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THE DECISION TO OWN A FOREIGN ENTERPRISE

Stephen Hymer

The international operations of firms can take many forms. Some
firms own and control enterprises in foreign countries; some have only
indirect contacts through international markets; others have something
in between; a minority interest, a licensing agreement, participation in
a cartel, tacit collusion, etc. The purpose of this essay is to
analyze some factors which determine how much ownership and control is
profitable, in a given instance. |

The approach is based on Coase's insight that the firm is an
alternative to the market. "Outside the firm, price movements direct
production, which is coordinated through a series of exchange transactions
on the market. Within the firm, these market transactions are eliminated
and in place of the complicated market structure with gxchange trénsactions
is substituted the entrepreneur coordinator, whe directs productiogi
Given this assumption, Coase focused attention on market imperfections which
lead firms to substitute centralized bureaucratic decision-making for de-
centralized market decisions. Similarly, we can in the international context,
compare the efficiency of the multinatianal fifm relative to international
markets as a means of providing incentives, transmitting information and
setting prices. In this way we hope to analyze some of the conditions in
which it is profitable to confederate, merge, or absorb a foreign customer,
supplier or competitor.

Under this approach, we view direct foreign investment as an instru-
mentbof international business organization. Investing abroad is profitable,
we hypothesize, because it allows a firm to increase its self-containment
and thereby diminish uncertainty and reduce the threats of competition.

We thus relate the theory of international capital movements to
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the theory of prices and production via the theory of the organization
of the firm. The arguments are straichtforward and based on familiar
tools of economic analysis; the novelty, if any, lies in the fact that
the theory of the firm has not as yet been applied to the problem of
international capital movements to anywhére near the fullest extent
possible. No attempt at a comprehensive treatment is made hére; instead
a few examples - in.particular the problems of selling technology or
buying raw materials are examined in detail in order to illustrate the

problen.



Before we analyze the reasons for direct investment, we might review
a few important facts. The bulk of United States direct investment is
accounted for by enly a few firms - 607 by the fifty iargest investors,
70% by the hundred largest, 907 by the three hundred lérgestz-which by
and large tend to be in highly concentreted industries. A special tab-
ulation of ninety leading investors shows, for example, that approximately
40% are in industries where the concentration ratio was greater than 75%,
(for the United States as a whole, only &Y of the total value of ship-
ments occurs in industries wherc concentration is this high).3 A study
by Dunning of American investments in the United Kingdom came up with
the striking counclusion that ncarly every Anerican brancl plant vas in
an industry where it vas the dominant producer or one ofba small number
of producers: he estimatéd that '"threce quarters of the employment in
the United States affiliated firms is conceutrated in industries where
the five largest competitors supply 807 or more of the total output.”
Othe: studies in Canada, Lurope, aund Australic, point in the same direc-
tion, though they are less conclusive.4

Though the United States is the home of many of the largest multi-
national firms, several Canadian and Luropean firms also have substan-~
tial direct foreign investments. Surprisingly, when these foreign based
multinational firms invest in the United States, they frequently choose
the very same industries as Americans do vhen investing abroad. Petro-
leum products, biscuits, concentrated mill: products, soft drinks, paper
products, soaps, farm machinery, business machines, tires and tubes,
and sewing machines are all examples of industrics where American firms
have substantial direct investment abroad, vhile one of the leading firms

operating in the United States is a Subsidiary of a forcign firm.
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e might note finally that much of the present direct investment
is of long-standing duration. Iiost of the firms now prominent date
the beginnings of their foreign cctivities to before 1914 and cften
to befére 1900. In the United Kingdom, for example, where the best
historical information is available, fully one-half of the employment
in the United States controlled enterprises in 1957 was in firms esta-
blished before 1914.5 The 1957 census of United States foreign business
investments showed that 657 of the total investment at that time was
concentrated in plants that were established in 1946. Since few plants
vere established either during the Depfession or the ¥ar, most of thesc
plénts were estéblished at least before 1¢30, and many well before that.
Direct investment by foreigners in the United States also appears to
be in old, well-established subsidiaries, almost 80% of the investment

is in enterprises established before 1941 and ruch of this doubtlessly

0

. . , 0 . .
dates from a considerably carlier period. Orice a direct investment
is established, it appcars to grow along with its industry; judging from
this history, a firm thinking about foreirn operations should do so

with a long horizon in mind.
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II

Hany of the same factors enter into a firms decision to expand its
boundaries across an international frontier as enter into its decision ‘
to expand within a country, but there are also a number of special prob-
lems arising from the fact the attivities are iﬁternational wvhile firms
are national. Ve might begin vith a brief discussion of thesc legal,
political, linguistic and cultural factors which by and largé militate
against direct control in favor of indirect control and explain to some
extent why international business integration is considerably less devel-
oped than national integration.

