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

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

A
‘worse perfornance?

1 .

THI THPACT OF THE MNULTIBATIONAL FIRM

I K

gn investment is

Perhaps the most importfant aspect of direct forei

R 4

a means by which a firm can own manufacturin

outlets in foreign countries and exercige direct 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 noveménts?  Large in size, broad in scope,
they frequently occupy a mzjor, if not dominant, position in their in-
dustry on a worid-wice‘basis. To what extent do théy increase trade,

cause technology to grow and spread rapidly, and help capital to move

~

other forms of international industrial organization lead to better or

‘On the positive side, it is argued that multinational firms, be-
[ : -

cause of their access to capital, techmnology, and markets in many coun-

 tries, can take advantage of discrepancies in world prices, and 'in so

doinz, help correct them and brimg ahout better intégration of the world.

economy. The nultinational firm wanufactures whare cests are low and
-sells where the price is high. It raises capital vhere it is cheapast

g facilities and distribution

s
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t is most productive.. It spreads the superior

)

y

e

and invests it vher
t

techiologzy of one country to other countries in which it operates. It

is able to do this to the extent that the internal bureaucracy of the

firm transmits information more repidly than international markets, and

oVercomes Bafrie;s to trade more easily and efficjently. The firm in
these éases substitutes for imperfect merkets in allocating goods énd
factors;_  |
Against this must‘be set the pfoblems created by the lafge size

.and dominent position of some of the impo:taﬂt multinatiouél firms.
"Diréct inﬁestment would not be the matter of great coﬁcern that it is
if it consisted of many small firms scaﬁtered ﬁhroughout the cconomy,
each occﬁpying a minor part of the industry and béhaying in a competi-
tibely deterﬁined fasﬁion. Instead, much of it is associat;d with a
small numver éf large firms in oligopolistic industyieﬁ. Insofar es
there is a ﬁafor problem assoclated with nultinafional firms, much of it
lies in the fact that, in these cases, competitibn is wéak and the firm
has market poﬁer. If market forces compel behavior,ﬁthere is little

- - v o o ’ ° -~
point in investigating, as is often done, whether foreign fi;ms ex-

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

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

»

tion on thesz forces than on the firm itself. But it is an entirely
different matter in industries where a firm, by reason of its doaminant
position, has scope for choice. Here it certainly makes sense to ex-

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

the politiczl side as well. Large concentrations of pouer in priveate

N
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corporations cau have serious pOlT ical con 15 equUencas vhich arc consid-

-~ ]
garavated

ervably agg

thcn the firm is ndt” only ]ﬂ"ge, but fofelon and
Anerican at that.
If not pressed too far, there is mucn to be learned by compari

the problems currently created by the multinational firms with devel-~

oprents in the United States at the end of the nineteeanth century.

h

“The emergence of national firms which accompznied the development of a
national markét at thaf time helped, as Kindieberger péipts out, to
equalize wages, interests, gnd‘rents within the United States.2 But it
also led td.widespréad fears and the antitrust laws. There vas great
suspicion, sometimes justified, sometimes not, éf thé povier of these
new industrial giants to create serious economic proglems throuéh tﬁe

suppression of competition and serious political problomq through the

concentration of powcr. Concern abeut "the fate of small prOLUCEIS

driven out of business or deprived of the opporturity 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 production" was a priuciple ﬁotive behind the Sherman Act'.3 On the
political side, "concentration of resources in the hezads of a few was
viewed as a social aud political caLas-rORha. a‘beiief, as kaxsen and

' [
Turner point out, which "can be rationalized in terms Qf Jeffersonian
syiabols of wide political appgal and great persisteucé iﬁ'American life:

business units are

e=

olitically ir eqponslolo and thgxefohe large busi-
ness units are dangerous.'

The similarity between the American fears of the large corporation

and- the ones now voiced in Europe towards the nmultinational cerporation

wie

s
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suggests @ closer look at the American anﬁitruét laws designed to deal

with this px oblcm. These are far from perfect, and serve more as a mod-

el to be studied than one to be copied, but they do pzovnue a large bod

of experience_on the process of examining, eveluvating, and attewpted

remedying of prob]em; of irndustrial organiz ation. For exawple, it hes

at tlnos been found necessary 1n the United States to bring about a dis

solution of giant firms (e.g., Standard 0il and American Tobacco in 1911),

to subsidize new competitors (e.g., in the 2luminum industry), to pre-

vent mergers, aud to curtail the firm's choice of sales methods (e.g.,

United Shoe Machinery, Intcrnatlonal " iness Machi es), to name a few
cases, UWhile one cennot judge whether similar action is neaded in the
'iﬁternational context without much more -information 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 difficulty of applying

antitrust laws, par rtly due to the weakness of our- tools of economic ac

nalysis and partly due to an inherently ambiguous attitude. Fortas points

out that thcie has always been in the United States an ambivalent atti-

«

tude towardé big business, a "ropantic view of the achievements and ef-
ficiency of large industrial organizations” couplad with a "suspicious
view of their powgr."5 This is.paralleied.in the eccucni iiterature
by disagreemenﬁ on vhether large size inhibits performance because of
thL lacl of competition or improves it be nse of economics of scala.
Similarly, on the international.scene_most countries firnd thenselves

in a dilemma when formulating policy on foreign investwment; on the one

wie



~ .'SM
hahg; they feel they need the contribution that foreign capitel éﬁd tech~
nology can make, aué-on the pther, they fear-£he erge corporatiog.:

