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Terms of Reference

The paper would initially outline the types of
investment incentives offered by home and host
nations to international investors (e.g. fiscal
and other tax-related incentives, border tax
and other trade related incentives front-end
cash grants and subsidies, operating rants and
subsidies). It would be useful if the paper
included a representative illustraticn of
incentives offered by a sample of honme and host
nations. The paper should then assess the
effects of incentives by dealing with the
following questions:

1. Do host nation incentives draw investment
to developing nations which otherwise
would not go there?

2 Do developing nations compete with omne
another for international investment by
means of incentives?

(a) If so, how great is the problem?

(v) Can magnitudes of transfers to
investors as a result of investment
incentives be estimated?

3z Do honie nations' incentives cause
investment to stay at home which might
otherwise go to developing nations?

b, On balance, do investment incentives of
home and host nations collectively result
in a global economic "dead weight" loss?
In a net loss or gain to developing
nations?

It is recognized that many of the issues posed
above cannot be easily or definitively addressed;
the paper is to represent a best effort to address
issues within time constraints.

Task I'orce Secretariat
July 1979



INVESTMENT INCENTIVES IN HOST AND HOIE COUNTRIES

INTRODUCTION

Private foreign investment is undertaken in
anticipation of profits and occurs where viable markets
for outputs are expected toc exist for the life of the
productive asset created. Government policies to provide
incentives for investment, therefore, can only
marginally affect the attractiveness of investment
opportunities by increasing expected profits and/or
reducing the uncertainty assccisted with those expected
profits.

he paper written by Professor J.H. Dunning that was
discussed at an earlier meeting of the Task Force
established that three groups of varicbles influence
foreign direct investment decisions: g

. product-related variables
. company-related variables
. ; counpry-related variables,

This paper relates mainly to the third group of variables.
The most important considerations in this group are
general economic conditions, which are to some extent
influenced by general ecconomic peolicies.® Many
governments also employ measures designed to stimulate or
restrict foreign investment of particular types or in
specific regions or industries., Empirical studies

cited in Dunning) have suggested that these incentives

and disincentives) are not a significant determinant of
foreign investment flows, but the fact that governments
continue to implement such measures indicates that
further study is required.

The range of government interventions influencing
foreign investment decisions encompasses many policies in
host and home countries, and in third countries, and some
of these policies may not be primarilily designed to
influence private foreign investment, It is necessary,
therefore, to limit the scope of this paper to policy
instruments designed to affect directly private foreign
investment flows into developing countxies, bhoth on the
part of capital-exporting and host countries, and certain
other measures which have a2 strong influsnce on
international private investment flows, even though this
impact may be secondary to another pclicy aim,

* See references in paper by Professor J.H. Dunning.



It is also necessary to recognise that private
foreign investment is ne longer restricted to eguity
participation and .the traditional MNE package. New
forms of participation have evolved to meet the
changing climate of opinion towards foreign firms in
host countries. These new forwms ol participation
include:

. technology transfers, with or without equity
participation;
. technology transfers in combination with

managementi contracts, and management and
technical trainings;

. tripartite agreements and new forms of joint
venture;

. export marketing agreements and subcentraciing.

These new forms have arisen as a response to the rise of
nationalistic trends and policies in many developing
countries which have caused difficulties for MNE
subsidiaries, and because they offer greater stability
and reduced risks to MNEs. The traditional MNE package
evolved in the second quarter of the 20th century as

the most profitable mezns of operating in a world
separated into distinct national markets by trade
barriers and where markets for important business

inputs (technology, management, finance, raw materials)
were imperfect or non-existent. This led firms to
tinternalize'! operations and retain contrel of their
activities by foreign direct investment. The new trends
distinguished above represent a movement towards the
creation of new international markets for intermediate
goods and services, which involve contractual
arrangements between suppliers of these inputs and
purchasers who are unrelated to the suppliers,

The new forms of participation have eveolved slowly
over the last decade or so and they represent the out-
come of several forces acting within the world economy:!

. host governments have improved their knowledge of
MNE operations and devised more effective policies
to obtain reguired components of the MMNE package
at lower cost;

. cost consciousness in advanced industrial
' countries has made access to low—cost lavour
and raw material supplies an important
consideration for iNEs;
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V the increase in the number of firms engaging in
overseas operations has incresased competition
between them and resulted in new forms of
business activity;

. growth in the number of enterprises, government
and semi-government bodies seeking to purchase
intermediate inputs, such as techneloeogy, finance,
management eitc, has created genuine markets in
intermediate inputs;

. alternative sources have become available for some
intermediate inputs from state-owned enterprises
(eg East European enterprises,* Arab banks,
international agencies (UNDP)).

Incentive and disincentive policies in host countries,
which fall in the first category, have caused MNEs to
refine their operations and make them more compatible
with host governments'! aims, MNEs are global maximisers
with operational mobility (at least in the medium and
long term) and they seek to adapt continually to changing
economic conditions. Host governments, on the other hand,
seek to maximise net benefits from private foreign
investment.

On the whole capital exporting countries have had
little reason to be concerned about foreign investment
outflows except for periodic restraints for balance of
payments reasons. Generally, any effects on private
foreign investment outflows have been secondary
consecguences of policies designed for other purposes,
such as regional policies or general investment
incentives at home, However, in recent years there have
been increasing concerns among some groups in some
capital exporting countries over 'exporting jobs' and
losing technological advantages, especially in the US and
the UK.

Many capital-importing countries and especially
developing countries, choose teo implement certain policies
to influence international flows of investment or to
induce foreign investment for particular policy objectives.
Three main aims are apparent:

i) to attract private foreign investment and increase
total investment;

ii) to channel private foreign investment inflows into
preferred activities;

iii) to regulate the operations of MNEs.

¥ C.H, MeMillan, Growth of external investments by the
COMECOM countries, Ths Wsrld Economy, September 1979




b e e i ' e — A B < . e A

. = - R W st s Sl e Rl i i i S

The policies used to pursue these aims may involve subtle
uses & economic signals using the price system or the
application, or waiver, of specific edministrative centrols,

The purpose of this paper should be to consider the
effectiveness of these policies in achieving the intended
aims of governments and to assess the respective
efficiencies of the different types of measures employed,
There is a marked lack of empirical resegarch into thessa
questions so the examination that follows is largely
qualitative and the conclusions are impressionistic.

CLASSIFICATION OF INCENTIVES AND DISINCENTIVES

As a first step it is necessary to classify the
great variety of incentives and disincentives employed
in host developing countries, and by capital-exporting
countries to promote private foreign investment,. Three
alternative forms of classification are possible:

(a) By objectives - i)  increase totval investment
ii) achieve specific development
iii) increase local participation/
ownership

(v) By impacts - 1} alter factor costs
ii) alter product prices
iii) increase range of production
iv) dincrease after-tax cash flows
v) reduce uncertainties

(c) By types of instruments

13 administrative controls (or
exemptions)

ii) foreign exchange controls

iii) financial measures, including
credit arrangenents

iv) direct tax-related incentives
(depreciation, tax-holidays
etc.)

v) indirect taxes (tariffs,
subsidies etc.)

vi) grants in cash or kind.

Alternative (¢) allows the most clear classification, Many
instruments used as incentives or disincentives could fal
under more than one of the classes in the othor two
classifications. TFor example, a tariff intended toc ex
production in an import-substituting industry could fal
into i} or ii) in classification (a), and ii), iii) or
in classification (b).

Investment incentives and disincentives in host and
home countries* in tables 1{(a) and 1(%) and 2 have been
classified according to alternative (c}.

# Investing, Licensing and Trading Conditions Abroad,
Published by Business International Corp.
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INCENTIVES AND DISINCENTIVES IN HOST COUNTRIES

Direct foreisn inwvestment in developing countries
(excluding oil-producing countriaes), which accounts for
about one-quarter of foreign direct investment in all
countries, is concentrated in ten countries, which in
1975 accounted for over 4O per cent of the total in
developing countries, Nine of these countries are
middle-income developing countries. (NICs), which have
been receiving an increasing proeportien of direct foreign
investment flows to developing countries during the last
decade, The tenth. country, India, is a low-inccme
country.

The incentive schemes of 8 developing countries
have been examined; six drawn from the ten countries
mentioned above, the other two are Indonesia and Korea,
These give a reasonable cross-section of developing
countries, except that there is no country drawn from the
least developed countries of Africa, which tend to De
small and low-income and because of this do not have
sophisticated development policies and tend not to
receive much private foreign investment. All the
countries in this sample receive a substantial share of
foreign direct investment. The importance of foreign
firms in total investment, however, varies among the
countries., The very large countries, like India and
Brazil, would be expected to attract a large proportion
of foreign investment even though it may be only a small
proportion of total investment.

Two of the eight counntries covered in this survey,
Brazil and Mexico are middle-income Latin American
countries which have large stocks of foreign investinent;
two are low-income countries, India and Indonesiaj; two
are island economies, Hong Kong and Singapore; and the
last two, Korea and the Philippines are middle=-income
Asian countries which, like Mexico and Brazil, have
relatively large domestic markets,

The incentive schemes employed by many developing
countries are geared specifically to encouraging
foreign investment, rather than investment in general,
There has been some change in the character of these
incentives over time, with progress from expensive, nomn-
discriminatory incentives in earlier years to more specific
performance-oriented policies and more zattention to
measures that encourage development of locally-owned
enterprises or of local participation in new foreign
ventures. As a consequence, most of the developing
countries that have successfully attracted foreign
investment now make extensive use of administrative
controls to repgulate the activities and behaviour ol
private foreign investors (see tables i{z) and (B} A
the same time, many governments hnave become mere selectiv
among foreign investment propesals, introducing screening
systems and using incentive measures selectively,
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Among the eight countries surveyed, Hong Kong is the
only one which has almost no special incentives scheine to
encourage foreign investmeni. Instead, Hong Kong relies
on its free port status, low tax rates, good infra-
structure, freedom from government interference,
political stability and capital availability to attract
potential investors,

All the countries have set very specific development
objectives in association with their incentive schenes.
Countries like Singapore, Korea and Hong Kong, which are
highly industrialised, lack natural rescurces and have
small domestic markets (except Korea), but have highly=-
skilled labour forces, place emphasis on highly technol-
ogical, skill-intensive and export-oriented manufaciuring
industries. Erazil, Mexico, Indonesia and cthe
Philippines are concerned to encourage foreign investment
that assists regional development and development of
priority industries (eg import-subsatituting industries,
heavy industries and producer-goods industries). India,
however, displays a rather different and more restrictive
attitude towards private foreign investment. Although
regional development remains an important objective,
foreign investment is permitted only in those industries
which are export-oriented and for which technology is not
available locally.,

Types of Instrument Emcloved

Hong Kong and Singapore adopt a liberal and
welcoming attitude towards private foreign investment.
The other six countries, however, impose restrictions
on the activities of foreign investors., The most
common are limitations on foreign equity or minimum
local~-equity participation and control, local content
requirements, restricted access to local financeng and
price controls.

The extent of foreizn exchange controls vary
considerably among the countries., Singapcre, Hong
Kong and Mexico do not have any foreign exchange
controls; the Philippines have restrictions on the re=-
payvment of foreign loans; Indonesia restricts capital
remittance while the foreign investor is receiving tax
incentives; and Korea, Brazil and India have fairly
rigorous systems of exchange controls, whereby all
capital flows require approval. India also provides
special foreign exchange allocations for export-oriented
firms and priority industries.

As capital resources are generally scarce in
developing countries, incentives that involve the
provision of capital funds to foreign investors are
relatively insignificant, and usually awvailable only to
foreign firms that are in partnership with local firms
(eg Korea). GCovernment loans and equity participa tion
are generally available for high priorizy projects only.
Indonesia does not offer any financial incentives,
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The most common incentives offered by developing
countries ars the tax-related incentives. Apart from
Hong Kong; all the other countrics offer tax holidzays and
tax concessions omn corporate incones, accelerated
depreciation of industrial plant and buildings and
exemptions from import duties, Exemptions I{rom other
taxes, eg withholding tax,; capital gains tax, property
tax, etc, are also provided in some countries,

As with the financial incentives discussed earlier,
grants in cash and kind are relatively unimportant,
India is the only country offering cash grants basesd on
the value of capital investment, but as its foreipn
investment policy is so restrictive, it is unlikely that
many foreign investors would be able to take advantace
of it, ZKorea provides grants for export financing, but
these are provided only to foreign firms operating in
Jeint~ventur es with local firms. Brazil and Mexico
provide free land for plant sites. Hong Kong provides
land at concessional rates, for approved projects. The
other countries, Singapore, Indonesia and the
Philippines do nct offer any such incentives to foreizn
investors,

INCENTIVES AND DISINCENTIVES IN HOME COUNTRIES

Among the developed net capital exporting countries,
the United States, Japan, Germany and the United HKingdom
account for the largest direct investment flows to

developing countries,

Measures to discourage private foreign investment outflows

The policies undertaken by these countries are
primarily directed towards encouraging dcmestic investment
and encouraging foreign investment inflows rather than
discouraging foreign investment outflows to developing
countries.. To the extent that these policies result in
domestic investment being more attractive than foreign
investment outflows, however, (ez lower costs of
production or higher after-tax profits for a manufacturer
producing for the domestic market) they would serve to
discourage private foreign investment flows to developing
countries.

Incentives offered by these countries are designed
to achieve specific economic objectives in addition to
increasing the overall level of investment (Table 2).

In all the four countries, priority is given to regiocnal
development, and with the exception of Japan (which still
has a relatively tight labour market), to job creation,
Japan is, however, concerned with social development and
environmental protection (incentives are oifered to
encourage firms to move out of crowvded industrial centres
and to adept anti-polluticn measures) and tiie development
of "key industries',
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Principal measures employed are the provision of
low cos%t financing and direct tax incentives, nanely
accelerated depreciatien and corporate tax exemptions or
concessions, Among the countries, only Japan has
continued to use cguotas znd import licensing extensively
to insulate local industry from foreign competition -
tariffes are still commor to all the four ecuntries.
CGrants in cash =2nd kind ars more important in UK and
Germany. They include grants based on the cost of

=)

capital goeds, wage sulbsidies, assistance in training
workers, low utility rates, cheap land, free constructicn
of rosd and radil links, research and ueveTo ment grants,
etc.

The incentives are available to both foreign and
domestic investors generally, except in Japan where only
domestic investors are eligible. With the exception of
the UK, the incentives are not easily available tao
investors., In the US only "new dnvestors® and "small
businesses" would be considered; in Japan "key industries"
and social development projects; and in Germany,
industries setting up in Vest Berlin and border arezas.

Measures to Stimulate private foreirn investment ocutflows

The development of policies and measures in DAC
member countries to stimulate private foreign investment
in developing countries has grown in parallel with their
cfficial aid programs.® While official aid has been
used predominantly to provide social and economic infra=
structures, private investment lias provided the bulk of
the external contribution to the directly preductive
sources, Donor governments, therefore, have sought to
encourage private foreign investment in developing
countries, especially with incentives which can be
selectively applied to sectors and projects which are
of notable developmental value.

The incentive programs offered vary considerably
among countries, particularly with regard to the range
of measures offered and the period of operation of the
schemes. The various mezsures employed can be

categorised as follows:

1) investment insurance and guarantee schemes
covering "political" or “non—conmcrc1a‘“ risks ie
risks which are outside the investorts d¢ontrol and
for which no commercial insurance is available;

* QECD-DAC, Inwvesting in Develeoping Countries (OEUH,
Paris 1975)
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2) direct tax-related incentives for investment income
from developing countries;

3) ‘information and promotion zctivities, particularly
in the financing of pre-investment and feasibility
studies;

h) provision of Wrishk capital" (loans and eguity) and

q ¥

related financial services to local projects
through government-~sponsored investment
corporations, and/or directly to investor from
home country;

5) provision of technical assistance,

The TUnited States, Germany and Japan have offered a
relatively broad range of incentives for investment in
developing countries for many years (Table 3).* Together
with the United Kingdom, they account for by far the
highest levels of investment in developing ceountries
among the net capital exporting developed countries. An
analysis of their incentive schemes shows that very
similar approaches have been adopted by all four countries.

In all four countries investment insurance/guarantee
schemes are operated by the government to give protection
to enterprises investing in developing countries, The
terms of these schemes are very similar, ie S0%=95%
coverage of new capital investment (equity and loan),
retained earnings and remitted profits, up to 15-20
vears, against political risks = expropriation, war and
transfer risks., Germany and the US also operate a
separate guarantee scheme for funds provided by
institutional lenders,., The political risks of investing
in develeoping countries may also be reduced by inter-
governnent investment agreements - both Germany and
Japan have concluded bilateral agreements with a number
of developing countries, '

Fiscal incentives have generally been limited to
double-taxation agreements and (excluding UK) tax credit
for losses incurred in operations in developing
countries, Germany, however, offers additional
incentives in the form of deferred taxes on retained
earnings used for further investment in developing
countries, as well as profits generated by these
investments.

Apart from the UK, there is active government
suppert in providing information on promotion of
investment in developing countries, both through private
and government-sponsored organisatiocns., Financial
assistance with pre-investment surveys is given by
Germany, Japan and the UX (the latter on host country
government reguest only).

¥ Investing in Developing Countries (OECD, Paris 1978)



i B g i

10

In all four countries, direct equity and debt
iHVestmﬂnt are undertaken by the respective government
in major developmaent prejects, throusgh host country
finanulal institutions, or regional development banks.
Loans may also be provided to home country enterprises
te facilitate investment, The provision of these Tunds
may (Jojm;), or mav not (Germany}, ba tied in with the
procurement of goods or services from the home country.

Apart from Germany, measures underteken by the
government to provide technical assistance tc developing
countries appear quite significant., In the US and Japan
the effects are channelled through various private
organisations which provide technical and managerial
assistance to private businesses, In the UK,
industrial training is provided to naticnals from
developing countries.

ANALYTICAL BACKGROUND

In view of the frequent recourse by governments to
investment incentives and disincentives, it would be
expected that strong support fer these policies would
be found in economic theory. This is not the case,.

It is well established in economic literature
that capital inflows resulting from government inter-
ventions that cause distortions in market prices may
lead to income-reducing effects in the capital-receiving
country.* In the case of a tariff on imports, for
example, the reduction in national income may bve
decomposed into three effects

i) the locss due to tariff created distertions in
consumption and production;

ii) the loss or gain that arises from the distribution
of investment in the presence of a tariff, even
for nationally-accumulated capital;

iii) the loss arising when foreign profits are
repatriated,

Effect i) is the income (or welfare) loss normally
associated with the imposition of a tariff, The net
effects of ii) and iii) are specifically associated with
additional capital attracted into the prontected
industry. If foreign profits are taxed befeore thev are

3

#% J.,M. Bhagwati, "The theory of immiserizing growth 1
further applications" in M.B. Connolly and A.K. Swoboda
(eds) International Trade and Monev (1973); H.G.
Johnson, "The possibility oi income losses from
increascd efficiency or factor accumulation in the
presence of tariffg" Economic Journal (1967)
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allowed to be repatriated the extent of income losses
arising from tariff-induced foreign investinent would be
reduced, As long as the tariff remains in effect,
however, the price distortions it causes will prevent
national income from being maximised.

This analysis can be extended to cover other types
of intervention policies, such as tax concessions,
production or export subsidies, investment grants,
financial assistance, or any other measures that affect
relative prices or costs, Some of these peclicies may be
used to atiract inflows of other resource inputs, such
as technology, management, organisation, etc. These
inflows augment existing resources in a similar fashion
to capital inflows and would be expected to increase
productive potential, but depending on the circumstances
surrounding the incentive policies the actual effects may
be to reduce national income (welfare) in the community.

These arguments are easily generalised, If policies
are introduced that lead to an inflow of foreign
resources into a country, that country's terms of trade®
will tend to improve if these additional resources are
used intensively in the country's imports, but deteriorate
if they are employed intensively in the country's exports.
According to the theorem on tariffs and capital inflows
explained above, these inflows may then lead to a
reduction in income. The introduction oi an optimum tax
or subsidy on these inflows will ensure that national
income is maximised,#% but inppractice determining the
optimum tax/subsidy is not feasible. All other arguments
for restrictions on internaticnal flows of capital or
other resources, however, are either non-economic (in
which case the costs of these aims needs to be known) or
'second besi' arguments that may or may not improve
income (welfare), depending on circumstances,

The case for incentives to attract foreign
investment, then, must be founded on something other
than the comparative statics arguments that establish
that a policy~induced capital inflow may lead to a
reduction in income in the capital-receiving country.
It would appear to rest on the presence of some
distortions in markets before the incentive measurcs
were introduced, That is, the industry receiving the new
investment is potentially competitive on world

¥ The extent of changes in the terms of trade depends,
of course, on the structure of international markets
and the size of the country concerned (ie its
importance in international trade).

#**¥ R,W, Jones, "International capital movements and the
theory of tariffs and trade", Quarterly Journal of
Economics, Februarv 1967

i A L o T 2 ki it A 0 e < 8 8
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markets but some kind of entry-fee or threshold has to
be overcome before efficient production is achieved -
the traditional infant industry arguments., Assistance
to infant industries, however, nust be based on the
nresence of "externalities" and it should be time-
limited if it is to achieve its aim of creating an
internationally competitive industry. If impert
substitution eventually gives way to exports from the
assisted industry, the national income may be raised
above the free trade optimum attainabile befors the
incentives were introduced, even allowing for foreign
earnings that may be repatriated,

Policies to restrict or stimulate foreign
investment fall under the heading of !'szcond best!
alternatives., Apart from the ability to tax earnings
of foreign capital, the gains for the host country
arise from lower prices to consumers and the e2ffects on
incomes of indigenous factors - that is, by
appropriating some of the econcmic rents esarned by
foreign firms for their superior resources or
organisation (or their monopolistic position). Yet the
immediate effect of investment incentives is to increasse
the economic rents accruing to foreign investors, in the
same way that import tarifis augment dommestic producers
incomes., And if an investment would have been under-
taken without the incentive then the incentive measure,
whatever its formn, will serve mergly to increase the
rents that would accrue to the foreign invesior. This
does not, of course, mean that no benefit accrues to
the host country, only that any net benefits could have
been greater if the policy costs could have been avoided,
or reduced.

The whole subject of investment incentives and
disincentives, therefore, comes under the thecry of
'second best! which states that in the presence of
economic distortions any instruments employed to offset
the distortion may or may not increase national inccme
depending on the circumstances, This makes it very
difficult to evaluate the effects of investment
incentives and disincentives in any gesneral fashion.

To assess the effects of any particular incentive (or
disincentive) measure it is necessary to define the
alternative position - that is, what would have happened
in the absence of the measure. This kind of exercise

is extremely difficult to carry out in practice, since
there are many alternative positions and, frequently,
interrelationships between the parameter changed and
other parameters,
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THE EFFECTIVENESS OF INCENTIVES

Investment decisions are based on many
considerations znd incentive instruments arc ocnly one
consideration, Studies cited in Dunning's paper have
showvn that incentive measures appear to have little
infiuence on foreign investment decisions. Neverthe=
less, many host governments persist with these policies,
and continue to devise new instruments, which suggests
that geovernments still believe fthey have a
significant impact on investment decisions,

Attempts to measure the impact on total investment
flows of all incentives as a group are unliikely to
produce significent results because of the conflicting
aims of some of these instruments and the complex
interactions and overlaps of the ranges of instruments
emploved to influence investment flows in host and home
countries.

For example, incentives may develop from a series
of government interventions relating to the same
investment decision, A tariff may be introduced to
encourasge the development of import substitution in an
industry or secter, which gives rise to excess profits
being earned by a foreign firm that enters the market.
If these profits are largely remitted back to the
parent company, pressures will develop in the host
country to apply exchange controls to restrict
repatriation of profits., If introduced these exchange
contrds may encourage the MNE to modify its inter-
affiliate pricing policies in order to repatriate
income, by overcharging on imports, royalties,
managenent fees etc or undercharging for exports by the
subsidiary. This may lead to further regulatory
measures, As the returns for existing investments in
the country decline, foreign investors will be dis-
couraged from new invesiment, To overcome a decline
in new investment, the government may decide to seek
new investments in export industries by providing tex
holidays, tax-free industrial areas, low-=rent factories
etc, and if successful these new industries may attract
workers and other resources away from the protected
import-substituting industries - which will offset the
initial effects of the tariff! This kind of escalation
and overlapping would make it very difficult to measur
the effects on income in the host country,

L5

Different countries! policies can also come into
conflict and make evaluation of one coumtry's policies
difficult., If cne host country oifers tax concessions
to attract foreign investment and another host country
that is an alternative location for a particular
investment introduces similar tax arrangements, there
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will bhe direct compeitition between these countries,
Tncentive instruments may also have reinforcing effects.
If =z developing country oifers a tax holidey for forcign
invastment ia a particular industry, it encourages th

=3

e
investor to take out prefits, and if home country or
tax haven also offers concessions on remitted incomes the
outficws from the develoning counttry will increase, The
dcve;oczn" country is presumab’v concerned to maximise
benefits from the investiment attracted and the result of
a tax holld"" could be guite the reverse under these
circumstances,

These examplese indicate some of the difficulties
associated with empirical studiss on the effscts of
incentives in developing countries, Neverthsless, some
studies have becn made,

Root and Ahmed¥* tested 44 economic, social,
political and pelicy variables for their algn;flcarcn s g
disecriminating among 41 developing countries divided
into 3 groups; "unattractive!", "moderately atiractive"
and "highly attractive" with respect tc foreign

in.estment in manufacturing. Six variables were found
to be statistically significant determinants in this
discriminant analysis:
. per capita GDP
(market size)
. extent of urbanisation
. commerce, transport and communications (infra-
structure)
. frequent changes in government (political
stability) :
. ratio of exports to imports (import capacity)
. corporate tax level (host country policy)

The first five variables could be anticipated after
reading Dunning's synthesis, Only the last variable
relates to government pclicy directly.

The study found that tax rates in the
"unattractive" group were markedly higher than in the
other two groups. Twe other related variables -
complexity of tax incentives and liberality of tax

* F.R., Root and A.A. Ahmed, "The influence of policy
instruments on manufacturing direct foreign
investment in developing countries", in Journal of
International Business Studies 1978
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incentives - were not statistically significant in the
Root and Ahmed study, and this was in accordance with
earlier studies.* However, there was some eviden,e that
complex incentive policies deter investors because of
the uncertainty created. Moreover, the Wid“Sprea&
availability of tax incentives in developing countries
(38 out of 41 countries in the sample affered tax

incen tlwms) suggested that competition tended to
neutralize the effects of tax incentives. Ro
Ahmed concluded that tax incentives may, the
necessary obut are not suificient to attract
investment. Another theoretical study by Takao H
also points to the importance of corporate taxes on
international trade and investment in the presence of
multinational firms,¥% This suggests that there is
reason to look more closely at tax incentives,

Other policy variables considered by Root and
Ahmed were attitudes towards joint wventures, local
content reguirements and limitaticns on foreign
personnel. None of these was statistically significant.
However, the fact that these three wvariables plus the
two tax incentives variables did not systematically
influence direct foreign investment in developing
countries does not mean that individually they do not
affect invesztment decisions., Other variables in the
investment climate may act to neutralize or overwhelm
their impacts on investment decisions,

The kind of study undertaken by Root and Ahmed
suggests that further analysis of the effects of host
country incentives should be unéert"“en at a more dis-—

geregated level., Evidently, GNP growth and market

size are important determinants of investment in import-
substitutiocn industries and incentive policies would
carry little weight in investment decisions., On the
other hand, these variables would be less important in
export-oriented industries or exiracticn industries,
which depend on availabilities of necessary technology,
finance and management, and availability of overseas
markets. It would seem that incentives of various
kinds might be more relevant in such investiment
decisions, Further examples could be listed, but it is
apparent that any general assessment of the impact of
investment incentives on investment decisions is not
possible and that more specific studies are necessary.
Each investment decision depends on many considerations.

3

* G, Reuber, Private Foreign Investment in Development
(Clarendon Press, Oxrord, 1973)

*% Takao Hagaki, "Theory of the multinational firm: an
analysis of effects of government policies",
International LEconomic Review June 1979

b
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Ultimately, it may be necessary to examine the
effects of particular decisions at the firm lewvel, The
characteristics of an MNE are im po“tant and vll‘
probably determine a short list of possible foreign
investments - eg if IMNE is a manulfacturing company
aiming to produce in an overseas market it will be
concerned with import-subsiituiion policiss but also
market size and potential growth,. Once a short iist
has been determined, alternative government policies may
well influence the final decision and here incentives
are si gnwp; :nt (altnoﬂgn provably more relevant Tor
export industries than for import substitution).
Ululmatul of course, the decision is iikely to be

r extensive negotiction bhatween the MVE and
st governments.,

Since so many foreizn investments are now preceded
by extensive negotiations between MNEs and host
governments, it is necessary also to recognise the
flexibility of governments znd MNEs, HMany investment
incentive policies now seem to bhe tailor-made for
projects rather than intreduced to act as general
encouragement to investors, Tihils carries over also
into periodic re-negotviations. In additicen,
some degree of flexibility about initial investment
decisions, Once committed to a plant or factory, of
course, in most industries a commitment has been made
for many years and the bargaining strength shifts
towards the host government. Some Mi{IEs have shori-run
flexibility = so~cailed footloose industries, such as
appﬂrel and some types of assembly = and can reac
gquickly to changes in policies, but most plants
involve large commitments. The wvariability and
adjustment means that the wvalue of parfticular
incentives change freguently.

Developing countries can, of course, be far more
certain about the impact of their disincentive policies
than their incentive policies, since ultimately they
can, if they wish, prohibit foreign investment of
particular kinds or in specific sectors. Many
develeoping countries employ aduministrative procedures
to regulate entry in this manner (see Table :( )

There is, therefore, some asymmeiry in the effects of
incentives and disincentives. There are, however
certain links too that should neot be ignored, IT
foreign investment become:s too regulated, cox if these
regulations are arbitrarily widened from time to time,
this will create uncertainties zbout the investmeﬂt
climate and may discourage foreign investors from under-
taking investments in sectors where the same governments
may wish to attract investments, and may even be
providing incentives., To overcome such uncertainties

it may be necessary to increase incentives for
investment in desired are=as.



There appear to be close relationships between
investment incentive and disinceniive policies and the
development of new forms of foreign participation,.
Tncentive and disincentive policies have been used to
persuade MIIs to invezt in countries in ways that are
more acceptable to host governments, and MNEs have
adapted tc this new environment by deriving new tvpes
of activities that reduce risk and uncertainty but raise
returns from their world-wide options. There has
undoubtediy been feedback between.these changing policy
stances,.*

The scope of incentives and disincentives provided
by home countries has been examined in The papers by Mr
Barratt and Mr Sepulveda, The discrepancy between their
two papers is whether home countries could do more to
encourage foreign direct investment in developing
countries., There was no dispute over ties conclusion.
that very little effert had been made so far by major
capital exporting countries te encourage or discourage
outflows of foreign investment to developing countries;
the only active promotion of outflows has been by tax
policies, bilateral investment treaties and investment
insurance schemes, This does not deny the influence on
outflows of general economic policies and economic
circumstances in the home countries at a2ny particular
time but such influences would be incidental, arising
from broader policy aims. Nevertheless, it has to be
recognised that some policy options available to
capital-exporting countiries can have substantial
indirect effacts on foreign investment in developing
countries. The general slowing=-down in economic growth
in OECD countries in the 1970s has tended to reduce
investment levels world-wide and to increase uncertaintiaes
associated with investment opportunities. It has also
been accompanied by rising protection of domestic
markets in many OECD countries, particularly against
imports from newly industrialising countries. These
countries have been majer recipients of foreign private
investment in the 1970s, and have maintained very
satisfactory levels of economic growth, bdbut if their
access to OLCD markets for their exports is seriously
curtailed (and even if it is thought to be threatened)
then it is likely to cause uncertainties about foreign
direct investment in export industries in these NICs.
This illustrates the kind of disincentives that can
arise indirectly from home countries! eccnomic policies.
In a time of growing international economic uncertainties
it is necessary to be sensitive to these effects.
Similar considerations would arise if changes were made
in taxation policies (eg US proposal tc remove tax
deferral), extension of preferential trading regimes
(eg expansion of EEC and its association agreemants ),
export credit fimancing, or major changes in relative
prices of commnodities (such as gil) which will arfec?
investment opportunities. ne effects of these policy
changes oun investment flows to developing countries
cannot be estimated.

