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STEVEN W. KOHLHAGEN

University of California. Berkeley

The Characteristics, Motivations,
and Fffects of japanese and
United States Direct Investments
in the Pacific Basin

I. INTRODUCTION

In this paper | survey the present state of economic analysis of private
foreign direct investment in the Pacific Basin, including in particular the
flow between Japan and the United States, and Japanese and United States
investments in Southeast Asia and Australia. 1 first summarize prior studies
of the motivations for and characteristics of these investment flows. | then
survey the major issues raised by the studies of the effects of foreign direct
investment and present an outline of possible directions for future research.

The primary characteristic of those past studies is that they have been
fragmentary, duplicative, and lacking in the firm theoretical base so
necessary for meaningful empirical analysis. The existing theoretical work
on direct investment is composed of two complementary but not well-
integrated approaches to the problem, namely, a microeconomic theory of
industrial organization and a macroeconomic theory of the international
movement of goods and factors of production.’

The microeconomic, industrial organization approach was developed by
Hymer in his studies of monopoly power, international oligopolies, and

NOTE: The author would like to thank ). Thomas Chirurg, Deidra Deamer, and Jeremy
Potash of JETRO (Japanese External Trade Organization) for help in obtaining some of the
more obscure references in the bibliography, and Sherman Maise! for suggestions on an
earlier draft.
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: and 1972 and Hymer ang Roiy.
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Both the microeconomic and macroeconomic frameworks present the
empirical researcher with a comprehensive yet somewhat ad hoc frame-
work for analyzing the characteristics of and motivations for foreign
investment, but neither provides well-defined, adequately measurable con-
cepts that are useful to economists interested in studying the effects of
foreign investment. Consequently, we find in the empirical work an
overabundance of ad hoc studies in which the characteristics of and
motivations for foreign investment are analyzed, and there are a few
discussions of the effects of these investments in which use is made of an
ambiguous and empirically unverified notion of some collection of “spill-
over”’ effects in the host economy. In fact, with the exception of some of
the Australian analyses there are no studies that systematically measure the
costs and benefits of direct foreign investment to the host country. And in
the Australian literature it is the use of thoughtful economic analysis rather
than any presentation of substantive empirical evidence that is refreshing.

The collection of material used in this study is selective. All available
material was reviewed and any that was considered irrelevant or of
insufficient merit was not included in the bibliography.? A supplementary
bibliography of source materials is also provided; it is intended as a guide
to available data on the subject and is not meant to be exhaustive.

Japanese investment abroad in general is discussed before its status in
the United States is examined as a special case. Next, foreign direct
investment is surveyed by host area: |apan, Australia, and then Southeast
Asia. The last section contains an outline of the topics in which future
research would be most productive.

il. JAPANESE FOREIGN INVESTMENT

Characterization

Perhaps nowhere is the lack of direction and extent of duplicative effort
more evident than in the literature summarized below on foreign direct
investment by Japanese enterprises. The only constraint on the growth rate
of papers on this area—a rate of growth surpassed only by that of Japanese
foreign direct investment itself—is the number of research centers, agen-
cies, and institutes willing to sponsor conferences or studies on the subject
and the number of journals willing to publish the results. The problem is
that not only have the great majority of these characterizations of Japanese
investment and its motivations yielded substantially identical conclusions
and projections for the future, but the quality of the analysis has been
highly uneven.? On the other hand, little if any work has been undertaken
(or at least completed) on the economic effects of this investment, owing in
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no small part, as discussed above, to the lack of an empirically testabo
theoretical base. .

Japanese foreign investment has grown tremendously in the last foy,
years (it had an annual growth rate of 36 percent between 19.69 and 1973),
Despite this large growth in recent investments, Japan sti|| i a much
smaller international investor (as a proportion of GNP) than other de.
veloped nations (1.6 percent of its GNP as of March 1970, as Compared 1 |
20 percent for the United Kingdom, 7.5 percent for the United States, 5 »
percent for Canada, and 2.9 percent for Germany; see Kitamura 1973) By
the end of 1973 approximately 31 percent of all Japanese foreign invest.
ments were in mining and natural resource investments, 28 percent ip

Asia), whereas 70 percent of all investments in North America were in
banking concerns cr commercial operations, e.g. sales subsidiaries,

Profitability figures are always difficult to interpret, but in the case of

profitability- (1) most Japanese ventures are new, and () many of the
investments are undertaken to Provide raw materials or other inputs to the
parent COmpany rather than to earn profits, As Japanese ventures abroad
Mature, their prefit figures should improve,

Two major factors have made the sudden surge of Japanese investment
possible. Thege have been (1) inCreasing liberalization of capital restric-
tions by the Japanese §overnment and () the existence of the large trading
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Before capital liberaiization, japanese investments abroad were only
permitted by the Japanese government for the procurement of raw materi-
als necessary for Japanese industrial expansion and to ensure necessary
channels for Japanese exports. Similarly severe restrictions were placed on
foreign investments in Japan. But as it became clear that investments were
merely being rechanneled into Southeast Asia and were competing with
Japanese exporting firms, that Western technology was becoming increas-
inglv less available by licensing agreements, that the Japanese could not
continue to run large balance-of-payments surpluses, and that export
markets were being lost abroad, the Japanese government began relaxing
its constraints on the flow of direct investment both into and out of Japan.

Motivation

Japanese foreign investment can be characterized as being one of four
types: natural-resource-oriented, market-oriented, factor-oriented, and
what we might call government-control-oriented. Historically, the first
category has been of crucial importance to the growth of the Japanese
economy, accounting for over 40 percent of all investments in the less-
deveioped countries and nearly one-third of the investments in Asia by the
end of 1972 (Industrial Bank of Japan 1974). The policy of the Japanese
government and business community has long been to ensure an orderly
flow of raw materials to the growing Japanese economy.

Investment based on the need to capture markets abroad or to protect
existing export markets usually follows existing trade patterns and has often
involved small- to medium-sized firms in light manufacturing industries
setting up behind tariff barriers in the developing countries of Southeast
Asia or Latin America. This type of investment has also been encouraged
by the Japanese government when it has been tied to export promotion,
such as in the assembly of finished products from parts produced in Japan.
It has been increasing as a result of competitive pressures from the
developing countries and, in general, in terms of transfer of technology,
yields a much higher payoff to the host country than resource-oriented
investments. Another spur to this investment flow which is mentioned less
often in the literature is the reduced competitiveness of Japanese industry
as a result of the revaluation of the yen; this inducement has worked to
make production facilities more attractive both in Asia and the United
States.