The difficulties of sepafating‘qut the advantages and dangers of
'large firms shoﬁld not'be minimized, but neifher should they detex ué
from a seriogs consideration of the greét changes in industrial struc-
tufe nov occurring. The United States laus probably worked more to pre;
veﬁt bvert‘collusion than to prevent high concentrﬁtion. The increase
in concentration_cdme ﬁbéut before 1900 and little was déne to reverse
it, tﬁoﬁgh thé antitrust lawvs may have prevented it from increasing.
'"The struggle against‘size was:largeiy lost in the merger movement of
1897—190;,” writes E. S. Nésén,e and the lesson of this for the inter-
national econony is pgfhaps that now is 2 propitious time to act, while.
thiﬁgs are still in a state of flux.‘ There is a denger that the present
policy, more concerned with collﬁsivé agreaﬁents phan merket shares,
‘and with natioﬁaligy rather thaw marlet power, will permit large increase
in coﬁcéntration in international mérkets which will later become dif-
ficult if not impéssible to reverse. The revérsél of policy towards

: : N LT ‘ _ -
cartels may prevent overt collusien but encourage werger, while the at-
tempt.to.countervail American firms may lead to amalgaﬁations that re-
dgce concentfation, (e.g., present developmenté in ;he'automobilé in-

dustry). The result may be new restrictions on trade by firms, to off-

set the gains from removing the old restrictions by government. :

of urgency, for it sug

[

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

’

.
—
e
o
&)
T

in this century and changed little in the norwmal course of events
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of the firms now dominant began their operations before 1914 and sonme
' c ,7"\ 14 . Y ¥ o o
even before that. There was little tendency for their position to be

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

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

' : . . . '8 . L e
-and on the average, maintained their market share. If thiec past is any

criteria, ve may hazard the guess that a new pattern will emerge out '

2.

of the great changes now occurring, and that it too will remain stable

-

for a lon eriod. Mow would seem 2 good time to decide which nev pat-
p -

; ! . 9.
tern is most. desirable. .
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Ue might start with a brief indication (

expericnce) of the evidence on the s
portant multinational firms. As the
tative conclusions can be draun from

teristics seenm to emerge.

The American firms that accouat

ize and market position of the im-

them, but a few conmsistent charac-

for the bulk of direct

are few in nuwmber and large in size. According to the 1957

dravn mainly from American

very incomplete, only ten-

investment

Census (the

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

the total United States direct investment, while the 100 largest account

for over 70 per cent, and thé 300 largest for over 90 per cent.lOFrom

annual reports, it was possible to identify €0 of the largest of these

and obtain an estimate of their present size. Their distributio

terms of their total assets in 1964 vas as follous:

Asset size
" (dollars)

HMunber of firms
in each class

over 10 billijon . | . 2
2 1/2 to 10 billion 8
1 to 2 1/2 billion T 20
500 million to 1 billion .20
ZOO'to 500 million ’ - 30
100 to 200 million L 10

These leading direct investors seem often to be in industries vhere

11

Cunulative

b

i

1 in

number of firms

2

10

30
50
80

%0

there are only a few firms, each wvith a large share of the market. A

rough connarison of the major United
econony at large, for cxample, shous

trated industries. Approsimately %

es 1
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dustries vwhere the concentration ratio is greater than 75 per cent.

For the United States as a whole, the corresponding figure is much lower:

4 .

only & per cent of the totél'valﬁe of shiéments occurs in industries
wﬁere thelco { a'iOL ratio is higher than 75 per cent} Dunning's
'detailéd study for the United Kingdom showed in stlelna fashion that
naﬁrlyieveéy.American tranch plant was in an iudustry where it was the
doﬁinapt producef or omne pf a small number of producers. As Dﬁnniné

.summa;ized, "three ou cf the employment:in the United States af-

filiated firwms is concentra tgd in industries vhere the five largest com-

' y . :'1 .
petitors supply 80 percent or more of the total output. 3Other studies

. 1¢ 15 13 16
in Canada’, Eurcpe, and Australia) thoug

zh less detailed and less conclu-
sive, point in the same direction;

If could be argued that the association of highrconcentration and
direct investment is not aCCﬂdental but is 1nhevnpt in tHﬁ very nature
of the-subject. This prqvides added support for looking at direct in-

vestnent 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 enchangé risks involved,
the dlLflCUltj of obta aining 1nformat10n and_coérdinating over long dis-
rtances, the disadvantages of being foreign, etc. Soée special features.
are needed to offset these disadvantages, and thege are not 1ikeiy to be
found in compe?itive industries whefe entry ié easy. Yhere there are
na large econonies of scale or large-differenc;s in_cbst curves or prod-

uct differentiation, national firms '111 have the advantage and will

predominate. But vhere entry is difficult, an’incentive to"foraign

Va® wie
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N
0

nve
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to. capital

.the advantage, the gireater
aimost by definlthn, the highe? the degree'bf concentration,
theideciséon on vhether the advantage can be sold and fhe bother.of direct
ownershiﬁwa a foreign subsidiary avoided is critically affecﬁed by the

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

- it can offsc

h

or
rr

0
o,

-9..

arises. For example, if a firm has
a differcentiated product, a superior technical

isadvantage of

mo

the ability to overcor

ne

an advantage

being foreign.

the disadvantage, -and

be licensed, rented, or otherwise sold to a large number of buyers who
3 h 9 H

act as price takers, it may be easy to maximize qu

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

si rents by setting

- of scale or other factors, there are only a fev firms in the industry,

(the firm selling the advantage firds itself

- situation and may need direct investment to
L]

' ) i
For this reason we sometimes even find

countries establishing subsidiaries in

to utilize their advantage rather than

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

entiation, barriers to entry aris

e
ing i

in a bilateral oligopoly

obtzin the maximum return.

. to direct investment, if it results:in highly im

markets. Direct investment may then be needed as 2z barga

A firm in one country may, through direct invest

competitor

or establish a foreign subsidiary in order to gain a strategic

(6]

imperfect martet and ot

buver of a2 raw matevri

D

h

-~
ehi

al may use direct

each others' countries, in order

selling it to their competitors.

rom economies of scale can lead

erfect international

ent, merge with its

investment to cir-

rial rore cheaply.