*# T4illa Bawbista, New fornms of

[foreien investment -
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EFFICIENCY OF ALTERNATIVE INCENTIVE MEASURES

The paper circulated by the Secretariat, "Incentives
in LDCs" {DC[TF/PFI/?9—19) reaches a number of interesting
conclusions on the efficiency cof incontives policies from
the point of view of host countries., These may be
summnarized:

i) Dircct incentives are preferable to indirect
measures, because their costs to host governmernts
are nore readily estimated and their effects more
apparent ito investers than mezsures that take effect
through product or factor prices.

ii) Grants or subsidies that ecan be included in firms
accounting procedures for decisicon purposes are
preferable to tax measures, which depend on )
achieving profits, and nen-quantifiable measures
such as exemptions under restrictions or
regulations,

iii) Tax concessions are inefficient incentives to attract
foreign investment, because of 'leakage' into home
countries' tax systems and because of uncertainties
about their value to investers until earnings are
known.

iv) Some types of incentives may atiract foreign
investors at the expense of domastic invesitors by
providing preferential access to Tinance, markets,
foreign exchange etc.

It wes pointed out at the beginning of this paper

that in waddition to being concerned about the effectiveness
of incentives (and disincentives) in attracting foreign
investment, host (and home) governments also hiave to be
concerned about the cost=effectiveness of alternative
measures, The consultant's paper on "Incentives in LDCs"
offers some guidance on this matter but there are some
provisos attached to the conclusions that should be made
explicit.

The conclusion that tax concessions are an inefficient
way to attract foreign investment seems to be based cn a
consideration of theoretical 'ex post' costs to the host
government, If = host government decides to provide, sz
£1 million in incentives to attract foreign investment, t
offer it by means of tax concessions would have =z value to
foreign investors of less than $1 million, because scme of
the additional income earned through tax concessions 1is
likely to be taxed in home countries i profits are
repatriated to the parent company. ©On the other hand, =a
direct subsidy on production or factor inputs would tend
to reduce the costs of production by that amount and raise
the expected return on the investment,. Tir sdestdon, 2
effect would be more certain for the investor than a =
concession which weould apply only if profits are earnc

1 -
218
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The consultant's paper also assumes that different
forms of incenti-es which have the same budgetary cost
to a host government are considered to be the sane b
potential investors. That is, 21 million in expected
tax savings over 5 years will ke viewed by firms as
equivalent to $1 million in production subsidies over tihe
same period or capital grant cf equal present value.
Yet, in practice firms may have a preference for a tax
concession where they may be prepared to gamble on a
project that could be highly profitable but involve a
higher risk, Tax concessions on profits would then be
worth more than the subsidy to those firms. Much,
therefore, depends on the nature of the project and
corporate behaviour of potential investors.,

The efficiency of alternative incentive measures
must also be considered in terms of the lkinds of foreign
investment a developing country government wishes to
promote. For example, time-limited tax concessions may
attract foot=loose industries which are able to move on
t0 other countries once the concessions run out, if they
are unable to re-negotiate them. This can be very
disruptive to a developing economy.

Incentive policies are aimed at maximizing net
benefits to the host country; vet this comsideration of
tax concessions is conducted largely in terms of 'costs!
to the host country in terms of revenue foregone. If a
tax concession is successful, however, it will result in
an increase in tax Trevenues, both from the profits of
the investor and the additional incomes created for
domestic resources (wages, interest, dividends, rents,
etc). Thus, even though the concession involves a lower
revenue than would have occurrcd witheout iz, total
revenues will be higher as a result of the investment
attracted by the concession than it would have been
without it. In other words, substantial net beneflits
may accrue. as a result of the incentive, And, of course,
in so far as an investment attracted by the incentive
does not achieve taxable level of profits, no revenue
tcost! will arise, although additional incomes (and tax
revenues) will still be created for domestic resources
employed in the project.

One of the reasons why many host developing
countries may have been attracted to tax concessions as
an investment incentive is because direct inceniives
(subsidies, grants, etc) make an immediate drawing on the
budget, whereas tax concessions only represent a teoss?
to revenue if a project Lecomes profitable. Tax
concessions on other incomes (eg fees, royalties) that
micht be paid to the parent company would, of course,
have a more certain effect on tax revemues.

i e L o e S i R i A it e i
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From the point of view of host governments, 36 E
difficult to see how the somewhat uncercain effects of
alternative incentives can be compared in this way,
especially since tax concessiomns are pased on an
expectation of profits from investment oppertunities which
may not be achieved. Governments are concerned that
incentive schemes slhiould attrzct investment bringing net
benefits to the community, and since most incentives are
now applied selectively to attract investments to specific
industries or regions, and are often packaged to suit
particular investors, the concaept of 'costs! to tax
revenue do not scem approbriate.

The developing countries covered in tables 1(&) and
(b) show a widespread use of tax incentives, suggesting
that budgetary considerations may have been an important
influence on their choices of incentives, In contrast,
the capital-exporting countries appear %o have preferred
creater use of grants and subsidies (table Z)a

Host countries' policies aimed at discouraging or
restricting private foreign investment have a much surer
impact than incentives. Adminisirasive controls and
licensing can be used to regulate or prohibit foreign
investment, usually justified by a belief that the markex
mechanism is unable to allocate scarce resources in a
socially acceptable way. These rega lations allow
governments to control investment and allocate resources
in accordance with predetermined pricrities. Additional
reasuns are the prevention of monopclies and the
promotion of regionally balanced develepment. Price
controls have been motivated by equity or 'distributive
justice! considerations, desiires to achieve an adequate
supply of raw materials and intermediate inputs and in
an attempt to reduce inflationary pressures. Developing
countries have had frequent recourse to administrative
controls and studies have shown that they can give rise
to a variety of economic costs. Not least among these
are the uncertainty caused by their arvitrary implement-
ation and the costs created by administrative complexities
and delays, which discourage foreign investors. Such
disincentives are not readily compensated by dispensations
or other concessions.

To maximise the net benefits deriwved from private
foreign investment it is essential Tor the incentives
provided by host and home countries to be th2 most
efficient, and ail unnecessary or inefficient measures
should be avoided. Before anything can be said about
the efficiency of alternative measures, however, it is
necessary to consider not only the 'cost' to the
government budget, but also the attitudes of investers
to the alternative measures.
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CONSIDERATION OF ISSUES

The terms of reference for this paper include
several specific questions about the effectiveness of
incentives and disincentives, and additional gquestions
are posed in the Secretariat paper DC/TF/PFI/79-17. It
seems necessary to offer scme kkind of answer to those
gquestions although it has not been possible to reach
any clear answers in this paper. There is little clear
evidence on the effectiveness of incentives or dis=-
incentives provided by host or home countries and it
doubtful whether the nature of the subject will permi
much useful empirical research to be done. '

9
+
e
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Many host developing countries obviocusly consider
incentive measures are important because they maintain
an array of incentives (and disincentives) to affect
private foreign investment flows, and they are
continually refining and adapting them, and inventing
new ones. This suggests that these instruments are secen
as effective, at least at the margin, in influencing the
level of foreign investment flows, Logically one would
expect that if one country offers some incentive that
raises the level of return (profit) on a particular
investment, then it will tend to attract investment more
readily than other countries that do not offer this
advantage, other things being egual. It is this latter
qualification that raises the problems, because many
countries offer a wide range of incentives to foreign
investors, so that even if businessmen make 2
comprehensive survey of countries suitable for an
investment (ie based on enterprise and product
characteristics), the complexity, overlap and
competition of the many incentive (and disincentive)
measures will make it impossible to make a "perTfect
knowledge'" decision.

Nevertheless, it is possible to make a number of
observations about the effectiveness of incentives
provided by host countries:

. The effectiveness of particular incentive measures
depends on enterprise and product wvariables for
each investment decision. General incentives, like
tax allowances, depreciation allowances and tax
holidays will have different values depending on
profitability, import content in final output,
value added locally, capital intensity of
production, etc of a wventure,
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4 Different fir ms/lncuqtvlms will be attracted by
different types of °rc°nt1"os, An import-=
substituting manufacturing activity could be
expected to be more respoensive to mariket
portection (tarlifs and quotas) than %o tax
allowances, promoted more by depreciation allowances
than reduced prefits t{ax (canltal intensive) in the
host country, and encouraged more by export credits

for capital eqguipment in hiome CGuﬂtTlEm. On the
other hand, an experi~oriented manulaciuring
venture cou;d be expected to bn more responsive to
low~cost labour, tax~free poris and cheosp

supplies., Nevertheless, investors are

be less affected By incen+ives than by domestic
sales potential in the first case and expor
prospects in the latter.

2]

. The different responses to alternative incentives
makes any general evaluation impossible.
Impressionistic evidence to suggest that many host

countries now recognise the uncertainty of effects

from speciliec incentive policies is provided by
the increasing number of negotiated agreements
between host governments and foreign investors,

r! m c“r

There appears to be competition among developing
countries in the provisiocn of incentives. The
negotiated agreements mentioned, appear clearly to
provide opportunities for foreign investors to play
of f one host country's offer against others. DMoreocver,
Ahmed and Root showed that nearly all developing
countries in their sample provided tax concessions to
foreign investors, in one form or ancother. This
probably accounts for the apparent ineffectiveness of
tax incentives in stimulating investment in developing
countries (DC/T¥/PFI/79~17). If all hest countries
of fer the same incentives they ccase to be promotional
and merely represent a general transfer from the host
countries to fureign investors.,

In as far as there iz competition among developing
countries in providing incentives it must raise the
costs {or reduce the net benefits) of private foreign
investment. For some developing countries, of course,
this is no problem; namely, countries that do not use
incentive policies (eg Hong Kong) and ceuntries that
actively discourage foreign involvement in their economies.

The Paris meeting of the Task TForce was generally
agreed that investment incentives employed in capital
exporting countries for domestic reasons would nct be
expected to affect foreign investment flows to
developing countries because they would tend to be
applied to different types of investment and different
industries. However, assistance or pretection for
ailing industries or regions would seem likely to reduce
export opportunities for some industries in NICs,
(Attention has been drawn to this above. )



r or not a particular incentiive program

Whethe
by a host develeping country acbuglly increases

provided

the total wvolume of foreign nuentme 1* receives
depends on assumptions about the pesi

- A faetor which is crmcial to af &
effects of any policy changes. in e
program attracts foreign investment to a countrTy, there
is still the qguestion whether it:-

13 adds to capital formation in the host country but

causes an equal decline in investment in the
capital-exporting couniry;

ii) leads to an increase in capital formation in the
host country without reducing investment in the
capital-exporting countryj; oI

iii) substitutes for investment in the host countiry
without decreasing investmenti in the capital-
exporting country.

If the foreign investment caused by an incentive
program is believed to contribute to economic development,
then alternative ii) would appear most realistic. There
seems to be little general support for alternactive i)
because in niany areas there is little substitutability
between investment in developed and developing countries,
Although opponents & foreign investment on grounds of Jjob
loss or surrender of technology by home countries would
presumably support this hypothesis, it would seem to have
only limited applicability teo specific industries.
Alternative iii) would be supported by those who believe
that the foreign investment initiated merely pre-—empts
investment opportunities in developing countries and
reduces domestic savings. If this is the expected
outcome, then measures discouraging or prohibliting
foreign investment would be in order. If either of the
other two cases is thought to apply, then there is
reason for developing countries to introduce measures
to promote foreign investment, while it would be in the
interests of capital-exporting countries to give incenrtives
to foreign investment outflows only under alternative ii)
or iii).

In practice the impact of fereign investment on the
volume of world investment will wvary between industries
and according to economic circumstances over time. Most
foreign direct investment iz industry gspecific. If a
firm wishes to invest overseas it will sesek investment
opportunities in areas where it has experience and
possesses firm-specific advantages., IHence, investment



kel

A

r to result in an
i}, but investment
exporting to
v lead to tase
ircums tances

-

in extractive industries is unl

o]

outcome such as alternative i) :
in an overseas ma“ulantu;irg plom:f
developed country markets could ea
situation deccilbca in alternative i o
of full-emplovment and rapid economic growth alternative
1) would be interpreted im a Taveurables light from a
macro-—economic management point of view, and if the

same conditions applied in a host developing country
then zlternative iii} would be accepitable, Zn the other
hand with unemployment and sluggish growth attitucde
would be quite different. The effectiveness and
desirability of employing investment 1ncent1ves in home
and host countries would be quite different in these
different industry and economic circuustances. Once
again this shows how difficult it is to generalise about
the impact of foreign investment incentive policies and
foreign investment flows.

3
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Another subject raised in DC/TT/PFI/79-17 is the
rationalisation of investment incentives offered by
developing countries. The proliferation and

variability of investment incentives (and disincentives)
gives reason for concern about international mis-
allocation of resocurces, and competition between
countries'! incentive policies, and overlap of different
incentive measures within countries gives cause for
concern about the extent of income transfiers from host
countries to foreign investors., It wonuld obviously be
beneficial to both heome and host countries if unnecessary
or inefficient measures (incentives and disincentives)
could be removed, However. beycend that, it is doubtiul
whether countries would unilaterally re‘uce efficient
incentives for fear that the countries that retained
them would gain an advantage in attracting investors.
(The almost universal use of tax incentives may be
necessary to meintain a competitively attractive climate
for foreign investment.) DMoreover, the flexibility
adopted by host governments in negotiating "incentive
packages" with foreign investors, which appear to be
beceming increasingly commnon, would act against general
programs to reduce incentives, Moreover, it should be
borne in mind that some incentive measures (and dis-
incentives such as performance indicators) are already
subject +to provisicns in internaticnazl agreements such
as GATT (eg export subsidies).

n
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CONCLUSION

The conclusion of this paper must be that certain
types of incentive policies can influence investmens
decisiens in certain activitias. Although there is a
lack of empirical measurement of tne effecits ef
different types of incentives, it is evidoent that
incentives have more impact on some types of investment
than others., The influence of these instruments appears
to he greatest where larger variables such as growth in
GDP and marlcet size are less important; that is,
investments that are not dependent on the lccal market
or some particular resourcse requirement (eg minerals o
cheap 1abour). In order to establish the effectiveness
of particular incentives, therefore, it is necessary t
consider the effects of different incentives on types
of foreign investment decisions.

0 oH

o]

One of the consequences of more acitive promotional
policies in host countries has been the "unbundling" of
the MNE package and the development of new forms of
participation, This has been greeted generally as a
favourable development for developing countries. It
gives them freedom of choice about socurces for capital,
technology, management etc, No evidence has been found
to show that there is any benefit bevond the
independence it provides from MNEs., ©On the other hand,
there may be losses arising from the unbundling of the INE
package and these have not been invesitigated either.
Until a study is made of the effects of unbundling iz
will be difficult to assess the effccts of the
incentive/disincentive measures that cause the
unbundling.

The proliferation of incentive schemes in host
developing countries has probably led to neutralisation
and waste in some instances, Many incentives are now
probably provided for defensive purposes, to offset
advantages that other countries may have achieved by
introducing such measures. Lven in cases where
incentives are negotiated with the host government of
a paclkage and tailor-made for a particular investment
decision, there may be a defensive element,

There would be advantage to all concerned if
incentives provided by host developing countries could
be rationalized, by avoiding measures that ccmpete
between countries and by removing conflicting measures in
the same country, The latter is within the power of national
governments, but it would require information on the
effectiveness of different kinds of incentives. The
former, however, is more difficult. Many incentives arc
not industry-specific (like tariffs), and firm- or
project-specific incentive paclkages are difficult to
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INCENVIVES AND DISINCEWTIVES IN LOST COUNTRIES

TYPE OF ElazIL MEXICO 1NDIA - INDOHESTA
[ ESTRUMENY
1) riministrative Restridtions on aceess Lo local Import licenssing; local capital Import controls; limitations on Limitations on foreign equity.
’ P 5 q

conlrulig

(#) Poreigm excrange
controls

nigck

megsuycs

(1) Direct tax-

related incentives

(5) Trdirest lores

(&) Craunts

rigaincing, acquisition of rural

Luads, investmenlk in "nalional

surity zones" and banking; local
content requirervots; local

pucticipetion and contral,

Fairly rigorous gystem of exch

controls for balence of paympe

PR ; restrictioas en foreign

borrowins.

Loans and eguity from state
develonmert agencies, negoliated on
a case by case basis.

A .
he
tax ecredits.

elerated depreciation; tax

idays in develuprent regions;

Duty und tax corcessions on iwports;

wption From local lase

Free land for plant sites.
(1|:L:
supalale
investnent in (1) priovrity

ed and
vt (3)

cluring

abives awsinistered under

sthiemes Lo encouruze

industrics, (2) depres
thinly sebtled
cuport-oriented mant

&
indugtiies, In recznl years the

1 me increasingly
Selective Lo the provisicn of

20 intruduced

incertives and has

measures that diseriminate against

fereign investors.)

ol;  local
euls;  price controls;
controls on principal & interest
repaynent ol foreign loans.

pacticipution and con
content requlrs

No exchasge controls,.

Low-interest loans frow specialised
promotion funds,

Tax holidays from 3-10 years; tax
reductions of 10-40%; fiscal staup
exemptions,

50-1005 cxcuption from iwport duties;
tarifi's.

Free land.

(1ncentivas are designed to
pramote high volume low-cost
basic goods and

production of
thereby increase cuployment,
preduction and usrkets. )

foreign equity; local content

requirement s,

Special foreign exchange
allocations for export-oriented
fires and priority industries.

Medium and long-term loans provided
by deveclopment banks; some
govermment equily investment.

Tax holidays of up to 5§ years on
profits up to 7.5% of capital
enployed; investment allowaiceas.

Es
taxus for export firws; special
tax deductions for export prowotion
expenses.

mption from tariffs and excise

Grants of up to 15% of fixed capital
investment in backward areas;

subsidies for worl
estublishing industrial estates,

:er housing,

transporiation of raw waterials and
finished goods.

(Poreign investment permitted in
selzoted industries only. The
Guveriment prefers majerity local
ownership and control through joint
ventures on licensing agreements in
exported oriented industries for which
technolozy is not locally obtained.)

Few exchange controls; capital
remittance not permitted while an
investor 1s receiving lax incentives.

Accelerated depreciation; tax holidays
reduced tax rates for
exemptions from

of 2-6 years;
mining projects;
withholding tax for mining enterprises.
Exenptlion from property tax; exemption
or reduction cf iwmport duties.

(lncentives were originally directed
towards promoting capital-intencive

wining industries but are being re-directed
to labour-intensive manufacturing
industries.)



et }

TECENTIVES AND DISTNCENTVIES IN HOST COUNTRiLS

YPE OF PULL!PPINES KOuks HONG KONG SINGAPORE
TRGTR i g
{1) vindstrative teictiong oo foreign equity Limitation on foreign participatiocn; - &
controls ipation 1n extravtive minimen foreign investmonl apounts;
indugtrics, local borruwing and chanzea in terns of luvestment
cu: Loyment of foreign natiorals agrecsents; loan contracts and
alive and wanagerial foreign licensing arrangenents
locul conbent susject to official aporoval;
requicerenly;  price controls, local content requirvamcnts; price
controls.

(2) Foreiga exchange

controls

(3) Fu

Muasdlred

{4} Birest tax-

rolated ancentilves

(b) Indirest tazes

(&) Grants

Controls on loreign loans and
repayments.

Aceens to funds from Government

i +jal institutions for

"preferred industrics'.

fecelerated deprecistion; tax

credits,

Exemptien from or reduction on

igport tuses and duties, ca

gains tax, withholding tax,
tax, exeise tax, excess profits
tax

, wta,

(Pricrity given to prajevis which

incre production of food and

cumrod ibics thal have bucoue scards

in world markels:, which are ézport-

stk as

Striogent foreign exchange controla; -
rewittance of protrits, dividends,

interest, fees and royalties subject

to approval; capitsl repatriation
restricted to 20% each year and

permitted only after twc years of
Gperation,

wort fineneing availeble -
; foreign firms

[ ship with local

firus are eligible too.

Luans for e

Lo Kuorean firms o1

rating iv

Exenptions [rom corpurate Lax, =
delfenge tax, property tax, property
acquizition taxes for first 5 years and

a 504 reductica for next 3 years;

siwilar exewplions on dividends,
inlercsl on approved loans and feea

paid under technical assistance

contracts.

Exemption of iwporla Itow iwpurt -

duties and coweodiby taxes, and of
exports fren valug-addad tax; tax

veauction gllowance on rescarch and

devilopment expensua.

"

Gracts for exnort financing available  "Speeial indusirial land policy

only to foreign firws operating in which provides land at
concesaional prices fur capital
and Lechnology-intensive
industries; development of
andustrial estates.

partnership with local firws,

(The governnent has adopted a more
seloctive poliecy in ihe laut Pew
yuears. Hewever a wide range of

ptives is s3till available (Aparct frow Miand poli

t

, thare

ine

to foreign iavesturs. )

are no special iocealives schewe, )

Concessionary finencing in the form of
loans, guarantees and eguity
participation; export credit.

Accelerated deprecietion; tax holidays
and concessions,

Special tax deductioas for export
promotion; excuptioa from iwport duties.

Subsidies for worker training programs;
research and developmert granis (fer
local companies only).

(Has & well-established open-door policy
towards foreign investment. Incentives
s that
involve high technolopy, are skall-

schewes dirceted towards proje

intensive and export-oriented),
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INCENTIVES AKD DISIXNCERTIVES IN HCME COUNTRIES

JAPAN

UK

GERMANY

(1) Adninistrative
controls

(2) Foreign exchuze
controls

(3) Fineneial
measures

(4) Direct tax-
related incentives

(5) Indirect taxes

(6) Grants

Cuarantees for small bank loans
($¢500,000); loans to cover up
to 65% of cost of new fixed
asselbs.

Property tax & sales tax
excrptions or reductions.

Research and development grants;
masistonce in training workers.

(Incentives designed to encourage
investment in areas of high
unerployment and low famlly income;
penorelly ava‘iable to Ynew
investors" cnly.)

Quotas, withhelding of lmport

licences

Long-tern loans al low interest
rates for social development
projects.

Accelerated depreciation and tax
exemptians for "key industries!
and Ynew and imporLant" products.

Tariffs

Research and development grants,

(Very limitcd incentives;
available to Japanese ccmpanies
only to foster growth in specific
industries, Increasing use to
encourage envircnmanbal
protection, )

Provides guarantees for open
market borrowing; wedium-
tern loans at preferential
rates  or interest free;
deferred repayments.

First year depreciation of 100%
for new machinery and 50% for
new buildings; 100% write-off
on research and development
expenditure.

EEC toriffs

Regional development grants of 229
to 50# of industrial buildings,
plant

subisidies;

and wachinery; wvage
Lraining grants;
subsidised housang for workers;
ready-made factories; and

interest relicf grant.

(Main objective used to be bzlance
of payments elfects but now alwost
always job creation,

Incentives available to both forcign
and domestic investors.)

Provision of medivm-term loans at
subsidised/preferential intereat rates
for inveslment in production goods as
well as research and development,

Aecelerated depreciation in berder areas
(up 1o 50f) and in West Berlin (up to 75%);
wed corporate and sales tax in West
deferred Lates for small and

nedinm sized compunies in cerlain

devel opient avrzas, Exemptiocu of exports

from value added Lax.
EC tarifls

Regicual development grants of up to

1_5.‘75‘,'5- on cost of capital googs; intercst
subsidies; low utility rates; cheap land
and fres construction of revad and rail
Iirks ete.

(Incentives available to both foreign
and dunestic investors, directed towards
regional development and more recently job
creation, )
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INVESTHENT OUYFLOWS 70 DEVELOYIKG CCU

1X¥EE OF us JAPAN = _
INSUREMENT

(1) Investeent Investment insurance — 90% for 20 luvestuent insurance for direct Investmenl Insurance for equity Guarsntees for capital and lvans
ingurence and yesrs for equily investment and equity investment and long-tern investment and associated loans — provided in connection with equity
tuc advances term of the loan for debt louns — 90% up to 15 years; inter— 90% up to 15 years. participation - 95%, up to 20 years;
investmenk; loan guacantees government investment proleciion separate schewge for private Munbtied
ercrally up to 50% of total agreements, finuneial credita"; inter-government

project Timmeing) for funds investnent protection agreements.
provided by US L1

raereial lend

litubionz1l and

(&

(2) Dir Lex— Limited incenlive through Ytax Double taxation agreements and Double taxation agreements, Duuble-tzxation agreewent; deferred
reloted incentives credit¥ systes swhiich result in tax credits system. tax on home—country profits used for
lower Laxes bedng paid on incowe = investing in developing countries as
cenatriated Froa developing countrias well as profits earned from investment;
than on equivalent incowme fron tax credit tor forsign losses,

DNoped countries.

(3) Infurnstion and Financicl participation iu the Subsidies for pre-investment surveys, Subsidies for pre-investment Digaenination of information on investos

proiuction fdertification, asscesouent, provided through various organisations studies, availnble only on host opportunitics and conditions through
gotivities gurvey end promotion of private eg kuport-Twport Bank of Japun, country govermment's reoquest, government end private organisations.

Overseus Economic Co-operation lund,

investment proj

(4) Provisicn of direct anvestuent and dirget Several schemes whereby lonz-term Capital aid to firance infra- Loans on favourable terms to small and
rask copital luans to projects; loans to sol't lozns are provided bto foreign structure or facilitete host mediumeslzed Gernan firms with limited
- private Luvesteent funds, aod governuents for projects carried country equity participation investmenl capzerty; direct equity

teral develupment boanks eg vut by Japanese enterprises or to in projects involving UK particigation end debt investpent ina

st Bandes Japanese inveslors undertaking invastmert; provision of develuppent projects or through host
figurous investment clone or in joint-venture eguity, debenture and lown capital counlryts devolopzment banks/institutions
G huie with local i in wholly—owned oc jolat-venture (funds nol tied to procurement of goods
eourbry capital wackets projects; development loznas to or pervices in Germany); access to home
. govermaents and/er developwent country capital wmarket,
agencies.
Yorions meadures Lo encourage, Subsidises wrious technical Provides project manazement and =

organise wed subsidise private assictance sclivities provided Ly industrial treining ir UK fer
non-profit organisations which private urganisations, naticnals frow developing

provide tecluical and w irial countries, and techmical

sistancs to private business assislance in formulating

a

developnent plans.
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CHAPTER SIX

Tax Issues

TAX POLICY is the most tangible expression of the official U.S. attitude
toward the foreign direct investment of American corporations. Although
the Internal Revenue Code as it appiies to the foreign-source income of
corporations is all but incomprehensibie to the laity, the economic and
political questions it raises are clear. Does it encourage firms to invest
abroad rather than in the United States? Can American multinationals
avoid taxes by shifting income from the United States into tax-haven
countries? If the foreign tax credit were repealed, would American firms
seriously lessen their foreign investment? Would they increase investment
in the United States? Would certain tax changes lessen the competitive-
ness of American firms in world markets? Would such changes hurt the
economies of other countries, thereby disturbing the world economy and
U.S. foreign policy?

This chapter begins with a summary of American taxation of foreign-
source income, to explain what U.S. policy is and from whence it came.’
After a review of the economic literature on the taxing of foreign invest-
ment income, we indicate the inadequacies of the conventional approach,

1. For a compiete survey see Lawrence B. Krause and Kenneth W. Dam, Federal
Tax Treatment of Foreign Income (Brookings Institution, 1964); Peggy B. Mus-
grave, United States Taxation of Foreign Investment Income: Issues and Arguments
{Harvard Law School, 1969). For a detailed study on the foreign tax credit sec
Elisabeth A. Owens, The Foreign Tax Credit: A Study of the Credit for Foreign
Taxes Under United States Income Tax Law (Harvard Law School. 1961): Elisabeth
A. Owens and George Ball, The Indirce: Credit (Harvard Law School. 1975). Most
studies of the historical background of current policy draw directly or indirectly on
Jacob Stewart Seidman. Legislarive Historv of Federal Income Tax Laws. 1938-1861
{(sic] (Prentice-Hall, 1938).

165



166 American Multinationals and American [nterests

and in the sections that follow we analvze U.S. taxation of American
manufacturing multinationals and recommend changes.

Current U.S. Tax Policy

When the'corporate income tax was imposed in 1913, the rate was set
at 1 percent of income, which may explain why no one worned too
much about details. Rather than taxing only income from domestic
operations, the United States taxed foreign-source income as well. The
earnings of an unincorporated foreign branch of an American company
were taxed as they were earned, but the comparable earnings of a sub-
sidiary incorporated in a foreign country could be reinvested abroad with-
out incurring any immediate U.S. tax liability. Taxes were payable only
when an American investor paid itself a dividend. This deferral of U.S.
taxes on retained earnings was consistent with the practice of itaxing
individuals’ dividend income and not their pro rata share of a corpora-
tion’s retained earnings. Whether corporate investors should be treated
as private individuals was quickly resolved at the outset, and the deferral
accorded to U.S. investors has remained a cornerstone of tax policy ever
since.

For the first five years of income taxation, the United States taxed ali
income of its residents net of foreign taxes; foreign tax payments were
simply deducted from the taxable income of the investor. The investors
were paying higher total taxes than their foreign competitors, and the addi-
tional burden became heavier as the American tax rate went up. After five
vears of this double axation, one witness before the House Ways and
Means Committee asked for a tax exemption for foreign-source income
or, that failing, a lower tax rate. Although he was the only witness t0
address himself to the issue, the Ways and Means Committee, the House,
the Senate and the President accepted a foreign tax credit as a good com-
promise, Foreign taxes, rather than constituting 2 mere deduction from
taxable income, could now be credited directly against the U.S. income-
tax liability. Thus. in 1918 the second cornerstone of U.S. tax policy, the
foreign tax credit, became firmiy entrenched.”

2. See Krause and Dam. Federal Tax Treatment of Foreign [ncome, pp. 27—43.
1. Suppose that a foreign affiliate of a U.S. firm earns $100 from its local opera-
tions and that the foreign and U.S. corporate income tax rates are 10 percent and 25
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Becuuse the foreign-tux credit is basic to U.S. policy, we should note
its more imporiunt features. First and foremost, only taxes on the income
of American investors can be credited against the American tax liability;
excise, sales, value added, and other such taxes cannot. This distinction
derives from the notion that the burden of an income tax is borne by the
investor, but that of a sales or similar tax is passed on to customers.*

While distinguishing an income from a sales tax may appear easy, in
actual practice one can be made to pass for the other. The most notorious -

percent, respectively. Suppose that $50 is reinvested iocally, and the balance re-
patriated to the parent firm. Under zll conditions and assumptions, the foreign gov-
ernment gets $10. the $50 is reinvested, and the remaining 340 is split between the
U.S. investor and the U.S. government. Before 1918, if the affiliate were an unincor-
porated branch, the U.S. Internai Revenue Service would have allowed the $10 de-
duction for foreign taxes and collected 25 percent of the remaining $90. which
amounts 1o $22.50. The parent’s after-tax income would, thus, have been $17.50.
If the affiliate wers separately incorporated, the United States would have applied its
25 percent to only the $30 dividend, kept $10 in taxes, and left the U.S. investor with
$30.

