary
of Standard Oil of New Jersey) in the politics of peru for several decades prior fo the 1968
expropriation (pinelo, 1973). Another example was a Brazilian government instruction giving
multinational corporations preferential access to foreign exchange (Ackermap, 1971). But ‘-
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despite the supposed MNC domination of economic events. the counrries that have éonspiouously
nationalized MNCs during the twentieth century — Mexxco Cuba, and (hﬂe Stand out for
an abundance of foreign investment, not a lack of it (de eres 1969). Canadran and Austrahaﬁ
hostility to the MNC likewise suggests that pohtxcal antagonism increases with foreign
Ppresence.

Another element of economic imperialism is the displacement of local by foreign
capitalists. Since capitalists are enemies of the people (in Marxist eyes); it might seem that
nationality would make no difference. 1n fact, since foreign capitalists often invite more-
hostility than local capitalists, they could be viewed as better servants of the dialectic. But this:
is not the Marxist view. In Ackerman’s (1971p. 3) aceount Baron  Mauna, a nineteenth—
»century Bra"rhan entrepreneur who suffered bankruptcy partly because of foreign machinations,
L£Omes across as a minor hero,

i

The orthodox reply to Marxrst concerns is brlef The host government can redress
any of the enumerated abuses that in fact extst Through approprrate tax, trade. and antxtrust
policies and with the help of honest pubhc servants the government can rectlfy the dlstrlbu’uon
of income, penalize parasitic firms, and end improper interference with pubhc affairs. The
government can even p]ay to nationalistic sentiment, and favor domestic firms over MNCs. The
Mar‘nst retort is equally brief, Government policy is not independent of the underlying econo-
mic structure. As Levitt (1970, p. 17) puts it:

The economic power of producing organizations and the yleéis'lé;i;ive power of

government -are believed [by orthodox economists] to be independent of each

other: the former subordiuate to the democracy of. the. market place, the  latter
to the democracy of the ballot box, In this cowboy and Indian world. of nineteenth

century make—beheve the wrll ot the people can always be made to prevall by the
approprlate stroke of the leglslatlve pen.

Accordmg to Marxrst litany, the make—beheve never comes to. pass, erther because
the host government is corrupted by overseas firms, or because the mother country employs xts

mrlltdry, economic, . and: d1p]omatrc strength to thwart local wishes (Levitt, 1970 p 102) The.

only answer is revolution and exproprxatlon.
Pollcy Agenda

, Government dlssatlsfactron w1th the multlonatlona.l corporatron is rlfe, fueled as
much by orthodox reservations as by Marx1st complamts. In the Unlted States. organized labour
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“js vigorously promioting the Burke-Hartke bill (Meany, 1972). Senator Church has held
“hearings critical of the MNC. The watkins Commission (1968) in Canada issued an unfavo-
~rable report. The TWenty “eminent persons” chartered by the United Mations wrote 2 critical
~review of the impact of MNCs on less developed countries{UN Economic and Social council

1974), The MNC issue is making its way to the top of the UNCTAD agenda (Krause, 1972}
.And soon;

These rumblings point to a series of international conferences and perhaps
~ultimately to multilateral and bilateral agreements, Goldberg and Kmdleberger (1970) and Ber-

-gsten (1974) have speculated on  the scope of these negotiations. I shall briefly review some
~of the major themess.

The groundwork for negotiations has already been laid in various internationaf
-agreements - that regulate business practices (smith, 1973). Mechanisms of consultation are
‘provided - in GATT procedures OECD procedures, the EFTA agreement and the Treaty of
'LRome. In addxtron, bllateral treatles of frlendshrp navrgatlon and commerce often provide

:zfor discussion of restrlctlve busmess practices by firms based in elther country

Home and host governments are unhappy with MNC practices for different and
often contradictory reasons. But just as countries sacrificed some of their own economic interests
~to negotiate the General Agreement on Tariffs and Trade they might develop agreed rules for
“the conduct of multinational business operatrons There are other morals in the GATT precedentm
As Goldberg and Kmdleberger (1970) pornt out GATT was lmplemented only because
-it program for modest reform enlisted the support of the busmess commumty Moreover,
the agreement  operates by mutual consent rather than legal sanctlon, there are nUmMerous
-escape clauses for the dissatisfied member state. Internatlonal agreements on the MNC will
sfunction in similar fashion. '

The most important agenda item could be government forbearance on tax policy
-and investment controls as a device for inducing or thwarting the movement of capital and
-technology. The interaction between trade barriers and capital movements will also have to
“be considered, since many decisions on location of MNCs are taken in response to protection

-rather than taxes.

The sharing of potential tax revenues between member states is anothier- agenda

-item. The problem is particularly acute between countries housing different  layers

.of the same vertically integrated MNC family. Tariff revenues, income taxes, and — in the case:
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of mineral resources - royalties are all involved. The bilateral-taz-treaty approty approach:
would set up government machinery to review transfer prices, in hopes of correctly attributing:
jmport values, export values, overhead costs, and ultimately profits to each affiliate. Another-
approach would allocate the global profits of each MINC to the member states by a formula that
takes into account each country’s shars of capital assets, wage payments, sales, and other

measures of economic activity.

Host countries may attempt to “untie the package” so that they can import techno--
logy alone or with little foreign investment (Gabriel, 1967 Hunt, 1972). But joint ventures and-
licensing arrangements are not panaceas: they involve a sharing - of failure as well as success-
{Vernon, 1973). Meanwhile, home countries will want more equitable rules on compensation in-
the event of expropriation. = As Vernon (1973) amply illustrates. corporate virtue provides no-

guatantee of corporate survival in the developing world.

The United states nd other advanced natlons may press far uniformity of wage-
" znd environmental standards. osten31bly as a means of protecting the host countries. but really‘
as a device for slowing the migration of industry. There is little economic reason for harmoni--
zation, since countries differ “greatly in their underlying conditions. Host countries would be-

well advised to resist the imposition of uniform standards.

AFinalIy, there is the question of an effective international antitrust policy. Nations-
have long tolerated, and even encouraged, export and import cartels. OPEC is merely the latest-
chapter of a history that cap be traced at least to the fourteenth century with Edward IIl's
profitable control of the Staplefs Company. But the cloak of respectability that has been laid on-
international price fixing schemes must bé replaced by an effective antitrust  policy if weare to-

avoid the monopolistic use of multinational enterprise.
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