- a patent,

Moreover,

knouledge, a better access

The stronger

olizopolistic firms from different

ining strategem.

e

u
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Whenever compotition in international markets is imperfect, there will
be mutual interdependznce of enterprise in different countries and in-
ternational integration as a means of taliing advantage of that inter-

dependence. _ S . ' : ;

wew



I11
How are we to cvaluate the impact of direct jnvestment? Suppose

.J , . . . 7. - . ) .
an industry consists of a feu large American firms preveuted by anti-

-

trust-laws from overt cellusicn and a larger number of Furopean firms

per aps cooverating in a cartel arrangcement. A change in international

economic conditjons leads to the invasion of the Eur0peaA rnarket by A-
merican firms. The American firms m2y have a decisive advantage, in
vhich case they acquire a large share of the European market: or the

European firms may be able to counter American entrv by merging into large
I ¥ by merging g

firms,. i.e., become nu ltln onzl] thenselves.: In either case, the result

is a fev giant firms, American and European, which doninate the indus-

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

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

and deal wvith one or two aspects that is51ate major issues. If seems_
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 malie a start.

- Direct iavestment can changeboth the location of production and the

conpgt tive structure of the industry. To illustrate the effects on

the flow of goods, consicdar an industry were econcmies of scale provide

an fwportant barrier to entry. The industry may nonetheless be compot-

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

an Internztio Lgl market large enough to support many firms. In this

compectitive case, preduction will be concentrated to take fullest ad-
vantage of econowies of scale; each firm will operate at a point where

costs are rising, price will be cqual te marginal costs, and only nor-

unal profits will be earned.

Suppose instcad that the total world market is small, relative to
the optwmx size plant, and there is room for only a few producers.

These olig gopoli

2

s, recognizing the mutual interdeperdence of their

(.’)

actions, will not compete to the point of dr1v1p° prlce to marginal

costs, but will most likely cooperate to restrain competition and to

- s

enhance profits. Tvo types of inefficiercy are likely to prevail in

this international oligopoly. Tirst, there will be a wmonopoly distor-
tion measured by the excess of price over marginal costs. In order
to maintain abnormal profits, the firms will jointly restrain output

and 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 prod uctlon hlll not be concen-"

trated to obtaln maxinun advantage of econonies of scale. Cartel agree—

ments and especially informal collusions are seldom strong enough to

.cut-out production by ineffiéieng firms; instead thef often act as an
umbrelia to protect a.certain nunber of higH cost producers. Costs
are thcfefbre likely to be higher than under perfect cdﬁpetition be-~
cause of inefficient allocation..

' Uhat will happen in the extreme case .that the independent firms

onal parunt fird

s—-.

merge throush direct investment into one internat
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owvning and controlling all production and meximizing glolal profits?
The previous cartel, hampered by antitrust laws aud the inherent dif-

ficulty of securing coirplete agreement, was unable to achieve maxinum

joint profit, Direct invesiment will remove some of thezse obstacles,

and more perfect cbordination will be possible; as the mﬁltinatiqnal
fi#m will be‘frec to maximize profits fully. The improved coordination
vill increase one of the distortions noted above and'deérease fhe'other.
First, the integrated firm, by faising price to the.point of maximum
-profits, will increase dortortion due to monopoly power. Second, in
an.Opposite direction, the firm will be free to allo;ate production
_inlthé rost cffective.manner. It will be able to close doun ineffi-

cient producers and concentrate production to winimize costs. The cost

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

leading to a f#ll in prices to the consumez.17

Internatioﬁél integration of business through.direct investment
usually stops short of being_comélete; insteéﬁlof'one dominant firm,
thgre are several with branch plants and subsidiaries in ﬁarious coun-
tries, neither colluéing completely or competing completely. Indus~ ™
tries such as this are often cyclical, and have>§eripd§ of infense
'_cémpetitign féllowed by rélative quiet: At é.time such as the b}esent
when nev markets ére oﬁenéd up and new trade patterns created, compe~
tition is likgly to intensify as firms-establish strategic positions.
When the new changes are absorbed, the inﬁustry may then settle- into
a period of stability of marke .shares end collusion on price#. The

eff

or

2C

{
Lo

n

of any specific act o ment is thus ambiguous: it

r

direct inves

may be positive or negative depending upor vhethar it increases compe-
' \
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tition or decreases it, whether it improves the firm's ability to pro-

duce efficiently or lesseas it. Our judecment of the present flow
y _ £ _ p !

Cof direct investinont depends veéry much on our horizon. In most cases
: pes , es,

the entry of United States firms into Lurope has positive effects in

stinmulating competition and improving resource allocation,'offen to
thé disquiet éf existiﬁg firms. But if the current inéreasc in com-
petition ;s beught at the‘eXpenge of increased market 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.

new
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In_mbét case f direct 1ﬁvnsLﬁan 'the_kéy elenent is the tréns~
fer of ‘technology and entrcepreneurshin, ‘filxs are very unequal iﬁ_
their ability to oPeraté in industry: they Qary in skili, efficiency,
reqourceu,.eﬁh., end direct investment is 2 way in which a firh.with
~some advantage can put it to use ]D.d foreign country. :Thé'Ameficén
firm thaf extablisﬁes or expands a subsidiary in Europe is uéually
using some kirnd of sup 1Jty it has over at least soune of its Fu-

ropean rivals - more experience in echnlquvu_of rmass production,

more experience with certain consumer goods more widely used in the

United Séateé, better access Lo‘technology developed thrgugh the war
effért} cheap capital ffom their ovm largest resources or from spe-
cial-contact‘with the Néw YorE c.pit al mavket, a féVored position in
hiriﬁg skilled American personnel, Qr'a lour cost source of raw mate-
rial through their direct ipvestments'iq underdeveloped countries.
Similarly, the European and-Canadian firﬁs thch engage in di-
rect investment usually have some advantage enabling them to over- .
come Lhe dnfflculty of operating abroad and to meet local competition,
~
Interestingly enough, these firms tend to be in the same industries as
‘the American multinatioral firms, showing ﬁhat technology, entrepre-
neurship, and'brgduct diffe;entiation are not one-iay streefs; The
petroleuvnm, soft drinks, paper, séap, farm maéﬁinery, business machines
tires and tubes, sewing machines, councentrated n11L prouucto, and
.biécuif industries all provide exaaplesiin'recent years where American

firms have large foroizn investrents and one of the firms operating

in the United States is a branch plant of a foreimn firm.
. - o

~The subsidiar
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supply consumer goods or producer goods at lower cost than at least soms