In 1918, a foreign tax credit was extended to taxes paid to foreign governments
by U.S. corporations and o taxes deemed paid through their majority-owned affili-
ates. For an unincorporated branch, this meant that its potential U.S. tax liability
was 25 percent of the pretax $100, but this $25 liability was reduced 510 for taxes
paid to the foreign government, so the branch paid only 515 instead of $22.50 and
the parent’s after-tax income was $25 instead of $17.50. The potential 1ax liability of
the separately incorporatad subsidiary was 25 percent of its $40 dividend. or 510,
against which 4/10 (the ratio of dividends to pretax foreign earnings) of the foreign
tax payments. or $4. could be credited. U.S. taxes were thus reduced to $6 and the
parent’s receipts increasad (o $34.

Under this formula. the subsidiary has an advantage over the branch even if all
foreign earnings are paid out as dividends and $50 is reinvested from after-tax U.S.
earnings. Such is the case because the subsidiary's poten:ial tax liability is 25 percent
of 390 (instead of $100). Although the paren: can claim only 9/10 of the $10 as
foreign taxes deemsd paid. it still comes out ahead (522.50 less $9 is $13.50 in U.S.
taxes). compared 1o the $15 paid by the branch. This situation was changed in 1962
for subsidiaries in the developed countries by requiring investors to gross foreign
income by foreign taxes deemed paid before computing their U.S. rax liability (and
at the same time 2llowing them 1o make an analogous adjustment in their foreign tax
credit). After 1962, the $40 dividend would be grossed up by 4/9 (ratio of divi-
dends to after-tax earnings) of the $10 in foreign taxes deemed paid, so that the U.S.
potentizl tax liability would be S11.11 (25 percent of $44.44). against which the
84.24 could be credited. The resulting $6.67 paid in U.S. taxes is. thus, somewhat
higher than the 56 paid before 1962 and in less-developed countries from 1962 to
1976,

4, The distinction is not supported bv empirical research on tax incidence. See
Richard A. Muserave and Peggy B. Muserave, Public Finance in Theory and Prac-
tice, 2nd ed. (McGraw-Hill. 19761, chap. 18.
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case in point has been the income taxes based on posted prices set by the
oil-exporting countries. Had these taxes been based explicitly on the
value or the quantity of crude oil extracted, they would not have qualified
for a tax credit in the United States. Had the oil-exporting countries em-
ploved a simple income tax, they would have had to police the transfer
prices used by the integrated oil companies (the lower the price of crude
oil exports to downstream affiliates, the less the taxable income of the oil-
exporting countries). In 1950 the United States, anxious to encourage
petroleum companies to invest in friendly countries. allowed oil-export-
ing countries to base an income tax on a poéted price, whose oniy real
function was to inflate taxable income (and hence provide a mechanism
for transfernng U.S. financial assistance without congressional ap-
proval). As the posted price bore less and iess relation to the market
price, this income tax became a per-barrel rovalty in disguise.” Although
this particular subterfuge was consciously initiated by the United States,
the general problem of distinguishing one type of tax from unother can
occur whenever any foreign country tries to protect or increase its tax
revenues by settung transfer prices on intrafirm exports of American
multinationals. This distinction between taxes and other payments
eligible and ineligible for the foreign tax credit is becoming increasingly
blurred as foreign tax authorities become more sophisticated in taxing
investment income.” ‘

A second critical feature of the foreign tax credit is that it cannot ex-
ceed the taxes tentatively due the U.S. Treasury on foreign-source in-
come alone. Thus the foreign tax credit cannot be used to reduce an
American corporation’s taxes on its domestic income. This limitation has
a very pragmatic raticnale. If a dollar paid in taxes to a forcign govern-
ment can be offset by a dollar not paid to the U.S. Treasury, American
investors have no incentive to resist higher foreign taxes. The U.S.
Treasury, not the investors, would bear the burden of increased foreign
taxes. A limitation on the foreign tax credit caps the revenue joss of the
U.S. Treasury, a loss which otherwise could be massive.

5. In July 1976, the IRS announced that it would henceforth investigate whether
these payments did 'represcm direct taxes eligible for the foreign tax credit. In
January 1978, Saudi Arabian and Libyan taxes based on “posted prices” were ruied
not creditable.

6. For evidence on the similarity of treatment toward export platform invest-
ments see Grant L. Reuber and others. Privaie Foreign Investment in Development
(Oxford: Ciarendon Press. 1973). pp. 299-300.
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Although as of 1976, LU.S. investors must use an Overall meihod in
determining the limitation on their foreign tax credit, the per-country
method has been used in the past and remains an option for the future.’
If the per-country method were used, an American investor would first
calculate its tentative U.S. tax rate and then multiply that 1entative tax
rate by its income from each foreign country to determine the allowable
credit for each. The tentative tax rate is the ratio of total taxes tentatively .
due the U.S. Treasury (before deducting the various tax credits) to the
global income of the U.S. corporation. For a corporation with no capital
geins or other income taxed at an advantageous rate, the tentative U.S.
tax rate would be the 48 percent statutory tax rate. With capital gains
and other such income, the tentative tax rate may drop below 48 percent.
Whatever the investor's tentative tax rate turns out to be, it determines
the maximum tax credit that can be claimed for income from each foreign
country.

Alternatively, the American investor could use the tentative tax rate to
calculate a single, overall limitation on its total foreign tax credits from
all countries. An American investor could thereby combine income and
tax payments from different countries. The accounting requirements im-
posed on the multinational firms and the Internal Revenue Service audi-
tors are greatly reduced by this averaging, for transfer prices for trans-
actions between affiliates have lirtle effect on the tax credit,

This accounting simplicity has its economic cost, however. An Ameri-
can investor with sizabie investments in high-tax countries may be
greatly tempted by tax holidays or low tax rates in other countries. After
paving the minimal foreign taxes, all after-tax income may be repatriated
without incurring any additional U.S. tax liabilitv, for the U.S. taxes ten-
tatively due may be offset by excess tax credits from the high-tax coun-
tries. Furthermore, the high-tax countries may feel that they have little to
gain by reducing their taxes on U.S. investments since. through the overall
credit mechanism. such tax cuts may be automatically offset by higher
taxes owed to the U.S. Treasury. Although it streamlines the accounting
and auditing requirements. the overall method modifies and complicates
the effect of national taxes on international investment behavior.

7. Since passage of the Tax Reduction Act of 1975 {89 Stat. 54-65). the overall
approach-must be used on all “foreign oil-related income.” Laws pertaining to manu-
facturing firms have required one or the other calculation method but at one time
required the calculation yielding the larger tax liabality,
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Why, then. did any corporation ever choose the per-country limitation
over the overall limitation, since the latter allowed the firm to use excess
tax credits from high-tax countries whiie the former did not? The answer
to this question is intimately associated with that to another: why would
a firm ever have an unincorporated branch, rather than a locally incorpo-
rated affiliate. since the latter allows the firm to defer U.S. taxes while
the former does not?

If all foreign investments earned profits, subsidiaries would be pref-
erable to branches for tax avoidance, and the overall limitation would be
superior to the per-country limitation. But not all foreign investments
earn profits, not in the short run and certainly not as far as the tax
accounts are concerned. Particularly notable exceptions are natural-re-
source investments, which often show huge losses (often accounting phe-
nomena due to treating exploration, drilling. and other development costs
as current expenses rather than capital costs subject to depletion or
depreciation) during their first years of operation. Analogous losses,
though less spectacular and prolonged, are incurred by manufacturing in-
vestments with high start-up expenditures. The tax implication is that
losses of an unincorporated branch could be subtracted from the do-
mestic earnings of the American parent and thereby used to reduce U.S.
taxes. But. to do this. the American investor had to use the per-country
method. If it elected the overall method, it had to combine its foreign
gains and losses and deduct only its net foreign losses from its domestic
income. If its foreign gains exceeded its foreign losses, the investor would
pay foreign 1axes on all its profitable investments and be unable to deduct
its losses from anv of its taxable income, foreign or domestic.”

In the early 1960s, U.S. taxation of foreign investment income became
a major domestic political issue. With the surge of American investment
in Europe widely regarded as a major cause of the U.S. balance-of-
pavments deficit in the late 1950s, the Kennedy administration proposed
eliminating the deferral of taxes on unrepatriated income. The Treasury
argued that eliminating deferral would discourage capital outflows and
encourage firms to repatriate a higher proportion of their foreign invest-
ment earnings.. The elimination of deferral was a much larger step than
Congress was willing to take, however. and the Revenue Act of 1962
simply limited its scope in several respects.

The most straightforward change the Tax Reform Act of 1962 brought

8. This was one aim of the Tax Reduction Act of 1975 (see note TYe
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about is the grossing-up requirement, which raised the effective rate
of taxauon on foreign-source income. Before 1962, foreign-source in-
come and applicable tax credit were based on a subsidiary's income after
the foreign income 1ax; since 1962, foreign-source income has been
grossed up to include taxes paid by the subsidiary. Grossing up guarantees
that a subsidiary repatriating all its earnings as dividends will bear the
same tax burden as an unincorporated branch. The increase in taxes from
grossing up depends on the foreign income tax and the dividend payout'
rates. The maximum impact comes when a foreign subsidiary pays 24
percent of its income in iaxes to the foreign country and repatriates the
remaining 76 percent. If grossing up is not required, the U.S. tax liability
amounts to an additional 18.2 percent of pretax income; if grossing up is
required, the U.S. tax liability is 24 percent of pretax income. Grossing up
thus increases total taxes from 42.2 percent to 48 percent of the pretax
income from such an affiliate. To encourage direct investment in develop-
ing countries, they were exempted from the 1962 grossing-up Ttequire-
ment.

The Revenue Act of 1962 also sought to limit the accumulation of
taxable income in tax-haven subsidiaries. Rather than defining tax-haven
countries, the act defined base-company income: it arises from an
affiliate organized with tax avoidance as a significant purpose; it is gen-
erated by buying or selling within the multinational or is passive income
such as dividends and royalties from affiliated companies. An example
is the income earned by a Swiss affiliate used as a financial intermediary
between an American parent and a German or French subsidiary. After
1962, the commissions and fees received by the Swiss affiliate could be
classified as base-company income and deemed a dividend to the U.S.
parent and subject to U.S. taxation. Base-company income was then no
longer fully entitled to deferral.*

9. The Revenue Act did. however, create significant exceptions to the base-
company income rules. If the hypothetical Swiss and German affiliates together made
sufficient dividend distributions to bring the average tax rate up to a specified mini-
mum, the deemed distribution of base-company income could be reduced or
eliminated. This was calied the minimum-distribution exception. Likewise, if base-
company income were reinvested in qualifying investments in less-developed coun-
tries, no dividends were desmed distributed to the American parent. Third, if base-
company income were less than 30 percent of the affiliate’s total income (it might
have additional income from manufacturing), no dividends were deemed distributed.
Finally. income from shipping and air transport were specificallv excluded from
base-company income. These rules were tightened considerably in the Tax Reduction
Act of 1975,
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If the base-company income rules can limit the abuse of deferral, tax
avoidance wiil remain an issue as long as national income tax rates differ
and investors have some flexibility in their intrafirm accounts. If the
transfer price assigned to intrafirm exports can be lowered, the use of
interest-bearing debt minimized, or charges for head-office or technologi-
cal services pared, taxable income can be shifted from the parent to its
overseas affiliates. The muitinationals do not have 2 free hand in avoid-
ing taxes, however. Under section 482 of the Internal Revenue Code,
the Service can challenge any intrafirm transfer price or charge it believes
does not conform to the arm’s-length standard (that which would prevail
between an independent buyer and seller). But the arm’s-length standard
is ambiguous and difficult to administer. In buying and selling complex
products or their components, an objective measure of an arm’s-length
price may be impossible to find. Likewise, many activities jointly benefit
foreign and domestic operations. Research efiorts, for example, may be
directed at developing new products for both domestic and foreign mar-
kets. While such joint costs must be apportioned between the beneficiaries,
the proper formula for allocating such costs may be ambiguous. To avoid
unnecessary U.S. taxes or to satisfv foreign demands, the multinationals
may resolve the arm’s-length ambiguity in favor of their foreign affili-
ates.'? e
An alternative to monitoring transfer prices was considered by the
House of Representatives in 1962. Rather than trving to determine an
appropriate price for every intrafirm transaction, global income could be
allocated in proportion to assets, sales, or some other stable base. (The
income tax payments of U.S. corporations to the different states in which
they operate within the United States are often allocated on the basis of
the shares of their payroll, capital. and sales in each.) For example, if
two-thirds of a multinational’s sales were in the United States and one-
third abroad, then two-thirds of its global income would be attributed to

10. By 1968, there had besn 800 chalienges. See Treasury Depariment, “Sum-
mary Study of International Cases Involving Section 482 of the Internal Revenue
Code™ (January 1973; processed ). Manipulative transfer pricing in the oil industry
cost consuming countries a minimum 5205 million tax loss in 1966 and $240 million
in 1970, according to the implications in Glenn P. Jenkins and Brian D. Wright,
“Taxation of Income of Muitinational Corporations: The Case of the United States
Petroleum Industry,” Review of Economics and Statistics, vol. 57 { February 1975),
pp. 3—-10.
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the U.S. parent for tax purposes. Such an allocation formula would
greatly reduce a multinational's ability to avoid taxes, but the resulting
allocation of taxable income might be rather arbitrary. Different formulas
give rise to different geographical allocations of taxable income and be-
come a bone of contention among local tax authorities, as occurred
among the states of the United States in administering their “three-factor
formula.”" In the end, the House scrapped any use of formulas and
encouraged the Internal Revenue Service to use its existing authority to
monitor transfer prices more closely than it had in the past. '

The Revenue Act of 1962 also included an investment tax credit,
which was not extended to overseas investment.’* In the hope of stimulat-
ing domestic economic growth and improving the international competi-
tiveness of production in the United States, Congress authorized Ameri-
can investors to credit an amount equal to 7 percent of their new capital
equipment against their income taxes.” The investment tax credit has
had an on-again, off-again history: it was passed in 1962, liberalized in
1964, suspended in 1966, reinstituted in 1967, repealed in 1969, brought
back in 1971, and increased to 10 percent in 1975. Because Congress
was not particularly concerned by slow growth abroad, and even hoped
that the measure would strengthen the U.S. trade balance, the investment
tax credit has never applied to the foreign investments of American
firms.

Faced with a large and growing balance-of-trade deficit in 1971, and
arguing that deferral encouraged foreign production at the expense of
U.S. exports, President Nixon proposed in his new economic policy of
August 15, 1971, not to eliminate deferral but to create a similar advan-
tage for American exporters: domestic international sales corporations,
or DISCs. (As with the investment tax credit in 1962, it was also argued
that other countries used similar devices so that such a step by the

11. A view sympathetic to income allocation (and yet recognizing that technical
problems must be resolved in constructing the formula) is taken in Gerard M. Bran-
non. “National Shares of Multicompany Income™ { paper prepared for the Organisa-
tion for Economic Co-operation and Development, 1973 processed).

12. 76 Star. 962-73.

13. The success of the investment tax credit is a matter of some debate. See Gary
Fromm. ed., Tax Incentives and Capital Spending (Brookings [nstitution. 1971).

14. Tax treaties negotiated in the mid-1960s with several developing countries

to extend the investment tax credit 1o earnings from invesiments in those countries
were not approved by the Senate.
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United States would simply offset what others were already doing. )" A
DISC is essentially a dummy corporation to which export profits can be
ascribed. While 50 percent of such profits must be paid out to the owners
and thereby subject to normal U.S. taxation, the remaining 50 percent
are tax-deferred as long as those earnings are reinvested in export-related
projects. Furthermore, American exporters are not bound by the usual
arm’s-length standard in determining how to allocate totai profits be-
tween manufacturing and exporting: instead. they can use special.rules,
which guarantee a high return for the DISC and, thus, low taxes on U.S.
eXxports.

In the early 1970s, the AFL-CIO lobbied hard, but unsuccessfully, 1o
get Congress to eliminate both deferral and the foreign tax credit. With-
out a foreign tax credit, all foreign-source income would be taxed by
foreign governments and then again bv the United States. The unions
hoped that this double taxation would limit American firms’ willingness
to invest abroad and enhance the unions’ bargaining strength in wage
negotiations. Whether the impact would have bcen as labor hoped. Con-
gress refused to vote such legislation.

But the Tax Reduction Act of 1975 indicates that the unions, and
others who wish to tighten the tax treatment of foreign income, have
made some headway. The U.S. Senate actually voted to end deferral, the
first time that either legisiative branch has done so, though it was rein-
stated in the Senate-House conference committee. The most significant
changes in the act affected the multinational petroleum firms."* To force
these companies to pay higher U.S. taxes. Congress modified their foreign
tax credit in two ways. First, a separate limitation was placed on the
foreign tax credits deriving from the extraction of oil. In 1975 only 52.8
percent of income from oil extraction could be claimed as a tax credit:
the limit dropped to 50.5 percent in 1976 and 50 percent thereafier. In
short, the high payments to oil-exporting countries offer far fewer U.S. tax

15. See Gary C. Hufbauer, “The Taxation of Export Profits,” National Tax
Journai. vol. 28 (March 1975), pp. 43—59.

16. Tax Reducrion Act of 1975: Law and Explanation (Commerce Clearing
House, 1975), pp. 47-48. The act tightens the rules pertaining to base-company
income, making it harder for the muitinationals to exploit tax-haven situations. Both
the minimum distribution exception, by which deemed distributions could be reduced
through actual dividend payments. and the option of reinvesting earnings in less-
developed countries, are eliminated entirely. Furthermore, dividends are deemed

paid when base-company income exceed 10 percent (insiead of 30 percent) of the
affiliate’s total income.
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credits than heretofore. Second, the per-country method can no longer be
used for any oil-reluted income. Having no choice but to use the overall
method, the petroleum companies have to offset foreign drilling and ex-
ploration expenses with other foreign-source income rather than against
domestic U.S. income.

The Tax Reform Act of 1976 has a variety of provisions affecting U.S.
taxation of foreign-source income. The exemption from grossing up of in-
come from less-developed countries was terminated; income from these
countries is now taxed in the same manner as income from 'developed '
countries. The deferral of U.S. taxes on export income allocated to a
DISC is restricted to income from exports over and above a base value
(which, in turn, equals 67 percent of the average value of exports during
an earlier, four-year base period). By limiting DISC benefits in this way,
Congress hoped to stem loss of tax revenues without destroying incen-
tives to make new exports. An exemption for a portion of the income
of a western hemisphere trade corporation, which some U.S. investors
use to export or invest in Canada or Latin America, will be phased out
by 1980. All U.S. investors, not just the oil companies, must henceforth
use the overall method of caiculating the limitation on the foreign tax
credit. And finally, the act denies both deferral and the foreign tax credit
to certain income of U.S. companies participating in or complving with
an international boycott, such as that Arab countries imposed against
Israel.

After an extended debate, the Treasury recently issued new cuidelines
for administering sections 861 and 863 of the Internal Revenue Code.'"
These guidelines describe the proper allocation of research and develop-
ment, interest, and stewardship expenses among foreign and domestic
affiliates in determining the overall iimitation on the foreign tax credit.
Under the new guidelines. U.S. manufacturers deduct 2 higher portion of
these domestic expenses from their foreign-source income, reducing the
ceiling on the foreign tax credit. Unless the investor has a deficit of
foreign tax credits, its foreign tax credit will fall and its U.S. tax pavments
rise. The only way the investor can avoid a comparable increase in its
global tax burden is by passing on the higher charges to the foreign
affiliates, thereby reducing foreign tax pavments. The multinationals
argue that foreign tax authorities will not allow higher deductions for

17. U.S. Office of the Federal Regisier, Federal Register, vol. 42 (January 6,
1977). pp. 1195=1214.
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U.S. expenditures, and that the new guidelines, therefore, subject the
disputed income to double taxation.

To summarize: the basic foundations of U.S. tax policy, deferral and
the foreign tax credit, were laid down fifty vears ago and, aithough modi-
fied several times, have remained more or less intact ever since. It was
only in the 1960s, when the U.S. Treasury proposed eliminating deferral
to help the balance of payments, that tax policy became controversial.
It has, in the 1970s, become very controversial indeed. Congress chose
not to eliminate deferral or the foreign tax credit but rather to offset their
unwanted effects through a variety of compensating measures. An invest-
ment tax credit was given to domestic. but not foreign, investment
(1962} the Internal Revenue Service stepped up its policing of transfer-
pricing practices; deferral was extended to export earnings through
domestic international sales corporations (1971) and then modified
(1976). the per-country method of calculating the limitation on the
foreign tax credit was eliminated for the oil companies (1975) and then
for all investors (1976); income from developed countries was no longer
exempt from grossing up (1962), nor that from less-developed countries
(1976); the eligibility of base-company income for deferral was limited
(1962 and, especially, 1975). and new guidelines were issued for allocat-
ing R&D, interest, and stewardship expenses among domestic and foreign
affiliates (1977). Most recently, President Carter in early 1978 proposed
the elimination of both deferral and the DISCs. Maintaining the founda-
tions of a policy, but making one qualification after another, has made it
difficult to determine the real thrust of U.S. policy, much less whether it
promotes the national interest of the United States.

Tax Policy and Traditional Economic Theory'*

Traditional economic analysis of taxation is everything that actual U.S.
policy is not: clean, coherent, and reasonably easy to understand. It
ignores the balance-of-payments, unemployment, and other “short-run”
concerns and focuses on “long-run” issues, such as the distribution of
income between capital and labor or efficiency in the internationai loca-
tion of capital. Such theory is too ethereal to be of much use in drafting

18. Peggy B. Musgrave. Direct [nvestment Abroad and the Multinationals:

" Effects on the United States Economy, a study prepared for Senate Foreign Rela-
tions Committee (GPO. 1975). chap. 7. surveys this literature.
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tax legislation, but the way it relates policy to goal is in refreshing contrast
to actual practice.

The conclusions of the analysis can be easily stated. A basic theorem
is that both the home and the host country benefit from international in-
vestment and that the welfare of both is maximized by unrestricted invest-
ment. This proposition in investment theory is analogous to Ricardo’s
theorem that two countries can benefit from international trade predi-
cated on comparative advantage and that [ree trade maximizes world
welfare. But any one country may benefit by restricting international
exchange: home countries can benefit by limiting capital exports to force
a higher return, host countries by limiting capital imports to lower bor-
rowing costs. Restrictions by either are, however, beggar-thy-neighbor
policies, since the country imposing restrictions gains less than its invest-
ing partner loses.

Traditional theory also explores the impact of international investment
on the distribution of national income between labor and capital in both
the home and the host countries. In the home country, the export of
capital hurts domestic labor by making it less productive and helps
domestic capital by lessening competition. Wages fall, and the return on
capital rises. In the host country, the opposite happens, wages rise and the
return on capital falls. Local labor becomes more productive when it
works with more capital, while localiy owned capital suffers from in-
creased competition. Thus, in each country, one faction will tend to sup-
port foreign investment and the other to oppose it, as long as the issue
revolves around these purelv economic considerations.

If either the home or the host country taxes the income of capital, the
pattern of international investment may be distorted. and some of the
potential giobal benefits may be lost. In fact. investment decisions will be
distorted unless capital export neutrality prevails (that is, unless an
investor pays the same total tax on foreign investment as it does on
domestic investment), Capital export neutrality can be achieved in a
variety of ways. If the host country refrains from taxing foreign invest-
ment. then the home country can tax its domestic and its foreign investors
at the same rate. Alternatively, if the host country taxes foreign-owned
investments, the home country can give a full tax credit to its foreign
investors for taxes paid in host countries. The critical difference between
these two methods is who collects the taxes. the home country or the host
country.
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From a national standpoint, taxes paid abroad are hardly as good as
taxes paid at home. In traditional analyvsis, the national gain from foreign
investment for the home country is measured by the sum of the returns of
the foreign investors and the revenues of the home treasury; national
benefits include both public and private gains. Because taxes paid to
the foreign government have no benefit for the home country, it has no
reason to give its investors a tax credit for foreign taxes paid. The
national gain is maximized by disallowing any credit for foreign taxes and
allowing only a simple deduction for foreign taxes paid, as was done in
the United States from 1913 until 1918.%® .

National neutrality, as opposed to capital export neutrality, prevails
when investors have no incentive to invest abroad when the national in-
terest would be better served by domestic investment. The proposal to
eliminate the foreign tax credit and allow only a simple deduction for
foreign taxes paid has been justified as maximizing U.S. gains from inter-
national investment.*® We hasten to add. however, that this argument
presumes that tax policy of other countries is fixed. If foreigners retaliate
bv changing their tax laws, both home and host countries may wish the
tax war had never started.

We should also define capital import neutrality {or competitive neu-
trality), a siandard often advocated by the multinationals. Under this
approach, American investors would pav the same taxes on their over-
seas income as their foreign competitors do. An easy and obvious way of
providing capital import neutralitv would be for the host country to tax
foreign capital at the same rate as locally owned capital and then for
the home country to exempt foreign investment income from taxation.*

19. The social cost of foreign direct investment to the United States, based on
this concept, is estimated at about $2.5 billion annually in Wilson E. Schmidt, “U.S.
Capital Export Policy: Backdoor Mercantilism,” in U.5. Taxation of American
Business Abroad (American Enterprise Institute, 1975), pp. 28-31.

20. See Peggy B. Musgrave, “Tax Preferences to Foreign Investment,” Econom-
ics of Federal Subsidy Programs, Part 2: International Subsidies, papers submitted
to Joint Economic Committee (GPO, 1972}, pp. 176-219: and her comments in
Tax Subsidies and Tax Rejorm, Hearings before the Joint Economic Committes,
92:2 (GPO, 1973), pp. 192-96, 200-02.

21. See Koichi Hamada, “Strategic Aspects of Taxation on Foreign Investment
Income,” Quarterly Journal of Economics, vol. 80 (August 1966), pp. 361=75.

22. France and the Netherlands follow this practice. It is advocated for the

- United States by Norman B. Ture, “Taxing Foreign-Source Income.” in U.5. Tax-
ation of American Business Abroad, pp. 37-66.
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These simple conclusions about national tax policy depend on simple
assumptions ubout the international investment process. The most
dramatic qualifications of the simple traditional theory come not from
introducing new wrinkles but from altering the fundamental assump-
tions about the foreign investment process. Suppose, first, that foreign
investment entails the transfer of technology rather than capital. Unlike a
capital outflow, the international transfer of technology does not inhibit
domestic production. While traditional economists have studied this
sort of internationa) exchange,® the implications for taxing foreign in-
vestment income have not been widely appreciated. If technology can-
indeed be transferred to foreign production without materially harming
domestic production, the national interest in taxing this foreign-source
income evaporates, because nothing is gained from trying to Keep it at
home. On the other hand. nothing is lost in taxing that income, because
the foreign investor will make the transfer despite the tax. In the short
run, the home country’s tax policy afiects only the distribution of the
benefits between the public and the private sector; in the long run, high
taxes may discourage R&D spending.

Another modification of the simple conclusions adduced above comes
from opening a second channel for international capital fiows. Tradi-
tional analysis assumes that foreign investment entails only equity capital,
not debt. The distinction betwesn the two is critical, because the two
types of income are taxed in very different ways. Equity income is taxed
primarily in the host country, with the home country giving a foreign tax
credit, while interest income is tvpically subject to a small withholding tax
in the host country and bears the full income tax in the home country.

If foreign investment can be either debt or equity, the investors’ choice
between the two may be determined largely by tax or other policy con-
siderations. For exampie. American multinationals sharply increased the
use of debt to finance their foreign operations during the period of the
U.S. balance-of-payments controls on outflow of U.S. capital tc finance
foreign direct investment. If the home country eliminates its foreign tax
credit. the primary impact may be to encourage the substitution of debt
for equity in international capital flows. A seemingly substantial reform
in national tax policy may change the form, but not the volume, of inter-
national lending.

23. Michael Connolly, “Trade in Public Goods: A Diagrammatic Analysis.”
Quarterly lournal of Economics. vol. 86 (February 1972), pp. 61-78.
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Assessing Current U.S., Tax Policy

Traditional tax theory suggests three standards by which U.S. policy
might be judged: national neutrality, capital export neutrality, and com-
petitive neutrality. National neutrality, aimed at maximizing the national
advantage, allows U.S. investors to deduct foreign taxes from their
taxable income but denies a tax credit. Capital export neutrality. which
should maximize the global benefits of international investment, could
be obtained by eliminating deferral but giving an unlimited foreign tax
credit. Competitive neutrality, which achieves tax equity between in-
vestors of different nationalities, requires an exemption of foreign invest-
ment income from U.S. taxes.* Accordingly. the current U.S. policy of
exempting subsidiaries’ income from U.S. taxation until dividends are
paid and then giving a foreign tax credit has been characterized as a
nybrid of competitive and capital export neutrality.®” With a foreign tax
credit at its base, U.S. policy falls short of national neutrality.

This characterization of U.S. policy is, at best, a2 rough one. The
difference between competitive and capital export neutrality can be sub-
stantial, so knowing that U.S, policy falls somewhere in between is useful
but hardly definitive. How much difference in actual practice is there
between competitive and capital export neutrality? How much difference
does deferral reallv make? How much of that difference is offset by the
U.S. investment tax credit or DISC, neither of which applies to foreign
investment? The complexity of the .S, and foreign tax systems and the
diversity of investors’ tax circumstances make it difficult to offer more
than rough answers. Nevertheless, we zttempt in this section to evaluate
the overall thrust of existing tax policy.

The best sources of information on the income and taxes of individual
corporations are the 10-K forms filed annually with the U.S. Securities

24. Tax analysts sometimes relate tax liabilities to services provided the tax-
payer by the government collecting the revenue. We assume no relation between
them.

25. See Krause and Dam, Federal Tax Treatmen: of Foreign Income, pp. 53-54;
Musgrave, United Siates Taxation of Foreign Investment Income, pp. 120~21; and
Gary C. Hufbauer; “A Guide to Law and Policy.” in U.S. Taxation of American
Business Ahroad { American Enterprise Institute, 1975), pp. 1-6. Full capital import
neutrality would require host countries to avoid any levies on foreign companies.

such as withholding taxes on remitted dividends, which they did not levy on local
firms.
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and Exchange Commission. Until recently, these forms provided minimal
information about forewgn versus domestic saies, assets, income, and
taxes. Most corporations published only consolidated statistics for global
operations. Under pressure from the Securities and Exchange Commis-
sion 1o present disaggregated financial statistics and to reconcile book
income reported to shareholders and taxable income reported on tax
forms, however, American corporations give more detailed data on their
global operations. We have thus been able to compile basic tax and finan-
cial statistics from the 1974 10-K forms for six large petroleum com-
panies and thirty-six large manufacturers, all of which have substantial
foreign operations. Although many corporations did not report certain
data, and definitions vary from one corporation to another, some basic
patterns of multinational behavior are revealed (1able 6-1).