The third type, factor-oriented investment, is in the case of Japan actually
labor-oriented investment. The attractiveness of cheap foreign labor in
Southeast Asia in the face of rising wages and a growing labor shortage in
Japan has become a major factor in inducing many Japanese firms to move
production facilities abroad. This motive is cited in many studies as having
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become more important than the securing and protecting of foreign mar.
kets behind tariff walls. As the growth of the Japanese economy creates
bottlenecks in the production process, such as the one now present in the
labor market, foreign investment will continue to be increasingly attractive,

The fourth type, or government-control-oriented foreign investment,
involves two factors: the actions of foreign governments and the actions of
the Japanese government. In the former category are such attractions 3
tariff walls, tax concessions and holidays, and duty-free export zones. On
the other hand, the Japanese business cOmmunity has a very close relation-
ship with the Japanese government, and policies dealing with the pattern of
€conomic growth ang foreign investment are determined through this

capital outflows when balance-of-payments surpluses became large. |n
addition, 3 large portion of capital outflows is in the form of governiment
loans to Japanese firms. The most recent factor inducing Japanese direct
investment has been stricter government pollution regulations on industry,
a policy which wil| have the not surprising effect of driving some of the
heavy manufacturing and chemical industries out of lapan and into other
countries.

Future Investment

oligopolistic defensive investments.

Projections based on these analyses indicate that Japanese investments
will rise sOmewhere between sixfold in eight years to tenfold in ten years;
investments in the developed countries will pe increasingly in commercial
and tertiary activities, whereas Manufacturing investments (especially
among smaller firmg) will dominate i the less-developed nations. Litvak
and Maule {(1973) point oyt that Japan wil| look increasingly to more stable
markets for raw materials (e.g., Canada and Australia) and as a result of
Japanese technological advancement will produce Many products abroad
that are nnt yet marketable jn Japan. Roemer (1974) predicts the increasing
fmportance of financia| packages that include Japanese government loans
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resource procurement. The increasing importance of oligopolistic elements
in Japanese markets is noted in many studies, as well as the implications
for patterns and motives of future investments, especially of the “defen-
sive,”” market-oriented type. For example, Marita (1974} has observed a
positive correlation between the size of Japanese domestic firms and the
amount of their overseas investments.

Joint Ventures

One of the characteristics of Japanese direct investments has been a higher
incidence of joint ventures than among United States firms. The explana-
tions for this range from ‘it is their wish to do so for public relations
reasons’’ to “they are forced into joint ventures by host governments.” The
latter explanation may be the more significant one, and Japanese industry
with its close ties to government is in no position to have those pressures
removed as long as the Japanese government pursues a similar policy
toward foreign direct investment in japan.

Clark (1972) notes that japanese firms have a sales or trading skill rather
than a technological or managerial skill and for this reason prefer joint
ventures. Tsurumi (1974), on the other hand, feels that the preference for
joint ventures is a conscious risk-reducing strategy on the part of manufac-
turing firms in Southeast Asia, while Yoshihara (1973) claims that smaller
firms need joint ventures to reduce the size of their initial investment. It
follows that as Japanese firms increase their technological and managerial
skills and maintain a uniform sales strategy (finding it necessary to influ-
ence the production plans of their overseas subsidiaries) they will be less
willing to accept reduced ownership proportions despite the risk.

Other reasons cited include the need for local partners to handle
distribution problems in Southeast Asia because of unfamiliarity with the
local culture (Yoshihara 1973), the problems of “economic nationalism’’
that can presumably be overcome by including local firms in the venture
(Kitamura 1972), and the fact (in Taiwan) that the japanese are closer to the
Chinese than are the American companies (Lin 1972). The most telling
observation, however, may be Yoshihara’s (1973); he notes there are
actually fewer joint ventures in Indonesia for the simple reason that the
Indonesian government does not require them.

Reactions to Japanese {nvestment

Reaction to Japanese investments in Southeast Asia is beginning to echo
the reaction to United States investments in Latin America. Japanese
investments have received increasing criticism as they account for an
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increasing proportion of the total in Southeast Asia, creating reafs of toreign
domination. The situation is exacerbated because the Japanese |Qvestmgnts
are the most recent and are predominantly in already existing mdusm‘es,
bringing them into direct competition with local ffrms (Tsurumi 1974). The
Japanese investors have been criticized for exploiting natural resoqrces, not
hiring local Managers or technicians, using techniques that utilize Jow
technology (Sebestyn 1972). for wanting only to capture the host marke;
and not exporting, insisting on continued tariff protection, using segond-
class personnel abroad, selling only inferior or second-hand machinery
(Ong 1972): for having too close an association with the local govgrnmgnt
in power—no doubt an extension of the government-business relationship
in Japan (ltoh 1973); for paying low wages and not fulfilling the expecta-
tions of their hosts that as fellow Asians they would not be mere profit.
seekers but would alse be agents of economic development (Tsurumi
1974). It has even been noted that their knowledge of the local language
has caused friction in Taiwan. Lin (1972) has observed that the Japanese
COmpanies have ysed Japanese managers, whereas the American com.
Panies have oyt of necessity had to hire Chinese managers—; potentially

In light of this criticism of Japanese investments, there is 3 curious
argument that ryns through the Japanese literature, an attempt to charac-
terize Japanese investments (as opposed to American investments) as being
somehow inherently bencficial 1o world welfare. Kitamura {1972) has
pointed out that whereas Un i
interested in market control, fapanese firms are usually smaller enterprises
with a more easily absorbed technology, utilizing more local labor and
improving trade relations. And, since they are usually in industries that are
declining in Japan, they are part of the process setting the stage for the
industrialization of the fess‘developed countries through worldwide spe-
Cialization of production, He observes elsewhere (Kitamura 1973) that
Japanese invesiments combine Entrepreneurship, capital, and not very
advanced (ang therefore easily digestible) techniques with abundantly
available cheap labor in d manner that jg Very compatiole with Asian
countries. He attrihytes the resulting low leve| of economic power to the
small capital base rather than to any lack of desire for power or intentional

The most recent example of this type of analysis is , Paper by Kojima
(1973) in which he tries 1o analyze the Mmacroeconomic welfare implica-
tions of internationa| capital flows. He distinguishes two types of foreign
investment: trade-oriented (or Japanese type) and anti-trade-oriented (or
United States type), where the former is beneficia| because it flows in
accord with Comparative advantage ang the latter s detrimenta). He

characterizes United States investments as justifiable ventures from 3
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microeconomic point of view, but points out that they reduce international
trade since they are primarily directed at protecting or establishing markets
and are therefore detrimental to both the host country and the United
States. On the other hand, trade-oriented (or Japanese) investment occurs
in industries that are declining in Japan and therefore follows comparative
advantage, increasing international trade and increasing benefits in both
the host country and Japan.?

There are a number of problems with this analysis (see Arndt 1973). The
distinction between anti-trade-oriented and trade-oricnted investments is
neither as simple nor as clear-cut as it is presented, nor is it necessarily
valid so simply to characterize Japanese and United States investments into
one or the other category (which Kojima readily admits in his reply to
Arndt). A great deal (and an increasing proportion) of Japanese investrnent
is of the market-oriented variety and therefore anti-trade-oriented. A recent
survey has shown that 75 percent of Japanese manufacturing firms invest in
Asia specifically to service the local markets as compared to only 40
percent of United States firms (see Allen 1973b). In addition, there are
severe problems with Kojima’s welfare criterion. He confines himself to a
purely static analysis by looking only at the trade effects of international
investment. He thereby ignores all of the familiar dynamic benefits of
investment such as employment creation, upgrading of the labor force,
increasing technological capabilities, and other spillover effects that may
well be greater for market penetration (i.e., anti-trade-oriented) investments
than for trade-oriented ones such as natural resource extraction.