{

national firms: th

B

dircct investment thus:improves econonic perforiance
by making capital and techrology from one country available to another.
This aspect is often stressed in the trade literature as the most im-

portant function of direct invéstmeﬁt: the.multinational firm, by apply-
ing the most advanced fechnical'épd ﬁ;nagerial skills'tp its oﬁerations
throughout the world, facilitates the flow of techunology and éntrepre—
‘neurial abiiity betwveen countries, and helps bring about international

cost equalization., .

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

.

antitrust.iiterature, about thé best ﬁay to promote technologzy and
‘entreprencsurial efficiericy. There, it is stfcssed that the advan-
tage a firm‘possesscs is a barrier to entry of other firms. The
greater the aévantage, the greater Ehe b;rrier to entry, and the less
the degree of;competitioﬁ. 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,lfirms be prévgnted from
uéing fully theif advantages and forced instead to maEe'them avéilable
. ~

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

Restrictions on the use of an advantage may prevent its fullest use

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

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

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

inhibited because of the lack of competition.

The antitrust tradition leans towards competifion rather then

[y
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jcét is toc complicated to go into in detail here, but it is imporieat
to note that there need not be a harmony of interest between the firm's
-choice of the best way to transfer its advantage - i.e., the way which -

maximizes

Slate

ts profits - and the best choice for the country - i.e., the
one which allous it to obtain the advantage at lower cost. In some cases,
the firm chooses direct investment with its attendent difficulties

because it juproves efficiency and removes uncertainty, but in other

cases the motive is to protect its position from other firms, to escape

)

.regulation, or to obtain makimum_quasi rents. It is interesting to note
that Japan,“which_hés followéd'a very stric; policy on direct inﬁestmant,
seems to have had considerable success in obtainiung, through licensing
agggements, some of the advantages other countries obtain through direct
invéstment.

Another question is whether direct investment is the best way to
promofe dynanic tecﬁnoiogicai change. Suppose én Americen firm, by dint
of its superior technology or access to capital, is ablé to. take over
a significant share of a foreign industry previously éoﬁsiéting of a num-
ber of §mall firms. On the one hand, therelare the benefité flowing
from the greater efficiency of the American firnm; égainst this must be
set the wdpsen&ng of the competitive structuré. Is the resultiﬁg'high—
ly coﬁcentraﬁed indust?y'the best séructure to promcte innovation?

Might it not be desirable to promote cq@petition in this inaustry even
at the risk of short--term inefficiency? éuppose, fof example, that re-
stricticns were placed on the Americen Eirﬁ s marlet sha

not allovred to crov to tue extent made possilble hy its advantage.,

There would then be a gap between American techrologny and Luropean tech-

et waw
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nology wvhich night very well grou through tine. As th

®
B
-y

increased,
the cost of this restrictive policy would grow largei, but so would the
.1ncenr1ve to byeach the cap. Furopean. firms, after a while, might de-

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

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

T’ 1

To ﬁ;xenhraSﬁ aysen and.Turner,-cén ve aszsume that larre permanent
dlffercnces betveen nations are unlikelv and that even thouch firms from
a particular country haﬁe an ad§antage at ore point in time, other car
learﬁ to do‘just as vell., In other words, it might pay to profect sone
inefficiéut firms in order tofencbur€ge competition in research and de~
_velopment. If overdone; this policy could leéd to 2reat'waste and in-

3

efficiency, but if handled judiciously and accompanied by other measures

to improve the communication of technolony, it miglht be semsible in
some instances.

There is therefore some sense to interfering with direct investment

2
on the grounds of the infant firm ergument for protection. Indeed, the
case appears stronger than for the infant industry arpument, under vhich,

M . o . 3 '3 5 'y . =
somatimes, a tariff is imposed and foreign firms are allowed or even

LY

encouraged to estaklish branch plants. The countly obtains an inefficient

industry, while the foreien firm ottains a.suhsidy rlus a large share of

vhatever learning does occur. This is not to suggest that natWOﬂal firms

(3 Dal
should be promoted merely on the grounds of nationality; rather that it

mlaht pﬂy to protect firms on the grounds of variety. The ideal case

would be to have many multinaticnel firus.

o
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recovered much more rapidly than portfolio in-

rr

Direct investman

vesfmcnt after the war.< As a fesult, multinational firms have been'oﬁe

_of the main instruaents for the international transfer of private loﬁg%

ferm capitéliih recent years. We might Lriefly censider here onc or

two.points dn the ability of the multinational firm to substitute.foi

banks and other financial intermediaries in the efficient allocation of
. : A :

the world's capital. .