In columns 1 and 2 we show U.S. and foreign income taxes payable in
1974 as a percentage of book income before taxes in the respective areas.
Columns 3 and 4 show taxes payable plus taxes deferred as a percentage
of book income before taxes.*” Tax burdens vary substantially from one
corporation to another. For example, International Business Machines
paid U.S. income taxes equal to 51.3 percent of its U.S. book income
before taxes, while International Telephone and Telegraph paid only
19.7 percent. The twenty-four manufacturing corporations reporting the
relevant tax and income data paid U.S. taxes averaging 30.7 percent of
LU.S. book income, slightly higher than the 28.5 percent average for the
six petroleum companies but well under the statutory 48 percent rate,
reflecting the combined impact of acceierated depreciation, the invest-
ment tax credit, DISC, the favorable tax treatment of capital gains, and
so forth.

Whether one looks at taxes pavable or taxes pavable plus taxes de-
ferred, foreign taxes as a percentage of foreign book income usually
exceed U.S. taxes as a percentage of U.S. book income. For the six
petroleum companies, foreign taxes payabie are almost 70 percent of
foreign book income, or more than twice the proportion for U.S. taxes.
These foreign income taxes consist largely of taxes paid to oil-exporting

26. Because depreciation allowances for tax purposes are accelerated compared
10 those used in reporting book income to shareholders, corporations deduct from
their book income taxes paid and taxes deferred. The figure {1axes pavable or taxes
pavable plus taxes deferred) that gives the better picture of a firm’s tax burden is a
conceptual problem. not only a technical one.



Table 6-1. Income Tax and Financial Ratios for Selected American Petrolewn and Manufucturing Multinationals, 1974

Tax payable as Tux payable plus tax

percentage of deferred as percentage  U.S. tux us percentage / Us.
hefore-tux income of before-tax income of global 1ax separestax '
e e e = el I S S income as U.s. u.s.
u.s. Foreign U.s. Foreign percentdge assels as  safes as
tax: fax: fax:! tax: Puayable of global  percentage percentage
uU.s. Joreign .8, Joreign plus before-tux  of global  of global
Miudtinational and rank income income income income Payable  deferred income assels sales
according (o sales n 2) H (4) (5) (6) 7) (8 )
Petroletm companies
Exxon (1) 13 .4 78.2 4.9 78.8 8.1 8.3 17.0 54.2 na.
Teanco (4) 8.6 49.9 14.4 52.3 1.7 5.8 18.2 48.0 n.a.
Mobile Oil (5) 18.3 15.0 23.9 79.3 1.5 4.2 12.8 45.4 na.
Standard Oil of California (6) 20.8 49.6 14.6 50.2 1.1 7.9 22.9 n.a, 34.2
Gull Ol (7) 47.0 78.8 21.8 80.2 8.4 4.8 13.3 n.a. 60.7
Marathon il (60) 43.0 79.8 16.2 79.8 14.2 12.3 21.7 n.a. 59.5
Avernges 28.5 68.6 24.3 0.1 8.1 7.1 11.7 49.2 51.5
Munufacturing companics '
General Motors (2) 23.2 55.8 41.4 48.0 72.2 #4.3 . #6.2 69.8 72.9
Ford Motors (3) —~18.6 55.6 15.5 64.1 -55.9 20.7 51.9 76.9 64.6
General Electric (8) n.a. n, n.a, na, 1.9 19.4 na. n.a. na.

International Business
Machines (9) : 51.3 46.9 47.5 45.5 53.1 52.0 . 50.9 58.0 53.1



International Telephone and
Telegraph (10)

Union Carbide (22)

Dow Chemical (27)

Procter and Gamble (28)

Eastman Kodak (32)
Caterpillar Tractor (36)
Xeron (41)

Monsanto (43) .
W. R. Grace (44)

Continental Can (52)
Minnesota Mining and
Manufacturing (5%)

Honeywell (68)
Sperry-RRand (70)

Consolidated Production Corp.,

Int. (71)
Cocu Cola (74)
Uniroyal (82)
National Cash Register (97)

Johnson and-Johnson (99)
Warner Lambert (102)
Borg-Warner (108)
American Standard (117)
National |.cad (124)

19.7
25.2

n.a,
43.1

9.8
n.a.
50.6
n.o.
n.a.

n.a,

8.4
n.a.
24.5
n.a.

40.0
n.a.
28.8
40.2
50.3

49.2
49.7
na.
39.4

45.1
na.
38.3
n.a,
na.

41.9
n.u.
42.2
n.a.
39.7
n.a.
45.2
60.7
8.1

13.7
30.7
n.a.
47.1

41.1
na.
53.1
n.a.
n.a.

n.a.

40.9
na.
38.4
n.a.

n.a.
24.6
59.8
0.1

60.4
54.2
n.a.
4.7
48.3
na.
47.6
na.
n.a,

n.a,

41.3
17.6
41.0

41.7
n.a.
42.9
na,

143.7
n.a.
41.6
55.1
42.1

19.0
41.8
61.1
73.3

73.0
77.8
58.0
75.9
36.0

84.9

61.1
-25.9
51.9

41.4
26.2
1.7
23.2

48.7
ig.2
59.4
56.6
41.8

1.7
44.4
63.3
72.6

2.3
77.4
53.9
75.8
41.7

70.1

9.9
28.3
43.9
37.3

46.9
40.6
51.7
68.1
29.7

6.9
58.6
n.a.
7.5

75.4
na.
51.1
na.
na,

60.8
56.8
41.2

4).6
n.a.
46.7
n.a.
48.5
na.
69.7
66.3
¥1.5

n.au.
na.
n.a.
n.a.

66.6 .

n.a.
51.4
60.7
63.5

n.a.

8.27
50.2
76.0

na.
8.8
n.a.
52.5

n.a.
1n.a.
n.a.
n.a.
na.

n.a.

50.1
.0
67.6
8.7

58.7
51.0
2.5
4.7
f0.6



Table 6-1 (continued)

Multinational and rank
acconding to sules

Plizer (130)
Burroughs (134)
H. J. Heing (139)
Merck (152)
Gillette (160)

Crown Cork and Seal (248)

Schering-Plough (266)

Chescbrough-Ponds (309)

Norton (311)

Miles Laboratories (420)

Average*

Averuge, all companics*

Sources: 1974 Securitics and Exchange Commission 10-K forms fiked by individual corporations; global income, sales, and assets from cemsolidated income statenents and

Tax payable as
pereentuge of
before-tax income

u.s. Foreign
Iy : rx:
u.s. Sorvign
income income
N )
—IR.8 37.8
31.2 401
21.8 43.3
n.a. n.a.
53.2 42.1
42.5 46.7
na. n.a.
44.4 37.6
26.3 29.0
n.a, n.a.
30.7 42.2
0.3 47.5

Tax payable plus tax
deferred as percentage

of before-tax income

U.s.

U.S. tax as pereentage
of global tax

e

Foreign
Hix: e Payable
U.s. Joreign plus
income income Payable  deferred
(3 €)) (5) (6)
17.2 41.2 -20.9 12.6
46.2 12.4 61.4 4.5
26.2 48.3 .3 39.0
y na n.u. 17.4 71.8
52.4 40.9 4).8 44,2
43.7 46.7 58.2 61.9
na, n.g, 73.8 73.4
46.4 17.6 73.9 74.7
.7 6.7 36.1 40.5
n.a. n.a. 20,4 2.4
1R.7 44.6 46.4 53.2
35.8 40.9

49.7

46.6

U.s.
before-tax
income as U.s.
percenfage  assels as-

u.s.

safes as

of plobal  percentage percentage

before-tax  of global

incomy (15seis

(7 )
25.7 53.7
67.2 62.0
54.1 57.0
n.a. n.a,
RE I na,
59.6 n.a.
n.a, n.a.
70.5 na.
38.6 n.a.
n.n. n.a,
54.4 62.8
47.1

60,5

of globul
sales

“)

47.0
63.4
58.7
55.0
49.5

n.a.
55.7
68.7
55.1
74.8

62.2
61.3

Palance sheets; most Gt From notes 1o incone statenems or supplencatary notes 1o 10K reports; most Foreign income, sales, and assets from text of reports, Daw do
not include state anmd local Gines; Canadian data were subtracted where necessary by assandng values at 10 percent of total. Negative entrica indicate excess fax credits, which

van be applied (o tives for an carler or a fater year. Sales rank from * The Fortune Dircctory of the S0 Largest Industrial Corpaorations,” Fortune

. Not avaibable,

. Avernges based on companics for which data are available.

, vol, 91 (May 1975).
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countries and perhaps should not be counted as income taxes. But even
when we turn to manufacturing companies, foreign taxes are still com-
paratively larger. Income taxes paid average 42.2 percent of book income
overseas versus 30.7 percent in the United States, which is a substantial
differential. This differential is narrowed, but hardly eliminated, when
taxes deferred are included in the measured tax burden. Foreign taxes
payable or deferred average 44.6 percent of foreign book income, com-
pared to 38.7 percent in the United States. Although one can find
counterexamples (for example, IBM and Xerox), American corpora-
tions do seem to pay heavier taxes on their foreign investment income
than they do on their domestic investment income.

The total taxes paid at home or abroad depend not only on domestic
and foreign tax laws but also on how much income accrues in each juris-
diction. Reported income reflects the inherent profitability of domestic
and foreign investment as well as the allocation of income and expenses
within the multinational corporation. If a multinational has some leeway
in determining the transfer price for components manufactured in the
United States and sold to a foreign affiliate, 2 high transfer price will
increase reported U.S. book income and diminish foreign book income.
To determine how income and taxes are allocated between U.S. parents
and their foreign affiliates, we have computed the ratios of U.S. taxes,
book income, assets, and sales to the global amounts.

In table 6-1, columns 5 and 6 show U.S. taxes payable in 1974 as a
percentage of global taxes payable and U.S. taxes payable or deferred
as a percentage of the comparable global total, respectively. For the six
petroleumn companies, U.S. taxes average only 7-8 percent of the global
total, using either tax measure. Among the manufacturers, the U.S. share
is considerably higher: the thirty-six companies surveved paid 46.4
percent of their global taxes to the United States, while taxes paid plus
1axes deferred in the United States were 53.2 percent of the global total.
In short. these large multinational manufacturers pay approximately half
of their total taxes to the U.S. Treasury and half to overseas tax author-
ities. This is less than the U.S. share of the book income of the firms, as
shown in column 7, because foreign income taxes are comparatively
higher than American. "

Although corporations do not consistently report the national distri-
bution of their sales or assets, enough do to draw tentative conclusions
about foreign versus domestic rates of return. The three petroleum
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companies publishing the necessary statistics had 49.2 percent of their
assets and 51.5 percent of their sales in the United States. Fifteen manu-
facturers reported U.S. assets averaging 62.8 percent of global assets,
while U.S. sales averaged 62.2 percent of global sales for thirty-one of
them. Thus, in manufacturing as well as petroieum, the U.S. share of taxes
and book income is smaller than its apparent share of either assets or
sales. The pretax return on assets or sales appears to be higher for foreign
affiliates than for their U.S. parents, even though average 1ax burdens
would seem to favor allocating income to the U.S. parents rathér than
their foreign affiliates. :

This may simply suggest that foreign investment has heretofors been
more profitable than domestic investment. Or the allocation of income
may favor foreign affiliates at the expense of U.S. parents; as we see
below, average tax burdens may be a poor indicator of the additional
taxes payable when taxable income is increased via transfer pricing. But,
whatever the cause, the statistics in table 6-1 show foreign affiliates
reporting higher book rates of return than their U.S. parents.

We must investigate foreign tax practices in greater detail to under-
stand how and why American firms may end up paying higher taxes on
foreign affiliate income than they do on domestic income. This is a tall
order, because statutory income tax rates varv substantially from one
country to another. Worse, so do depreciation aliowances, treatments of
capital gains, provisions for carrving losses forward or backward, and
so on. One approach is to use Department of Commerce data on foreign
income taxes as a percentage of American affiliates’ book income, which
indicate that manufacturing affiliates paid 42.0 percent of book income
in income taxes in 1966 and 40.1 percent in 1970.% The problem in using
these statistics is that one cannot be sure what the comparable U.S. tax
rate was. Book income usually exceeds taxable income because of the
generous tax treatment of depreciation, but the size of that differential is
hard to determine.

The next best soiution is a measure of foreign tax payments as a
percentage of foreign affiliate income, using the Internal Revenue Service
definitions of income. Fortunately, such estimates are available. When
American corporations compute their allowable foreign tax credit, they
must state the ratio of current dividends to current earnings using U.S.
Internal Revenue Code definitions of income. M. E. Kvrouz, working for

27. Survey of Current Business, vol. 54 (May 1974), table 7. p. 36.
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the internauonal tax staff of the U.S. Treasury. anulyzed corporate tax
returns for 1968 and computed realized tax rates for manufacturing
athiliates in most foreign countries.*

We show in column 1 of table 6-2 Kyrouz's realized tax rates (ex-
pressed per thousand dollars of taxable income) for manufacturing
affiliates in twenty-four countries for which we could obtain the neces-
sary dividend payout ratios. Thus, for exampie, the Canadian affiliates
of American firms paid an average of 5428 in Canadian income taxes
per thousand dollars taxable income.

If the affiliates reinvest all their ecarnings, they would pay no taxes
beyond those shown in column 1 because of the U.S. policy of deferral.
But when dividends are paid out, they are subject first to a dividend
withholding tax collected by the foreign country and, at least potentially,
to income taxes in the United States. The dividend withholding taxes are
payments over and above the regular income taxes on foreign affiliate
income. In the second column, we show the withholding tax rates which
various countries applied to dividends paid to U.S. investors in 1968, and
in the third column the portion of after-tax earnings paid out as dividends
by American manufacturing affiliates. Using these three columns, we
compute in column 4 the withholding taxes on dividends paid to foreign
governments per thousand dollars pretax income. By adding the income
taxes in column 1 to the withholding taxes in column 4, we obtain the
total taxes paid to the foreign government, as shown in column 5.

We should pause here a moment and look at the figures in column 5.
Foreign income and withholding taxes frequently amount to 40 percent
to 50 percent of the foreign affiliates’ earnings. If we use the 10tal earnings
from each countrv (see column 10) to get a weighted average of coun-
tries’ tax rates, we see (column 5) that U.S.-owned manufacturing affili-
ates paid foreign taxes averaging 43.8 percent of their pretax income in
1968. While many low-tax countries (such as Taiwan, Singapore, and
Ireland) ars excluded from table 6-2 for lack of dividend data. the
aggregate earnings of all excluded countries amounted to oniy 4.3 per-
cent of the woridwide total in 1968. Thus, even if these countries co!-
lected no income or dividend withholding taxes, the global average could
drop only to 41.9 percent of pretax income. Although American investors
may not have religiously used the Internal Revenue Code definitions of
income in computing foreign tax credits. we are probably safe in conclud-

28. See source note, table 6-2.



lTable 6-2. Foreign Tax Rates on American Manufacturing Multinationals, Selected Countries, 1968
Ratio per thousand dollars of taxable income

Realized

Jorcign Forvign Dividemd Forelgn Tax
" income withholding — puyout  withholding  Foreign U8 tax  Foreign creclit Global Global
fax* tax rate rate tax paid®  tax paids  lichiting®  tax credirr deficitt Tex® carnings
Country n ) () () 5) (6) (7) (8) v) (10
D:'I't"ﬂpﬁ’
Canadn 428 0.15 0.394 M 462 189 203 -13 449 0.267
United Kingdom 386 0.15 0,520 48 43 250 249 1 435 0.176
Belgimm 344 0.15 0.340 n m 163 151 13 90 0.018
I'rance 480 0.05 0.674 18 498 124 341 -8 480 0.015
Germuny 430 0.15 0.7 6l 491 341 67T .~ =25 466 0.105
laly 411 0.05 0.755 22 413 362 m 0 463 0.019
Netherlands 345 0.05 0.725 24 369 348 274 74 44] 0.020
Deamark 325 0.05 0.750 25 350 160 269 91 441 0.002
Norway 458 0.10 0.250 14 472 120 128 -8B 464 0.00)2
Sweden 4 0.05 0.m 2 45} m 357 16 469 0.0
Switzerlund 2112 0.05 0. 441 17 239 212 115 97 136 0.7
Japan STR 0.10 0.322 19 434 155 153 2 436 0.051
Austruhia 06 0.15 0.411 37 443 197 2 —6 436 0.056
New Zealand 87 0.05 0.076 2 489 7 3 -3 486 0.005

South Africa 158 0.15 0.567 55 413 212 258 15 427 0.015



Less developed

Mexico 422 0,20 0.473 55 477 131 170 -39 418 0.038
Panama 139 .10 0.882 76 215 365 182 183 98 0.007
Argentina 217 0.12 0.605 57 214 227 160 68 342 0.030
Brazil 300 0.25 0.643 113 413 216 248 -2 /L 0049
Chile . 310 0.40 (.428 115 445 118 210 —-72 713 0,003
I'eru . 1 0.30 0. BOOD 163 484 261 kLY 77 407 0.002
Venezuela R[11] 0.15 0.314 k1! RRR] 106 99 7 340 0.021
India 570 0.257 0.833 92 662 172 303 — 1131 53 0,005
Philippines 26 0.315 0.880 217 5N 297 400 - 103 410 0.010
Average, weighted
by dividends 187 0.150 0.51) 52 439 247 25} —5 434
Average, weighted '
by earnings 391 0.148 0.511 17 4318 230 235 -5 413

Sources: Estimates of realiced forcign income and withholding tax rates (columns 1 and 2) from M. E. Kyrouz, “Forcign Tax Rates and Tax Dases,” Natiosal Tax Jowrnal,
vol. 28, no. | (March 1975), pp. 62-66; 1968 dividend payoul ratios (column 3) and global carnings (column 10) caleulated from Survey of Current Dusiness, vol. 54 (August
1974), pp. 20-21.

. Based on protax income,

b, Before-tax income, minus Forcign inconw s pald (eolumn 1), times dividend payout cite (column 3), tines withholding tax mite {column ).

c. Calculated by adding income tax (column 1) and withhiolding tax (colmmn 4).

d. For developed countrics, subject 1o grosslog, the Hability is 48 percent of dividend payout vite (colummn 1) times S0 before-tax income. For Jess-developed countrics,
excmpt until 1976 from grossiog, the liability is 48 percent of foreign afliliate income aficr income tirxes, times dividend payout rae,

. For developed conntries, credin s dividend payoult rate, tines realiced forcign income tiax, plus Foreign withholding taxes paid. For less-developed countiies, credit is ratio
of income alier the income Lux 1o income belme that tan, times income 1, times the dividend payout rate, plus withholding taxes paid.

. Tax credit Is US. tax lability (column &), minus tax credit (column 7); figures ire rounded,

g Tax s forcign tax (column 5), plus tax credin (column 8).
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ing that foreign income and withholding taxes exceed 40 percent of the
affiliates’ taxable income.

Despite the severe differences in national tax laws, accounting rules,
sample coverage, and dates, the various sources of tax information indi-
cate that foreign taxes equal 40-45 percent of affiliates’ income. Qur
limited sample of twenty-four large manufacturers in table 6-1 had
foreign taxes amounting to 42.2 percent of the foreign affiliates’ book
income. The Commerce Department survey found that foreign income
taxes averaged 42 percent of manufacturing affiliates’ book income be-
fore taxes in 1966 and 40.1 percent in 1970. Using Kyrouz's statistics on
realized income tax rates in 1968, plus other statistics on dividend payout
ratios, we find that foreign taxes amounted to 43.8 percent of affiliates’
pretax income, using U.S. Internal Revenue Code definitions.**

Having described foreign taxation of American investments abroad,
we can now focus on U.S. taxes on their income. In column 6 of table 6-2
we show the taxes that would be due in the United States were it not for
the foreign tax credit. This tentative tax liability is based solely on the
dividends paid out; U.S. taxes on earnings retained by the foreign affili-
ates are deferred. Before 1976, for the developing countries the tentative
tax liability in the United States equaled 48 percent of the dividend paid
by the affiliate. A Philippine affiliate paying a $620 dividend (88 percent
of $704 after-tax earnings) would generate a tentative U.S. 1ax liability of
5297 (48 percent of $620). For developed countries, dividends must be
grossed up by the portion of the foreign income tax corresponding to the
paid-out dividend, which is equivalent to basing the U.S. tax on pretax
income multiplied by the dividend payout rate. For example, the $189
tentative U.S. tax liability on Canadian-source income equals 48 percent
(the U.S. tax rate) of 39.4 percent (the dividend payout rate shown in
column 3} of each thousand dollars in pretax income.

29. We reject the notably lower rate in Robert B. Stobaugh, “The U.S. Economy
and the Deferral of U.S. Income Tax on Foreign Earnings” (Cambridge, Massa-
chusetts: Management Analysis Center, 1975; processed ), p. 3-1. Stobaugh's analysis
of the impact of deferral is predicated on a foreign income tax rate of only 33 per-
cent of the foreign affiliates’ income before taxes, 2 Commerce Department estimate
for affiliates whose foreign taxes were less than 48 percent of their taxable income.
The apparent rationale for excluding affiliates paving higher taxes was that they
would be unaffected by the repeal of deferral. But the majority of manufacturing
investors used the overall method of calculating foreign tax credit, so high taxes
from one affiliate are averaged with low taxes from another. Commerce Department
statistics based on a!l manufacturing affiliates are sounder than those used by
Stobaugh.
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Next we come (o the foreign tax credit. For dividend income, the tax
credit equals the foreign income taxes allocable 10 the dividend plus
the withholding tax applied directly to the dividend. To take the
Canadian case as our example again, the foreign tax credit would amount
to 39.4 percent (the dividend payout rate) of $428 (Canadian income
taxes paid), or $169, plus the $34 in Canadian withholding taxes. The
foreign tax credits from the less-developed countries were less because
of the exemption from grossing up (repealed in 1976). In the Philippine
example, the $400 tax credit equals $217 for the withholding tax plus
$183 of the income tax (88 percent of $296 times 1 — 0.296). As we
can see by comparing column 6 to column 7, as often as not, the tentative
U.S. tax liability is fully offset by a foreign tax credit. The weighted
average of foreign tax credits for the twenty-four countries shown in
table 6-2 exceeds that of tentative U.S. taxes by $5.

What happens next depends on how the American investor calculates
the limitation of its foreign tax credit. If it elects the per-country method
(which it could do until 1976), it would pay the difference between the
tentative tax liability and the applicable foreign tax credit whenever that
difference were positive. Thus no additional taxes would be paid on
Canadian-source income, but an additional $1 per thousand doilars of
U.K.-source income would be payable to the U.S. Treasury. If the in-
vestor elects the overall method, it can match its total foreign tax credits
from all countries against its total tentative tax liability. The negative
figures in column 8 can be used to offset the positive ones. If the investor
has an overall surplus of foreign tax credits, it pays no additional taxes
in the United States. We can then refer back to column 5 to determine
the global tax burden on foreign affiliate income, for the United States
has imposed no additional taxes. If the investor has an overall deficit of
foreign tax credits, it must pay to the U.S. Treasury the difference be-
tween the total tentative tax liabilitv and total foreign tax credits.

Perhaps the most meaningful way of showing the consequences of an
overall deficit of foreign tax credits is to ask what would happen if
foreign affiliates in various countries generated an additional thousand
dollars in taxable income and paid additional foreign taxes and dividends
at the rates shown in columns ! through 5. In the Canadian case. a
foreign tax credit $13 larger than the tentative tax liability would be
generated, and the American investor could reduce its U.S. taxes on
other foreign income by that amount. In the U.K. case, however, the
foreign tax credit is less than the increased tentative tax liability, and the
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U.S. investor would increase its U.S. taxes by one dollar. Column & thus
displays the U.S. tax on foreign affiliate income for a corporation having
an overall deficit of tax credits. If we add the tax credit deficit in column
8 to the total foreign taxes in column 5, we can calculate the global tax
burden on the additional foreign-source income. In some instances that
global burden exceeds the foreign burden, in others it falls short.

The conclusion is that the total taxes imposed on each foreign affiliate’s
income depend not just on the income and withholding taxes imposed
directly on that income but on the American investor’s zlobal tax situa-
tion. If the investor has sufficient overall tak credits, no U.S. taxes are
paid on any foreign-source income, not even that from low-tax countries.
Income from various countries is taxed at the rates shown in column 5.
If the investor has insufficient tax credits, however, the global tax burden
includes a U.S. adjustment. shown in column 8. The total tax burden on
income from low-tax countries is increased, while that on income from
high-tax countries is decreased. U.S. tax policy, if it has any impact at all,
serves to increase the global tax burden slightly and to smooth the varia-
tion in tax burdens on income from different countries.

What use can we make of the calculations in table 6-27 What can we
learn from knowing that the global tax burden on income from various
countries is as we show it in column 5 or column 97 In answering these
questions, we must distinguish between transfer pricing and location-of-
investment issues. By transfer-pricing issues, we mean the flexibility that
American multinationals may have in setting prices for intrafirm exports
and imports; in levying charges for research and development, head-office
expenses, trademarks, and goodwill; in using debt or equity in advancing
funds to overseas affiliates; in charging interest on intrafirm loans; and in
otherwise allocating income within the muiltinational firm. These are
very complex decisions. Foreign exchange controls, exchange rate un-
certainties, limits on profit repatriation, and the firm’s internal account-
ing rules, and tax considerations influence firms’ internal accounts
strategy.®

10. That tax avoidance does affect various intrafirm accounts has been shown by
Sidney Robbins and Robert B. Stobaugh, Money in the Multinational Enterprise
(Basic Books, 1973), pp. 28 and 77; George F. Kopits, “Dividend Remittance Be-
havior Within the international Firm: A Cross-Country Analysis.” Review of Eco-
nomics and Statistics, vol. 54 (August 1972), pp. 339—42; and George F. Kopits.
“Intrafirm Rovalties Crossing Frontiers and Transfer Pricing Behavior™ (November
1974, processed).
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Tax authorities both in the United States and abroad try to constrain
firms® flexibility in exporting locally taxable income. Ordinary income
subject to no spetcial deductions or credits is taxed in the United States
at a rate of $480 per thousand dollars of income. If the tax rates shown in
columns 5 and 9 are tolerable approximations of the taxes due on addi-
tional foreign affiliate income, then the net tax benefit of allocating in-
come to overseas affiliates would be $480, less those rates. In some cases
(for example, France), the benefit may be negative, and the American
multinational transferring income to such an affiliate would pay more
foreign income and withholding taxes than it would have paid in U.S. in-
come taxes. In other cases, the tax benefits of allocating income to over-
seas affiliates are positive, but small. Nontax considerations may dominate
intracompany accounting practices. But when foreign tax rates are sub-
stantially below American, as they are in Switzerland and Panama, the
tax savings from shifting income may be substantial. Since the tax rates
shown in columns 5 and 9 average slightly less than $480, we conclude
that on average an American investor has a weak tax incentive to allocate
taxable income to most overseas affiliates but substantial incentive to
transfer income to low-tax affiliates.!

If we consider where the investment is made, the differential in tax
rates may be even smaller. Real investment in the United States benefits
from an investment tax credit, from the asser depreciation range accelera-
tion of depreciation allowances, and, perhaps, from the use of a domestic
internationai sales corporation. Unlike other elements in the definition of
-taxable income, these allowances are not extended to foreign source in-
come and are not, as a consequence, reflected in Kyrouz's realized tax
rates.

Adjusting the U.S. tax rate to account for investment tax credit or
accelerated depreciation can be complex, because the tax savings are
concentrated in the early vears of the investment rather than spread
evenly over its lifetime. Consider the investment tax credit. From 1962
to 1966, 1967 to 1969, and 1971 to 1973, 7 percent of expenditures on
qualifving machinery and equipment couid be deducted from current
U.S. taxes. The investment tax credit serves to reduce the initial capital
outlav and, thus, to raise the rate of return on domestic.investment. The

31. This conciusion assumes that, for one reason or another. such income would
not be treated as basecompany income, which under subpart F is subject to current
U.S. taxation rather than deferral.
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same effect couid be achieved by reducing the tax on the investment
income. The size of the comparable reduction in the income tax rate
depends on several factors, such as the coverage of the investment tax
credit or the rules for depreciating new investment. The 7 percent invest-
ment tax credit provides roughly the same stimulus to domestic manufac-
turing investment as a reduction in the corporate income tax from 48
percent to 46 percent.* If investors can use the asset depreciation range,
also, to shorten the depreciation life of investment by 20 percent. manu-
facturing investment would be further stimulated; the boost would be the
same as lowering the income tax rate from 46 percent to 45 percent. If
the rough assumptions behind these calculations are sound. we should
conclude that the investment tax credit and the use of the asset deprecia-
tion range virtually equalizes the average tax burden on domestic and for-
eign investment. Although individual corporations may have strong tax
incentives to locate certain types of investments in certain foreign coun-
tries, the average tax incentive 1o invest abroad rather than in the United
States i1s minimal.

If the choice is between investing abroad to serve the local market and
investing in the United States for export, tax considerations may favor the

32. Hufbauer, "The Taxation of Export Profits,” pp. 43—60, derives a formula
for the tax-cost-of-capital index: [ = | — uz — f/1 — u, in which [ s the index, u is
the nominal tax rate, z is the present vaiue of depreciation deductions from taxable
income, and f is the present value of the investment tax credit or similar subsidy.

This index measures the proportion by which a tax sysiem increases the pretax
return on capital necessary to generate any given aftertax return. We assume, some-
what arbitrarily, that 50 percent of all new investment (including that in inventories
and other current assets) is depreciable and that Hufbauer's estimate of z (.547)
applies to those investments. Thus. our estimate of .274 is half of Hufbauer's. These
sstimates do not include the use of ADR allowances. If « is 48 percent and there is no
investment tax credit. f equals zero and / equals 1.67. If a 7 percent tax credit appii-
cable to 40 percent of total investment is introduced, then f equals 2.8 percent (40
percent of 7 percent), and [ drops to 1.62. By taking the toral differential of the
formula for /. we show that reducing « from 48 percent 1o 46 percent would have a
comparable impact on /.

Determining the impact of ADR requires additional assumptions: Hufbauer's
estimate of the present value of : follows from a 10 percent rate of discount, an
investment with a 13-vear depreciabie life. and the use of the straight-line method of
depreciation. If ADR shortens the depreciabie life by 20 percent. 1o 1.4 years. it
increases the present value of future depreciation to .605 times the current capital
outlay. Because we assume that only S0 percent of total investment is depreciable.
our estimate of z increases from .274 to .303. By accelerating the depreciation de-
ductions, ADR further reduces the tax cost of capital from 1.62 to 1.59; a compar-
able reduction in ! could also be achicved by further reducine the income tax from
46 percent to 45 percent.
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latter. If the American investor establishes 2 domestic international sales
corporation to receive export commissions, it can defer indefinitely at
Jeast one-quarter of its income from U.S. taxation. The combination of a
7 percent investment tax credit, ADR depreciation .allowances, and the
use of a DISC can reduce realized U.S. taxes from 48 percent to 33.8
percent {75 percent of 45 percent) of pretax income.

In summary, the most striking feature of the existing tax system is its
complexity and, consequently, the variation of effective rates of taxation
from one corporation to another and from one country to another. Of
the twenty-four companies reporting foreign tax and income statistics,
American Standard pays 60.7 percent of its foreign affiliates’ book in-
come in foreign taxes, while Honeywell pays only 22.5 percent in foreign
taxes (see table 6-1). For the twenty-four countries examined, foreign
income and withholding taxes average 66.2 percent of taxable income
in India and 21.5 percent in Panama. In averaging these tax burdens
across countries, we compute a typical tax burden of 43.8 percent for
1968 (see table 6-2). Because this rate is less than the 48 percent statu-
tory rate in the United States, we conclude that American corporations
might have a weak incentive 10 allocate taxable income to foreign, rather
than American, affiliates. The high income and withholding taxes in
Canada and most countries in Western Europe discourage allocating in-
come to those affiliates, whereas the low tax rates in certain (particularly
developing) countries may attract taxable income to them.