The most obvious deterrent to direct foreign invostmentris]ack of
ififormation on the foreign cconomy, its ianguage, its law, and its poli-
tics. Imitially at least, an American firm attemptingvto operate abroac
is likely to find itself at a competitive disadvantage relative to local
firms - ér in the case of colonial dependencies, relative to firms from
the parent country -~ and there arc obvious benefits from attempting to
cooperate with better placed firms rather than supplanting them‘7 To
some extent, the disadvantage of beinp a foreigner can be offset by
filling managerial positions in forcien countries with nationals of the
country in question, but this requires important innovations in the or-
ganization of the firm, for a man effective in ome country because he
is a citizen, may unot be effective in o top managemnent post of a multi-
national firm. Balancing the need to adapt to local circumstances with
the centralizing requirement of international coordination will provide
a continual source of stress vithin the —wltinational firm.

Discriminatory treatment by governments also favors indirect cooper-
ation rather than direct ovnership, since most governments attempt to

protect their firms from the compctition of foreirners. Lven where such



- -
deliberate discrimination is absent, the multinational firm has the
inherent disadvantage of falling within the legal jurisdiction of more
than one country and being subject to more than one set of legal con-
straints. An American firm operating in a foreign country must obey
Ameriéan laws as well as local laws - a disadvantage the local firm
does not have. An international code of law which would reconcile even
some. of the more obvious conflicts is still a long way in the making.

Lastly, the difficulty of converting currency from one country fo
another provides an‘important deterrent to direct investment. -An American
firm pays its shareholders in terms of dollars and must measure its
profits in terms of dollars; when inVestiug abroad, it must attach a
risk premium to cover possibic changes in the exchange rate or other
difficulties of transferring its funds out of the foreign country. In
order to cover this risk premiun, the‘rate of return to a multinational
firm must éccordingly be higher than that required for a purely national

firm, and this favors indirect rather than direct relationships.
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Why do firms still find it profitable to make direct investments

with all their attendant difficulties? One reason may be the high cost
of using international markets. Suppose a firm is considering how
best to utilize abroad some advantage it possesses in production or
marketing, for example, a patent, a differentiated product, a superior
technique, or better access to capital and other factors of production.
If the advantage is specific and well defined it may be feasible to
license or otherwise sell it to an independent foreign firm and thereby
avoid the difficulties of acquiring owiiership of the foreign enterprise.
But if the advantage is complex and diffuse, it may not be possible . to
arrive at a sales agreement srecifying exactly what is being sold and
on what terms. For example, if the foreign enterprise needs managerial
and. technical help on call to deal with a wide variety of problems as
they emerge, it may be impossible to set down in advance exactly what
help the American firm is expected to give and vhat remuneration it will
receive in each instance. Instead it may be more efficient to enter
into a long-term contract in which profits from co-operation are shared
and the decision handled administrctively rather than bargained for in
each case. As Coase put it,

The institution of the firm greatly reduces the need

to specify prices in each of the many transactions

that occur because onc long termn contract is substi-

tuted for a series of short ones. Instead of bargaining

each day over the terms on vhicn factors are employed

and physical resources are usec¢, an agrcemel:it covering

a long period is reached which scttles terms of remun-

eration and gives to the coordinator the authority to

direct the use of co-cncrating elements in an optimal

fashion. The firm is thus an iunstrument for economizing

on market costs.8

A second reason, suggested by Coase, is discriminatory government

policy. TFirms may be created in order to escape government regulation

becausc "exchange transactions on a marlket and the same transactiouns
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within a firm are often treated differently by governments or other
bodies with regulatory powers.“9 In the antitrust laws, for example,
certain practices such as price discrimination ére prohibited if they
result from a collusive agreement with a foreign enterprise but will
escape regulation if the agreement is between Branches of the same
multinational firm. Another instance stcms from the fact that tbe tax
liability of a firm may depend upon its form of organization. In

some cases, of course, the discrimination may go the other way and fa-
vor indirect relationship; a foreign government may have a more lenient
foreign exchange policy on royalties paid abroad than upon dividends
to cite one possible casec. -

A third consideration is uncertainty and the possibility of diver-
sification. A merger of enterprisas vhose profits are inversely corre-
lated will result in a2 more stable combined profit stream, since ran-~
dom effects will tend to cancel eaci: other. Such negative correlation
is almost always present between the bLuyers and sellers of a product,
since a price change that hwrts one of them benfits the other. 1In the
case of selling an advantage discussec above this consideration enters
as follows; in order to decide the price at which the advantage is to
be sold, a calculation must be made oﬁ expected future use and revenue.
But this can be done only imperfectly and the crrors effecp the buyer
and seller in opposite ways. If the realized revenue exceeds the ex-
pected, the buyer gains and the sclier loses, if the realized falls
short of the expected, the seller gains and the buyer loses. Direct
investment is onc way to minimize the cost of uncertianty since it pro-
vides for sharing of profits and thus a certian degree of iﬁsurance.