‘To begin, consider the role of rultinational firms in & world where

h ]

“international firancial institutions are dequate and capital markets are
relatively perfect; In that cese, direct investunent would have little
effect on the structure of interest rates or on fbe‘intarnationél allo-
cation of capital. In this periéct wérld, é multinati01al fira's choipe
between raising funds in Mew York or Paris Will-have.littlg'effect,on
‘the ultinate péttcrn of capital flow. 1If it borroved in Meur York, it
wéuld cause the intere;t rate tﬂéré to rise and capital_yould flou to
the United States to replace in pért its borrouving. .If‘instead, it
borroved in Paris, it would cause intere%t rates there to rise and '\;
capital would flow to Paris. Thouéh gross flous would differ iﬁ tﬁc
two cases, thg final net flow would be similar in proporfion as capital’
_markets afe perfecta-i.é., to the extent that there were no barriers
to free movement. The.importance of internation;i firms to capital
movemeﬁts thérefore depends on the fa;; that in the real wﬁrld, capital
markets are hishly imperfect.

Vhat is the imvact of multinatfonal'firMS»in a wérld hhere infot—

&

mation is poor, vhere transaction costs bztueen torrcuer and lender are

hish, and where exchanrze risks and othe

ri
0
0
7]
(a3
(%]
(o]
=h
e
=
T
O
!
z
cT
) Ja
2
3
w
—
[ )
]
ho]
N,
[
o
k%)

(R

e



“21-

[
jab]
=t
—
2

are important factors? The multinational firms would scem to be id

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

marlets in many countries and are large enough to tele advantage of

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

capital jis plentiiul ?wd lenc1n0 vhere it is scarce, the :ntel rational

firm both meximizes its own profits and allocates capital between coun-
tries wore cffectively. One might expect that not only would they use

"thejy international connection so as to draw their capital from the

e . . n19
cheapest market in each particular instance,”™ “but they mi ?nt evean step

(5

out of theix_primarx role of~mqnufacﬁurimg, nining, of tréding, and,
acting as international fiﬁancial'intermediaries, 19 ¢ to other fi:
lesé advantageously placed.

Theirx beh;vior 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 which doeé not alléu them to ﬁary greatly in_adjust—'
ing to local cepital conditiong. The patterﬁ'thét emerges seems some-
what as follows: the American parent firm provides the eqLit/ finance
for its subsidiary aﬁd borrovs much of tbe non-equity securities locclJy.

Statistically, the over—all pattern of United States dirgct iﬁvest-
. ﬁént is aé follows. (The data are for 1957, the date of the 1aét census,

but the figures oﬁ fléw of fund§ suggest thap the pattern has been main~

‘tained.) In that year, the total assets of American subsidiaries abroad

was about forty billion dollars, 60% of whlcn was finenced from Amarican

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

.ty securities;

’ -

0

LJ.

largely to non-zqu

Y

aQ

accounted for only %% of total assets, while non-equity accounted for 32%.

auity securities sold to local investors

e

L
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To.put tnls ano b - way, the Amefiﬁaﬁ firm\allqwed local investors to

hold 7SZ of non~cqu£ty securities and only 15? of equity sgéuritiés.
“This pattern var;es somewhat from éountry to country; but not

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

plants borrou 54% locally, of which &CZ is non-cquity and 897 equity

securities. Europeans owned 907 of the non-equity securities outstand-

ing and only 157 of the equity_securities. There are probaltly two

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

superior canltal markets in Furope and the greater proportion of invest-
ment in ménufacturing, here shorf~telu liabilities play-; nore im-
portant role,

One cons tralnt which accounts in part for this behéyior is risk
aﬁersio probleﬁ unhich arises becaus2 the firm is not truly inter-
national, but is in fact national. Each firn is incoréorated in one

| E | o .
particular country and must pay its dividends in a particular currency;
vhenever it has an uncovered asset in a foreien éountry,'it ipcurs
an exchange rislk, énd its poliéy will be to minimize ;his.risk subject
bf.coursé to cost conditions. An Americén firm with assets in a sub:\
sidiary in France worth two miliion dollars can réduce its exchange
risk to the extent tnaullt covers its investment tnrough borrow;nw.ln
France. It will tond therefore:'to borrow as %uc“ as possible, of nore
accurately, to the pcint where the increase in costs is gre ater tban-
the increase in risi.-.By tﬁe saﬁe reasoning, a FurOpean firm vith a
subsidiary in the United States will borrov in America to cover its

investmeut there. This is confirmed in fact; foreign companies invesi~

ing in the United States fo]lo" the samz over-all pattern describes

[

ot



above for fnerican investments. They borrouw 507 of their subsidiaries

needs Jocally (i.e., in the United States), again lurcelj in the form
: Lo 20 E | |

of non-eqguity sccurities, :

The second me 301 co traint on the international firm's freedom

is the desire to maintain complete

(&)
rr

-to borrow vhére capital.i cheapes

her nultinational

ck

control-of its subsidiary. Recausc American and o
firns, in tho past at lecut have been very reluctant to sell equity

- .

"securities in their subsidi ries, the amount they can borrow in a coun-

.J.

try is 1imited by the avai ilakbi lity of mon-equity souvces of finance.

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

desire to mainte in_control of the subsidiary, but this is not the com-

plete explenation, since in practice, the parent firm holds well
-above the 507 ownhzs 1ip necessary for effective control; as noted -

above, it is 6ver €0%. Their desire to capture all the monopoly

profits and quasi-rents associated with their subsidiary explains

this to some extent. L ' o,

‘The multinational firm is a means for centralizing decision

making. Its goal of harmonizing policies in different countries in ™
order to maxinize world-uide profit may be difficult to acconpllsn if

the firm is encumbered by the problems of loczl interest. To alloy

Jocal participation re—ihtroduggs some of the very forces that direct

investuent is designed to avoid. Local shareholders, interested only

. in the profits of their particular subsidiary, would not take into

[N

considerztion the repercussions of their policies on branch plants

-
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these iwmportent repng'ssi are ignored,

rglobal profits will fall short of the maximum. The fire therefore

~e
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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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Direct investment involves a package of mabdng"Pt skills, tech-
P : ' S
nical knowledge, and capital, and it should bring a triplet of benefits;

5

the lending councry should gain becuase its managers, technicians, and

capital receive a2 higher rate of return abroad than they could at hore,

i

.

and the recipient country gains becausé it receives theoe factors of
production at a lower cost than it could provide them itself, if indeed’

it could provide them at all.