When the issue shifts from transfer pricing to the location of invest-
ment, tax differentials narrow further. The investment tax credit and the
ADR. which apply only to domestic investment, offer inducements to in-
vest in the United States rather than abroad. Furthermore, if the manufac-
tures are destined for export, a DISC can reduce the U.S. tax rate by
one-fourth, more than enough to tilt the tax bias toward investing in the
United States. Despite the widespread view that current U.S. tax policy
encourages American corporations to allocate income and investment to
overseas affiliates, that bias is true only in exceptional cases.

Possible Changes in U.S. Tax Policy .

We turn now to an analysis of the effects of possible changes in U.S.
tax policy. singly or in combination, on the location of new investment,
the level of taxes paid at home and abroad. corporate profitabiiity, and
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other items of potential concern. Although one inevitably prejudges cer-
tain issues in drawing up the list of changes to be considered, we scanned
a long menu: eliminating deferral, going back to the per-countrv method
of calculating the foreign tax credit, extending the domestic investment
tax credit to foreign expenditures on qualifying machinery and equipment,
repealing DISC, increasing R&D charges against foreign-source income,
and replacing the foreign tax credit with a simple deduction.

Repealing Deferral

Under current tax policy, an American investor's tentative tax liability
and offsetting tax credit are based on the dividends it receives, which are
typically a third to a half of its affiliates” total earnings. As long as foreign
income and withholding taxes average less than 48 percent of the affili-
ates’ earnings (which occurred in eighteen out of twenty-four countries
represented in column 5 of table 6-2), American investors benefit from
deferral. Were deferral eliminated and all foreign earnings subject to
U.S. taxes, the effective rate of taxation on those earnings would be
elevated to 48 percent.

Assuming that American investors could continue to use the overall
method of calculating allowable foreign tax credits, the tax burden on
income from various countries would increase by $480 minus the amount
shown in column 5 or 9 of table 6-2. Taxes on income from a Canadian
affiliate would be increased by $18 per thousand dollars of pretax income
for an investor with a current overail surplus of tax credits, and by $31
per thousand dollars for an investor with an overall deficit. Since the
earnings-weighted average of foreign taxes across all twenty-four coun-
tries in 1968 was 43.8 percent, repealing deferral would have raised an
American investor’s taxes by over 4 percent of foreign affiliate earnings
before taxes in that year.

Between 1968 and 1974, foreign earnings of manufacturing affiliates
increased substantially and dividend payout ratios declined from 51 per-
cent to 40 percent.*® Even if foreign income and withholding tax rates
remained constant, the decline in the dividend payout ratio aione would
have reduced the average tax burden on foreign affiliate earnings from
43.8 percent to 42.7 percent. By this reckoning, repealing deferral might

33. Survey of Current Business, vol. 54 1 August 1974), pp. 20-21; and ibid.,
vol. 55 (October 1975}, table 4.



TAX ISSUES 197

cost American investors 5—-6 percent of their foreign affiliates’ earnings
in 1674, hardly a trivial increase.

While the preceding estimates give a rough impression of the gross
impact of eliminating deferral, they take no account of the multination-
als’ response 1o the increased taxes on foreign affiliate earnings. Any
resulting cutback in foreign investment not only reduces taxablie income
and revenues but also the flow of investable funds from parent to affiliate
and, thus, the global investment strategy. Telling a coherent story, much
less a realistic one, about the consequences of any tax change requires a
fully specified model of multinational investment behavior. Most analyses
stop here, for it is difficult to estimate the probable impact on investment
patterns, profitability, and the like.

In an effort to present the entire picture, we developed a microeco-
nomic model of investment behavior to simulate the impact of changing
various aspects of American tax policy. While the model necessanly
simplifies and distorts real-life behavior, it does allow us to trace some of
the important implications of U.S. policy. Although the impact of any
tax reform, such as repealing deferral, may vary substantially from one
investor to another, we believe that our analysis vields objective, if crude,
estimates of the typical consequences for a large multinational manu-
facturer.®*

Although we tried to keep our microeconomic analysis as simple as
possible, incorporating the essential features of U.S. tax policy makes
even the most simplistic model complex. Rather than incorporating the
formal analysis into the text, we summarize its critical features here and
refer interested readers to appendix B, The model simuiates the behavior
of a large manufacturer with ongoing operations at home and abroad.
We ignore exporting and assume that foreign and domestic investment
opportunities are independent of each other. The primary link between
foreign and domestic investment derives from their competition for the
multinational’s investable funds. While the multinational can supplement
its own cash flow with borrowed funds in financing its global investment.
we assume that the investor must pay higher interest costs the more it
seeks to borrow.

These assumptions.constrain the predicted impact of any tax change.
such as the elimination of deferral. Since eliminating deferral raises taxes

34, We do not attempt to simulate the impact of tax changes on mining. ship-
ping, or any other nonmanufacturing industries.
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on foreign affiliates’ income, the investor becomes less willing to invest
its own funds overseas. Domestic U.S. investment will be substituted for
foreign investment whenever the tax burden on the latter is increased.
Furthermore, higher taxes leave the investor with lower investable funds
worldwide. While firms can increase their borrowing, thev will find it
growing more costly, so global investments fall when taxes increase. The
net impact of a tax change is 2 combination of a substitution effect (for
example, domestic investment rising and foreign investment falling) and
a liquidity effect (for example, global investment falling). While the size
of the substitution and liquidity effects depends on the elasticities of
investment demand and other parameters, their existence is assumed by
the very nature of our analysis. As in all simulation models, the con-
clusions are the product of the underlving assumptions.

Our analysis incorporates many of the essential features of intrafirm
financial behavior: the use of debt and equity in transferring funds to
overseas affiliates; interest payments on outstanding debt; head-office,
royalty, and other intrafirm charges; and intrafirm dividend pavments. As
we show in appendix B, tax considerations affect optimal intrafirm finan-
cial behavior. That financial behavior, in turn, modifies the impact of
tax policy. For instance, the substitution of debt for equity in financing
foreign investment mitigates the impact of any tax change on foreign
investment. This is the inevitable consequence of allowing firms to deduct
interest costs and taxing only the return on equity. It is difficult to know
how much fiexibility American investors have in changing their intrafirm
accounting practices and how much they would use that flexibility to
avoid the burden of a tax change. Accordingly, most of the estimates
developed below assume that American investors maintain constant
rates for charging head-office, research and development, and other joint
expenses back to their affiliates and that they maintain constant dividend
pavout ratios. In cases considered below, where a U.S. tax policy
would encourage muitinationals to manipulate these financial ratios, we
indicate what those changes are and what their consequences would be.

While certain of our model’s parameters could be estimated easily (for
example, dividend payout ratios, debt-equity ratios), others couid not.
In particular, the responsiveness of foreign or domestic levels of invest-
ment to changes in the cost of capital, or of interest rates to the volume
of borrowing. cannot be ascertained. These parameters are critical: the
more elastic the investment opportunities and the supplv of investable
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funds, the greater the impact of tax changes on foreign and domestic
investing. In the end we specify what seems to be reasonable values for
these critical parameters and proceed with our calculations. But the
mathemalical nature of our analysis hardly compensates for the lack of
accurate information about investment and borrowing opportunities.

Our estimates of the impact of repealing deferral on American manu-
facturing investors (the model does not suit other industries well) are
shown in table 6-3.°" These figures represent our best judgment of what
would have happened if all foreign affiliate earnings, not just dividends,

had been subject to U.S. taxation in 1974. Because of the increased tax

on foreign investment income, the multinational manufacturer would
substitute domestic for foreign investment. We estimate that the current
rate of U.S. investment (in property, plant, equipment, inventories, and
so on) would have risen by $1,429 million, or 3.9 percent more than the
actual value. Likewise, new foreign invesiment would have fallen by
$1,549 million, or 8.5 percent of its actual value. Note that foreign invest-
ment would have fallen by more than domestic investment would have
risen. This is the liquidity effect: higher global taxes lead to lower global
investment. Note, too, that the impact of eliminating deferral on the
capital outflow from the U.S. parent to its foreign affiliates is significantly
larger than its impact on foreign or domestic capital formation. This re-
flects our implicit assumption that American investors would have
financed more of their foreign investment and less of their domestic in-
vestment with locally borrowed funds than they actually did. Changing
U.S. tax policy may have more of an impact on the location of borrowing
than on the location of real invesiment.

Table 6-3 shows how eliminating deferral might have altered the dis-
tribution of 1574 pretax earnings among foreign governments, the U.S.
Treasury, and American investors. The principai gainer would have been
the U.S. Treasury: the foreign affiliates’ retained earnings would have
been taxable, and domestic investment and income would have been
stimulated. The big losers would have been the American multinationals,
whose consolidated after-tax earnings would have been reduced by

35. Our simulation model was refined and its parameters reevaluated over the
course of its development. Accordingly. these estimates may not be the same as those
in earlier reports on our research. We regret possible confusion but believe that the
comments and criticisms we received on earlier versions were 100 imporiant (o
ignore.
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Table 6-3. Estimated Effect of Eliminating Deferral on American
Manufacturing Multinationals. 1974
Millions of.dollars unless otherwise stated

Change
lem initial valuet Amount Percentage
Domestic investment 36,400 1,429 3.9
Foreign investment 18,300 -1,54% —8.5
Net capital outflow 2,710 - 2,466 —-91.0
Consolidated after-tax profits 15,194 —534 = K
U.S. taxes 6,005 £ 545 9.1
Foreign taxes 5,001 —80 —1.6

Source: See appendix B. Dawm previously appeared in Thomas Horst “american Taxation of Muiti-
national Firms,'' American Economic Review, vol. 67, p. 381,

a. Figures for domestic investment are estimaies of the 1%74 increase in total assets (short- and long-termi
of parent corporations of American manufaciuring multinationals. Figures for foreign investment are
estimaies of the 1974 increase in total assets of the foreign afhiiates of the multinationals. Figures fo- net
capital outflow represent the 1974 new capital ourflow from parent cocporations to their foreign affiliates.
Figures for consolidated afwer-tax profits are the 1974 profits after taxes of American multinationals.
Figures for LS. taxes include 1974 income taxes on both domestic and forvign-source income. Figures for
foreign taxes include taxes on affiliates’ i plus withholding taxes on interest, dividends, and all other
intrafirm charges.

roughly the increase in U.S. taxes. Foreign income and withholding taxes
fell slightly, because foreign investment was cut back and foreign borrow-
ing costs increased. Notice, finally, that increasing taxes is 2 negative-sum
game: the gains to the U.S. Treasury are outweighed by the combined
losses to the American investors and to the foreign treasuries. This con-
clusion follows from our assumption that American investors are partially
dependent on their own retained earnings to finance new investment and
generate new earnings.

The preceding analysis presumes that the United States could repeal
deferral without any change in foreign tax laws or tax rates. But foreign
governments might react to the potential loss of investment and revenues,
at 2 minimum. by eliminating their present tax incentives for U.s. in-
vestors and thus raising their effective tax rate to the normal rate of
corporate tax. The host countries might even retaliate by treating the total
earnings of American affiliates as presumed dividend distributions, and
thereby subjecting them to the dividend withholding tax.™ Because this

36. Dan Throop Smith, “Taxation of Foreign Business Income: The Changing
Objectives,” Taxation of Foreign Income by the United Stutes and Otiier Countries
(Tax Institute of America, 1966). pp. 241-55 and Department of the Treasury,
U.S. Taxation of the Undistributed Income of Controtled Foreign Corporations
(April 1976), p. 76. A separate but similar problem arises regarding nonrepatriable
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scenario may be as plausibly pessimistic as our prior presumption (no
foreign retaliation ) was optimistic, let us trace its implications.

The bottom line of table 6-2 indicates that foreign income taxes
averaged 39.1 percent and dividend withholding taxes 14.8 percent of
foreign affiliate earnings. If these withholding taxes were applied to all
earnings, total foreign taxes would have averaged 48.1 percent of the
foreign affiliates’ income. (The effective tax rate would equal .391
+ .148 (1 — .391) = .481.) If so, the multinationals’ foreign and do~
mestic investment, the intrafirm flow of funds, and after-tax earnings
would remain almost as shown in table 6-3. These two scenarios differ in
who collects the higher taxes, for now the foreign government would,
through its withholding tax, capture a significant portion of the $566
million tax gain we attribute to the United States. So, while the United
States would still gain new investment, it would capture only a small por-
tion of the higher taxes paid by the multinationals.

We use our model to estimate the impact of eliminating deferral on
American investor’s current rates of domestic and foreign investment,
after-tax earnings, and foreign and domestic taxes but have not projected
our findings over 2 long period of time. Stobaugh has made 2 long-run
analysis, which concludes ‘that the long-run consequences of eliminating
deferral reverse the short-run effects.®” Let us contrast his analvsis with
ours.

Stobaugh's analysis rests on certain critical assumptions: multination-
als will not invest more at home when the tax on foreign investment
income increases; the rate of new foreign investment is strictly limited by
the after-tax earnings on existing assets; new foreign investment has a
cumulative impact on the cost-competitiveness of U.S. overseas invest-
ment, a learning-by-doing effect. The net product of these assumptions
is a rigid link between the after-tax earnings on existing investment and
the growth and profitability of future investment. While our own findings,

earnings, such as those compietely blocked by host-country exchange controls or
those discouraged by steeply graduated remittance taxes (as in Brazil). In such in-
stances, the parent firm eould not finance its tax pavments from the subsidiary whose
earnings were being taxed. It would not be possible to grant blanket exczptions for
such earnings, for host countries would be encouraged to levy tham. Exceptions
should probably be made in specific cases (as they are now for branch earnings,
where the identical problem occasionally arises).

37. Stobaugh, “The U.S. Economy and the Deferral of U.S. Income Tax on
Foreign Earnings.” esp. chap. 5.
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if extrapolated into the future, suggest the same divergence between
short-run and long-run effects, the projected turning point would not
come nearly as early.

Calculating Foreign Credit by Per-Country Method

With the passage of the Tax Reform Act of 1976, all U.S. investiors
must use the overall method of calculating their allowable foreign tax
credit. Because the overwhelming majority of manufacturers preferred
the overall to the per-country method, this change will have a2 minimal
impact on manufacturing investors. A case can be made, however, against
the overall method: if a U.S. multinational has excsss foreign tax credits
from high-tax countries, it will have a tax incentive to allocate income to
and locate production in countries with low tax rates, tax holidays, liberal
depreciation allowance, or other tax incentives. In short, the overall
limitations and deferral are objectionable for the same reasons.

The virtee of the overall limitation is that it is simpler to administer
than the per-country limitation:** determination of a company’'s U.S. tax
liability does not hinge on transfer prices for transactions between two
foreign affiliates. However, the benefits of the per-country limitation
could be had at a lower administrative cost if foreign-source income were
put into two baskets, a high-tax basket and a Jow-tax basket, and if two
separate foreign tax credit limitations applied. Then the only transactions
whose transfer prices would need ciose monitoring would be those be-
tween high-tax and low-tax countries (like Irish exports to France).

Extending the Investment Tax Credit to Foreign Income

If deferral were eliminated, the realized rate of taxation on foreign
affiliate earnings would climb to 48 percent. Because domestic investment
was eligible for a 7 percent investment tax credit in 1975 and a 10 percent
credit thereafter, the tax changes analyzed above would clearly tilt the
tax incentives toward investing in the United States. If the objective cf
U.S. tax policy is to equalize the tax burden on foreign and domestic in-

38. Department of the Treasury, U.5. Taxation of the Undistributed income of
Controlied Foreign Cerporations (April 19761, p. 61.
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Table 6-4. Estimated Effect of Extending a 7 Percent Investment Tax
Credit to New Investments of Affiliates of American Manufacturing
Multinationals, 1974

Millions of dollars unless otherwise stated

Chunge with tax

Change with tax credit pius elimination
p— credit alone of deferral®

Item value® Amount Percentage  Amount Percentage
Domestic investment 37,829 —1,182 -3.1 247 0.7
Foreign investment 16,751 2,103 12.6 554 3.0
Intrafirm flow of funds 244 1,776 721.9 -690 -25.5

Consolidated after-tax

income 14,659 442 3.0 -92 —-0.6
U.S. taxes 6,573 —457 -7.0 - 88 1.5
Foreign taxes 4,921 54 11 | -24 -0.5

Source: Ses appendix B.

a. After elimination of deferral. For definition of each value, see table &3, note a.
b. See wabie 63.

¢. Based on inital values, 1able 63,

vestment, the foreign tax credit must include a credit for new investment
by the foreign affiliate.*

We use our microeconomic model to simulate the impact of exiending
a 7 percent investment tax credit to foreign manufacturing affiliates’ in-
vestment in 1974, assuming that 40 percent of total investment would
qualify under the definitions currently in use regarding domestic invest-
ment. Table 6-4 shows these efiects (assuming that deferral were elim-
inated) and the combined impact of both tax changes. The primary
impact of extending the investment tax credit would, of course, be to
stimulate foreign afiiliates’ investment spending. We estimate that such
expenditures would rise by $2.1 billion, which would be more than
enough to reverse the impact of eliminating deferral. While this addi-

19. Capital-export neutrality could be achieved by eliminating the investment 1ax
credit (and the asser depreciation range) aitogether. This is a much larger siep than
exiending it to foreign investment, however, and raises questions concerning U.S.
domestic economic policy, which are not considered in this volume.

The original investment tax credit (1962) was viewed as temporary and. indesd.
has been removed and restored twice since that time. More recently, however, it has
come to be viewed as a permanent part of U.S. tax policy. In 1976 Congress did
consider making it permanent, and President Carter proposed such a step in ear!y
1978, Any future suspension, however. shouid apply w© foreign as well as domestic
investment.
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tional change would depress domestic investment, it would still be higher
than before the tax changes. Note that the combined impact of elim-
inating deferral and extending the investment tax credit is to expand
global investment; the investment tax credit has a comparatively larger
impact on investment spending than deferral has.

Extending the investment tax credit (even at 7 percent) to foreign
investment income largely offsets the impact of eliminating deferral and
on corporate income, U.S. taxes, and foreign taxes. The U.S. Treasury
would have collected 1.5 percent more in corporate income taxes from
manufacturing investors than it actually did in 1974, while corporate in-
come after taxes and foreign taxes wouid each have fallen by less than
| percent. The combined tax changes necessary to equalize the tax bur-
dens on foreign and domestic investment income would, thus, have a
minimal impact on the aggregate balance between foreign and domestic
investment. While individual corporations or countries may feel more
of the efiects than others, the aggregate impact is apt to be small.

Repealing DISC

When the domestic international sales corporation legisiation was
passed in 1971, its primary justification was to promote U.S. exports and
reverse a growing balance-of-payments deficit. Its supporters argued that
DISCs ars necessary to give American exporters tax advantages ap-
proaching those enjoved by their foreign competitors and to offset the
impact of deferral in encouraging American firms to produce overseas.
As noted above. the use of a DISC effectively reduces the tax on income
from exporting by one-fourth. Without the investment tax credit, the
effective tax on export income would be reduced from 48 percent to 26
percent; with a 7 percent investment tax credit, the tax burden would be
diminished to 34.5 percent.

The Tax Reform Act of 1976 limited DISC benefits to U.S. exports
over and above a base value. This base value until 1980 is 67 percent of
the average value of a corporation’s exports during the four-vear interval
1972-75; in 1980 the base period shifts forward by one vear (1973-76)
and continues shifting forward in each succeeding vear. If a corporation’s
annual exports during the base period average, for example, 50 percent

of its current exports, then the base value would be 33.5 percent (47
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percent of 50 percent). Under the new legislation, the U.S. exporter
would be deemed to have distributed dividends from its DISC equal to
33.5 percent of the DISC's earnings plus haif of the remaining 66.5 per-
cent, or a total of 66.75 percent. Under the original DISC legislation,
only 50 percent of DISC earnings were deemed to be distributed and,
thus, subject to U.S. taxation. Rather than trying to incorporate DISC
into our microeconomic model, we drew on a similarly motivated analysis
of the consequences of the old and the new DISC legislation.* Qur
conclusions are:

1. The rate of return on DISC-assisied export sales was 17.3 percent
in 1974, more than twice the comparable 8.4 percent return on domestic
sales. Because export income is taxed at a lower rate than domestic in-
come, we have prima facie evidence that some portion of DISC tax
savings were retained by U.S. exporters as profits after taxes, rather than
passed on to foreign importers through lower export prices. Qur best
estimate is that one-half to three-fourths of the tax savings made available
by DISC were passed on through lower export prices and that the remain-
ing one-half to one-quarter was retained by U.S. exporters. (A primary
source of uncertainty in this estimate is exporters’ ability to allocate
deductible expenses, such as interest, depreciation, even labor and mate-
rials, to domestic, rather than export, sales. )

2. The best available estimate of the elasticity of foreign demand for
U.S. manufactured exports implies that a 1 percent reduction in export
prices expands the volume of U.S. exports by 2.85 percent and the value
by 1.85 percent. Combining that elasticity with our estimate that DISCs
reduced export prices by 2.5 percent in DISC-vear 1974 (roughly, cal-
endar year 1973) and the fact that DISC-assisted exports amounted to
54+ billion, we conclude that U.S. exports were $2.1 billion higher in
DISC-year 1974 than they otherwise would have been. This gain repre-
sents less than 3 percent of contemporary U.S. exports. By contrast, the
15 percent depreciation of the U.S. doilar against foreign currencies be-
tween 1971 and 1974 would have contributed more than ten times the
DISC contribution to U.S. export growth.

These conclusions characterize the immediate impact of DISCs. rather

40. Thomas Horst and Thomas Pugel. “The Impact of DISC on the Prices and
Profitability of U.S. Exports.” Journal of Public Economics, vol. 7 (February 1977),
pp. 73-87.
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than the long-run, generai-equilibrium effects. In this instance, however,
the long-run effects are particularly hard to ignore. Exchange rates have
been far freer to fluctuate since 1971. Under a flexible exchange rate
system. the DISC-induced increase in exports tends to appreciate the
value of the dollar in foreign exchange markets, which makes it harder for
DISC nonusers to export from the United States and easier for foreign
producers (including the foreign subsidiaries of U.S. companies) to
export to the United States. Exchange-rate adjustments may partially or
fully offset the immediate impact of DISCs. Thus, we conclude that
DISCs add far less to net U.S. production, investment. or the balance of
payments than proponents claim, and that DISCs overcompensate for
the tax advantages of deferral, in most instances.

Increasing Charges for Joint Expenses

As noted in table 6-1, American investors report higher earnings and
pay higher taxes abroad than thev do in the United States. While the
differential may be due to faster growth and less competition in foreign
countries, it may also reflect intrafirm accounting practices. In 1973,
for example, head-office, royaity, R&D, and all other such charges
amounted to just over | percent of foreign manufacturing affiliates’ total
sales.*” Determining what expenses should be prorated among foreign
and domestic affiliates (all research and development? only basic re-
search?) and what basis should be used in prorating such expenses
(sales? assets? employment?) is fraught with peril, and we have no way
of knowing exactly what such intrafirm charges should be.

The historically low charges for R&D and other joint expenses finally
led the Treasury Department to issue new guidelines for sections 861 and
863 of the Internal Revenue Code. These sections guide the allocation of
joint costs among foreign and domestic affiliates for the purpose of deter-
mining the overall limitation on the foreign tax credit. Unless an in-
vestor’s total foreign tax credits are less than its allowable maximum, the
new guidelines raise taxes paid to the U.S. Treasury.

The impact of the new guidelines on a corporation depend crucially
on how much R&D and other such charges against foreign-source income

41. Survey of Current Business, vol. 55 (August 1975}, p. 23; and ibid.. vol. §5
1 October 1975), p. 49.
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can be increased. Once apain, let us consider two very different scenarios:
first, that the new guidelines succeed in.inducing U.S. manufacturers 1o
double their current charges for R&D, head-office expenses, and so on.
(We do not mean to imply that a doubling of charges is likely or reuson-
able but to establish a benchmark for judging the possible significance of
the Treasury Department guidelines.) Our microeconomic model indi-
cates that the impact on foreign and domestic investments would be as
indicated in table 6-5. As one can see, real capital formation at home and
abroad would be affected only marginally. The primary impact would be
to shift taxable income and, thus, tax payments from the foreign affiliates
to the U.S. parents. Since the 48 percent U.S. rate exceeds the current
realized foreign income tax rate, the giobal tax burden on American in-
vestors goes up slightly, and consolidated after-tax earnings fall by 1
percent.

Our second scenario assumes that foreign tax authorities will not
permit any increase in R&D or other intrafirm charges.** If the U.S. parent
must nonetheless reallocate expenses for U.S. tax purposes, its allowable
foreign tax credit will fall. Unless the investor starts with a deficit of
foreign tax credits (that is, is paying fewer foreign income-and withhold-
ing taxes than the maximum that can be credited), its U.S. tax payment
will increase. Whether we call this disputed income foreign or domestic,
it will be subject to double 1axation.

Since the 1ax increase is likely to be proportional to a firm’s foreign
investment, the new guidelines would have exactly the opposite effect to
extending the investment tax credit to foreign-source income: U.S.
taxes would increase in proportion to foreign investment. If the new
guidelines doubled R&D and other such charges 1o foreign affiliates. but
no new deductions were allowed overseas, we estimate that the changes
shown in the last two columns of table 6-5 would have occurred. Because
foreign investment is subject to implicit double taxation, it falls by S3
billion (17 percent of its 1974 value). and U.S. tax collections increase
by almost S1 billion, but the gain comes at the multinationals’ expense
rather than the foreign governments’. Foreign governments can thus pro-
tect their tax base only at the cost of discouraging American-owned in-
vestments.

42. For example, Canada in the early 1970s disallowed deductions for interest
paid to related companies whenever the debt-equity roster of the affiliate exceeded
3:1. Similar limits might be placed on the other 1vpes of intracompany transfers.
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Table 6-3. Estimated Effect of Doubling Head-Office. R&D. and Other
Intrafirm Service Charges by American Manufacturing Multinationals,
1974

Millions of dollars unless otherwise stated

Higher deductions Higher deducrions not

allowed by foreign allowed by foreign
1ax authoriiies 1ax authorities

Initial Amount Percentage Amount  Percentage
Irem values change  change change change
Domestic investment 36.400 149 0.4 1,393 3.8
Foreign investment 18,300 —-332 -1.8 —3,087 -16.9
Net capital outlow 2,710 444 16.4 -2,718 —100.3

Consolidated afier-tax

income 15,154 -142 -0.9 -992 —-6.5
U.S. taxes 6,005 688 11.5 981 16.2
Foreign taxes 5,001 -592 -11.8 —B4 -1.7

Source: Ses appendix B. Table previously appeared in Thomas Horst, “American Taxation of Mult-
naticna! Firms." American Economic Review, voi. 67, p. 384,

a. For definition of each vaiue, see tabie 63, note a.

b. Assumes that chargss are raised from 1.1 percent 10 2.2 percent of foreign subsidiaries’ total assets
and tha: the foreign government allows higher deductions from the subsidiaries’ taxabie income.

€. Assumes that charges are rased from .| percent to 2.2 percent of foreign subsidiaries’ total assets.

Replacing Foreign Tax Credit with Simple Deduction

The AFL-CIO advocates eliminating the foreign tax credit altogether
and merely allowing American investors to deduct foreign income and
withholding taxes from their foreign-source income. Foreign-source in-
come would, thus, be taxed twice (first by the foreign government and
then again by the United States), achieving national neutrality. We use
our microeconomic model to determine what would have happened in
1974 in the absence of the foreign tax credit; our tentative conclusions
are tabulated in table 6-6.

Our analysis indicates that U.S. manufacturing investors would not
only stop sending new capital overseas but also repatriate substantial
sums already invested. While the rate of new investment by overseas
affiliates would be slashed by more than half, foreign operations would
continue 1o expand. albeit at a greatly reduced rate, as long as the sub-
sidiaries could tap local capital markets. Domestic investment by the
U.S. parents would increase by $9 billion. or just over 25 percent of the
parents’ current rate. Despite the substantial substitution of domestic for
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Table 6-6. Estimated Effect of Repealing Deferral and the Fureign
Tax Credit and Allowing a Deduction for Foreign Tuxes Paid by
American Manufacturing Multinationals, 1974

Millions of dollars unless otherwise stuted

Change
ftem Initial vaiue* Amount Percentage
Domestic investment 36,400 9,291 25.5
Foreign investment 18,300 —10,283 —-56.2
Net capital outflow 2,710 —15,725 —580.3
Consolidated after-tax income 15,149 —2,983 —-19.7
U.S. axes 6,005 3,028 50.4
Foreign taxes 5,001 - 504 —=10.1

Source: See appendix B. Dal previously appeared in Thomas Horsy, “American Taxation -of Multi
national Firms," American Economic Review, vol. 67, p. 186,
a. For definition of each value, see table 63, note a.

foreign investment, the muitinationals would still end up paying 33
billion in additional taxes to the U.S. government, which would reduce
their consolidated after-tax income by almost a fifth.** It is worth noting
that if U.S. investors are prevented from repatriating past capital out-
flows, by, inter alia, the unwillingness of host countries to accept such
changes in their own balance-of-payments positions, the substitution of
domestic for foreign investment would be greatly truncated. In fact, if
net capital outflows must remain positive, domestic investment would
actually fall: the higher U.S. taxes paid by the parent would have a
greater impact on its domestic investment than the limited substitution of
domestic for foreign investment. All of this is to say that the gain in
domesiic investment should not be taken for granted.

Because the tax consequences of the foreign tax credit are so large,
the multinationals would doubtless sesk other ways of minimizing the
impact of its loss. Some corporations would surely reincorporate over-
seas.** Many would divest themselves of subsidiaries, although this might

43. Other analysts predict much larger effects: $7.5 billion (Department of
Commerce); $3.3 billion in 1970, probably rising to about $7 billion by 1975 (Peggy
B. Musgrave); and 36.7 billion (International Economic Policy Association, IEPA).
These results are summarized in the IEPA testimony. Tax Reforms. Hearings before
the House Ways and Means Committee, 94:1 (GPO, 1975). pt. 3, p. 2027,

44, J. L. Kramer and G. C. Hufbauver, “Higher U.S. Taxation Could Prompt
Changes in the Multinational Corporate Structure,” [nternarional Tax Journal, vol. |
(Summer 1975), pp. 301=-24,
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be difficult with many erstwhile subsidiaries for sale. Most investors
would search for ways to pare their equity invesiment to a minimum
while maintaining effective control over their subsidiaries’ operations.
Management service contracts, which have become common in the re-
source extraction industries, could spread through other industrial sec-
tors. The quantitative significance of these responses is impossible to
estimate, but they might mitigate the impact of losing the foreign tax
credit.

Summary and Conclusions

In theory, the United States taxes foreign-source income but in prac-
tice most U.S. manufacturing investors pay little or no U.S. taxes on
income earned abroad. The foreign tax credit is usually sufficient to
offset U.S. taxes tentatively due on foreign-source income. Foreign in-
vestment in some countries qualifies for tax holidavs or is otherwise
spared from taxation, but in Canada and most countries of Western
Europe the combined income tax and dividend withholding tax produce
an effective tax rate comparable to that of the United States. Although
exact statistics are hard to find, the typical foreign manufacturing affiliate
appears to pay 40-45 percent of its pretax income to foreign govern-
ments, a rate as high as or higher than the rate U.S. firms pay to the U.S.
government on their domestic income. Despite the well-publicized excep-
tions, as a general rule multinationals do not escape taxation by investing
overseas.