The diversification factor is particularly important in the case

of direct investment in foreign rav material producticn. Commodity
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markets are notoriously unstable and a firm heavily dependent on raw
materials is often in a highly vulnerable position. If it must buy the
raw material in the open market, it‘will be subject to great fluctua-
tions in profits as the commodity market fluctuates between scarcity
and plenty. This instability is‘at least partly reduced by direct
investment, because what the firm loses as manufacturer when priceé
rise is to some extent offset by what it gains as. producer, and vice
versa for price falls. The diversification motive is, however, on a
different footing than other motives because it does not require mer-
ger of the separate enterprises. .Each sharehoider of the firm can sta-
bilize his own earning to whatever degree he desires by buying an appro-
priate mixture of shares in the companies specializing in different
lines. But partigularly in the case of foreigﬁ trade, where informa-
tion is very poor, it may be easier for management, via direcﬁ invest~-
ment, to diversify for its shareholders.

Imperfect competition, resulting from fewness of firms, provides
a fourth reason for direct investment. In international markets where
there are a large number of competitofs, a firm can be reasonably sure
it is receiving or paying a competitive price. In these cases, it is
resonable to accept the market price and use the market to effect its
transactions. But when numbers are few, the firm cannot rely on the
market forces but must bargain with its oligopolistic competitors over
Price; direct ownership of a foreign enterprise is one of the strategies
at its command.

For example, consider again the firm selling an advantzge. To some
extent it is a monopolist with respect to that advantage; whether it is
profitable to use a market or to engage in direét investment depends

on whether it is also selling to monopsonists?r to a large number of
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competitive buyers. Iun figure 1A VMP is the value of the marginal pro-
duct of the advantage (the marginal physical product of the advantage
times the price of the commodity in whose production the patent is used.)
If there are a large number of buyers, it is also the demand curve for
the patent; competition of many small producers will drive abnormal.
profits to zero, and the price of every factor of production, including
that of the patent, will be bought into equality with the valug of its
marginal product. Given this demand .curve, (and assuming for simplicity
thét the marginal cost of the patent is zero), the owner of the patent
will charge o for it, the user will produce output Q, the marginal re-
venue product will be zero, i.e., equal to marginal cost, and the quasi
rent of the patent will be at a maximum.

However, if there is only one or a few buyers of the advantage in
each country, this analysis will not hqld; The buyef(s) will‘not com-
pete to drive their profits to zero, but will adopt some different. stra-
tegy. Suppose, for example, there is only one buyer, who acts as a
naive Bertrand monopsonist and attempts to maximize his profits subject
to the price set by the seller. In this case he will equate the price
of the advantage to its marginal revenue product (marginal physical
Product times marginal revenue) rather than to the value bf thé marginal
Product as before. The demand curve facing the owner of the advantage
is then no longer VMP but MRP. The optimal price for the patent re-
mains at alpha'(this is an arbitrary outcome due to the assumption that
the demand Curvevis linear), but production will now occur at Q'. The
quasi rent for the patent is reduced by a(Q-Q'), while the profits
earned at the manufacturing atage rise from zero to (8-a)Q'. The motive
for branch plant ownership comes from the dead veight loss in global

profits resulting from a movement from 0 to Q'. The increase in profits
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to the manufacturing stage, under the assumption that it is monopolistic,
is less than the loss of quasi rents to the owner of the patent; ifthe
patentee is able to obtain ownership and direct control of the manufac-
turer, it can restore the output to Q and maximize profits. This is,
of course, a highly simplified description of the problem of selling
a patent; but increased complexity, though it increases releavance, will
not alter the fundamental point that there is an advantage to removing
bilateral oligopoly.