There is also another side. The presence of multinational firms

affects the degree of competition in an industry, and as a result,

“its price and output. Uhen these are taken into consideration,; nc

éimple statements of uniVersal-benefiL are possitle Tﬁe'effects
differ for the firm, fo? each of. the countriesi'aﬁd for the world.
Uﬁile tﬁe firm may bé prgsumed to benefit, or to think it benefits,
as otherwvise it would not.unde?take the investﬁeut, world .income nay

rise or fall, depending on vhether 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 bénefits and bur-

~

dens fall,

The most troublesome aspect of pubiic pélicy on direct invest-
ment‘ié that, to be adequate, it must belinternatioqal in scope.
The_effect is widasPEeaH, and all countries ﬁust cooﬁefate is policy
is to.remove_ratherrfhan aégrava;e the protlem. Since countries différ
so;gréatly in their views and iﬁteresté, it is difficult to sece2 how
€00peration to mitigate thg'bad effects of direct investment and'to

distribute the benef

L}
[N

t

]

4 1. 1y P R . 2
equitahly could be obtainzd, Different atti-

tudes towards competition and pla“pﬂnn would have *o be re c0ﬁc1leo,

Ca N
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as'wéll as different interésts iﬁ the va) the ga m direct invest~
ment are shqrcd. Yet however difficult, coo;- ation on a global basi

is esse ntial; independent actid ion by oue country or one UIOLQ of coun-
jtfies would conflict with the interest of others and would probabl&t
result in retaliation. Already, signs of‘ﬁUtually antagonistic rather
_than mu;paliy beneficial policies caﬁ be observed. |

Broadly sbcaﬁinﬁ, if cooperation could bc achicved, one can
'eﬁVisagélthrea types of remedies to the problems c?eatéd by fhe_inéera
naticqal firm. ‘

Thé fiyst altgrnativebis to do nothing. The complexity of the
problenm provides a2 strong argument for this approach. .Everyrcase of
international business integration has its positive and negative as-
pects, and it is diffjcult to tell whether it reduces costs or werely
increeses profits without enhancing the geAGral velfare. There is
reason to queétion vhether governments in theselci£cumstaﬁces would
be able to evaluate correctly aﬁd recommend appropriately. Covernment
errors in cofrectiﬁg the problen might turn out to be worse than-the

problem itself. The substantial benefits of foreign jnvestment may be

lost in the attempt to remove deficiencies. Under this view, the

best thing would be to rely on competition, imperfect as it is, to
8 onmp ) P ] s

-

rectify the problen, and to hope that the probleﬁ ié'transitori,
that oligopoly positions will erode‘thr;dgh time, and-that benefits
ﬁiil-outweigh costs.

A‘secoﬁd linz of attack is contrgl and‘regulation of multinational
fires. Evén at best, éoapetition is not nacessarily an adecuate reg-

: s . A g . - l' . ) ) ) - ) I i‘ -~ -
ulation, and when it is imnerfect, the argument for planning ie strength-
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ened. Under this view, constituted authorities, joi nLJy or 1ndencnd~'

ently, would prescribe good behavior for international corpan nies, and

m f

. .

regulate their policies on investment, empl oy ) purch:se, and sales.

2

quic lines and laws o tﬁis nature a%e alrecady in force In nearly
.évery country, agﬁ they seem likelf'to grow,

A third approach would be to attempt to femove, or at least lessen,
bérriers to entry and to incre;se competition. Even where competition
is nol regarded as a goal, this would be of hClp,'SiﬁCe.by reducing
thé power of international firms, governﬁent control wouldvbe'made.easier.
It might be useful to state briefly a nuwber of policies which might

be censidered.

H

1. Since an important advantege of large firms is their superio

m

access to capital, steps could be teken to improve the capital market.

'3 . -

By making capital more readily available in countries where it is not,
the advantaoe of foreign flrms nxght be reduced, The direct costs of

subsidizing a good capital market might be far less than the hidden

&

. cost of conglomerate enterprise and high concentratien.
‘2, In addition, it may be possible to restrain somevhat the way~

in which firms use their advantage. Fof.example; tactics designed to

-~

exclude new competition could be restricted, and entry encourzged.

To this end, there is need for an investiga ion of e¥c1u31ve dealing .
¢
arrangements, tied sales, full line forCL.u, adninistration of patent

rights, etc,

P s 22 . . ; '
3. According to Bain,”“the most important barrier to entry,

‘.h

discovered by detailed study, was entiation. If th

o
r
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o
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s pre-

vails in the international economy as well, it suzzests the advantzges
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‘of consuner education and protection. It might therefore be advisable
o ) N .o .
to limit sales promoticnal activities and provide in

ormation Qerv1ccq
'to counier itﬂ cffects.,

4. There could a2lso be an attack on the'pro%lem of resource

monopolization. The advantage of multinational firms sometimes lies in
control. of a strategic nev material. Steps might be taken to make

this rawv material available to all on an equal basis. (At the same time,

the country vhere the raw material is located, often an underdevaloped

.

country, might be able to get a better share .than it does when dun in

with large oligopolistic firms.)

s o

5. Competiticn could alsd be increased by removing those tariif
and éthef barrigrs which protect monopolies, This would make it’easiér
_fdr a small firm to eﬁter markets without establishing production
'facilitiés in a foreign country.