The broad objective of U.S. tax policy should be, we believe, to
equalize the tax burden on foreign and domestic income (the standard of
capital export neutrality). Although the full implications of repealing
the foreign tax credit and striving for national neutrality are difficult to
assess, the evasive tactics of the multinationals and the protective reac-
tions of foreign governments are likely to deprive the United States of
many of the expected benefits. At the other extreme, matching the exemp-
tion for foreign income offered by some foreign zovernments in the hope
of achieving competitive neutrality seems clearly inconsistent with broad
U.S. interests.

In the aggregate, U.S. tax policy is closer to capital export neutrality
than commonly supposed. Deferral gives foreign investment onlv a small
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advantage, which is offset by the denial of the investment tax credit and
the ADR acceleration of depreciation. But when the retained eurnings
of an affiliate in a low-tax country avoid U.S. taxation through deferral,
while its dividends are sheltered by excess tax credits from high-tax coun-
tries, assertions of aggregate neutrality have a hollow ring.

Neutrality at a low level of aggregation can be achieved by modifying
the overall limitation (without necessarily reinstating the per-country
limitation of the 1950s). Dividing countries into high-tax and low-tax
categories and imposing separate limitations on the foreign tax credits in
each category would correct the worst feature of the overall limitation.
Only transfer prices involving transactions between a high-tax country
and a low-tax country would need to be closely scrutinized, for realloca-
tions of income among high-tax countries or among low-tax countries are
of little concern to the Internal Revenue Service.

Although their aggregate effects are likely to be small, we nonetheiess
believe that these changes should be made. The political controversy
over mulunationals is heightened by the widespread belief that U.S. tax
policy implicitly encourages American manufacturers to export jobs,
and although that belief is largely unfounded, exceptions do exist. Some
investors do have strong tax incentives to invest in low-tax countries, and
those incentives would be largely eliminated by the tax changes we
propose. Furthermore, the deferral of U.S. taxes on foreign-source in-
come helps justify domestic international sales corporations, which serve
little purpose in a world of flexible exchange rates. Finally, as long as
deferral is granted, manipulative transfer pricing is encouraged, and tax
havens must be attacked with the cumbersome rules defining base-com-
pany income.

Perhaps the messiest issue confronting policymakers is allocating tax-
able income within the multinational enterprise. Foreign aftiliates tend
to earn higher returns on sales and assets than their U.S. parents earn.
and the differential may be partly due to low charges for R&D and other
joint expenses incurred by the parent. Unfortunately, pinpointing this
issue is easier than solving it. Increasing R&D and other such charges is
a zero-sum Or negative-sum game: U.S. tax gains must come from the
multinationals or from foreign tax authorities. The new guidelines for
sections 861 through 864 of the Internal Revenue Code are welcome
steps in the right direction. Whether they have the desired effect of in-
creased R&D and other such charges against foreign subsidiaries’ tax-
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able income remains, of course, to be seen. But some unilateral action by
the United States was and is necessarv. Without pressure from the
United States, the muitinationals have little incentive 10 propose (or
foreign treasuries to accept) new or higher charges. As we note. foreign
governments can protect their tax base by refusing to permit any new
charges, but in doing so participate in the double taxation that makes
local investment less attractive.

Ultimately, the only satisfactory solution to the problem of allocating
income within the multinational firm may be internaticnal use of formu-
las based on national sales, assets, payrolls, or some other stabie base.
Such formulas could be incorporated into bilateral tax treaties, and ac-
cepted by both home and host countries, if supported by agreement on
accounting concepts and on standards against which the activities of the
firms could be assessed. If foreign governments are not ready to accept
formuia allocations of income, the United States might still use such
formulas in deciding when to apply new guidelines to sections 861-864
of the Internal Revenue Code. For example, a company whose transfer
pricing system allocates giobal income in rough proportion to sales or
assets might be spared new allocations in any one area, such as R&D ex-
penses. By looking at the net outcome of all transactions, rather than the
merits of each, the United States may have a better chance of collecting
a higher share of the taxes on multinational income without ‘producing
double taxation in the process.

45. See Brannon, “National Shares of Multicompany Income™; and Peggy B.

Musgrave, “International Tax Base Division and the Multinational Corporation.”
Public Finance, vol. 27 (1972).
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Host Country Policies: Performance Reguirements

A host nation "performance regquirement" is defined
as any regquirement placed by that nation upon a foreign
controlled firm designed to further national policies or
goals. The discussion in this paper is limited to those
performance requirements which have a traceable effect
upon world trade. Perhaps the most obvious generic
example is one that the firm export some minimum portion
of its output. Such a requirement may take several forms.
For example, the firm may be required to export a minimum
percentage of its shipments; or, the firm might be required
to earn via exports enough foreign exchange to cover costs
of imported inputs; or, the firm might be required to meet
some absolute export target.

A second generic example of a trade-related performance
requirement is import substitution. Again, import
substitution requirements can take several forms, including
ones in which the requirement is implicit: a) mandatory
local assembly or final stage of manufacture of end-products
previously imported; b) local content requirements, mandating

local manufacture or purchase of intermediate products or



inputs which the firm might otherwise choose to import

(an extension of this type of requirement would be
mandatory local performance of research and developments) ;
c) local value-added reguirements, specifying a minimum
percentage of value-added which must be local; and

d) requirements that a firm create a minimum number of
local jobs.

These examples of export and import substitution
requirements are not exhaustive, and other variations can
be cited. Additionally, other regulations or requirements
placed by host governments upon foreign controlled firms
may have indirect trade effects. For example, requirements
for technology transfer or training of local workers might
have these effects.

Performance requirements are often linked to other host
nation policies or practices. For example, performance
requirements can be attached as a condition of entry into a
nation, so that an international investor must agree to abide
by the requirements in order to receive host government
authorization to conduct business in the nation. Also,
performance requirements can be attached to investment
incentives or other favorable treatment accorded by the

host government.



Results of a 1978 U.S. Department of Commerce survey of
investment incentives and performance reguirements in 40
nations indicate that virtually all of these impose some form
of performance requirements on at least some local affiliates
of foreign corporations. Another Department of Commerce
study shows that about 10% of overseas affiliates of U.S.
corporations are subject to some sort of performance require-
ment. The most common requirements are for minimum local
labor content and minimum local equity participation. This
second study indicates that about 14% of affiliates operating
in developing nations are subject to minimum local labor
content or employment reguirements, while only 2% of
affiliates operating in developed nations are subject to
similar requirements. About 12% of affiliates operating
in developing nations are subject to minimum local equity
participation requirements, against about 2% in developed
nations. A small but significant number of subsidiaries
are subject to minimum export or maximum import requirements.
In developing nations, about 3% of the affiliates reported
export requirements and about 4% import requirements. Under
1% of affiliates operating in developed nations reported
either export or import requirements. The overall incidence
of performance requirements would appear to be higher for
subsidiaries operating in developing nations than in

developed nations, and higher for Latin American nations



than for non-latin developing nations. Because of a possible
misinterpretation of the survey gquestionnaire used in this
study, it is possible that these figures understate the true
incidence of performance reguirements.

Performance reqguirements, while most often applied to
foreign-owned firms by host nations, are not infreguently
applied to purely domestic firms as well. Most of the
arguments developed in this paper apply equally to performance
reguirements placed on local firms and to those placed on
foreign firms.

The position to be develeoped in this paper is that
indiscriminate application of performance requirements by
host governments may have undesirable economic effects,
including both reduction of global allocative efficiency
and (in some cases) reduction of welfare to the host nation
itself. Additionally, it will be demonstrated that performance
requirements raise serious issues of international comity.

Performance Reguirements, Global Economic Efficiency, and
Host Nation Welfare

According to a standard theorem of neoclassical
economics, global economic efficiency - and hence gross
wealth - are maximized if international trade is allowed to
proceed unfettered by governmental interference. Governmental

interference in this context can imply border taxes or other



restrictions on imports and restrictions on or inducements
to exports. Numerous conditions are attached to the
theorem, however, and it is worthwhile reviewing these.

The conditions attach to both the supply and demand
side of the market and to the functioning of the market
itself. With respect to the functioning of the market
itself, the theorem holds only if there are no non-govern-
mental barriers to trade which would cause price differentials
for the same commodity to exist in different markets. Thus,
there must exist, net of transport and transaction costs
and taxes, one world price for each traded commodity. On
the supply side, markets for factors of production must be
competitive, as must be the structure of the producing
industry. Additionally, all actual and potential producers
worldwide must be able to employ identical technologies for
the design and manufacture of traded goods.

On the demand side, the conditions necessary for the
theorem to hold are complex and are not relevant to the
arguments to be developed in this paper. Hence, they are

not repeated here.*

* For the sake of completeness, the principal conditions are
that there must exist for each trading nation a community
utility function, although it need not necessarily be the
same function for each nation. Sufficient (but not necessary)
conditions for the existence of such a function are that
two out of three of the following hold: 1) all incomes
of consumers within the nation be identical; 2) all consumers
hold identical tastes; and 3) preferences of individual
consumers be homothetic.



If all of these conditions were to hold, and trade were
to be free of governmental interference, nations would
specialize in the production of those goods in which they
possessed a comparative advantage, determined by factor
endowment. It follows that global economic efficiency
would, in a static world, be maximized. Under these
conditions, there would be no economic justification
whatever for performance reguirements.

Host nations which impose performance requirements,
however, justify these on the grounds that not all of the
conditions for static efficiency hold. Some of the most
common cited justifications are as follows:

1) Noncompetitive producing industries: international

investment has been shown to occur largely in industries
marked by a significant degree of producer oligopoly.l
Oligopolistic power as exercised by multinational firms, it
is claimed, works to the disadvantage of host nations. Overt
manifestations of this include practices which would not be
sustainable in a competitive industry such as (a) transfer
pricing at nonarm's-length prices between parent firm and
subsidiary so as to reduce the latter's reported profits for

host nation taxation purposes; (b) "tie-in" and other

restrictive clauses imposed upon local subsidiaries as a



precondition for technology transfer, and (c) export
restrictions being placed on local subsidiaries by parent
firms.

While it is doubtlessly true that such practices do
occur, it is difficult to justify performance reguirements
as a "best practice" solution to them. Transfer price
abuses can be dealt with directly by enforcing that firms
use established international prices in reporting intra-
firm transactions, and, when such prices dc not exist,
requiring that the firm justify that the transfer price used
is a reasonable approximation of an "arm's length" price.

In the long run, noncompetitive behavior among multi-
national firms can be combatted by reduction of naticnal
barriers to entry to any given industry or sector. To some

large degree this implies adoption and enforcement of strong



anti-trust measures. Nations which are predominantly host

to foreign investment, by imposing entry conditions and

other policies which discriminate against international
investors, tend to create barriers to entry which serve to
reinforce ologopolistic behavior of firms already participating
in the local market. Natioﬁs which thus grant monopolistic
or guasi-monopolistic status to one or a few firms and deny
access to their domestic markets to other potential investors,
foreign or domestic, tend to encourage undesirable behavior -
on the part of the favored firms. Therefore, for example,
nations which impose performance reguirements as a condition
of entry to a foreign investor may be acting to reduce the
long run efficiency of their domestic industries and,

indeed, to increase the oligopolistic powers of multinational
firms.

2) Non-identical technologies: a vast literature has

been developed which indicates that comparative advantage
among nations is at least as determined by differing levels
of technological attainment as by differences in factor
endowments.2 Technology - the knowledge requisite to the
production of useful goods and services - can, however, be

transferred from one nation or region to another. Such

transfer causes shifts of comparative advantage among nations.



Additionally, new technologies are constantly being created
as entrepreneurs create new products and develop more
efficient techniques for making older ones, and introduction
into the market of new technologies can also alter compara-
tive advantage.
A developing nation might possess a "latent" comparative
advantage (i.e., one based on factor endowment) in some
sector but might lack the technology reguisite to capitalizing
upon this latent advantage. By acquiring or developing the
technology, the nation can shift comparative advantage in
its favor, a move that would increase its own welfare.
Additionally, under the premises of the neoclassical theorem
presented above, the shift would enhance world welfare as well.
It is possible that performance requirements can, in
principle, be used to create or accelerate such a shift. If
a nation is able correctly to identify those sectors in
which it holds "latent" comparative advantage, it might be
able by judicious use of various performance requirements
to induce foreign firms which hold necessary technologies
to transfer these to the local economy. By requiring
potential investors to export, the nation would tend to
encourage investment in those sectors in which the nation
potentially could become internationally competitive. Local

content requirements might facilitate the development of



networks of supplier firms necessary for the emergence of

a fully competitive sector. Technology transfer requirements
might help to ensure that necessary knowledge is brought into
the economy and that local personnel are taught the skills
necessary to utilize this technology.

Several dangers, however, underlie this reasoning. The
major danger lies in the possibility that performance
requirements are imposed in the wrong sectors, ones in which
no "latent" comparative advantage exists. If performance
reguirements are imposed upon firms operating in sectors
in which the nation has no reasonable hope of becoming
competitive internationally, and, conseguently, these
noncompetitive sectors expand, the result would be a misuse
of the nation's rescurces. In order to remain in business
and maintain employment, noncompetitive producers would
have to be subsidized, either explicitly via an operating
allowance from the government or implicitly via import
restrictions. The result would be loss of potential welfare
to the nation, manifesting itself in one or several forms:
higher prices for consumers, persistent inflation, higher
than necessary taxes, or retarded growth. Additionally, the
economy may be saddled with obsolete or outdated end

products produced by the inefficient sector.



The ill effects would not be confined to the host
nation. By depriving other nations of the opportunity to
expand their own efficient industries and export to the
host nation, the misbegotten performance requirements would
adversely affect these other nations' welfare. Global
economic efficiency would be reduced.

From the host nation point of view, the problem is to
place performance requirements only upon firms operating in
sectors in which the nation can become competitive. If the.
sectors to which performance regquirements are applied are
properly chosen, then, arguably, these regquirements could
hasten shift of comparative advantage and result in more
rapid development of the economy than would otherwise occur.
If, however, the sectors are poorly chosen the performance
requirements would be counterproductive.

These arguments for and against performance requirements
are exactly the same as those for and against the "infant
industry" case. It is argued by some development economists
that developing nations must accord a high degree of protection
to local industries in order to allow them to grow from an
embryonic, internationally noncompetitive stage to one in
which they can compete in world markets. The counterargument
is that if the sectors accorded protection are poorly chosen,

the transition from a noncompetitive to a competitive status



will never come. Additionally, even in sectors in which
the nation possesses a latent comparative advantage,
protective measures may actually retard or even prevent
such a transition. This is because the local industry will
be sheltered from the stimulatory discivpline of having to
compete with efficient firms.

The case can be made that, given the difficulty of
determining sectors in which a nation has the potential
of becoming competitive, it would be better for market
forces to determine allocation of resources than for
this to be attempted through a centralized, bureaucratic
process. Host governments can facilitate selection by the
market of sectors which can become competitive by maintaining
open entry conditions as already outlined: by not pursuing
policies which act as a deterrent to investment and by not
granting to any firm - whether it be a locally controlled
one or a subsidiary of a foreign firm - a monopolistic or
otherwise privileged position in the local market.

This does not imply, however, that the role of the host
government necessarily should be a neutral or passive ocne.
The government can facilitate shifts in comparative advantage
by means of building up physical and social infrastructure.

In particular, it can provide to its citizens educational



services. The availability of workers who possess mechan-
ical and technical skills is a prerequisite for the transfer
of most industrial technologies, and the teaching of these
skills in the nations or regions can be provided only by
government. The same is true for transportation and
telecommunication services, which in many regions can be
provided more efficiently by the government than by
private providers. 1In some instances the government

must act as provider of health care and housing services
as well. Adequate provision of such services is not
irrelevant to the international investment process, nor

indeed to any aspect of the process of industrialization.

Performance Requirements and International Comity

Two premises can be identified which underlie much of
the principle of comity in world trade law. The first is
that nations generally should not engage in policies or
practices which serve to restrict or limit unduly inter-
national trade. The second is that nations should not
engage in trade practices which are overly disruptive to
the domestic industries of other nations. It is clear
that these two premises are to some extent in conflict
with one another, given that trade expansion necessarily

must disrupt existing patterns of industrial production.



A doctrine of comity therefore must chart something of a
middle course between these premises. Performance reqguire-
ments can violate both premises.

Import substitution reguirements frequently involve
restrictions or limitations on imports into a nation. Even
if overt restrictions do not exist, tacit or implicit
restrictions are nearly always present. These requirements
can also be disruptive to other nations' industries, most
notably in the case of those nations which exported to the
restricted market prior to the imposition of the require-
ments or which would commence to do so following a new
investment.

Most import restrictions are, of course, in violation
of the GATT. Prohibitive tariffs are in violation of
signator nations' obligations with regard to tariffs as
formulated under Article II of the GATT and the "bindings"
that are an integratl part of the article. Most import
quotas are prohibited under Article XI. Other non-tariff
barriers to trade are limited under Articles VII, VIII,

IX, and X.

To be sure, there exist exceptions to these GATT
restrictions which apply to developing nations. Article
XVIII of the GATT allows developing nations to raise tariffs

above levels prescribed in the bindings for a variety of



reasons, including "infant industry" reasons. The same
article also allows the use of guantitative restrictions
on imports for balance-of-payments reasons, granting to
developing nations more lenient criteria than those
generally granted under Article XII. Part IV of the
GATT, comprising Articles XXXVI through XXXVIII, grant
additional powers to developing nations to implement
selective trade restrictions.

Even without the exceptions, the GATT regulations
designed to reduce or eliminate trade barriers would be
difficult or impossible to apply to cases of import
substitution requirements imposed singularly upon in-
dividual firms by a host nation. For example, if a
foreign controlled firm is ordered by its host government
to increase local value added, the government is de facto
placing a restriction on imports even if de jure this re-
striction could not be demonstrated. Remedial measures
could be diffidult to apply by other nations.*

Export performance requirements are also thorny. Such
requirements may be disruptive to other nations, especially
if the requirements were imposed without regard to supply

and demand conditions in world markets.** Extreme

* But see discussion in the following section.

** Evidence of such disruption is presented in the case of
Brazilian export regquirements in the automotive industry
in the mid-1970's in Kenneth Mericle, "The Brazilian Motor
Vehicle Industry," MIT Sloan School of Management Working
Paper, 1975.



disruption resulting from export performance requirements
presumably would be met by remedial action by the affected
nations through escape clause action, or if the case
warranted, remedies prescribed under the subsidies/
countervailing measures code, or other measures. Such
action, however, would most likely be undertaken only
after the disruption reached high levels, and could not
be applied by aggrieved nations in third market
situations.

Nations which impose export performance requirements
are thus most likely to be able to do so with impunity
so long as the consequences are not extremely disruptive
Or import restrictions are implicit rather than overt.
Extreme disruption would not likely occur even if several
nations were to impose similar requiréments as long as
the total of such nations was not large. It is thus possible
to conceive that a small number of nations could enjoy
something tantamount to a "free rider" status by imposing
such requirements. If, however, increasing numbers of
nations were to impose export performance reguirements in
any given sector, disruption would mount. Efforts by each
exporting nation to increase its exports would place
considerable stress on the world trading system and would
almost certainly lead to countervailing efforts by importing

nations.



One fundamental issue raised by performance reguirements
thus is that of international comity. One nation's reguire-
ments, carried out in isolation, might tilt slightly the
benefits of international investment and trade in its
direction, at the expense of other nations. Although it
would in some sense be unfair for the one nation to do so,
its actions alone would generally not be sufficiently
harmful as to pose problems to thw world order. However,
as more nations attempted to pursue similar policies,
the level of disruption would rise until it became
great enough to cause severe stress on the entire system.
Historical evidence suggests that when one nation actively
pursues a policy designed to tilt benefits in its direction,
emulation of that policy by other nations can rapidly
follow. The results can be disasterous. For example,
worldwide emulation of tariff escalation by the United States
under the infamous Smoot-Hawley Act of 1930 doubtlessly
deepened and prolonged the Great Depression. The United
States suffered greatly during the Depression, and it is
now generally acknowledged that whatever short-run benefits
the nation might have obtained from the Smoot-Hawley Act
were swamped by ill effects spawned by the Act. While no

suggestion is being made here that the present stituation



is quite so serious, the example does demonstrate that the
case against a nation's unilaterally pursuing policies to
tilt benefits in its direction is not simply a theoretical
one. The cumulative effect of many nations' performance
requirements is bound to have a depressing effect on the

world economy at some point.

International Policy Considerations

The previous section suggests that practices associated
with performance regquirements may be inconsistent with the
spirit of the GATT and that the effects of these practices
may negate some of the benefits of freer world trade. At
the same time, however, it is noted that these practices
may not be in direct violation of any specific GATT
provision, or that violation may be difficult to demonstrate
even when it occurs.

Nonetheless, the GATT mechanism provides some opportunity
for drawing attention to practices which are unsettling to
international comity. The GATT notification and consultation
procedures and the dispute settlement mechanism are ones
which could be used on a test case basis to establish
precedents with regard to what specific practices are
inconsistent with GATT obligations. Some danger lurks in

the use of these mechanisms. The disputes settlement



mechanism in recent years has tended to function clumsily,
with the result that specific disputes have dragged on
interminably without effective settlement. Non-resolution
of disputes can be tantamount to an implicit GATT
condoning of acts or practices which are clearly incon-
sistent with the language or spirit of the GATT itself.
Nonetheless, the GATT mechanisms can and should be used

as one means to settle international disputes, and it would
be useful if nations holding specific grievances against
other nations relating to performance requirements were to
utilize these mechanisms.

Article XIII, Section 2, provides a basis for raising
complaints. This section allows a GATT member to bring
action against any practice which nullifies or impairs any
benefit accruing to the member directly or indirectly.

The practice need not necessarily violate a specific
provision of the GATT. At a minimum, all that is needed is
a demonstration that the practice has the effect of under-
mining the benefits of tariff concessions on a particular
product. Thus, for example, one nation's practices which
implicitly create import barriers to a product can be

challenged by exporters of the product.*

* In fact, depending upon the specific practices, import
restricting performance requirements could be in violation
of any of four separate GATT provisions.

Article III, Section 1, which prohibits internal guantita-
tive regulations requiring the use of products in specified
amounts "so as to afford protection to domestic production."

(footnote continued on next page)
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While the GATT mechanisms doubtlessly are useful for
raising issues and settling disputes with regard to
performance regquirements, it is possible to conceive
of situations where the GATT simply cannot work effectively
to curtail practices unsettling to international comity.

In the previous section, it was suggested that performance
requirements applied individually to single firms would

be difficult or impossible to pclice under GATT rules.

It thus might be the case that new rules are needed to

deal with the problem.

(continuation of the footnote from the previous page)

Article III, Secticn 5, which prohibits internal

guantitative regulations requiring that specified
amcunts of any product be supplied from domestic

sources.

Article XI, Section 1, which prohibits restrictions
other than duties, taxes, or other charges whether
made effective through guotas or other measures on
the imports of any contracting parties.

Article II, Section la, which prohibits import
restrictions beyond those specified in the
appropriate GATT schedule of the country for
products on which the country has a GATT tariff
binding.
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Bureau of Economic Research, 1970); R.E. Baldwin, "Determinants
of the Commodity Structure of U.S. Trade," American Economic
Review 61 (March, 1971); and E.M. Graham, "Technological
Innovation and the Dynamics of U.S. Comparative Advantage in
International Trade," in C.T. Hill and J.M. Utterbach,
editors, Technological Innovation for a Dynamic Economy
(Pergamon Press, 1979)
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BY HOST COUNTRIES

M. Narasimham



PERFORMANCE CRITERIA STIPULATED
BY HOST COUNTRIES

Introduction: One of the issues identified by the

Task Force as requiring further study is the stipulation
of performance criteria by host countries on foreign firms
investing in them. Such criteria constitute an aspect of
host counfry regulation of foreign investment in the context of
the macro objectives of their national economic policies which
aim at augmenting ﬁational output and employment and attaining
viability in balance of payments. Host countries naturally
seek to weigh the benefits of additional income generation
arising out of the foreign investment against its likely
impact on balance of payments or on the growth éf domestic
(indigenous) industry so as to maxiﬁise what they regard the
positive and minimise the negative aépects of foreign
investment.*

Performance criteria can (and generally do) take

several forms but this paper focuses attention on the two

*Performance criteria have been stipulated "in order to shift
benefits from trans-national corporations and home countries
to host countries, to minimise the cost of private investment
and to force investors (without, however, losing them) to
contribute as much as possible to the achievement of the
host country's development objectives'. - K. Billerbeck &

Y. Yasugi. Private Direct Foreign Investment in Developing
Countries - World Bank Staff Working Paper No. 348 -
Washington (July 1979) P. 19. '

"The significance is their(performance oriented policies)
clear intent to shift toward the host country the package of
benefits brought by the foreign firms" C. Fred Bergsten:
Coming Investment Wars? Foreign Affairs, October 1974.
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most widely stipulated forms of regulation.* These require:

(i) that firms shift procurement of inputs to host
countries as against importing such inputs; and

(ii) that they export a specified percentage of production
either by volume or value.

2; The Rationale for Performance Criteria: The justification

for the above mentioned types of performance requirements
are based on the following objectives of naticnal economic
policy:

(i) Increasing national output and domestic employment
and protecting domestic industry.

(ii) Strengthening the balance of payments.
(iii) Controlling transfer pricing practices.
_(iv) Helping the transfer of technology.
The application of performance criteria as an instrument
in the achievement of these objectives is discussed below.

3. Performance Criteria and National Output & Employment: The .

contribution of foreign investment to domestic output and
employment in the recipient country, both directly and through
forward and backward linkages, is a point that does not need

to be laboured.** Nonetheless, a major concern of host countries

*Some of the other types of performance criteria are requirements
that over a period foreign firms indigenise management and/or

that the share of local capital in the total equity be

increased to a specified percentage or restricting access to

local capital/money markets. For other types of performance
criteria, please see K. Billerbeck & Y. Yasugi's Op. cit. PP 19-20

**There has, of course, been a lively debate, perhaps
beginning with H.W. Singer's celebrated article (American
Economic Review 1950) about the impact on host countries of
private foreign investment
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arises from what is perceived to be inadequate secondary
processing of raw material in sectorS where one of the
motivations of foreign investment is securing raw material
resources. This leads host countries to indicate a phased
program for an increasing proportion of local value addition
to the product designed for export as against material
export in rawer forms. In many LDCs where labour is surplus
and underemployment (or unemployment)is endemic, labour
intensive processing clearly makes sense.

Even where the motivation for foreign investment is
domestic market related, foreign investment tends to move
into import substitute industries which invariably are built
behind the shelter of tariff walls or quantitative import
restrictions leading to generation of monopolistic/oligopolistic
rents. If one accepts the logic of import substitution for
the final product it follows that the import substitute
argument can be extended to inputs as well. The stipulation of
procurement of inputs locally thus widens the base of domestic
economic activity and employment. It could raise the
cost structure of production for the investor but this may
not represent a greater 'tax' on the domestic consumer if
its impact is only to cut monopoly rents. In any event,the
externalities associated with such a stipulation of local
inputs by way of its impact on domestic production and
employment has to be set against a possible higher price to
the domestic consumer. Especially in those LDCs which have
large and expanding domestic markets and have a developed

resources base and labour availability, the attractiveness
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of domestic input stipulation is readily apparent.

A related aspect is concerne& with the protection of
indigenous industry in the light of the fear that foreign
investment''tends to preempt the good investment opportunities,
leaving only the marginal projects to domestic enterprise".*
The other related concern is with the impact of foreign
investment on indigenous small industry. In India, for
instance, certain industries have been reserved for
the (domestic) small scale sector broadly on the ground that
such industries are labour intensive and can be promoted
through economically viable small units with relatively low
capital-labour ratios. If the foreign investor (or indeed
even the domestic large scale sectorj wishes to manufacture
items reserved for the sma;l scale sector, such investment
is permitted only if the manufacturing activity has a strong
export orientation so that the appfehension of the foreign
investment (with, in several cases, well known brand names)
swamping the domestic market to the disadvantage of the indigenous
producer. The protection to the domestic small and medium
sized industry derives from fhe viewpoint of enlarging
employment opportunities, widening the base of economic activity
and avoiding market domination by any single (or group of)
concern. Export obligations thus fit into overall industrial
policies by insulating, in varying degrees, the domestic

market from the penetration of the foreign investor.

*Bos, Sanders and Secchi: Private Foreign Investment in
Developing Countries. P.25
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4, Performance Criteria and the Balance of Payments: The

balance of payments barrier to growtﬂ is a widely observed
phenomenon and does not require much elaboration. The
implications for inflow and outflow of foréign exchange
constitute crucial elements in developing countries' planning
of investment, especially industrial iﬂvestment and approvals
of foreign investment. Foreign investment in the extractive
industries with an export motivation may pass the test though
it may have other implications for national control and
ownership of natural material resources. In service sectors,
on the other hand, the foreign exchange outflow tends to make
foreign investment in them comparatively unattractive to the
host country.

As regards the manufacturing sector, experience in a
number of developiﬁg countries indicates that much of such
investment in the early phase of their industrialisation
represents import substituting investment. In such a
situation, most countries either prescribe entry criteria to
cover these aspects or tend, at the time of considering foreign
investment proposals, to scrutinise the foreign exchange
implications of a proposed investment - weighing the outflow on
account of imports of raw material and components, the payment
of royalties, technical fees and dividends against the
savings in foreign exchange as a result of the import
substituting effects of the investment, and the earnings of
foreign exchange as a consequenceof exports of the product,
in short to calculate (whether explicitly described as such
or not)the foreign exchange cost benefit ratio.

Hence the attractiveness of stipulating
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either domestic input procurement Or exports in the
hope that the sum of the benefits would outweigh the
costs.
In several instances foreign investment is accompanied
by restrictive clauses with regard to limiting exports
either in quantum or to certain specified geographical
areas as part of the foreign investors' global marketing
strategy. LDCs have resisted this with varying
degrees of success. The imposition of export
obligations in some cases has gone hand in hand with

such restrictive clauses.*

*It is interesting to observe, in this connection,

that among the ownership or firm specific advantages
which Dunning mentions, two that figure in the list are
"exclusive access to inputs, e.g., raw materials
essential to the production of a product and/or

control over market outlets'"

Prof. John Dunning: Factors Influencing the Location

of Foreign Direct Investment. Mimeograph (1979) P.21
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5,4 Performance Criteria and-Control of Transfer Pricigg:
One of the major areas of concern for host countries
with regard to foreign investment is in respect of
transfer pricing - to ensure that only "arms' length"
prices are, in fact, charged. Stipulation of indigenous
raw material procurement and local value addition

stems from the desire to correct the distortions arising
out of high transfer pricing. A tendency - perhaps less
common now than previously - is for the foreign

investor to write into the investment or collaboration
terms the import of raw material, intermediates or
components from specified sources - often from the parent
firm or its affiliates - with its own implications for
transfer pricing. The drug and pharmaceutical sector

in several developing countries is a case in point.
National policy in several cases has required that
foreign investors not confine themselves to importing
bulk drugs and converting them into formulations

and packaging them but to go into production of inter-
mediates and basic drugs. This follows from the
perception that continued import of raw materials

and equating manufactures with only conversion,

assembly or packaging hardly represents acquisition of
technology apart from providing the opportunity to the
foreign investor to charge high transfer prices.