Another case of vertical integration, identical in principle to
the case of the patent just described, but somewhat more complex, occurs
when a raw material is produced and used in oligopolistic industries.
To simplify the exposition, we may call the rav material bauxite, and
the manufactured product, aluminum. The analysis is not entirely irrle-
vant to these industries, but the choice is intended primarily for illus-
tration and should not be interpreted literally. In figure 24, VMPis
the values of the marginal product of bauxite iﬁ the production of alum-
inum, while MC is the marginal cost curve of producing aluminum, assumed
for simplicity to be constant. If there is perfect competition in both
‘the bauxite and the aluminum industries, the curves are also the demand
and supply curve of bauxite, and production will occur at their inter-
section Q. We are interested, however, in the case wvhere each stage
of production is monopolized. Assume first that the aluminum producer
is a monopolist while the bauxite industry is perfectly competitive.
The aluminum producer will equate the price of bauxite to the marginal
revenue product rather than the valué of the marginal product and pro-
duction will be restricted to Q'. MNowv suppose that bauxite production
is also monopolized. The bauxite producer might then take the marginal

revenue product curve (KRP) as the demand curve for bauxite, and charge
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¢ to maximize its profits at the point where production is Q" and the

marginal marginal revenue product (ITIRP) equals the cost of producing

bauxite. As in the case of the patent, this sequential monopoly pat-

tern reduces total profit and provides an incentive for international

integration through branch plant ownership in order to maximize global
profits.

An incentive for‘direct investment also arises in cases of hori-
zontal oligopoly. A firm in an industry that is highly concentrated
here and abroad will find itsélf in oligopolistic competition with its
domestic and foreign rivals. Since the number of firms is few, they
are likely to recognize their mutual interdependence and engage in oli-
gopolistic rivalry, one form of which is direct investment. In the
limit, one could imagine that one firm, through direct investment, ac-
qQuires ownership of all the firms in the industry and with.complete

world-wide control fully maximizes global profits. This would result

in perfect co-ordination and the highest profit possible. Typically,

however, international business integration is far less complete; several

large firms, a few from the United States and perhaps one or two from
Europe compete and collude throughout the werld threough internakional
trade and investment, The amount of direct foreign investment a firm
should make will then depend not only on its competitive pdsition but
also on its aggressiveness and that of its rivals.

An interesting example of how this works in practice is found in

the following old, but still relevant, case study.
... at the turn of the century, the British tobacco
industry was literally 'invaded' by American capital,
Restricted in its sales by a high tariff wall imposed
on U.S. cigarettes, the American Tobacco Company ac-
quired the young and prosperous firm of Ogdens, Ltd.
in September, 1901, and straight away launched an ex-
tensive publicity campaign to sell cheap cigarettes.
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The Chairman of the U.S. company at that time made no
secret of his intensions, viz: 'to obtain a large share
of the tobacco trade both of England and the Continent,'
and he threatened to spend up to £ 6 million in doing
this. The reaction of the British producers was prompt,
for within a month of the purchase of Ogden's, thirteen
of the leading tobacco companies had amalgamated and
formed themselves in Imperial Tobacco Company, with an
issued capital of L 14 1/2 million. Then followed sev-
eral months of cut-throat competition between the two
concerns ... Eventually, a market sharing agreement was
reached in September, 1902; Ogden's became part of the
Imperial Tobacco group, which was given the monopely of
the British and Irish markets, whilst the United States
and its dependencies were to be supplied by the American
Tobacco Company. A new concern, the british-American
Tobacco Co., Ltd., was set to handle the remainder of the
export business with allocated factories both in the United
States and im the United Kingdon .10

A firm's international operations depend therefére on trials of
strength as well as objective factors such as cost and demand condi-
tions. It may agree with other firms to divide markets according to
spheres of interest (for instance, the American firms restricting them-
selyves to Latin America, the Luropean to Asia and Africa, and all compe-
ting in Canada), or it may co-operaté mbre closely and establish joint
ventures, or it may clashrsharply vvith other firms and establish its
own branch plant in every market of adequate size. Predatory competi-
tion will not uysually last for long; more than likely, after a while,

a certain stability will be achieved and the industry will settle into
some market sharing pattern. However, at present, there are great strains
on the prevailing patterns'due to the removal of trade barriers and

the opening up of new markets in underdeveloped countries, and there is
something of a scramble for markets occurring as each firm tries to
establisha base for future growth. A firm thinking éf foreign operations
should not forget the advantages that sometimes follow from jumping quick-

ly.
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The motives for international integration just discussed have a
direct bearing on the question of how best to finance foreign opera-
tions. A firm engaging in international operations can raise funds for
its foreign subsidiary locally in the country of operation or else
supply capital from the parent office. In deciding the appropriate
ratio between local borrowing and direct investment, a firm should not
only consider interest charges and terms of repayment in each capital
market, but also the special problems associated vith internatiomality
and .the need for control.

The basic pattern of fimancing direct investment is illustrated in
Figure 2 and Table 1. 1In TFigure 2a ve see that on average United States
firms with ®ranch plants abroad finance about 60 per cent of total assets
from the United States, while bofrowing about 40 per cent lbcally in
the country of operation. Figures 2b and 2c, however, show that American
firms make a sharp distinction between equity and non-equity capital.