Both Arndt and Roemer (1974) point out that Kojima’s observations on
Japanese investment may well be based on coincidence rather than on any
free-market tendency to invest along lines of comparative advantage.
Roemer contends that Japan’s natural sphere of influence is in Southeast
Asia, where any investments (including United States investments) are
labor intensive; as the Japanese expand their investments into more de-
veloped areas, they will become more capital intensive and less involved
in industries in which Japan has a comparative disadvantage. Arndt con-
tends that both Japanese and United States manufacturing investments are
oriented toward protecting export markets, but since the japanese markets
being protected are for labor-intensive consumer goods rather than
technology-intensive goods (as in the case of the United States) the
Japanese have an advantage in Southeast Asia, and as a result their
investments are in industries in which the region has a comparative
advantage.

Kojima's analysis is difficult to reconcile with a world in which substan-
tial portions of Japanese investment have been and continue increasingly to
be characterized as attempts to avoid tariff barriers, protect and preserve
domestic markets in foreign countries, secure a flow of raw materials to
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fuel Japanese industrial development, and export those industries for which
the social costs of industrial pollution are too high for the Japanese

. JAPANESE INVESTMENT IN THE UNITED STATES

Characterization and Motivation

Between 20 percent and 25 percent of Japanese investments has been in
North America. Initially they were made to secure faw materials, by
increasingly they have been in commercial operations of banking concems
(70 percent). Heller and Heller (1974) break these investments down: 7g
percent in securities (with 79 percent of those representing 10y percent
ownership). 23 percent, loans from the Japanese Export—lmport Bank: ¢
percent, real estate; and 2 percent, branches of Japan-based enterprises,
The total investment at the end of 1970 fepresented only 1.7 percent of
foreign direct investment in the United States, and whereas the retum on
these investments was higher than for other Japanese foreign investments, jt
was less than for either United States domestic or foreign investments.

The Hellers found in their study of Japanese investments in Hawaii that
the major explanation for the recent boom has been the relaxation of
Japanese restrictions on tourism and the recent exchange rate realignments.
There exists 5 8reat deal of tensjon and increased OPposition to further
Japanese investment because Mmany Hawaiiang feel that the Japanese firms
Mminate against non-Japanese in their hiring—an accusation supported

ri
by the fact that 88 percent of the employees of Japanese firms in Hawaii
are of Japanese extraction.

: e to keep in touch with United States managerial,
financial, ang engineering advances. He foresees that the increased need




japanese and U.S. Direct Investments in the Pacific Basin 173

Future Investments

The Boston Consulting Group (1974) has recently completed a projection
of future Japanese investment in the United States for the Japanese govern-
ment. They project that it will have grown to only $6 billion to $7 billion
by 1980 without any serious political problems (except possibly in tourism
in Hawaii and the West Coast). They feel that the principal factors in the
growth of this investment will be growing Japanese shortages, growing
trade surpluses, increasing protection of United States markets, and the
need for raw materials. The major negative impact on the United States
will come from increased competition for scarce raw materials, natural
resources, and labor, They distinguish among four categories of invest-
ments: (1) export substitution (the benefits will be large to both countries,
and there should be no negative reaction in the United States); (2) resource
acquisition (there is a limited scope for such investment, with a high risk of
negative reaction due to increasing shortages in the United States); (3)
technological acquisition (there is a high benefit to Japan with little risk of
negative reaction in the United States); and (4) diversified investments
(there is little gain to Japan and a high risk of negative reaction in the
United States). They conclude by suggesting to the Japanese government
that it urge a slowdown in type 4 investment because of the high risk
involved. It is important to note, however, that if future Japanese invest- -
ments are subject to the criticisms that they have received in Asia and
Hawaii, then the negative social and political reaction to the first three
investment types may be seriously understated by the Boston Consulting
Group’s analysis.

IV. FOREIGN DIRECT INVESTMENT IN JAPAN

Characterization

Due to the severity of the controls on capital imports into Japan, most
research has focused on the nature of the controls and the arguments for
and against their removal. The investments that have managed to enter
Japan have been principally from the United States (60 to 70 percent of
total foreign assets and 62 percent of the firms by the early 1970s). This
investment grew significantly from 1960 to 1968, induced by both the high
growth rate in Japan and the liberalization of capital inflows. Whereas only
about 5 percent of most sectors is controlled by foreigners, the proportion
is substantially higher in the high-growth industries: 70 percent of the
computer market, 50 percent of the petroleum market, and 20 percent of
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the rubber manufacturing industry (see Hailiday and McCormaclf 1973 ang
Sherk 1973). Foreign firms have been on thﬁ_‘ average more profitable thy,
domestic ones because of the heavy incidence of the former in the
high-growth industries {Kobayashi 1970). , _

Japan is strategically located near the world’s p_opulatron center, hag
been the United States's largest overseas market i one of the oyl
fastest growing economies, and has had ; very stable governmeng ang
currency.® Despite these factors, less than 2 percent of Uniteqd States
foreign investment through 1966 was in lapan~dire_ct|}’ a5 a result of the
program of capitai flow restrictions. The motives for those investmens
included dividends from iicensing, potential growth jn Japanese Markets,
improved opportunity for exporling to third countries, an avoidance of
tariffs. The objective of the Japanese governmeny, however, has heen to
allow only those investments that were necessary for upgrading technolggy
and materials ang| that did not substantially affect the economy. As 3 result,
three major types of investment have been aliowed into Japan: (1) invest.
ment that provided supply of needed raw Materials; (2) so-called yen.
based Companies, in which dollars were converted to yep and there were
NO assurances of repatriation (in 1963 this restriction was removed, byt
investments stj| required government approval); and (3) joint ventyres
(mostly minority equity operations) on g govemmem-approval basis. Most
investments have heen joint ventures, and have not been Very successiyl,
owing to failures in long-range planning among the Pparticipants. However,
unless there are drastic reductions in capital controls, joint ventures |

velopment (see Abegglen 1970, Okita 1967, and Yoshing 1970). It is felt
that as long as they can import technology they wil) eventually become
Competitive. Secondly, there are institutional problerms peculiar to Japan
that would make the entrance of foreign firmsg undesirable. These include a
wea_k capitai market , close Bovernment-bysiness relationship into which
_forelgn Managers do ey easily fit, 4 desire to bursue monetary policies
independent of the ﬁnancially flexible subsidiaries of Multinational corpo-
rations, a fear of , loss of Sovereignty by the sovernment, and fears of
foreign domination (see Abegglen 1970, Business Intercommunications
1969, and Yoshino 1970). Thirdly, there are the dynamic arguments for
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growth, in which it is maintained that the maturity and development of
japanese industry have been a result of protective measures taken against
both imports and investment (see Kindleberger 1969 and Ozaki 1972).