6. In certaln cases, it might be d251rab1c to prevent expansion

of certain firms or even to force a dlssolu iot This . is an extrenec

solution, but it has been used in certain cases in the United States,

~.
- ~

and may also be advantageous in an international 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 prOﬁote their interests. America supports American firms because
they-are American, while foreign countries object to them for the same

oo the problem should be vizwed from & more glabal

reason. Ue suggest that
7, and sone of it re-cast in terms of econcmic powar. . Many

‘of the nost impOILaPt problems are associated with size ond narlet pover,

s wew
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rattier then with naticnality, and more attention should be focused on

these aspects. -
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1O'le of the first articles to enalyze the special behavior of these
large international firwms is M. Bye's "Self-Tinanced Multiterritorial
Units and their Time Horizon.” (Internaticnal Economic Papers, to. -8,
New York: The Macwillan Co., 1958 The other pionecy in this area is
E. T. Penrose. (YForeign-Investiment and the Grouth of the Firm," Economic
Jouranl L\VI J ne 1956; "Profit. SHarln” etveen Producing Companies

o
2 j he Middle Last,” Fconomic Journal, LXIX, June 185%;
and ”Ve LJCOl Int sration with J011L Con rol of Raw .iaterial Production,"
The Journal of Do"'Tr ment Studies, Vol., I, No. 3, April 1965) Proiessor
C. P. Kindleberger has also stressed the importance of the interudtional-
jzation of the firm to internationzl resocurce allocation efficiency and
_the analogy to the emergence of the netional firm in the United States

at the turn of the century. (International Ecomomics, Third Edition,
Bowmewood, Illinois: Richard D. Irvin & Co., 1963, pp. 404-422: and.
"European Integration and the Interla ional Co*po ation,” Columbia
Journal of World Business, Vol. I, Mo. 1, Winter 1565, p. €5) See also
J. Houssiaux, "La grande entreprise plurinationazle” and G. Steiner,

“"La planification des grandes entrep;1 es multinaticnale.” (Economie
Appliguee, XVII, Ap111~geptem er 196 ) .

2, . ' . . .
‘C. P. Kindleberger, International Economics, op. cit., p. 418

3 .
Carl Kaysen and Donald F. Turner, Antltru"t Policy, Cambridge:

Yarvard University Press, 1959, P 19.

“Ibsd., p. 17.
?A. Fortas, Foreword to A. D. Meale, The Antjtrust Laws of the U, S. A.,
Cambridge: Cambridge University Press, 1962, p. vi.

6 . ok .t
E. 8. Mason, Preface to Kaysen and Turner, op. cit., p. xii.

N

7In~the United Kingdom, for example, vhere the best historical in-
formation is available, fully one half of the employment in United States
controlled enterprises is in firms established before 1%14. (J. H.
Dunning, Amerjcan Investmeuts in British Manufacturing Industry, London:
George Allen and Urwin, 1958, p. 95) iloreover, these statistics refer to
the date on which the branch plapt 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 new entrants. ' ' =

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

1930. The 1957 Census (United States Department of Commerce, U. S.
Business Investc Foreian Countrles, Census of 1957, Uashiwqton:
Governaent Prirt ice, 19GC, p. 50) showed that 65 per cent “totald
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" Co., 1931). In this last work, Southard was able to trace the origins
" of many firms back to the late 19th centuys :

investnent (at that time) was -concentrated in ulp ts which were establishad
before 1946. Since few plants were established either during the depression
or the war, most of these plants must have ngan‘ before 193C, This is
confirmed in thz 1950 Census (United States Depurtwment of Commerce, Diract
Private Foreign Investments of the United States: Census of 1950, Washing-
ton: Government Printing CLifice, 1953), which found that almost 60 per
cent of thz investments at that time were in plants established before
1930. . : - '

Othar evidence on the v rdhllllv of most foreign investors can be
found in the casz histories 1epo"t in C. Lewis, America's Stake jn Intex-

nationzal Investmeats (ifashington, D. C.: Tha urOGulﬂﬂb Ingtitution, 1938);

o

E. hdrshall, F. A. Southard, and IX. ldylor} Canadiar—umcric91 Industry
(New Haven: Yale University PLeos, 1936); D. M. Phelps, Migration of
Industyy to South fmerica (i'aw York: McGrau-Hill Pook Co., $
F. A. Southard, Americen Industry in Europe (Boston: Houghton }Mi

’_J r-'
\a}
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.Direct investment by foreigners in the United States esppears also
to be in old, well-established subsidiaries. Of the 6 billion dollars
of direct investment in the United States, almost 80 per cent were
establishad before 1941, (U. S. Departrment of Commerce, Foreign Business
Jovegtment in the United States, Washington: Government Printing Cifice,
1961, p. 40) '

81n Canada, for example, the share of foreign firms has shoun no-
tendency to fall and is increasing. (CGovernnent of Canada, Domindion
Bureau of Statistics, Cznada's International Investment Position, 1926-
‘1954, Ottawa: Queen's Printer, 1958) In England Dunning found only a
very slight decline, helped by the war, in the American share of British
industry. (Dunning, op. cit., p. 184. Of the 115 firms questioned,
only 15 claimed that their share decreased; 63 firms reported an in-
‘crease, and 37, no change.) In the United States, in some industries
firms formerly owned by foreigners have given way to local firms; but
these were special cases resulting from the war, when German subsid-
iaries were seized and some British firms sold to meet exchange re- - .
quirements of the United Kingdom. Some of the British firms have ~.
since bought back their interests. (Sece Department of Commerce, For-
eign Business Investments in the United States, op. cit., p. 3, for
.2 description of past investments in the United SLﬂtcs and Lhe reasons -
for the disa appearance of some of them.) :

9Up till now, sovme¢ of the most important acts of government policy *
towvards direct investment have been connected to balance of payments
problems. Direct investment has been treated as anothzr form of ca pvta
and the flow of funds associated with it sometimes permitted, sometine
not, according to balence of payments criteria. This involves an at-

‘tempt to nnnllezue a2 long-term factor for short-teiw purpoeses, and has
many undesirable consequences. Firms, on the other band, according to
2 study by the "ational Industrial Conferenca Toavrd, hava talen a

ks A

d°C1n°”1 different view, They are not as nuch conceriied with shori-




proLiL rates in moking investment decisions as vith the “protection of
competitive position in a market.” The discussion of this paper susgests
_that an important guide for nublic policy he protection of competitive -

i
performance. (J"o1 Polk, Irene Y, leister, Lavrence A. Veit, U. 8.
Production Abroad ard the Balance of Payments, New York: iational
IndusLllal Conference Foard, 19£0)

10 : e .