The United States share of equity capital avarages 65 per cent whilethe
share of non-equity capital is only 25 pér cent. he reluctance to sell
equity securities abroad is futther illustrated in Tigures 2d and 2e
which show that firms on average finance only about & per cent of total
assets through equity securities, in contrast to about 31 per cent in
the form of creditor capital.

Foreign firms investing in the United States follow similar rules
of finance as is illustrated in Table I; they hold nearly all the equity
securities of their subsidiaries themselves, while borrowing a large
part of non-equity securities in the United States, which, to them, is

the foreign country.
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In contrast to what these tables siow one miéﬁt have expected that
American firms would raise all funds required for foreign operations
in the United States and avoid, as much as poséible, borrowing in for-
eign countries. The United States is the richest country in the world
éﬁd has one of the most highly developed systems of financial intermedi-
aries; it is usually thought to be one of the cheapest places to raise
capital. Since those American firms large enough to have subatantial
foreign investments usually have well established access to this rela-
tively cheap source of funds there would seem to be no éoint in looking
elsewhere for‘finance. Indeed one might even hypothesize that soﬁe firms
would go beyond their traditional activities and, acting as financial
intermediaries, use their New Yori: connections to raise funds in the
United States to lend to unaffiliated foreisn concerns. Lut the evidence
does not seem to support this vieu.

Exchange rate risks probably play an importan* role in explaining
why firms prefer to Eorrow abroad. ‘'hen comparing the costs of borrowing
at home to the cost of bofrowing ébroad,‘the firm must add a risk pre—
mium to the home interest rate and in the usual case this well outweigh
any initial difference in interest rates that might have existed. If
we let r equal the capital costs of borroving in America, r' the capital

cost of borrowing abroad, and t the risk premium,. the firm bases its

decision to borrow on whether

Although it might seem that little could Le said a priori about which
will be greater, in fact there is a presumption that the left hand side
exceeds the right, i.e., that the cost of borrowing at home will be greater

than the cost of borrowing abroad. This is because international arbi-
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trage will ensure that the interest rates in two countries does not
differ by more than the cost of professional arbitrage. Letting a equal

this cost, then typically,
r+a>zx' .

The primary occupations of firms with direct foreign investments
are mining, manufacturing, or distributior, and not finance:‘ in the‘
difficult act of arbitrage they are likely to be at a comparative dis-
advantage relative to the banks and other financial institutions which
specialize in these activities. It ié likely. therefore that t is greater
than a and therefore that (r + t) is greater than (r + a) and a fortiori
greater tahn r'. It will pay the firm, then, to borrow abroad. There
may,.of course, be exceptions; somc large international firms, at a given
point of time, may have better facilities for transferring capital bLetween
tvo countries than financial firmé, but by and large this will not be
true, and it will pay firms to leave arbitrase to the arbitrageurs. Di-
vision of labor applies here as elsewhere. The firm is‘well advised
to minimize its uncovered foreign investment to the greatest extent pes-
sible.

Notice that the same princinles apply to firms investing in the
United States. They too should borrou locally, if they can, and avoid

taking a position. Thus to a multinational firm, the question of where
capital is cheapest- is not simrnly a question of prevailing interest charges
but depends also on, its nationality. There is a sort of -relativistic effect,
cach firm finds it.profitable to borrow, for its foreign enterprises, in

the country of operations. | o
Borrowing costs:modify, but do not reverse,. the above analysis. Strictly

speaking, r' is the xate of return on loans made in foreign countriecs:

while the relevant consideration for the firm is the amount
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it pays as borrower which exceeds r' by the cost of borrowing, b', -
the size of which depends on particular circumstances. If borrowing
costs abroad are very high, it may lead a firm to finance part of its
foreign business with capital from home.