There have been essentially two reasons for the increasing pressure to
liberalize capital controls in Japan. First of all there is increasing recogni-
tion that increased capital inflows will be of benefit to the Japanese
economy through increased technological standards and abilities, im-
provements in the balance of payments, benefits to the japanese consumer
and industry, increases in the potential for economic growth, increased
competitiveness of Japanese industry, and reduced losses from a reduction
in the rechanneling of investments to Asia (see Business Intercommunica-
tions 1969, Okita 1967, Sherk 1973, and Yoshino 1970). Secondly, there
have been pressures to reduce controls to achieve other goals, such as
introduction of new technologies that are no longer available through
licensing (as United States firms began to view japanese firms as com-
petitors), the opening of channels for Japanese private foreign investment,
and improvement of the climate for Japanese exports (see Sherk 1973 and
Yoshino 1970). Those pressures have already led to some capital liberaliza-
tion since 1963, a trend which is likely to continue through the mid-1970s
as Japan becomes more dependent on the outside world and seeks to
export its own capital.

V. FOREIGN DIRECT INVESTMENT IN AUSTRALIA

Characterization

The literature on foreign investment in Australia is excellent, investigating
and characterizing the motivation, profitability, and effects of that capital
flow as though a well-organized research team rather than a group of
independent economists were analyzing the phenomerion.® This body of
literature could possibly serve as a model for future research efforts on
foreign direct investment.

The fifth largest amount (third largest per capita) of direct United States
investment has been made in Australia. In 19661967 United States firms
accounted for 4 percent of the equity and 25 percent of the output of
Australian manufacturing industry; the comparable figures in the mining
industry were 13 percent and 40 percent. Private United States firms
accounted for only 7 percent of employment and 10 percent of output,
although the proportions were higher for the high-growth industries. The
United Kingdem currently accounts for a larger amount of investment than
the United States, and the figure for Japan, which has invested very little in
the past, is growing. In 1971 private firms in the United States, United
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Kingdom, and Japar: invested $A3 s billion, $A4 billion, ang $A70 Milligy,
ectively). ) ) )

rcig the 19505 and 1960s the bulk of the Investments were i, Manufacty,.

ing. By the mid-1960s manufacturing investments had levela off, ang

sidiaries, hired fow non-Australians, and conducted about the Same
dmount of research a5 local firms {Brash 1966).

Motivation

agement of capital inflows in the form of tariffs, import controls, tax
concessions, and other direct and indirect policies. Thijs last factor has
been Somewhat [es¢ significant of late, as indicated by the policies pro-
posed following Publication of the Vernon Report in 1965 (Brash 1966 and
1972 and Commonwealth Treasury 1972) and, more recently, the attempts
to restrict Capital inflows and the Proportion of foreign Ownership,
During the 19605, the profitability of foreign enterprises fell from the
levels of the 1950s, owing partly to falling profits in the motor vehicle and

less than had been Popularly believed, jt Was greater than that of either
their British or Australian Competitors.

The Effects of Foreign Investment

The literatyo on the effects of foreign direct investment in Australia has
often been written jp response tq government policies toward capital
by fear

inflows induced s of increased foreign ownership of Australian
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industry and natural resources. In general, the authors of those economic
studies have taken the position that the economic benefits of foreign
investment in Australia are large while the costs are low, the effect of
foreign ownership on firm behavior is not significant, and restrictive
policies on capital flows should be eliminated in favor of policies aimed at
correcting domestic distortions.”

The Australian government has tried on occasion to influence the
proportion of foreign ownership by restricting the size of the inflow,
encouraging greater domestic equity participation, and discouraging
foreign takeovers (this effort was increased in the early 1970s). Brash
(1969) has maintained that there has never been any demonstrated
economic loss from foreign equity acquisition nor any gains from the joint
venture form of investment. He further notes that microeconomic behavior
with respect to production planning, wage policy, dividend policy, and
labor relations (but not export markets) is the same for both domestic and
foreign firms, that, in fact, subsidiaries of foreign corporations behave
much like domestic firms and submit themselves to Australian sovereignty.
The Commonwealth Treasury (1972) adds that increasing local equity
participation does not at all imply an increase in control or a change in the
firm’s behavior; in fact, it spreads local equity more thinly across Australian
industry. They go on to express what has become a consensus viewpoint in
this literature, namely, that it is the effect of local equity participation on
Australian growth and resource allocation that should be analyzed rather
than the effect on the proportion of foreign assets.

Nevertheless, the Vernon Report in 1965 had looked into this question
and concluded that if the then-existing levels of foreign capital inflow
continued, the proportion of foreign-owned capital in Australian industry
would rise significantly and the effects on the balance of payments would
eventually be negative. The committee therefore recommended that foreign
capital inflows be restricted to £50 million a year. Moffatt (1967) showed
their results to be in error with regard to the balance of payments (he
projected that the capital inflow could continue as a source of foreign
exchange indefinitely), but did conclude that domestic ownership of Aus-
tralian firms would have to rise at the unlikely annual rate of 7 percent if
the proportion of foreign ownership was not to rise. On the other hand,
Perkins (1966) demonstrated that the Vernon Committee’s conclusions on
foreign ownership proportions were a result of an "error of statistical
manipulation,”” and found somewhat less pessimistic results. He went on to
point out that the proportion of foreign ownership was not really the issue,
but that the benefits in terms of the services rendered to the Australian
consumer and industry by foreign-owned firms should be weighed against
the costs in terms of profit remittances.

The question of foreign ownership of naturai resources as discussed by
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Hunter {1966} and Kindleberger (1969) is _essen[ially 4 question of whethe,
the foreign buver is willing to capitalize_(mto real capital assets) the valye
of the present and future stream of benef_ﬂs fror_n the natural fesources. The
government must then require that (he_ price paid for _(ho resources be equy|
to their value to Australia, irrespective of the hationality of the buyer.
Hunter points out specifically with regard to oil exploration _lhat if foreign.
ers find no oil, it is knowledge acquired cheaply by Australia; but if oil is
discovered by foreign firms, the benefits in terms of the introduction of ey
skills and techniques, the improvement in the balance of payments, the
increased domestic supply of cheaper oil, and the increased royalties by far
outweigh the costs in terms of increased profit remittances.

The positive benefits of foreign direct investment that have been listed in
the literature (and against which must be weighed profit remittances and
political and psychic costs of foreign ownership) include increased em.
ployment, increased tax revenues, the spread of technological know-how,
increased efficiency through competition and improved quality of goods,
an increased export base, increased mineral development, increased ca.
pacity to industrialize, increased productivity, the creation of new angd
more efficient industries, and more research and product development (see
Brash 1966 and 1977 and Commonywealth Treasury 1972).