United States Department of Commerce, Uniteq States Business
Irvestwent in Foreign Countries, Washinston: Government Printer, 1957,
p. 144, B . :

11,

The list f firmns was obtained from an investigation of financial
reports. Asset size uas thalec from the 1964 Fortune Directory.

0]

12 . . - , _ ' L
The list of firms is roughly the seme as the one used above.
Concentration ratios vere taken from the U. §. Senzate, Concqptrggig:

in American Industry, Peport of the Subcormittee or Antitrust and Honop-
oly pursuant to S. Res. 57 (25th Congress), Table 17, p. 23. The firms

- were classified accerding to their major product, but their direct

investments are often restricted to one or two specialtiesg in which the
firm has particular advantages. Concentration ratjos in these special-
ties are much higher a better industry definition weould therefore
show an even stronger assoc1at10u ketween investwent and high concen-
_tration, '

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

75-1007 Concentration
Cereal, RBreakfast Fcods
Chewing Gum
Flavoring for Soft Drinks _
dard Surface Floor _ B

. Coverings '
Tires & Inner Tubes
Flat CGlass
Tobacco
Aluminum
Tin Cans & Qther Tlnvar
Razors & Razor Blades -
Computing Machines &

- Typeuriters
.Sewing Machires

. Shoe Machinery
Motor Vehicles
Locomotives & Parts
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.The following industrics were in the 50-74% ratio bracket (11 firms):

50"74? Cougen
Biscuits & Crack
Corn VPet Milling

« Abrasives
Asbestos
Photographic Fquilvment
Cleaning & Polishing

bt e ek

Soaps & CGlycerice 2 '
"Plumbing Fixtures 2
Elevators & Escalators 1
Vacuum Cleaners 1
- 1

In the 25-4S% concentration ratio braclet (28 firns) were:

25-497 Concentration
leat Products
Dairy Products ,
Canned Fruits & Vegs
Flour & lieal
Cement
Refractories
Surgical Appliances
Mattresses & Ged &
Led1c1na1 Cheniica
& Pharmaceutic
Preparations
Paints & Varnishes
Tractors & Farm Machinery
011 Field lMachinery &
Tools 1l
. Printing Trade Fqulpno
& Machinery 1
h 28

= e L N S
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rings
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1
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One firm, Construction & Miring Machinery, was' in industry with less than
25% concentration, 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. lioreover, this is probably an under-
estimate, since differentiated' products play an importnat role in some
of the unconcentrﬁted industries, e.g., foundatlon ?:rnents, p*oprlﬁtaxy
medicines, beauty and toilet prepnra ions.

.

4
l’I Brecher and S. S. Reisman, Cancda-United States Economi

c
i rospects,

[at)

"Relations, Ottawa: Royal Comnmission on Canada's Ecohomic

1857. Also, Deminion Burcau of Stafnotlcs, op. cit.



'L'3nvc tissement des firmes etrangeres en Fran
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15

F. A. Secuthard, fmerican Industyy in Furone, Boston: Houghton
- iy il
Hifflin Co., 193]. See esps c1slly his comments on the electrical equip-
ment industry, p. 36; telephone and teleoraphic equipment, p. 55; petro-
leun, p. 60, 68-0%; wotor vehicles, p. 29; mineg and metals . 93;

P s H P 2 » P
phono vaphs, p. 100; and locks and keys, p. 103. Also sec G. Y. Bertin,

ice, Po U, F,, 1963,

16

D. T. Brash, United States Investment in Austrelian Manufacturing
Industry, Doctoral Dissertation, Australien Mational University, August
1965, . '

17,

‘IJn the case of vertical integration, an 5mp"0'ement in cooxr-
dination would tend to improve efficiency of allocation on both counts.,
Suppose we have a monopolist, A, selling to another firm, E, which is
in turn a monopolist in another market, A deouble distortion is involved
in this case of sequential monopoly; if A and B integrate or collude
perfectly to maximize joiunt profits, they will rewove onc of the dis-
tortions and in so doing, increase output and lower price.

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

19 . -
C. Iverson, Internationel Canital 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, Canbr*dge: Harvard University Press, 1935, p. 334.

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

the United States, op. cit,

1We may state the argument more precisely as follows: direct
jnvestment occurs because the profits of an enterprise in one country,
l’ is dependent on the profits of an enterprise in another country,
LY f.e., _ ' :

- nl=1‘;‘(n2)i s

To meximize global profits (n + 7 ) the fo1lowvnv must ho’d

(2) | d

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

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

¢



.
ad mee

maxinize (ﬂl + Aﬂz) which occcurs when

ar, —A
2

which only fully expleits global interdependence if A equals 1. The
- analysis assumes that firms try to maximize total -profits legally be-
r

[

longing to shareholders of the parent firm, An alternative assumption
is that firms vicu all dividends, including those paid to sharcholders
iu 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 wmaximizes (%, - w ] —d2) instead of (wl‘— Anz) as ahove.

177 "2 7 %y ,
Provided dividends in ecach country do mot 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 decision of the type described
above result, I am grateful to Mrs. E. Penrose for this point.

22 e .y '
J. S. Bain, Barriers to lNew Competition, Cambridge: Harvard
“ University Press, 1656. » : : _ ,
|
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