Figure 3 illustrates the criticél rate of borrowing costs. The
cost of borrowing abroad is the sum of r', the prime interest, plus
b', the cost of borrowing. It is assumed in the diagram that borrowing
costs per unit rise with increased borrowving: at first the firm makes
use of shorf—term finance (bank credit, trade loans, etc.) but as these
easy sources are exhaustzd, costs risc and the curve has in general an
upward slope;v The cost of borrowing in the Uuitéd States is the sum
of three factors: the prime rate of inﬁerest at home, 1, the risk pre-
mium t, and borrowing costs I, which arerspecific to a particular firm.
All these are assumed to be constant‘for simplicity (a reasonable assump-
tion, perhaps, if the branch plent is small relative to the size of the
total parent firm). The level, lhiowever, will depend on the particular
firm involved, since due to a host of considerations a firm may either
be able to oBtain funds in the United States at close to the prime in-
terest rate, or else have to pay considerably more. The proportion
borrowed locally and the proportion financed from the Uuited‘States de~-
pend uponrwhere the two top curves intersect. - The point of intersec-
tion depends upon the rate at whiclh borrowing costs abroad rise, which
in turn is determined by the state of the capital market in the foreign
country. In most underdeveloped countries, once the easy sources of
bank credit ére exhausted there is usually little scope for further bor-
rowing, and the r' + b' curve becomes highly inelastic. 1In more highly
deﬁeloped countries, the slope is more gradual and for this reason American
firms are able in Europe to borrovw a higher per cent of their subsidiaries'

needs than they can in Canada or in underdeveloped countries.
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The above argument suggested a firm will typically find it profit~
able to maximize local borrowing subject to the constraint of rising
borrowing costs. In addition there is a further perhaps more important
constraint stemming from the need to mainfain near complete ownership
of equity securitins. Because of theé special disadvantages of selling
equity. securities, financiallflexibility is severely constrained. In the first
place the parent firm will usually want to maintain control over the
foreign enterprise and thus must hold 51 per cent (less in some cases)
of equity securities. More impertant, in order to fully maximize
world-wide profits, most firms will rant to hold a much higher share
than that. If a firm sells equity eecurities in its foreign operation,
some methed will have te be worliad out te determine the share of profits
earned by the subsidiary. This will be exceedingly difficult to do.

Part of the profits of the subsidiary comes from its affiliation vith

the parent firms and the tecinical, financial, and managerial advice it
is entitled to. Strictiy speaking thz affijiaie should be charged for
these services and thie amount deducted frqm profiss. But what charge

is reasonable? Recall that the reason dire_t cwnership wvas chosen over

an indirect rclationchip was precisely Lecause it was difficult br in-
efficient to ﬁse the mari.et to handie transactiors, i.e. because it was
difficult or impossible to find an appropriate price. The same diffi-
culties apply to distrikuting profits. The profits of a firm with world-
wide enterprises are interdependent and cannot be allocated to any parti-
cular subsection: should a firm allow local participation, it'might re-
introduce some of the very conflicts direct investment is designed to
avoid. Local shareholders, interested only in the profit of their parti-

cular subsidiary, would not take into consideration the repercussion of
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their policies on branch plants in other countries. lNaximization of

global profits, the goal of direct investment, will be frustrated.
We may state the argument more precisely as follows: direct

investment occurs because the profits of an enterprise in one country,

™, are dependent on the profits of an enterprise in another country,
Tos i.e.,
@8] L F(ﬂz).

To maximize global profits (nl + m,) the following must hold:

(2) d

Suppose, however, that the firm from country 1 owns only A per cent of

the enterprise in country 2. Then, it will maximize (m, + Aﬂz) wihiich

1

occurs when

(3) dﬂl

which only partially exploits giobal inteérdependence when A does not
equal 1.°

A few examples will illustratc the conflict between the interna-
tional parent firm and the local investor. Consider a parent firm de~
ciding whether or not to éxpand output in A,‘its low-cost partially-owned
‘subsidiary, or to gontract it in £, its high-cost fully-ouned. one.
Concentration of production in the low~-cost plant vould increase total
profits, but the firm shares the gain in profits in A with local share-
holders, while it stands the loss in % alone. What is best for global

profits will not be best for its own profits. If, on the other hand, it

owvned both plants fully, it would be free of this contradiction and could
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maximize total profits. The corollary of this is that a local investor

would be unwilling to participate in a venture with an international

firm which has the powet to siphon off the profits of this joint ven-
ture to one of its wholly owned subsidiaries located elsewhere.

A similar problem arises in the cases bf vertical integration and
may be illustrated by using thc example of a firm selling a patent.

The real marginal cost of using the patent is zero. To maximize global
profits, then, the branch plants should use the patent up to the point
where the mérginal revenﬁe prodpct equals zero. Dut hev will profits
be allocated between enterprises? If there are local shareholders in
the foreign country, the profits accruing to the branch plant must be-
separated from the‘profits of fhe parent firm: to deo so, some price
must be used to valuec the patent. Dut if a price is charged, managers,
attempting to maximize ﬁrofits of the branch plant, will accordingly
economize on the use of the patent. DProduction will be restricted and
total profits lowered. The parent firm will bear the loss unless it
removes the conflict by buying out the local sharehiolders.