Brash (1966 and 1970) and the Commonwealth Treasury Report (1972)
conclude that many of the observed negative aspects of foreign investment
are, in fact, distortions in the domestic economy. For example, the exis-
tence of monopoly power and| subsequently higher prices are better solved
by generating a competitive environment and regulating monapoly power
across all sectors than by preventing the inflow of foreign capital. The
losses in tax revenues often attributed to transfer pricing practices of foreign
firms can be recovered by framing and adminis[ering efficient tax laws.
They note that each state within the commonwealth has its own tax
inducement scheme to attract foreign capital; this competitive taxation
policy has litle impact on locational decisions by foreign firms and
deprives state governments of needed revenues. Similarly, the existence of
(00 many inefficient firms in an industry is best solved by restricting entry
into that industry rather than restricting inflows of foreign capital.

VI. FOREIGN DIRECT INVESTMENT I SOUTHEAST AsiA

General Characteristics

_Bo(h the scgpe and quality of research on Unijted States and Japanese
ln\’fisl!nenls in Southeast Asia are spotty and fragmented. Serious studies of
United States Investment in Southeast Asia are all byt nonexistont 8 How-
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ever, | will draw whatever generalizations are possible on the basis of the
existing literature and then present a country-by-country review.

Foreign direct investment in Southeast Asia has been increasing at a
rapid rate because of expanding local markets and the existence of natural
resources, cheap labor, a high relative rate of return, and decreased
opposition by local governments owing to reduced fear of foreign domina-
tion as a result of the rise in the number of countries that are sources of
investment (see ECAFE 1971 and Sherk 1973). Private flows account for
about 30 percent of total resource flows and the foreign share of the capital
stock represents from 15 to 30 percent of the total capital stock (ECAFE
1971). There is an increasing trend toward manufacturing production and
export promotion in these countries, trends that are instrumental in the
determination of foreign capital flows (ECAFE 1971).

Hymer (1972) and Vernon (1972) have characterized United States
investment abroad (including that in the less-developed countries) as being
oligopolistic (fifty firms account for 60 percent of the investment), very
large, more capital intensive than host country investments but less so than
domestic United States investments, manufacturing oriented, motivated by
both offensive strategies {(seeking new profits) and defensive strategies
(orotecting markets from future competition), and composed mostly of
wholly owned subsidiaries. Rhodes (1972) has observed that whereas the
large corporations have continued to invest, the small companies had
slowed their activity down by the end of 1971. In addition, the attractive-
ness of the less-developed countries had declined somewhat owing to their
political instability and insistence on joint ventures (the less-developed
countries accounted for 27 percent of investments in 1961 versus only 20
percent in 1971}

About 4 to 5 percent of United States investments has been in Southeast
Asia. The value of these investments doubled between 1964 and 1970,
while the number of subsidiaries rose 30 percent between 1963 and 1967.
These investments are similar in character to United States investments as a
whole: usually large, capital-intensive, oligopolistic firms involved in oil
and mineral development (40 percent) or in technologically advanced
fields (37 percent), usually wholly owned subsidiaries or at least majority
equity arrangements (71 percent). The operations are often component
production and assembly type, and a significant volume of their exports is
to the United States (see ECAFE 1971, Sherk 1973, and Vernon 1972).
Allen (1973b) has noted that 40 percent of those investments is undertaken
to secure, naintain, and develop overseas markets, while 32 percent is
aimed at developing a low-cost export base. He adds that this latter
purpose along with the ability to secure, maintain, and develop a regional
base to complement activities will be the dominant motives for future
United States invesiment in this area.

On the other hand, 22 percent of all Japanese investments is in Southeast
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Asia. They are, in general, more labor inten.sive. In the main, they Con§ist
of small manufacturing firms afﬁliated. \{vlth one of the large trad.lng
companies. The Japanese investors are willing to own 2 smaller DFODOHfon
of the equity (one reason: their investments have a lower degree of capita|

1973). The motivations for these investments have been discussed €arlier.
In brief, they include the existence of 3 IOW'-FOS{ export base, the Prese(lce
of cheap labor, the desire to secure, mamtal{l, and develop 8rowing
domestic markets, the existence of export processing Zones, the avallabih'ty
of tariff preference schemes by the developed countries for exportg of the
less-developed countries, and the presence of tariffs in the host countries,
The first two are also the primary motives for United States investments
Southeast Asia.

Characteristics in Each Host Country
About 30 percent of japanese investments in Asia have been in Indones;z

investments have been undertaken to avoid tariffs and import restrictions,

Indonesia, despite Possible politicaj instability ang Poor infrastructure, js
altractive for s natural resources, cheap labor (although with poor pro.
ductivity), and large potentia| market (@lthough with low per Capita income),
Tsurumi (1973a) concluded that in order for foreign firms ever to realize
their export potential, Indones;j, will need to allow longer-term tax ben-
efits, reduce restrictions on inputs, and rémove export dutjes. Sadli (1972)
observed that tax holidays haye been of it]e help in bringing in invest.
Ment. In addition, other incentives, which were necessary to offset risks
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colonialism, but investment has increased rapidly once it has been under-
taken because of the oligopolistic nature of the Japanese firms. The export
processing zone and some tax holidays provided some inducements, but
the fear of loss of trade status with China has kept some large Japanese
firms out of Korea.

Laos'' has no restrictions on direct foreign investments and has some
incentives for industrialization, but political instability, military conflicts,
and lack of opportunity have kept investments small. Those investments
that have been undertaken are primarily extractive or financial and com-
mercial.

In Malaysia'? direct foreign investment accounts for about 12 percent of
total investment. The major investors are the United Kingdom, United
States, Singapore, Hong Kong, and Japan (in that order). The most recent
investments have been in light manufacturing and product processing.
Because of the high tariff structure, much of that investment has been in
import substitution activities, implying the existence of many small firms
unable to compete without protective tariffs. Malaysia is blessed with
political stability, a large supply of labor, and a large stock of natural
resources; poor infrastructure and a shortage of high-skilied labor are the
major constraints to further investment.

Foreign investment in The Philippines'* is dominated by the United
States. It is basically undertaken to take advantage of the import substitu-
tion policy or to obtain raw materials (Japanese investment is almost
exclusively in raw materials). There is an abundant supply of natural
resources, a large, well-educated labor force, and a well-developed com-
mercial banking sector. However, there is also an inadequate supply of
skilled workers, inadequate infrastructure development, and waste and
inefficiency in government planning. The government recognizes the con-
tribution that foreign investment has made to modernization, but has
recently begun to restrict the extent of foreign ownership in all except
pioneering industries (foreign ownership must be no more than 40 percent,
with even that to be phased out over a twenty-year period). Government
efforts have also been directed at gearing investments toward exports and
inducing firms to process raw materials before exporting them.