Cases are not wanting where the foreign investor wishes

to stipulate sources of procurement of inputs (from
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the foreign parent or affiliate/subsidiary in third
countries) and sometimes of capital'equipment leading to
suspicions about transfer pricing. The imposition by host
countries of a local value addition stipulation acts as a
defence mechanism. "

8 Performance Criteria and Transfer of Technology: One of

the considerations for the stipulation of export performance
arises from the host countries' desire to ensure the adoption
and absorption of technology and to help domestic manufacturers
to conform better to international costs, standards and
quality. The stipulation of export cbligations (in the

absence of export subsidisation) is expected to achieve this.
In several cases, foreign investment takes place to obtain an
'export platform' to take advantage of a host country's
resource base and its labour force and organisation. The
stipulation of export obligation in such cases, though
seemingly reundant, is a confirmation by the host country of
this objective. Export obligations would help to ensure that
the product manufactured satisfied the test of price competitive-
ness and quality. This explains also why some performance
criteria set not only quantitative goals but also qualitative
goals such as requiring export of processed and high technology
exports. The imposition of such obligations also seeks to
obtain the benefit for the developing country of access to the
global marketing strategy of the foreign investor; a related
aspect of this is the institution of buy-back arrangements
between the parent firm and affiliate of the foreign

investor and the host country enterprise, though this

may have implications for transfer pricing.
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Basically, the host country seeks to turn the foreign
investments to advantage by obtﬁining a foothold

in the internmational market. This assumes special
significance in an environment of increasing protectionism
in the international trade.*

T Other Aspects of Performance Criteria:

An interesting use of export performance criteria
is provided by Indian policy which seeks to relate the
quantum of export obligatioms to the extent of foreign
equity ownership. Indian regulations prescribe that
a foreign investor exporting 60% or more of his production
is permitted to retain ownership upto 74% . On a
sliding scale basis, if the expérts are above 40%, foreign
equity ownership of upto 51% is permitted. Industries
in what Indian policy refers to as 'core sector' and
those that require saphisticafed technology are permitted
to have foreign equity upto 51% if their exports are
at least 10% of their production.

8. Performance Criteria - Some General Observations:

The impact of performance criteria related to input
procurement and export obligations on international

trading patterns - in terms of distortioms in the

*"Intra-firm International trade does have anti-
protectionist advantages'" - K.Billerbeck & Y.Yasugi -
op. c¢it, p iii
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international trade flows - is diffi;ult to quantify in the
absence of adequate data; some qualitative observations may
however be attempted. Performance criteria, as mentioned
earlier, seem to serve the macro economic objectives of
promoting domestic economic activity and strengthening the
balance of payments of the host countries. In doing so there
could be a conflict between these objectives and international
economic objectives. To the extent that host countries require
export obligations or domestic input use, there could be some
reduction in such activity in other countries with resultant
impact on economic activity in them. They could also lead to
larger share in international trade of the exports of these
countries than what competitive market trends might suggest.
They could lead to demands in other countries for countervailing
or protective action.* The stipulation of input procurement

or of local value addition is an aspect of import substitution
and its distorting impact on international trade is perhaps

no greater than that of import restrictions through tariff

and non-tariff barriers on the final product. One is not
writing on a clean slate. The alternative to local input

procurement by stipulation could be import restriction on the

-Stipulations that an investing firm export a sizeable share
of output "go directly to the location of world production, jobs
and the most sensitive aspects of each country's external
position"

C.Fred Bergsten loc. cit
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inputs, which, of course, would have a more generalised
impact than a covenant stipulating domestic procurement of
inputs by a foreign investor.

In the case of export obligation also some distortion
to trade patterns is likely but here again the measurement
of its impact is difficult. To say that export performance
criteria should be insisted on only where the product is
basically export worthy in terms of costs and quality begs'
the question. If such were not the case, the stipulation
can be complied with only by exporting on the basis of a
subsidy, either overt or otherwise, with its own implications
for distortion in the international trading pattern. The
domestic resource cost of such products may not justify the
export calling for subsidisation. Similarly, with respect to
domestic procurement of inputs there is the danger of high
cost industries being set up. Such distortion, it could
be argued, would be deterimental to maximisation of global
welfare as they negate the principle of comparative advantage.
This calls for careful evaluation by a host country of the
basic viability of the export and constant reappraisal of
such stipulation. The necessity for obligation to export or
use local inputs is itself an indication that, bﬁrring
restrictive clauses, there is an economic cost in conforming
to these stipulations. Whether this cost is justified or not
depends on other objective of economic policy and particularly
the foreign exchange situation. As the latter improves, there
is a strong case for reviewing and reappraising the need

for such obligation.
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While the impact on internatieonal trade both as between
LDCs and the developed countries and as between LDCs themselves
would be adversely affected to some degree, the
stipulation of local input procurement and of exports have
helped domestic economic activity and the establishment
of an export base which over time could be sustained even
in the absence of these requirements. In many developing
countries, industries which started off as import substitute
industries have now grown to a point where they do not
require the earlier degree of protection and indeed have
emerged as exporting Sectors; |
9. Conclusion: Performance criteria, in a sense, represent
the obverse of incentives and constitute host countries'
attempts to transfer to themselves what they perceive to
bé as much of the benefits of fbreign investment without
stretching these requirements to the point of positive dis-

incentive to such investment*.

*Tt should be added, in parenthesis, that such

requirements are not necessarily confined to Direct

Foreign Investment. Several countries impose such
requirements in respect of industrial investment in general
and these thus constitute aspects of industrial and trade
policy rather than specific regulations governing foreign
investment. India is a case in point.
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Any impact of performance requiremen;s on expansion of
domestic economic activity and strengthening the balance of
payments is clearly to the advantage of the host country

but when such requirements begin to impinge on other
countries - whether home countries or dther developing
countries - they have the same effect as protection or
subsidies in altering international trade flows with

possible consequences of affecting the international division
of labour and going against the prineiple of comparative
advantage. It is, of course, not always possible to deter-
mine at what point these regulations become 'excessive' or
when the situation calls for attempts to resolve possible
conflict situations between the interests of different
countries and to harmonise to the extent possible performance
requirements preferably on a multilateral basis. In this as
in the case of competitive incentives, or of home country
policies to prevent relocation of industry towards developing
countries, the attempt must be to seek an international

consensus and a generally accepted code of conduct.




Parformance Criteria in terms of exporis

" ==Indian experienca,

This paper seeks to set out the Indian policy
and experience with respect to performance criteria
in terms of exports or import substitution under
its foreign financial and/or technical collaboration
policy. The rationale for stipulating expert:
performance or import substitution criteria has
been explained and the manner in which the foreign
exchange situation, in particular, influences the
policy has also been highlighted.

2. At the outset, it may be relevant to refer
briefly to the foreign investment pobicy of India.
Foreign Investment has always been regarded more
as a vehicle for the acquisition of advanced

- technology that is needed by the country but is not

available indigenously than as a source for foreign
capital to supplement domestic savings. It may be
said that foreign money capital has not played any
significant part in India's industrial development.
Over the years, the country has built up a reasonably
strong and diversified industrial base and has
developed domestic technological capabilities to a
significant extent, More importantly, it has built
up a vast reservoir of scientific and technological
manpower and skilled and semi-skilled labour.

As a result, the areas where foreign technology needs
to be imported either as a new technology not yet
available indigenously or to upgrade existing local
technology are increasingly becoming selective and
sophisticated. Apart from the acquisition of
advanced technology, the other pillar on whigh the
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foreign investment policy rests is export oriented
production, Foreign investment is welcomed in
ventures which are predominantly export oriented,
énd'in such ventures'majoirity ownership is also
permitted depending on the extent of exports.

A hundred percent export oriented venture can
have even hundred percent foreign ownership.

3. Coming now to the rationale for imposing
export obligations or import substitution when a

new foreign collaboration is approved or an existing
foreign company (that is, a company with more than
40% foreign equity) is given an industrial licence
for the manufacture of a product, it needs to be
made clear at the very beginning that an export -
obligation is not imposed as a matter of course in
each and every case. Where such an obligation is
stipulated, it is generally on account of one or
other of the following factors: (a) the foreign exchange
situation (b) the impact on domestic industry and
market (c) transfer pricing and (d) transfer and
absorption of technology. These are explained

in the following paragraphs.

4, Fprom the late 1950s till early 1970s, the
foreign exchange situation of the country was so
stringent that the inflow and outflow of foreign
exchange ‘acted as a crucial factor in industrial
approvals and investment decisions, The foreign
exchange balance in terms of the inflow of foreign
exchange through export earnings or saving on
current imports and the outflow on account of
royalties, lumpsum.payments, technical know-how
fees, capital goods and raw material imports, and
dividends thus assumed considerable significante
under industrial licensing or foreign collaboration
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approvals, Since export earnings improved the

balance and made the provosals accevtable from the
foreign exchange angele, the export obligatlon was

.either offered by the parties themselves or was

" stipulated as a condition of the industrial licence

or fofeiﬁn collaboration approval, It needs, however,

to be stated that the export obligation was

seldom unduly excessive or for unlimited duration.

5. The significant improvement in the countfy's
foreign exchange position since the early 1970s has
led to a reappraisal of this poligs  Experience
showed that in many cases, the export obligation

had come to be imposed in a routine manner for

.the sake of "window dressing" the foreign exchange-
balance, although the products were not economically
export worthy or were required on the domestic market,
It was also found that such exports had resultad in
loss to the company concernad on the one side and
had absorbed governmental subsidies for exports on
the other, With the improvement. in the foreign
exchénge situation, the present policy is; therefore,
that export obligations should not be imposed

merely for the sake of earning foreign exchange

or improving the foreign exchange balance of the
foreign collaboration proposal. Such obligation
should be stipulated only if the product is export
worthy and the export is economically viable or if
it is essential as a part of the industrial pelicy
to safeguard the interests of domestic enterprises
in thesmall or medium sector. In other words,
export obligation will be a relevant factor under
industrial licensing policy only and not under
foreign collaboration approvals, In tha- light

of this position, past cases where exvort obligation
had been imposed in a routine way are also keing
reviewed and the obligation removed wherever they
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were unjustified on economic or industrial-policy
considerations, Thus, the earning of foreian
exchange is no longer a deteimining factor in
approving of foreign collaboration proposals

but it must be noted that this change of approach
is the result of the comfortable foreign exchange
position of the country. Such an approach may
not be valid for a developing country in the
throes of acute balance of payments difficulties,
as India itself was until a few years ago.

6o The main consideration in stipulating export
obligation now is the protection of the domestic
industry, especially in the small or medium sector,
Under the industrial development policy, certain
industries have been reserved for in the small
scale sector broadly on the grounds that they are
labour intensive and can be promoted through

" economically viable small units requiring very

low capital investments, Similarly, the industries
which are open to "Indian large business houses”
and foreign companies have been listed, these are
"core industries" considered to be vital to the
national economy and requiring heav? capital
investments and advanced technology. If an Indian
large business house or a foreign company wants

to0 manufacture items reserved for the small scale
sector, it is permitted only if the manufacture is
. entirely export oriented. Likewise, if they want
to take up the manufacture of items not included
in the 1ist of "core industries" and outside the
items reserved for the small scale sector, they
shculd‘expdrt 60% of the production. It needs

to be made clear that if a small unit takes up the
manufacture of an item with foreign collaboration
or if an Indian large business house or foreign
company takes up the manufacture of an item
specified in the list of "core industries”", no
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export obligation is imposed, The rationale is
that the small and medium entgrepreneurs should be
protected in areas which is within their capabi=-
1ities from the onslaught of large business houses
and foreign companies, Such protection is
essential from the point of view of enlargement

of employment opportunities, diffusion of
.entrepreneurship, avoidance of market dominance
and prevention of concentration of economic power.
'Thus, export obligation in these cases is an
integral part of the overall economic and social
policies of the country.

Ty '"Transfer pricing' is also one of the

factors - albeit not a decisive factor = influencing
govermment policy in the matter of domestic production
of the goods and avoidance of imports, especially
from the parent companies. For example, in the.
drug'sector, the present policy is that the
manufacture must start from the basic or intermediate
stage because experience has shown that the

import of bulk drugs for conversion into formulations
is leading to high prices being charged for them,
apart from perpetuating the manufacture of ondsgx
formulations, requiring no sophisticated technology,
W sbhexscountow Similarly, under foreign collazboration
cases, the manufacturing plan is carefully gone into
and a "phased indigenisation programme” is insisted
upon. The reason for this is not only that domestic
production capabilities should be strengthened and
condinued dependence on external sources should be
progressively minimised, but also that such tied
imports run the risk of excessive prices being charged
for equipment, components and spares. At the same
time, it is ensured that domestic production or

import subsiituticn is not made a condition if domestic
manufacture will be ecconomically unviable (taking

into account the demand and optimum state of .
manufacture) and imports will be a better proposition,
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8, Lastly, export obligation - even if it is of a
small magnitude - serves the purpose of ensuring
that the domestic manufacture conforms to

“international quality and standards. Apart from
gaining access to international hmarkets, this
enhances the possibility of current technology
being transferred and absorbed under the
collaboration arrangements. ‘

9., There is yet another area where export
obligation is currently in force. It is in terms
of the guidelines issued under the Foreign Exchange
Regulation Act (FERA) for association of domestic
ownership in existing foreign companies. This is
applicable only to those foreign companies which were
already operating in India as on lst January 1974,
Under these guidelines, a foreign company exporting
more than 60% of its own production can retain
foreign equity upto 74%, Similarly, if it exports
more than 40% of its own production, it can retain
foreign equity upto 51%¥, Companies having more than
60% of their turnover from ‘core sector industries’
and sophisticated technology can also maintain
their fordign equity at 51% if they exported at
least 105 of their own production, Thus, the
retention of foreign majority skakm status has been
linked to the export performance of the foreign
companies, In fact, the FERA guidelines revolve
around three fundamental factors, namely , “core

_ sector industries", sophisticated technology, and
exports, and existing foreign companies having or
augmenting their activities predominantly in these
areas have been made eligible to maintain their
foreign subsidiary status with foreign equity of upto
74% or 51% depending on the exte nt of their
turnover from them. It may be pointed ocut that
such companies have established their capabilities to
fulfil the stipulated level of exports.
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10, There is little evidence to show that the

export or import substitution requirements have

adversely affected investment and trade flows.

‘Ag observed earlier, with the improvement in the

foreign exchange situation, export obligations

are now not being stipulated as a part of the

foreign investment policy irrespective of

whether the exports are a viable proposition,

Where they are considered necessary, it is

mainly as a part of the industrial policy for
protecting the interests of the small and

medium sector of domestic industry., Such

- protection, experience has amply shown, is

essential, especially in consumer goods ihdustries,

where the market dominance of foreign companies

arises on account of trade marks and brand names,
Experience has further shewn that where export obligatioms
tend to &ct as an inhibiting factor in foreign
collaborations, it is due to the interest of the
féreign investor in having predominant access

to the huge domestic market, But it is precisely
such predaninant access to domestic market that
will drive out existing domestic enterprises,
particularly the small and medium units., It is,
therefore, imperative that this issue is viewed not
only from the peint of view of foreign investment
or technical collaboration but also from the angle
of the implications for the growth of domestic
j:ndustries.Where the foreign investor is interasted
in establishing a predominaktly export oriented unit
such a conflict does not arise because the unit will
~ be based on the factor endowments of the country and
its being commetitive in the export markets.

In many cases, such units are based on "buy back
arrancements® or established in "free trade zones",
As stated earlier, foreiogn majority ownership is
permitted in such cases, with even hundred rercent

r
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foreign ownership for entirely export oriented
ventures, Thus, taking an over all view, it will

be difficulty to say that such performance requirements
for exports do not serve a significant purpose

or impede desirable investment or trade flows into

the country.

11, TNC investments in developing countries are
commended on the plank that apart from offering a
unique package of capital, technology, management
and marketing skills, they give the developing
countries a much needed access to ingernational
markets, While evaluating the costs and benefits
of TNC investments, the generation of this export
potential (or conversely the import substitution
effect) is counted as a major benefit accruing

to the developing countries, It has also been
witnessed that the restrictions operated by the
developed countzdes in the matter of imports from
developing couniries gmerally tend to apply more
in the case of goods manufactured in the labour
intensive domestic sector of the developing countries
(for example, handloom garments in the case of
India) and that the markets of developed world are
generally more open to goods manufactured by
multinationals, In such a situation, it is not
unrealistic for the developing countries to explore
the possibility of securing the benefits of TNC
jnvestments by obliging them to fulfil eaxr certain
minimum export performancg. It may be argued that if the
local production is internationally competitive,
TNCs will on their volition export those products
and it is therefore not necessary to stipulate such
export obligation., Here also, experience has
shown that the operations of the TNCs and the
development objectives of the host developing
countries are always not in harmony, and where a
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conflict arises, the TNCs prefer to place their own
global interests over those of the tountries in
which they o rate. The restrictive practices

" followed by them in regard to exports from the
local affiliates will also point to the need for
some binding obligation on them, It would,
therefore, be desirable to consider performance
criteria, not only on the export front but also
in other areas, as a measure necessary to enhance
the positive contribution of INC investments than
in the context of their impact on investment and
trade flows,



PERFORMANCE CRITERIA STIPULATED
BY HOST COUNTRIES

SUMMARY
This paper is diﬁided into two parts. The first discusses
in general terms the rationale of performance criteria stipulated
by host countries. The second part narrates the Indian experience.
Host countries stipulate performance criteria
in an effort to maximise the positive and minimise the negative
gspects of foreign investment. More specifically, they weigh
the benefits of additional income generation arising out of
foreign investment against its likely impact on the balance of
payments or the growth of indigenous industry.
The two forms of performance criteria discussed are:
(1) Those that require that procurement of inputs be
shifted to host countries; and
(2) Those that require that the foreign investor export
a specified percentage of his production,either
by volume or value.
Performance criteria can be related to the following
objectives of national economic policy:
(i) Increasing national output and domestic employment
and protecting domestic industries;
(ii) Strengthening the balance of payments;
(iii) Controlling transfer prising practices; and
(iv) Helping the transfér of technology.
The impact of performance criteria related to input
procurement and export obligations on international trading
patterns in terms of possible distortion of internal trade flows

is difficult to quantify in the absence of adequate data.



However, the qualitative observations may be made that the
imposition of performance criteria by host countries could lead
to some reduction in economic activity in other countries and
could lead to demands in the latter for countervailing or
protective action. In this sense they have the same effect as
protection or subsidies on international trade flows with the
possible consequence of affecting the international division of
labour. It is not possible always to determine at what point
these regulations become excessive or when the situation calls
for demands to resolve possible conflict situations. The attempt
must be to seek an international consensus and a generally
accepted code of conduct.

The Indian Experience:

This part of the paper explains the background to the
stipulation in India of performance criteria in terms of export
obligations and input procurement. Indian policy in this regard
has taken into account the foreign exchange situation of the
country, the impact on domestic industry and markets of foreign
investment as well as issues of transfer pricing and technology
transfer. It is pointed out that in the period between 1950 and
1970 when the foreign exchange situation of the country was
under severe strain export obligations were imposed, but with
the improvement in the country's foreign exchange position there
has been some reappraisal of this policy and that export obliga-
tions are stipulated only if the product is export worthy and the
export economically viable or if it is necessary to safeguard the

interests of domestic enterprises in the small and medium sec*ors.



Export obligation is increasingly becoming an aspect of
"industrial licensing policy rather than foreign collaboration/

investment approvals.




ATTACHMENT IT

SOME THOUGHTS ON PRIVATE FOREIGN INVESTMENT

IN THE DEVELOPING COUNTRIES

Ph. Lévy



SOME THOUGHTS ON PRIVATE FOREIGN INVESTMENT
IN THE DEVELOPING COUNTRIES

One gets the impression that private foreign investment in developing
countries is stagnating in real terms, and even declining in some regions.
Yet the figures available suggest the contrary. This seeming contradiction
is due to two things: the lack of precise figures and the vast differences
in situation observable among regions, among countries and also among invest-
ment sectors. This paper will first of all recapitulate the most significant
figures and then attempt an interpretation of them.

h i The facts
1.1 Total flows

Between 1971 and 1976, although private foreign investment originating
in the market-economy developed countries increased from US$12.8 billion to
us$2k.h billion,l/ these flows remained stable in relation to GRP (accounting
for 0.59% in 1971 and 0.60% in 19T6). Total real private investment originating
in the developed countries has therefore not declined over the past few years.
According to some authors,gj the contrary may well be true: there was an ap-
parent growth in real terms, at least among the seven most important industrial
countries, which would appear to have increased their foreign investment by 3h%
between 1968-T2 and 1973-T6.

1.2 Geographical distribution of private investment

In recent years, certain regions have been the major beneficiaries of
private investment flows. The figures in the table in Annex 2 show that be-
tween 1968-T2 and 1973-T6 the United States, Asia and Latin America received
an increased share of foreign capital flows (albeit with substantial variation
as to origin). The share of Europe, Africa and the Middle East dropped for
reasons which varied greatly from one region to another (decrease in profit
rates, political risks, nationalizations, ete.).

1.3 The share of the developing countries

In any event, the share of total private foreign investment received by
the developing countries has grown. This is brought out clearly in the table in
Annex 3, which shows that their share rose from 30 to 36% between 1969/T70 and
1975/76—an incresse not only in relative but also in absclute terms, since the
foreign investment they received in 1977 had risen in real terms by 40% compared
with 1970. 3/

1/ See Annex 1 (figures cover all recipient countries, including developed
countries).

2/ "Recent Trends in Direct Investment Abroad", Problémes Economiques,
No. 1599, November 29, 1978, pp. 19 to 22.

3/ See table, Annex L,




The table in Annex 5, however, shows clearly the differentiation that has
appeared among the developing countries over the last few years. Asia today
is at the head of the list of regions receiving foreign private capital; South
America, now in second place, its relative share having decreased significantly,
is followed by Central America/Caribbean, whose share has increased appreciably.
There has been a marked decrease in Africa's share, while Europe and the Middle
East, coming last, show a slight increase.

Asia's newly acquired preeminence is doubtless the result of its expanding
role in international trade, although some countries in the region--those in
fact whose internaticnal trade has grown most in recent years—received only a
relatively small amount of foreign investment. The reasons for the drop in
South America's share are difficult to explain and are worth studying further.
As to the reduction in the African share, this can no doubt be attributed to
a sizable drop in primary sector investments and also to the tense situation
prevailing in the region.

1.4 Distribution of private foreign investment by field of activity

The target of private capital exports varies according to the country of
origin. While one country may concentrate its foreign investment on industry,
another may focus on services and a third on raw materials. Thus, 4/ extrac-
tive industries attracted a gradually decreasing volume of capital from the
United States between 1971 and 1974, this applying for all recipient regioms,
but particularly for the developing countries. Japan and West Germany, on the
other hand, inereased their investment in this type of activity during the
same period. It is generally true, however, that the trend is for a very rapid
increase in foreign investment in the area of services. -

We get a slightly different picture if we take a few significant examples
among the developing countries. 5/ In the case of some of the semi-industrialized
developing countries, the share of foreign investment in industry is stagnating.
In others, however, which are still at the import substitution stage or are suc-
cessfully expanding in the direction of outside markets, the share of foreign
investment in industry is increasing. It is interesting to note that the share
of foreign investment directed to the primary sector is rising in those countries
that are making a major effort to expand the use of their natural resocurces.
This, of course, is also the case of those countries that have benefitted from
important oil discoveries while not extracting the oil themselves.

1.5 Private investment and other flows to developing countries

Private foreign investment in developing countries has therefore not been
declining in recent years. The most recent figures published by OECDEQ' show
that private investment from DAC member countries increased from an annual
average of US$2,639 million in 1967-69 to US$11,463 million in 1978 (US$9,498
million in 1977). Allowance should be made, however, for delays in investment

L4/ See table, Annex 6.
5/ See table, Annex T.
6/ See table, Annex 8.



operations, and for the fact that 1977/78 figures therefore reflect investment
decisions taken well beforehand. For this reason, the trend may very possibly
not be the same in 1979 and the following years, but we cannot be certain at
this point.

Yet if it does appear at times that private foreign investment in
developing countries is dropping, there would be two reasons for this. The
first, as we said, is that investments tend to be concentrated in some countries
and in certain fields of activity. The result is that whole regions and sectors
of activity seem to have been left out. The second reason is that foreign in-
vestment suffers by comparison with other forms of private capital transfer,
which have grown far more rapidly. In fact, while private investment by DAC
member countries of OECD in developing countries increased more than four times
between 1967-69 and 1978 (in nominal terms), total privately arranged transfers
under market conditions went up nearly eight times. During this period, bilat-
eral portfolio investments went up 24 times, from US$870 million in 1967-69 to
US$20,971 million inm 1978-T9! This new development, which has without question
completely transformed the nature of financial relations between developed and
developing countries, is an indication that over the last ten years the methods
of capital transfer to developing countries have changed radically. It is this
change that will be discussed in the second part of this paper.

2. Interpretation

The data set out in the foregoing section indicated three major trends in
private capital transfers to developing countries: geographical concentration,
concentration by field of activity and a growing preference for indirect trans-
fers (credit operations). We should now add a fourth, which is not brought out
by these figures, namely the new forms of direct investment (joint ventures,
management contracts, franchising, etc.).

2.1 Geographical concentration

The tables in Annex 9 give an idea of the disparities in the extent of
private foreign investment in the developing countries. We see that the OPEC
countries in 1977--the last year for which figures are available—received 15.9%
of total foreign investment in the developing countries (US$13,500 million out
of a total of US$85,000 million).

Yet the OPEC share would appear to have decreased appreciably, if we
accept other sources, which state that it accounted for 26.8% of all private
foreign investment in the developing countries in 1971.7/ Furthermore, still
in 1977, Brazil's share amounted to 12.6% (US$10,T00 million), that of Mexico
to 5.9% (US$5,000 million), that of Malaysia to 3.2% (US$2,TOO million).
India's share, on the other hand, smounted to only 2.8% (US$2,400 million),
vhile private foreign investment in Mali amounted to only US$1O million.

T/ Transnational Corporations in World Development: A Re-examination,
Commission on Transnational Corporations, United Nations, New York, 1978,
p. 254 (Doe. E/C.10/38).




There are meny ressons for this concentration. In the first place, a
number of countries are unwilling to accept foreign investment, although more
detailed study would no doubt confirm some reversal in that trend, since it
seems that certain countries with a traditionally reserved attitude to foreign
investment have in fact become more flexible. Cther countries do not encourage
foreign investment because they already have a balance of payments surplus and
therefore prefer to modernize their productjon structure while keeping finan-
cial control over new enterprises. In yet &ther countries, the lack of infra-
structure, or uncertainty as toc the general economic situation or the political
outlook, leads to some holding back on the part of foreign investors. Converse-
ly, countries with a vast and/or dynamic domestic market, or which have succes-
sfully penetrated international markets, do succeed in attracting foreign
capital. It should also be noted that new forms of investment, discussed below,
lead automatically to a reduction in the foreign component of total investment.

2.2 Concentration in certain sectors of activity

Although reliable data are harder to come by here, the tables in Annexes 6
and T at least give an idea of the diversity of situation to be observed in both
capital-exporting and capital-importing countries and enable general trends to
be discerned. It is clear that private foreign investment is stagnating or
declining in the extractive industries and agriculture. There are many reasons
for this, among them no doubt the introduction of local restrictive regulationms,
the acquisition of necessary technology by the developing countries themselves
(especially in agriculture), the uncertain rate of return on investments owing
to the instability of raw materials markets, and the takeover by the State of
extractive industries (which in many cases are the economic backbone of the
developing countries). Thus, for example, some developing countries are making
very substantial investments in the oil sector without any resulting increase
in fcr;ign investment (while conversely their foreign debt may be increasing
vastly).

Annexes 6 and 7 also show that the situation varies congiderably as regards
private foreign investment in the industrial sector. Although such investment
is very active wherever the general investment climate is not unfavorable and
domestic or export market prospects are attractive, if one of these two condi-

tions is lacking, there is stagnation or a decline in direct private foreign
investment.

Finally, note should be taken of the substantial private foreign investment
activity in the services sector. Developing countries generally have no other
means of acquiring the technology the services sector provides and have to ac-
cept this mode of obtaining it if they wish to modernize their way of life. It
is interesting, however, that some countries impose substantial restrictions
against foreign incursion in certain types of services (banking and insurance).
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2.3 New forms of direct and indirect investment

2.3.1 New forms of direct investment

Foreign investors have everything to gain in terms of security by forming
associations with local partners (either public or private). From the point of
view of the recipient countries, there is a growing desire to get involved in
business. This desire is due in part to the need to find as profitable and
secure an outlet as possible for the often abundant local capital which they
have now succeeded in accumulating, and for many investors, the preferred ave-
nue is association with a foreign partner. In addition, there is the existence
of an already quite substantial number of young local managers and university
graduates increasingly capable of playing an active role in business operations.

Thus today the concept of "private foreign investment" has broadened con-
siderably. It is now no longer simply a form of financial participation, above
a given percentage, in a2 local enterprise but more generally consists of building
up a lasting stake involving long-term agreements on management, production
sharing, supply or technical assistance. It is evident that such forms of for-
eign participation, to the extent they create close and enduring links, do not
show up in the statistics, and thug contribute to the apparent sizable reduc-
tion in the share of private investment in total private flows to developing
countries. In any event, major foreign investors today are virtually forced to
accept this system, at least in the ten or so most important recipient countries,
which use very similar systems characterized principally by a closed domestic
market and the establishment of limitations on foreign participation in local
enterprises. It should be noted that this applies in particular to investments
geared to supplying the domestic market.

2.3.2 Indirect investment

As the table in Annex 8 shows, there has been a striking increase in
foreign loans, a form of indirect investment which has now become the prineipal
means of private capital transfers to developing countries. This reversal is
in part due to changes at each end of the financial chain linking developed
with developing countries. As regards the former, the major holders of capital
are no longer only production enterprises but also include investors whose sole
object is to find a profitable and secure outlet for their funds. These inves-
tors merely place their funds with international banks, leaving questions of
financial management to them. These banks, which are not involved in direct
production activities, make contact at the other end of the chain, at the de-
veloping country end of things, with producers anxious to acquire capital. Such
producers may be either private or public; they may be exclusively local, or an
association of local and foreign interests or even exclusively foreign (although
the last case is certainly not the most frequent); finally, they will be loecated
in countries where, for a number of reasons, the rate of return has not decreased
as much since 1973 as in the developed countries, and where it is sufficiently
high to compensate for any lack of security, whieh in any event is relative.
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3. Conclusions

The relations between foreign private enterprises and developing countries
can be defined in terms of placements. These placements for a long time were
combined with direct control by the foreign enterprise: this is direct invest-
ment. Control of this type seems to be becoming relatively less frequent--which
does not mean that foreign private enterprises are losing interest in developing
countries but that their operations are becoming increasingly varied, involving
associations with loeal enterprises, both publiec and private. There is no rea-
son to believe that foreign private enterprises will turn away from the develop-
ing countries; on the contrary, it is probable they will accept having to give
up centralized, exclusive control in order to move toward more flexible formulas.

It is nonetheless true that the relations between foreign private enter-
prises and developing countries tend to be concentrated in certain countries and
fields of activity. This may have unfortunate consequences for some developing
countries which see themselves as neglected, and for certain areas of activity
where there may be no locally generated investment funds, either public or
private, to compensate for the lack of foreign investment.