In conclusion, we might summarize our analysis of financial strategy
as follows.r Under normal circumstances a firm would like to minimize
its net investment in any country by Lborrowing locally to the amount
of its foreign assets in that country. It is constrained from doing so
first by high borrowing costs resulting from imperfectioné in the capital
market and second by the disadvantages of selling equity seéuritiés.-
We note that the lover are interest rates and borrowing costs abroad,
the less burdensome to the firm will be the charges on capital raised
locally, and the more profitable the enterprise. Cheap capital in a
country therefore tends to attract international operations because of

the leverage it provides the parent firm.
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e have tried in this paper, to look at optimal international
industrial organization from the point of viev of the firm. For
illustrative purposes we relied heavily on the example of a firm selling
an advantage but it should be clear that the major findings are not
limited to that case. It should also be noticed that in some of the
examples cited, the most profitable choice to the firm would not be
the optimal one from the point of view of the nation. In particular,
where international business integration has as its purpcse or effect
increased monopoly power a sericus antitrust problem may arise; in the
future government action to countervail this type of direct investment
may be an increasingly important aspect of international operations.

e might also note the possibility that it may sometimes pay governments
to make direct investments. Tor example, some agricultural commodities prom-
inent in international trade are grown by a large number of small producers
and sold to a highly concentrated manufacturing industry. The producing
countries cbuld probably increase their share of revenue if they formed a
selling cartel to countervail the monopsony of the buyers.» Even if feasible,
this solution is non-optimal because it involves the wastes of sequential
monopoly. It is not‘possible in this case fo£ firms to integrate bachkward
through direct investment because there arc too many small sellers but it
might be possible for countries to integrate forward by aguiring control
of some of the enterprises in the duying country that manufacture and
distribute their product. This vould not only remove the wastes of bar-
gaining but also enable more rational plannin~. For example, the manufac-
turer who decides on marlet promotion counts as a cost the increase in

producer Price that resultsg from dnecvreace’d domo-d, Tueh of th.ls price

increase is a rent to the producers and from the point of view of the



producing countries should be maxirized, not minimized. Torwvard inte-~
gration could accomplish this. In addition, the problem of price in-
stability would bLe mitipgated. The fluctuations in »rice as a result

of short term shifts of inelastic demand and zupply schedule merely
transfér income from producer to cornsumer lenefitting no one and causing
ugcertainty for both. 'ith wvertical intaerration, the cost of the insta-
bility ill be removed since producor ond consurer are one. In short,
since firms interrate baclkiard for these reasons . it may_be vorthwhile
for countries to integrate forwvard. Perhaps underdeveloped countries,
to sdlve some of their problems as primary producing nations, should

make direct investments as well s receive then.
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# My thinking on this subject has been greatly influenced by Professor
C.P. Kindleberger who first sugpested the topic to me and therecafter as
teacher and thesis adviser continuously shapead its development.

1. R.H. Coase, ''The Haturc of the Firm," Economica, lew Series, Vol. IV,
(1937). pp. 386-405. Reprinted ir Sticler and Doulding ACA Readings in
Price Theory, pp. 331-351.

2.
ment in Toreipn Countries, Washington:

United States Department of Commerce, United States Business Invest-
Government Printer, 1957, p. 144.

3. The list of firms was cbtained from an investigation of annual reports
and SEC registration forms and compared for coverage with the aggregate
figures published by the Department of Commerce. Though it is somewhat
out of date, it is doubtful that the features referred to have changed
significantly. Asset size vas obtained from the 1961 Fortune Directory
and refers to 1964. Concentration ratios were talen from the U.S. Senate,
Concentration in American Industry, Report of the Subcommittee on Anti-
trust and Monopoly pursuant to S. Res. 57 (&5th Congress), Table 17,

p. 23. The firms were classified according to their major product, but
their direct investments are often restricted to one or two specialties

in which the firm has particular advantages. Concentration ratios in
these specialties are typically much higher: a better industry defini-
tion would therefore show an even stronger association between invest-
ment and high concentration. Iioreover, many firms were in industries
where product differentiation was important anc where the concentration

ratio is a poor index of marlet position because of the difficulty of
The classification of firms was as follous.

defining an industry.