More has been written about foreign investment in Singapore than in any
other Southeast Asian country.™ Much of the investment has been due to
the stable economic and political environment, the development of the
best financial market and commercial center in the region, the presence of
a well-educated labor force and well-developed infrastructure, the loca-
tional advantage, a good government that has encouraged industrialization
and foreign investment flows, and the need to forestall competition. In
general, tax breaks, have not been an inducement, and have deprived
Singapore of needed revenue. Japanese investments have accounted for 37
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percent of all foreign manufacturing assets (although the fapanesgf ﬂo_w hae
been declining because of wage increases). The‘{' have been Capltal inten.
sive and technologically sophisticated: mostly joint ventur_es {(United Stateg
ventures have been more wholly owned): and often reactions 1o compe;.
tive United States investments in Singapore (the nigh levels _o_r protection
have generated many oligopolistic markets). Recently, the pofiticaj stability
of Singapore has drawn investments away from other Southeas; Asian
countries. _ _

United States and Japanese firms dominate foreign direct nvestmenys j,
Taiwan, s with the United States accounting for 26 percent of total invest.

percent of the value). United States enterprises invest more often jn wholly
owned subsidiaries (which are not as integrated into the Taiwan compmy,.
nity as are the Japanese firms) and as noted previously, they hire More
local Managers (Lin 1972). The Japanese firms are in general smaller, and
because of that and their high labor content they are profitable ventures
CVEN at an early stage. The main attractions of Taiwan are s low wages,
positive attitude toward investments, incentive program that g Competitive
{without costing it large revenues), export processing zone, and large
potential market

Japanese investments have dominated foreign direct investment jn Thai-
lands 1o the point where it is of concern to the Thaj Bovernment (Japanese
firms account for 73 percent of all wholly owned subsidiaries and 43
percent of tota| investment 3 Opposed to 18 percent for Taiwan and 10
percent for the Uniteg States). The major attractions are Thailand’s political
stability, the 1ow wages and high quality of the work force, the supply of
natural resources, and the import substitution policy of the government.
The value of the latter, however, is partially offset by the underdeveloped
capital market ang lack of skilled labor. Most of the investment has been in
light industrial sectors  utilizing Capital-intensive techniques and has
brought needed know-how and manageria| skills to the Tha; economy. The
import substitution policy has generated serigys €xcess capacity, and it has
resulted in 4 high import content of export goods because of low tariffs on
intermediate 8oods and 3 high tariff on final goocls. This has meant that the
industrialization effort has not had the development impact that it might

ave. Consequently, a comprehensiye Program of export promotion is
recognized 3 fundament, need in Thailand.

The Eifects of Foreign Investment

Those fey, authors wheo have discussed the efiects of foreign investments,
Most notahly Hughes (1971), Hughes ang Seng (1969), and Sherk (1973),
ave concluded that the benefits include increased technological know-
OW, increased supplies of resources for industrialization, an upgrading of
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the labor force, increased production capabilities, increased contact with
international markets (including capital markets), and increased foreign
exchange resources, management techniques, and employment. Listed
among the costs of foreign investment are decreased domestic research and
development capacity, stagnation of local capital markets and of manage-
rial and entrepreneurial skills, insufficient use of low-cost labor, reduced
national sovereignty, increased cultural conflicts, decreased revenue owing
to tax concessions, some monopoly profits, introduction of inferior prod-
ucts, reduced competition, and a drawing away of the best workers from
indigenous firms into foreign-dominated ones.

A number of these problems can hardly be atiributed to the existence of
foreign investments. It has often been the industrialization policies of many
of these countries rather than the flow of foreign direct investment that has
led to distortions in product and factor markets. Import substitution policies
and accompanying tariff structures have brought about fragmented and
oligopolistic markets, excess capacity, and distorted domestic markets (see
especially Little, Scitovsky, and Scott 1970, Nartsupha 1970, and Sadli
1972). In response, FCAFE (1971) and Nartsupha (1970) have suggested
that there should be more selectivity in granting investment licenses,
greater emphasis on export promotion, and more favorable exchange rates
for manufactured exports. Myint (1972) has proposed that natural resources
be capitalized into a steady inflow of social overhead capital by allowing
free entry into natural resource development and charging the full
economic rent, thereby inducing investments in the primary and manufac-
turing export sectors in a positive way rather than through import substitu-
tion policies and tariffs.’”

Compelitive Incentive Schemes

Another serious problem has been caused by the loss of revenues from
competitive tax incentive schemes levied by the Southeast Asian countries
(ECAFE 1971, Hughes 1971, Hughes and Seng 1969, Sadli 1972, and
Stikker and Hirono 1971). As has been the case among individual Austra-
lian states, since all countries have legislated the same tax schemes they
have no effect in attracting foreign investment and merely deprive the
countries of needed revenues. Both ECAFE (1971) and Stikker and Hirono
(1971) have suggested that efforts at tax harmonization be undertaken to
eliminate that unnecessary subsidy in the future. Many of the studies have
aiso discussed the potential gains from integrated industrialization policies,
regional harmonization, and a possible customs union, although members
of the 1973 SEADAG conference pointed out that a major obstacle to
cooperation has been and will continue to be the weakness of Southeast
Asian bureaucracies.
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The Transfer of Technology

developed nations (Ozawa 1971p), Allen (19734 recommends that Soyeh.
east Asiain countries redirect investment toward export capabilities ang
away from the present raw materia) base as 3 way of capturing greater
8ains through technology transfers, while Hughes and McKinnon in sga.
DAG 1973) stress the need to learn Ways to “unwrap the package” of

The Proportion of Foreign Ownership

The question of the proportion of foreign ownership in Southeast Asia has

en raised by Mason (1974), Reuber (1 974), SEADAG (1973), and Vemon
(1972). Vernon has observed that the transfer of tangible and intangible
fesources s less in 3 joint Venture than in 4 wholly owned subsidiary,
making joing ventures less desirap)e On economic grounds. In addition, the
so-called fade-oy; policies (where foreign ownership is scheduled to be
eliminated o to decline to 5 certain level) Pprevent some companies from
undertaking investments or induce the least capable rather than the most
Capable firms 1, enter the market Against these economic costs of joint
ventures, of Course, muyst he weighed the real of imagined noneconomic

o~ -
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local hiring or on the form of received earnings (if anything, there were
fewer payments of fees and licenses). He concludes that if the proportion of
foreign ownership has little effect on the behavior of the firm, there is no
reason to require joint ventures as the principal form of foreign investment.
The preferred policy under these conditions would be to remove restric-
tions on foreign ownership and try to obtain more of the gains for the host
country {an admittedly difficult task with the existing level of competition
among developing countries).

Mason {1974) has warned against general policies on technology acqui-
sition, recommending that policies be studied on an industry-by-industry
basis. He presents a comprehensive list of methods of technology acquisi-
tion and analyzes the factors that would be important in choosing the
appropriate method of acquisition for a particular industry. ECAFE (1971),
on the other hand, has recommended policies encouraging joint ventures
and a gradual program of reducing foreign ownership in existing firms.

VIi. TOPICS FOR FUTURE RESEARCH

As noted in the introduction, and as highlighted throughout the paper, the
principal need in future research is for a theoretical framework that could
be adapted for use in analyzing the economic effects of foreign investment.
As foreign investment comes under increasing attack in Southeast Asia,
Australia, and even lately in the United States, it would be useful if
economists could show the real economic costs and benefits (in terms of
economic growth and resource allocation) of restricting foreign direct
investment. Presumably there is some real, estimable cost to achieving the
goal of increased proportions of domestic ownership. The literature on
foreign investment in Australia could perhaps serve as a starting point for
such an effort—although the effect of these past studies on Australian
policymakers will, it is hoped, not have a discouraging effect on future
efforts. In addition to such a general study, individual country studies are
needed on the effects of foreign direct investment, especially for the
countries of Southeast Asia.