Table III-31. Develooed market economiezs: gross national prdduct and
outflow of direect investment, 1971-19TA

Gross national Outflow of direct f“n:'i:;e:: Si" ect
Year product investment a/ sha:e o THE
(Billions of dollars) (Parcentaze)
1971 2181.2 12.8 0.59
1972 2 512.8 1kL.5 0.58
1973 3 061.2 22.7 0.7k
1974 3 380.0 21.0 0.62
1975 3 75T.1 25.0 0.67
1976 b 093.4 2k.h 0.60
—dP
Scurce:

United Nations Centre on Transnational Corporations, tased on Organisation for

Economic Co—operation and Development, Development Co-operation {Paris, various issues);
International Monetary Fund, Balance of Payments Yearbeok {Washirgton, D.C., various yemrs).

a/ Including reinvestad earnings.
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Annex 2
TABLE 1. - GEOGRAPHICAL SPREAD OF DIRECT FOREIGN INVESTMENT
BY PRINCIPAL COUNTRIES OF ORIGIN (% of total)

Recipient North United Europe C.E. South & Asia Africa Middle
Country America States Central East
America
Country of 1968- 1973- 1968- 1973- 1968- 1973- 1968~ 1973~ 1968~ 1973~ 1968~ 1973~ 1968- 1973- 1968- 1973~
Origin 1972 1976 1972 1976 1972 1976 1972 1976 1972 1976 1972 1976 1972 1876 1972 1976
United States 22.1 19.4 37.0 43.6 31.9 33.5 13.6 15.9 9.2 7.4 5.3 145 1.0 2.6
Japan 21.5 24.7 17.5 22.2 30.1 9.5 29()5 6(.? 11.5 18.3 16.5 32.3 2.4 5.0 6.9 5.2
e e
West Germany 18.2 20.8 8.9 15.6 61.3 549 38.0 33.0 12.8 13.7 %.? %.i 7.h 5.1 (a) (a)
a a
UK (b) 24,3 29.4 18.2 21.2 33.1 31.0 27.4 2h.1 2.5 5.6 5.4 4.9 18.5 18.0 - 0.1
France (c) 7.8 18.0 25.8 3182
(d)
{a) Asia, including Middle East (a) p 1968-1972 1973~1976
; . Other OECD Countries 24.5 20.2
b Exeludi oil sector i i
(v) ng Rest of the world 41.7 30.5

(¢) Excluding banking sector

(e) Leaving aside investment financed through the London capitals market and a
substantial project ... (illegible) ... in the UK, the EC share was L.UJ
and 5.2%, respectively.

Comments concerning the countries of origin: United States: (1) net capital
outflows plus retained earnings. (2) statistical series which is adjusted from
time to time. Japan: authorized direct foreign investment (shares and long-term
loans). West Germany: net capital outflows. United Kingdom: net capital out-
flows plus retained earnings. France: net capital outflows. General comment:
the method of calculating net capital outflows varies from country to country.

Sources: United States: USDC, Survey of Current Business, Japan: Bank
of Japan. West Germany: Der Bundesminister fiir Wirtschaft, Vermogensanlagen
Gebietsanséssiger in fremden Wirtschaftsgebieten. United Kingdom: Business
Monitor, a publication of the Government Statistical Service. France: the
Notes Bleues of the Service de 1'Information of the Ministry of Economic Affairs
and Finance.
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Annex 3
TABLE 7. THE SHARE RECEIVED BY DEVELOPING COUNTRIES OF
TQTAL DIRECT INVESTMENT ARBROAD BY THE PRIVATE
SECTOR OF DAC MEMBER COUNTRIES
Annual Averages
1969-1970 1975-1976
Total direct of which Total direct of which
investment in developing investment developing
millions of country in millions  country
dollars share in % of dollars share in %
Australia 110 61 163 38
Belgium 85% 32 224* 68
Canada 321% 17 599 61
France~ 283 80 (est. 1127 23
Germany 790 32 2230 35
Ttaly 196% 61 251% 72
Japan 280 66 1878 35
Netherlands 512% 29 1104* 21
Sweden 225 14 513 20
UK 1314 20 2938 26
US 6662 27 13300 39
2] 3
Others 57 4o 304 27
All DAC
member countries 10835" 30 246314 36

# These figures do not include retained earnings, which add up to very large

amounts, but for which no estimates are available.

Including overseas departments and territories.

available).

"

2. Austria, Denmark, Finland, Norway and New Zealand.
3. Norway accounting for 180.

4, Excluding Switzerland (figures not

Source:

Balance of Payments Yearbook, Volume 28; OECD: DAC Statisties

financial rescurces contributed to develovping countries.

on



Annex 4

TABLE 2. DIRECT PRIVATE SECTOR INVESTMENT (NET)
IN DEVELOPING COUNTRIES 1970 TO 1977
AT EXCHANGE PRICES AND RATES FOR 1976
(millions of dollars)

1970 1971 1972 1973 1974 1975 1976 197Tp
Austr§lia 236 99 187 145 129 50 75 78
Aust?la 11 | 7 7 9 7 33 {67
Belgium a8 54 98 66 60 69 236 -25
Canada 117 127 278 184 237 336 430  (360)
D?nmark 18 53 19 23 32 31 30 -
Finland 2 2 1 ] 1 3 1 2
France k51 31 370 372 269 261 245 245
Germany 620 623 923 959 772 837 765 780
Ttaly 223 359 419 318 118 141 213 150
Japan 506 416 323 1589 739 234 1084 668
Hetherlands 415 259 552 125 294 237 245 450
New Zealand -- —— -3 2 3 1 ] 8
Norvay 43 23 13 21 19 18 L3 14
Sweden 74 74 70 31 62 87 125 116
Switzerland 126 132 124 106 149 209 226 203
UK 617 383 575 897 808 754 954  (560)
Us 2171 1829 1815 880 -1907 5626 3119 4500
A1l DAC member
countries 5728 L4744 5771 5726 1794 8901 7824 (8130)

1. See notes for Table 1.

Source: Figures from DAC, OECD.



TABLE 10.

Annex 5

DISTRIBUTION BY RECIPIENT REGION OF STOCKS OF
NET ASSETS OBTAINED OUT OF DIRECT INVESTMENT
BY PRIVATE SECTOR OF DAC MEMBER COUNTRIES IN
DEVELOPING COUNTRIES

End 1970 End 1976

Recipient region Billions a4 o Billions 4 of

of dollars, total of dollars total
Furope 2.7 6.2 6.9 941
Africa 749 18,3 Qed 12.7
Central America 8.6 19.8 8.5 24,3
South America 3.8 31.7 _ 19.2 25.2
Middle East 3.4 7.8 e 2.9
Asial 7.0 16.2 19.7 25.8

Total b3. 4 100.0 76,2 100.0

1. South Asia, Far East and Oceania

Source: Figures from DAC, OECD.



Table 1T1-38. Belected developed market economies: stock of direct investment abrosd by
major industrial sector, total and in developing countries, 1971 and
latest available year

____Totul stock : -~ Stock in developing countrics
1971 a/ 1974 a/ 1971 af 1970 af
Country and industrial tiillions’ Per- pillions  Per- Millions Per- Millions  Per-
scctor of cent- of cente- of cent- of cent=-
dollars are dollara age dollars age dollars afe
United States :
Total industry . « « « o « 101 313  100.0 137 2k 100.0 22 904 100.0 29 050  100.0
Extractive b/ . . + » . 30 089 30.6 36 71 6.8 8 339 36.4 5 161 17.9
Manufacturing « . « » Ll 370 13.8 61 ob2 Ly,5 7 B20 3h,1 11 362 39,1
ServiCes « « s 4 s 8 s 25 954 29.6 39 L1l 28.7 6 Tus 29.5 12 L97 L3.0
Banking and insurance. 976 9.6 16 392 11.9 2 309 10.1 5 996 £0.6
United Kingdom c/
Total industry « « o« « o @ 23 717 100.0 31 277 100.0 4 511 100.0 5 059 100.0
Extractive . . « « + » » 8 051 33.9 8 7 28.0 1159 a/ 25.7 989 4/ 19.6
Manufacturing «+ « » « 10 o3 li2.3 14 131 hs5.2 18287 ho.S g Log L7.6
Services .« o o o o o @ 5 633 23.8 8 399 26.8 1524 4/ 33.B 1 661 4/ 32.8
Banking and insurance. 1 212 5.1 1 Llo h.5 oibn o W i
Canada
Total industry s 8 8 & W @ 6 52“ 100.0 9 3‘% 100.0 l 575 IMUO 2 Elh 100.0
Extractive ‘_1/ s s e 8 » 258 1“-“ 1 %) 2002 ssw aee ere . sae
Mnnuflct.uring ¢« ® ® u @ 3 }T 52.? h ?29 50. see sew Iy se e
Services « e 4 8 » & @ 2 lllg 52-9 2695 25.7 sae sew en e eoe
panking and insurance. Lo5 6.2 6a2 6.6 e S o Ve
GCermany, Federal Republic of :
fotal ndustrTy « « « o o T 277 100.0 19 915 100.0 2 ol 100.0 6 015 100.0
Extractive + « o v o o o 350 h.8 1 k9 X 92 h.5 569 9.9
Manufscturing « « « « « 5 79%  79.6 1h o032 70.5 1 605 78.5 3 633 60.4
Services + o o o s+ o o o 1 131 15.6 L L6k 22.h 347 17.0 1 613 30,1
Banking and insurance. Lol 6.8 1 9kl 9.7 161 1.9 520 8.0
Japan e/ i+
Total ndustry « « « o o » 5 062 100.0 10 620  100.0 5673  100.0 =
Extractive £/ .+ « o o s Boz  22.5 2 178 26.2 -l - 1 362 4.0 Ll
Manufacturing .« « « « & 1 092 27.6 3 73 35.0 o T 2 Bay 50.8 G
Services « « « o« o o 4 1 978 19.9 L 119 3.0 i v 1 he9 259.2
Commerce, banking and
insurance « s s o ¢ =« B!l'j 21-} 2 376 anh see sae 605 1016 22

“
i

T —————— . . T o
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Table 111-38 (continued) _ : ”
2 s‘h
Total stock Stock in developing countries
1971 &/ 1974 af 1971 af 197h af

Country and industrial Millions  Per- Millions Per- li{liions  Per- tii1lions  Per-
gactor of cent- of cent- of cent- of cent-

dollars afe dollars age dollars nge dollara are

Italy

Total 1ndustry . « « « o« 3 343 100.0 2 864,  100.0 1 209 100.0 1 078 100.0
EXEractive « o o o o & » 849  25.h4 861 3041 ' 62  ° 53.9 616 51.1
Manufacturing . « + « » 881 26.4 9oT 31.7 292 2h,2 3L45 32.0
Services . 4 4 4 4 e . 1 613 L8.2 1 0% af,2 274 2.7 117 10.9

Rote: Fxtractive induastries include agriculture, mining and petroleum.

a/ Yeara for United States are 1973 and 1976; for Federal Republic of Germany, 1971 and 1976; for Italy, 1972
and 1976. :
b/ Hefers to mining and smelting and petroleum.

¢/ Total and the relevant sectoral stock data include investment in the petroleum and insurance sectors which
are not included in the corresponding items for developing countries.

4/ Refers to agriculture and petroleum only; mining and quarrying is included in manqructuring.

e Developing country totals are calculated by adding figures for Asia, Africa, Oceania (except Australia) and
' the Middle East, ;

f/ Rafers to mining, agriculture and fishing.

)

Source: United Nations Centre on Transnationanl Corporations, based ou: for the United States: Department of Commerce,

- Burvey of Current Duasinesa (various iasues); for the United Kingdom: Department of Industry, Trade Prices and Conaumer
?ro:cc;ion,ATrade znd IpipstEy (various Lsa?es); for the Federal Republic of Germany: Ministry of Economic Affairs,
Runiderlass Auzsenwirtschalt (various issues); for Japan: for 1967, 1971, 1973 and 19 data bascd

Qpnunl feport of the International Finance DBureau, 1977; for 1976,'Toyokéitaijshinpngigé, Japanese MﬁTtTi:ti;zilgf s
lgfgilJyulj};urenJ 1477/1410d; Eor Switzerland; Unlon Bank of Switzerland, Switzerland in iigures, (unofficial '
uatinq}éj] 10{ France: [for 1907, H.E. Gcharrer, ed., Forderung privater Pirekiinvestitionen (Hnméurg 1972);

for {915, ll. Kragenau, ed., International Direktinvestilionen 1973-1975 (lamburg, Institut fir Wirtscaafiafn;nchunﬁ 1977)
(unorficial estimate); data for 1971, 1973 and 1J(6 estimated on basis of cumulative annual flows of direct investnént ;
as reported to the Internalional tonetary Fund; for Canada: Ministry of Industry, Trade snd Commerce, Statistics Cnnuda
(various issues); for the lletherlands: for 1967, source as for France; for éubsequent years, 1467 st;ck plus

cumulative annual flows of direct investment abroad; for Sweden: for 1965 and 1970, total a;sets of majority-owned
manufacturing affiliates; data for subsequent years derived by addition of annual flows of direct investmont abroad: for
:f;riuT;t:x?mhourg: rortlﬁﬁT, estimate based on number of foreign affiliates and average book value per nrrilinte;l

ck ¢ ar subsequent years estimated on basis of annual flows of direct ; & : 7

ﬁgppllcd by Italian queiun Exchanpe Office. Data for other countries :htf$a:2;eg;mzﬂg S:IE:S'N:EIO::Eégﬁt -
Transnational Corporations., For further information on data, sec annex VII. e en




Table III-S0. Stock of direct imvestment in selected dewmicping countries and
territories, by major industrial mector, selected ymars

ey e e

Total stock of Share of gdistribution
Country or territory foreign direct i i
and year v S Extractive Manufacturing Serrice ek
(Millions of sector = sectar sector
dollars) u).in;’:‘-" 4 ”;l:“c (Percentage)
= 5 7
Latin America:
Argentina . . 1973 2 275.2 5.6 65.0 2k.5 L.s
Brazil . . . 1971 2 911.0 .9 81.8 1.9 1.4
« . . 1976 9 005.0 2.5 T8.5 18.6 2.0
Colombia . . 1971 £g92.0 27.3 50.0 19.0 3.T
i e w2975 965.0 36.0 Lk.2 18.3 Y.8
Mexico . . . 1971 2 297.L 5.9 75.2 16.4 2.5
£ e - « 1975 b4 735.8 L. T1:5 18.1 0.2
Panama . . . 196C 21k.1 21.1 ZT7.0 51.7 =
o wow TOTH 353.5 16.1 37.L Lok =
Asia: :
Hong Kong . . 1971 759.5 - 100.0 - -
- . 1976 1 952.4 100.0 = =
India . . . 197k 1 682.8 L.2 92.0 3.7 =
Indonesia . . 1970 1 581.L TL.9 19.2 5.5 -
. 1976 T 077.0 37.5 57.0 10.3 -
Philippines . 1973 1k6.0 5T 39.2 52.5 2.6
. 1976 513.0 12.6 k3.7 3k.0 h.7
Korea, g 2973 522.2 1.3 76.9 21.8 -
Republic a' 1375 626.9 1.4 80.1 18.5 -
Sipgapore . . 1571 I 575.0 L7.7 52.2 - - -
. 1976 3 739.0 Lo.6 59.3 = =
Thailand . . 1969 T70.2 0.1 97.32 2.5 -
« 1975 17h.7 - 93.1 6.8 -
Africs:
Wigeria . . . 1968 999.2 83.T 2h.5 18.8 2.0
s # @ X973 1 958.6 63.3 25.2 10.3 1.2
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Bource: United Nations Centre on Transnational Corporations, based on: for Argentina: iInformation supplied by
SBubsecretar{a de Inversiones Extranjeras, Government of Argentina; for Brazil: Banco de Brasil, Relatorio Anual, 1977;
for Colombia: Banco de la Republica, Reporte Anunl, 1975; for Hong Kong: information supplied by Trade, Industry and
Conmerce Department; for India: Department of Company Affairs, Ministry of Justice, Research Statistica, 1976; for
Indonesia: Bank of Tndoneaia, Indonesian Financial Statistics, 1977; for Mexico: Banco de Mexico S.A.; information

supplied to the United Nations Centre on Transnatiopal Corporations; for Wigeria: Central Bank of Nigerla, Economic_and

Financial Review (various issues); for Panama: Estadistica Panumafa, Balanza de Pagos (various 1ssues); for the
Phillppines: Central Bank of the Philippines, Philippines Busineas Review 2 (1977); for the Republic of Korea, Fconomic

Planning Board; Economic Survey (various issues); for Bingapore: Economic Development Board, Annual Report, 1976; for
Yheniland: Board of Investment Planning Division, "Report for 1976".
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- DAC(T79)21
Statistical Annex

Tible A.1? THE PLOW OF PINANCIAL RESOURCES TO DEVELOPING COUNTRIES #ND MULTILATERAL ASENCIES
TOTAL DAC COUNTRIES ¥
AET D150us SERERTS
1767=15%69 i9te (Rl 1376 iar 1718
AVEFRAGL
GFF.DEV.A5515T.0204) Gabo,d 6786.5 13567.2 13505.5 LAs95. 5 L7848
Q04 AS I IF GHP 3 0,38 0.3a 0.35 0.33 6.3 0.35
gILATESAL ODA 3624.1 5662.7 2815.1 9578.2  1CuA3.E 13122-8
0DA GRANTS 1282.5 $50G.2 8261.9 6541.9 Tt 41042
TECHNL SAL CO=OPER, 14827.4 1520.7 z#2had 268143 S.bo.S 37T9.6
FOOD afD 42544 35549 826. 3 B46.1 T35.3 2.6
DEBT FORGIYEMESS L3 tua? 2241 2 14705 65642
FEALF Ghaals L466.1 1221.3 2497-7 21456 LELE T L229.2
0DA LOANS 224¢al 23554 1547.2 296247 3722.8
NEW 004 LOANS 57.0 2299 22k.5 1827.5 285%5.1
700D AlD LOANS ol . 835.1 67 0ed 2 652.3
JE8T KEDRGANISATION 758 35.9 49540 58,3 i1 199.8
OFHER &l 20.7 38,8 4.6 N 15.3
ML TILATERAL 004 22402 11238 T mrea A_u's-‘,.l 4bl2ai 57593
GRANTS 3840 551.7 te2e.T 1932.9 2215.4 24dhad
i UM AGEMCIES 28140 367.8 11379 1152.8 L8 eu 15%6.5
eic 88.3 157.6  8T2.4 622.8 Plead 336w
QTHE® 15.% 27«1 1 1573 1573 21345 .6
0F WHICHIFOOD GRANTS 2243 59.3 | a8 342.3 s07.1 56743
CAP.SUBCFIP.PAYMENTS 393.5 540.6 17340 216645 2316, 2 A1 3.0
[} 6ad 154 3.6 2t Th.E 179.2
1 253.1 28T 1183.1 15%8.8 14145 SudBal
RIG.DCY.BANKS 140.7 24T.0 $19.2 129.5 19543 8.2
OTHER [NSTS. bt 1.2 25. 51e1 53ah 16741
WILT.CONCESSLOANS 39.8 3.5 Foh 6le% 18,9 a2
QTHIR OFF.FLONS LOOF) 598.9 1:08.7 32237 13133 3512.2 521403
BILATERAL DOF 5959 818, 1 294401 2184.1 3485.5 5857.6
OFF.EXPOFT CREDITS Ll66 547.8 1375.8 10228 22858 7.2
oTnEk Bhob 290.3 1873.7 13630 859.7 15557
AUL TILATES AL OOF =241 2T0.6 73al 1272 126.7 15647
OF WH1CH:18#D =led 296s6 =5, 3 2t  LITPe 99.8
TOTAL OFF.FLINS Fuil.2 TB95.1 18612.% 169788 18u%e.i  250t6.d
GRANTS 97 VILUN.AGENC. 1284 857.5 1341, 8 159%.7 14887 1665.3
PRIVATE FLOWS 368647 1502.1  22a2l.s . 221s0.2  31227.7 Ané2d.2
DIMECT IMVESTHENT 26398 3689s1  119% 8 TH2le¥ 5a58.9, iialied
SILAT.PORTFULIYN &0l 65623 5238.8 523%.8 10785.3  20971.8
AULTIL.PORTFOLID 535.6 i76.1 2552. 7 T 968 Takeaa 2515.1
EXPORTS CrREJRTS 15h8.2 21419 $141.9 65025 8 B337.1 9597.0
OF WHICHIMONET.SECTOR 353.C 17448 4519.6 Emoc.e] esRe.L 2328341
CHMANGE BTL.CLAIAS 188.4 226.8 4355 3 41824+ 6) ST46ab L273B.L
IN FITEIGN CURR. G0 Uk Gad tow et BNETA
IN DIWESTIC CukP, Bk Bad Y] Vale Cet 55541
MILMINET.POPTFOLED 93.3 =52.¢ 186.3 Tilse a2y 1644,
fOTAL RESOURCE FLOWS 12750.5 15754.8 4038,.3 391500 S0728.5 7T1384.%
TRF AS I OF GAP 0.7 0.78, 1,08 6.97 1,08 1.26
PAVINT dANN § AFFIL. 56V hed
ADJUST.RESIURCE FLOW
GROSS DISBUPSERENTS
TOTAL OFFICIAL 819b.2 9998.9 21214 T 215689  2I471.1 51969,
OFFICIAL DEV.ASS1ST. Tlpw.? 1590.4 14997.8  155UBb. lbbal.b z!sl’b-:
OTHEF OFFICIAL FLOnS 1431.3 2398.5 82151 52603 b8ll43 ?394.7
MEW DEVEL OPSENT LOANS 756,448 2185.3 3314.9 149%7 12344 4673.3
TOTAL DEsT SEORGANIST. 1%9a3 22544 715 6 192.1 6EP. 12p5.2
TOTAL FOOD Al0 Asl.y b2i. r2gs. 4 168 2 2014.7 2179.1
OFFICIAL TaP.CFEDITS 1155.8 1512, 9 3215.9 $176.¢ 'S LI Seal.l
PRIFATE EXP<CPECITS 1ea5.2 21 “1698.4 13340, 5 13373.2 =
: COmMETHENTS
OFF.OEV.ASSISTLCUDA D 2a2hon 8139.8  16ATu.4 19AlE.]  2tel2.7 281641
#ILATEFAL 0Da bTEB.] efnsS.7 127%06, 2 h162.b 1567,  1B796.3
aF dniChi GFANIS 161547 116144 Te¥3.5 A3N7.5 91562 117157
AULTILATZ?aL 004 1237.2 1483.7 ITER. 2 52h9.3 6134, 8 75672
DTHE® OFF.FLUNS (OCF) 131944 26 3603 wis.e 9557 B66Z.0  132Zhb.3
nind TTEAS
FLO¥S TO “UL.AGERCIES 1159.¢ 1306.6 6474 .1 T384.9 TR 9831.3
OFF. SUPP.PETY.EXP.CFED 13i.4 Qew 165.4 4501 81,2 17
QFF.3UPP. PRIV IN4EST, e Wes 16122 1T%. 4 alb.l Ti2.¢
IMEIAZST ON 00a 376.5 ann.g a15.5 FT1eS 2t.e 1076.4
INTENEST IN JOF 2397 285, 2 Leai RS F T84.2 A88,3
ADMINISTr EXPENSCS LE 119.3 u.v} iu..-} M5 .7 T




Table E.1

ANNEX

9

STOCK OF EXTTANAL SPSOURCES AT END 1977 AND DERT SEAVICE Iy 1977
$ miilion
Dembt
Overseas (disbursed) Debt Service
Direct end 1577 in 1577
Cusulative Invesizents
Country or Territory grants (PODI)
19901977 stock of which of which
end 1977 Total DAC/QDA Total DAC/CDA
(1) (2} (3) (&) (5) (8)
TOTAL 100,657 84,996 264,422 40,504 41,227 1,965
Afzhanistan 605 20 1,059 180 8 10
Algeria 2,903 360 10,065 2l 1,409 14
Angela S0 (100) 120 - 3 28 -
Antilles (Netherlands) 223 2,000 270 150 28 [
Argentina 200 2,850 6,160 120 1,386 8
Bahamas 6 1,470 39 - 50 -
Sanraiz 203 {200) 217 - 39 P
Bangladesh 1,849 80 2,305 1,290 83 16
Baruados 22 1€0 60 13 11 1
Belize 79 70 9 3 2 x
Benin 365 33 137 50 12 3
Bermuda x 4,065 211 - 60 i
Bhutan T - - - - &
Bolivia 383 130 1,046 276 161 10
Totswana 263 55 2%4 39 x
Brazil 1,175 10,700 32,100 1,474 6,330 73
Sruned 2 279 20 - 3 -
Bur=a 470 6a 518 207 34 8
Surund# - 343 25 L0 3 x
Camercon 783 355 825 165 79 8
Caps Verde &0 - - - - -
Central African
Bmpire 404 65 137 L2 7 2
Chad 554 25 115 15 12 1
Chile 522 1,215 3,773 838 857 75
Calombia 579 1,410 2,956 885 355 39
Comoro Islands 119 - 33 ] 1 x
Congzs 401 165 581 71 73 z
Costa Rica 155 - 270 752 73 106 2
Cuba 112 - 2,906 25 304 x
Cyprus 318 as z22 1 3L 1
Diibouts 187 12 27 25 "4 1
Deminicar Republic 316 370 864 204 a9 12
Ecuador 257 580 1,345 145 158 9
Zgypt h,722 217 8,140 1,504 1,058 63
El Salvadar 157 140 3 1 71 3
Eshiopia 649 (99) 472 187 32 3
Falkland Islands 15 - x x - -
Fiii 147 200 a8 19 10 2
Gabon 338 740 1,281 55 260 8
Gambia (The} 71 14 28 11 1 x
Ghana 364 27% 7N 395 13 18
Gibraltar 34 28 8 1 x
Gilbert Islands 38 - - - - i
Greecsa 225 950 4,267 159 868 23
Guadeloupe 983 50 172 122 21 11
Cuatemala 270 270 378 59 47 3
“quinea 137 198 817 113 155 5
ilnes (Equatarial) 5 20 - s s
Alnen=3{zaau L - 3 ;| s =
Guiana (Fremch) 388 3% 29 26 ] 2
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=abtle B,4 (cont'd): STOCK OF EXTERANAL RESOURCES AT END 1377 AND DEBT SZRVICE IN 1977
$ millton
Cversess Debt
Direct (disbursed) Debt Service
Cumulative Investments end 1577 in 1977
Country or Territory " 1337 gzggi)
= of which el which
end 1977 Total DAC/ODA Total DAC/0DA
(1) (2) () (&) (5) (s8)
Cuyana 31 210 428 109 46 ]
Haiti 200 5 122 24 10 x
Honduras 174 250 475 &7 53 2
Hong RKong 45 1,730 778 102 x
India 7.365 2,450 14,528 8,105 935 366
Indonesia 1,857 5,160 12,041 L,173 Y37} 149
Iran 357 (1 Cﬂﬂ; 8,311 187 1,587 25
Irag 154 t130 1,625 110 668 A
Israel 2,286 520. 5,105 1,382 E64 €s
Ivory Coast 500 2,132 194 299 ™
Jamaica 129 932 83 150 5
Jordan 2,162 (70) 262 51 [}
Eampuches 686 - 36 31 x x
Kenva 872 510 1,762 325 99 20
Korea (Republic of) 2,455 1,280 9, 2,185 1,254 106
Tuwnit T (160) 194 - 109 -
Lacs 946 - 48 [ 3 1
Lebanon a3 {100) 14k 16 49 3
Lesotho 238 L 22 1 1 x
Lideria 159 1,035 514 105 86 5
Libyan Arzb Republic 255 530 594 - 458 -
Macao 1 - 5 - A -
Malagascar 836 180 217 s 23 L
Malawi 324 400 357 178 18 &
Malaysias 398 2,700 2,545 332 500 18
Maldives by S| - 1 1 x X
Mali 677 10 459 54 12 2
Malta 279 103 51 21 = 2
Martiniqus 1,164 - 131 g2 18 10
Mauritania 543 25 457 26 42 5
Mauritius - 125 23 75 21 15 2
Mexico 254 5,070 25,500 108 5,219 13
Porocco 1,283 325 3,608 T49 307 32
Mozambique 148 {100} 87 3 17 =
Kepal 435 10 72 14 2 1
Hewv Caledonia L00 140 152 1L0 18 19
New Habrides 102 35 i 7 x x
Nicaragua 135 90 B&8 134 101 &4
Niger 767 a0 209 102 17 3
Nigeria 738 1,040 1,754 384 735 %-C 22
Oman 303 (50) 578 - 128 -
Pacific Ialands - 738 - x - x -
Pakistan 2,959 760 6,850 3,816 391 160
Panama 194 2,750 1,453 1c8 173 3
Papua New=Guines 2,190 800 355 26 51 6 :
Paraguay 146 100 356 88 3% g
Peru 523 1,930 5,148 255 ) 16
Prilippines 1,206 1,620 4,711 561 533 24
Polynesia {(Prench) 260 40 &6 53 6 3
Portugal 49 450 2,549 151 299 13
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Table E,% (copt'd): STOCK OF EXTTRNAL RZSOUACES AT :'...‘ID_'IZ’_'Z ANC DEBRT SERVICE TM 1977

$ million
Cversaas Debt Debt Sarvice
Direct (disturse=d) in 1577
g Cumulative InvesToents end 1577
Country or Territory ts (PoDI)
TRA-IRTE ohi g of wnich of which
end 1977 Total DAC/CDA Tatal DAC/ODA
(4) (2) (3} (a) (5) (6)
Qatar 7 (100) 371 - 1463 -
Reurion T, 78 - 174 130 29 16
Rhodesia L3 {350) 71 1 5 -
Rwanda 475 25 78 14 2 x
Sac Tomé and Principe 3 - - - - -
Saudi Arabia 56 (21%) 1,537 9 1,048 -
Senegal 1,060 350 479 100 66 4
Seychelles Islands 73 11 4 1 x x
Sierra Leons 136 80 207 49 28 2
Singapore 103 1,500 1,087 92 135 6
Solomon Islands 139 - 14 9 2 x
Somalla 663 422 12 1
Spain 176 5,114 10,963 132 1,598 24
Sri Lanka 506 &5 739 450 137 20
3t. Helena & Depen-
dencies 24 - - - - -
3t. Plerre & Miguelon 74 - 13 10 ) x
Sudan 67 55 2,035 161 138 5
Surinam L53 350 117 113 x -
Swaziland 123 45 55 28 5 3
Syrian Arad Republic 1,812 (7o) 1591 97 137 1
Taiwar 530 1,720 2,955 . 10o2 567 23
Tanzania 1,122 160 1173 412 42 9
Thailand 874 400 1,815 297 401 21
Timor x - - - - -
Togm 328 95 331 T3 27 2
Tonga 18 - 2 2 x x
Trinidad & Tobago 61 1,250 261 17 16 : |
Tunisla 1:370 250 . 2,005 ac0 T 31
Turkey 1,019 500 5,300 1,758 100
Uganda 274 (7) 247 88 28 4
United Arsb Emirates 57 (150) 1,188 1 310 -
Upper Volta 617 20 133 52 T 2
Uruguay 103 250 748 72 249 4
Venszueina 176 3,300 5,724 28 1,160 a
Vieinanm 6,808 - 535 204 20 x
Wallis & Futuna 13 = x = x x
West Indies 399 830 52 31 8 1
Western Samoa 35 - 37 1 3 =
Yemen Arab Republic T34 - 345 74 8 1
Yemen (PDR) Lh - 307 10 ) x
Yugoslavia 455 140 8,58% 805 1,583 66
Zaire 2,017 (1.110) 2,759 205 160 8
Zambia 430 315 1,481 113 205 &
TOTAL a7,559 84,996 260,643 40,780 41,068 1,956
plus: Unallocated 13,058 - 3,774 126 159 g
GRAND TOTAL 100,657 84,996 264,422 40,504 41,227 1,965
Source: Calculs du CAD de 1'OCDE
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