25-497 Concentration

50-747 Concentration

75-1007 Concentration

Meat Products 4 Biscuits & Crackers 1 Cercal, Dreakfast Foods
Dairy Products 2 Corn Wet iilling 1 Cheving Gum
Canned Fruits 7% Vegs. 3 Abrasives 1 Flavoring for Soft
Flou & Meal 1 Asbestos 1 Drinks
Cement 1 Photograrhic Equipment 1 !lard Sruface Floor
Refractories 1 Cleaning & Polishing Coverings
Surgical Appliances 1 Soaps & Glycerine 2 Tires & Inner Tubes
Mattresses & Bed Springs 1 Plumbing Tixtures 2 Flat Glass
‘Medicinal, Chaemical, & Elevators & Escalators 1 Tobacco

Pharmaceutical Vacuum Cleaners 1  Aluminum

Preparations 6 11 Tin Cans & Other Tinware
Paints & Varnishes 1 Razors & Razor Blades
Tractors & Farm Computing !achines &

Machinery 5 Typewriters '
0il Field Machinery & Sewing llachines

Tools 1 Shoe Hachinery
Printing Trade Equip- llotor Vehicles

ment & Machinery 1 Locomotive & Parts

28

One firm, Construction & itining Machinery, tvas in industry with less than
25% concentration, for Twenty-six otlhiers, it vas not possilLle to assign
concentration T‘Flf"i,dﬁ duig to the Ad-rAaradifind ratova af ta “5vmg

w
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4. J.Li. Dunning, American Investments in British ;{anufacturing Industry,
London: George Allen and Unwin, 19586, p. 115. lorcover, this is prob-
ably an underestimate, since differcentiated products play an important
role in some of the unconcentrated industries foundation garments, pro-
prietary medicines, beauty and toilet preparations for example.

See I. 3recher and 5.S. Reisman, Canacda-United States l.conomic Rela-
tions, Ottawa: FRoyal Commission on Canada's Lconomic Prospects, 1957;
F.A. Southard, American Industry in LEurope, doston: Houghton Mifflin
Co., 1931, (especially his comments on the electrical equipment indus-
try, p. 36, telephone and telegraphic equipment, p. 55, petroleum, p. 60,
68~69, motor vehicles, p. 29, mines and metals, p. 93, phonographs, p. 108&:
and locks and keys, p. 103). G.Y. Eertin, L'investissement des firmes
estrangeres en France, P.U.F., 1963: D.T. Prash, United States Invest-
ment in Australian Manufacturing Industry, Doctoral Dissertation, Australian
National University, August, 1965.

5. 1Ibid, p. 95. lioreover, thesc statistics refer to the date on which
the branch plant begdn operating. The relevant concept is the date on
which the parent firm first went abroad. If data were available on this
basis, it would indicate a much smaller per cent of investment being ac-
counted for by new entrants.

6. U.S. Department of Commerce, 1957 Census, op. cit. The 1950 census
found that almost CC per cent of the investment at that time was in
plants established before 193C. Other evidence on the venerability of
most foreign investors can be found in the casc histories cited in Lewis
(1938), Marshall, Scuthard and Tavlor (1¢36), Thelps (193¢), Southard
(1931), and Brash (19065).

U.S. Depariment of Commerce, Foreign disnecs Investments in the
United States, 1961. '

7. If direct investment is nonetheless chouen, the cost of acquiring
information and maneuverability canr in part e viewee in terms of cap-
ital theory since some of it is nou-recurring. Uuce a firm makes the
effort to establish operaticns in a forcisn couutry, as many firms have
done, a stream of future pessibilities is opcuned up, and it is their
future benefits which nust be weighted in the initial aecisions.

8. Coase, p.

9. Ibid., p. 335.

10. Dunning, op. cit., pp. 30-31l. Later the American Tobacco Company
wvas forcea to divest itself of its interest in tuis company.

11. The analysis assumes firms try to maximize total profits legally
belonging to shareholders in the aome country. An alternative assump-

tion is that firms viev all dividends, including those paid to share-
holders in the home country as a cost and attempt to maximize retained
earnings. Letting ¢7 and dp be dividends paid in country 1 and country

2 respectively, the firm maximizes (mp + Ty — dy, - dz) instead of (my ~ Aﬂz)
as above. Provided dividends in each country do not depend on profits
earned in that country, i.e., they depeird only on total profits and the
conditions prevailing in the capital market iu each country, equity securi-
ties introduce no distortion in the production decision of the type
described above result. I am grateful to iir. L. Penrose for this point.
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TABLE 1

UNITED STATES AND FOREICHN PATTURKNS OF
FINANCING DIRECT INVESTMEWTS

Direct Investment by U.S. Direct Investment by
in Foreign Countries (1957) Toreigners in U.S. (1959)
(per cent of) (per cent of)
Equity Debtor All Fquity Debtor  All
Capital Capital Capital Capital Capital Capital
U.S. Share 56 25 61 14 81 50
Non U.S. Share 14 75 3¢ 06 19 50
100 100 1GG 100 106 106

SOURCE: United States Department of Commerce, U.S. Business Invest-
ments in Foreign Countries: Census of 1957, and Foreign Business
Investments in the United States.
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