There is a surprising lack of research on the characteristics of and
motivations for United States investments in Southeast Asia. Although this
amount is small from the standpoint of the United States, the potential for
positive contributions to the economic growth of Asian nations is very
large. Similarly, studies of multilateral investments have been limited. A
coordinated effort could be undertaken to analyze these investments cn a
country-by-country and regional basis.

Many studies have recommended regional harmonization of industrial-

[
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ization plans, tariff schedulcs., and tax in'(renti\fo schemes fpr Sou!heasl Asia
Evaluation of these possil?i“nes should include an analysis of the effocts
regional harmonization of investment (both' foreign and domestic) as 3 vy,
of avoiding fragmented markets characterized by Excess capacity i, the
industrialized sectors of the less-developed countries,

Reuber's (1974) preliminary work on the effects of foreign Ownership ¢,
the behavior of the firm should be pursued further. As he concludes, jf y,
firm’s behavior is the same whether it s 4 wholly owned subsidiary or 3
joint venture, and if restrictions on the proportion of foreign—owned capity
keep out needed investments, then the host country shoyld not require
foreign investments to be joint ventures. '

In-many studies, it was concluded that tax incentive schemes haq no
effect on the locational decisions of firms in Southeast Asia or Australia,
The primary effect of these competitive tax schemes wag to deprive the
host governments of needed revenues. it should be possible to analyze the
economic effects of alternative taxation schemes for 3 given country with
or without cooperation from other countries. This couyld even be under.
taken as part of a study of general (optimal) taxation in 3 given country o
group of countries, perhaps in conjunction with g study of regional
cooperation as discussed above.

The question of the possible benefits from the technological innovations
embodied ir direct foreign investment s crucial to the determination of the
overall effects of this investment. As the trend in less-developed Countries js
for less licensing and sales of new technology and more direct Investments,
a serious (researchable) question arises as to how the host countries might
better extract the technological innovations brought in by those invest-
ments. What policies can the host government pursue (other than the
phasing out of foreign ownership, which often does not realize the desired
end) that will Mmaximize the technological spillover from foreign invest.
ment?

An observation that Was not made in any of the studies was the opposite
paths that Japan and Australia have taken with regard to foreign investment
and industrialization. To be sure, the differences between the two
economies in factor endowments and population density make compari-
sons difficult, byt both countries have achieved significant growth in
industrial apacity although one closed its doors to foreign investment and
the other remained relatively open,

One factor often cited for the large demand for foreign capital in
Southeast Asig has been the underde\feloped indigenous capital markets.
Research on the development of those markets could significantly shorten
the Iength of time those countries remain dependent on foreign capitai for

Lastly, in many of the studies, it was noted in passing that the revaluation
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of the yen has helped to account for increased foreign investment activity
by Japanese firms, especially in the United States with its recently devalued
dollar. Makin (1974) has also made this point in a recent Princeton
International Essay on United States investment. The rationale, of course, is
that an overvalued exchange rate such as that for the United States dollar
in the 1960s is a tax on domestic production and a subsidy to foreign
production. Analogously, an undervalued exchange rate, as in Germany
and Japan in that period, represents a subsidy to domestic production. It
should then be expected that the exchange rate realignments of the early
1970s should lead to increased foreign investment in the United States and
should induce the Japanese to invest more abroad. This is certainly an
empirical question of some significance for the Pacific Basin. Note in this
regard that the developing countries have long been accused.of maintain-
ing overvalued exchange rates as part of their import substitution policies.
The implication of this exchange rate policy would be that they would
have less foreign investment than if they maintained an equilibrium (lower)
exchange rate. The effect of levels and changes in the levels of exchange
rates on direct foreign investment in the Pacific Basin is an important
empirical question.

The most productive direction for future research should, then, undoubt-
edly be on the effects of foreign investment in Southeast Asia, Japar, and
Australia (and perhaps in the United States, although the impact of any one
country’s investments will be very small for some time to come) with an
eye toward helping host governments make rational decisions as to how
and where to guide future investments. However, except on United States
investments in Asia, there is already an oversupply of research efforts
characterizing foreign investments (especially Japanese), and at the present
growth rate this condition should continue.

NOTES

. See Johnson (1970 and 1972). In the summary below | borrow heavily from Johnson’s
summary of this material. For an excellent and comprehensive bibliography of the
general topic of foreign direct investment, see Oho (1974).

2. 1 regret that there was only time (and expertise) to review materials in English. Many
Japanese books and articles are discussed in some of the English selections, but
undoubtedly some significant works are available only in Japanese and have regrettably
not been included in this survey.

3. The most complete characierizations of Japanese foreign investment include MITI
(1974a and 1974b), Miyoshi (1974), and Sherk (1973); investments in Southeast Asia are
characterized in Allen {1973a) and Ozawa (1972b).

4. He notes that this explains why ““there are many accusations against anti-trade-oriented
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or American type investment but few in principle against the trade-oriented Or Japanese
type investment, although there are compiaints about the performance and behayig, of
Japanese firms abroad” (Kojima 1973, p. 16). .

5. This discussion of the program of capital controls draws heavily on /\b_egglen (1970

6. The most significant works have been Brash (1966 and 19.70), Perkins (1970), ang
Commonwealth Treasury (1972). The theoretical contributions are summarized by
Corden (1968).

7. The major exception to these conclusions was an early study by Wheelwrighy (1963},
who concluded that foreign direct investment was not as necessary as some people
thought, that theoretically the effects were not all that clear-cut, ang that the data were
not definitive.

8. The most comprehensive work on United States investments js Allen {1973, Sherk
(1973) and ECAFE (1971) are the best studies available for burposes of comparison yiph
Japanese investment in Southeast Asia. Kapoor (1972) presents the results of 3 survey of
United States companies that is only of casual interest, while Lindert (1969) has studied
United States investments in Singapore, and Schreiber (1970) has analyzed investment in
Taiwan. Other studies that are somewhat more peripherally related include Halliday ang
McCormack {(1973), Lin (1972), Litvak and Maule {1970), and Vernon (1972).

9. For studies of direct foreign investment in Indonesia, see Sadli (1972), Sebestyn (1972,
Stikker and Hirono (1971), and Tsurumi (19732).

10 For studies of direct foreign investment in South Korea, see Ozawa (1972b) and Yang
(1972).

11 For studies of direct foreign investment in Lacs, see Hughes (1971) and Stikker angd
Hirono (1971).

12, For studies of direct foreign investment in Malaysia, see Stikker and Hirono (1971),
For studies of direct foreign investment in The Philippines, see Itoh (1973), Mason (1970

including Hirono (1969) and Lindert {1969), Ong (1972), Ozawa (1972b), and Stikker

15. For studies of direct foreign investment in Taiwan, see Lin {1972), Ozawa (1972b), and
Schreiber (1970).

16, For studies of direct foreig., investment in Thailand, see Nartsupha (1970), Sebestyn
(1972}, Stikker and Hirono (1971), and Viravan (1972).

17. Note, however, that there are alsq serious problems caused by developed countries’
tariffs on developing countries’ exports (Hughes and Seng 1969). I additicn, many of
the tariff preference schemes for exports of developing countries have had disappointing
results because of legislated exclusions, especially in Japan (Ozawa 1972b).
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DISCUSSION

Speaker: Steven Kohlhagen
Discussant: Raymond Mikesell, University of Oregon

Mikesell praised the author for having provided the conference with such
an excelient and thorough summary of the English-language literature on
the subject of foreign direct investment in the Pacific region, and expressed
relief that Kohlhagen had not had time to survey the Japanese literature on
the subject! He then went on to say that Kohlhagen’s paper raised two
types of economic question: (i) What are the economic factors that explain
foreign direct investment? and (i) What are the respective costs and
benefits for the capital-importing and capital-exporting countries?
Concerning the first question, Mikesell agreed with Kohlhagen that there
is no integrated theory of direct foreign investment. At best. there exist only
partial theories, such as Vernon’s product cycle and other hypotheses,
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which deal with the behavior of multinational corporations. Yet, Mikese|
was careful to point out the unlikelihood of form.ulating a.general theory of
foreign investment that would be any more satlls.factory in expla-ining the
geographical breakdown and industrial composition of t.hose capital flows
than the Heckscher-Ohlin theory has been in explaining the pattern of
international trade. In fact, trade and investment are so thoroughly ip.
tertwined that foreign trade and foreign investment models cannot be
separated from one another.

The second type of question is much more controversial in that any
suggested answer carries with it certain policy implications. Mikesel!
criticized the majority of the research in this area for being tainted with
ideological bias or for inadequately defining the relevant elements of the
cost-benefit analysis. More specifically, many studies deal with only one or
two aspects of the cost-benefit equation, such as in the case of a mj.
croeconomic analysis of the impact of foreign investment on the balance of
payments or on the quantity of employment.

As a result, Mikesell argued, the existing theories, in which an effort is
made to evaluate the costs and benefits for the host country, should be
expanded and enriched by additional empirical work. For example, future
research ought to be undertaken to investigate the impact of foreign
investment on the opportunity costs of domestic inputs, and explicit
consideration should be given to the various externalities which currently
receive only passing mention.

Moreover, Mikesell maintained that there s 3 need for studying the
changing pattern of foreign investment within the Pacific Basin, given that
an increasing number of countries are limiting the degree of foreign
participation allowable for any given venture. |n addition, does the extent
of foreign ownership affect the efficiency of the enterprise? Can foreign
investors achieve effective control as minority investors? How is domestic
capital for a joint venture mobilized? And how can a host country ensure
that the multinational corporation maximizes pretax profits of the domestic
firm rather than global profits?

Clearly, then, as Kohlhagen had contended in his paper, a sounder

decisions about foreign investment, then much more than theorizing will
be required to convince policymakers that economists are worth listening
to.

When the floor was opened for general discussion, it became clear that
others shared both the author's and discussant's concern over the lack of a
strong theoretical framework for analyzing direct foreign investment.

Hang-Sheng Cheng, for example, suggested that data collection without
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such a framework would not be terribly productive. Referring to Kohlha-
gen’s observation of the macro-micro dichotomy of existing theory, Cheng
suggested that it might be more fruitful to fuse the two polar cases. In
particular, from the host country’s point of view it might be best to analyze
foreign investment in terms of economic growth theory, whereas something
like the Vernon product cycle theory might be more appropriate when
evaluating the same investment from the point of view of the capital
exporter.

Unfortunately, this approach does no better at explaining that part of
foreign investment behavior which is influenced by noneconomic forces.
For example, Merlyn E. Doleman noted that corporate decision making is
not always economically rational. In fact, the process of project approval is
tempered by organizational conflicts, which means that the process itself is
not always the same. Yet, any theory which is "‘academically purc” will
fail to account for these important elements of organizational behavior.

Robert S. Einzig said that different foreign investors have different
perceptions of how business operates in a given host country, which in
turn affects the form (e.g., 100 percent ownership, joint venture) in which
investments are undertaken. As a result, any theory used to predict invest-
ment flows will yield large stochastic values.

Leon Hollerman carried the argument further, suggesting that political
motivations are also important. He cited the case of Japan, stating that for
the most part, Japanese foreign investment has been motivated by “macro”
national interests. Thus, foreign investments have been made for such
purposes as reducing Japan’s vulnerability to foreign trade, gaining access
to natural resources, and reducing domestic pollution, whereas “micro”
motivations, such as {rying to get in behind tariff barriers, have been of
only secondary importance.

Pan A. Yotopoulos saw the development of a consistent analytical
framework as necessary to reconcile apparent anomalies. Referring to
Kohlhagen’s comment that domestic and foreign investment behavior had
not been found to differ significantly, he argued that these findings were
“most remarkable,” given the distinctly different natures of the objective
functions for the multinational corporation and the domestic company.
That the behavior of a multinational corporation which maximizes globally
is no different than that of a local firm could be explained only if
environments were competitive, markets were perfect, etc. But if this is the
case, then why is there the problem of unraveling the “direct investment
package,”’ as discussed elsewhere by Ronald I. McKinnon? Surely individ-
ual components of the package, such as technology, management, or
financial capital, could be secured separately in the competitive markets.

McKinnon responded by suggesting that even with perfect markets, there
would be little incentive to unravel the package because of the existing tax
mechanism in capital-exporting countries. For example, under the current
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tax system, American companies prefer to operate foreign subsidiaries
rather than merely contract for individual services, since the tax payments
in the host country are deductible as a tax credit for the parent company,
Thus, the entire package is transterred, whereas there are a priori grounds
for believing that it would be in the best interests of the host country to
break up the package.

This last proposition was questioned by several of the discussion mem-
bers. Mikesell stated that while the provision of individual services might
reduce the risk for the multinational corporation, at the same time it night
be less willing to offer its best resources. Moreover, as in the case of
Philippine mining interests, management and licensing fees accruing to the
minority investors might exceed the dividend payments had the company
been completely foreign owned. The idea that the sum of the parts might
cost more than the whole was also supported by Michael Keran, who
noted that many countries may lack the internal capabilities for using the
Separate services efficiently.

John Roemer suggested that the unraveling may become more wide-
spread because of increased competition among capital exporters. He cited
recent investment activity in the Middle East on the part of Americans and
Japanese as evidence of the enhanced ability of host countries to secure
production-sharing agreements on favorable terms. Roemer added that
potential Russian and Chinese investment will further strengthen the bar-
gaining power of host countries. In a sense, then, any theory developed to
explain past investment behavior may well be obsolete, given the new
trends in the relationship between the capital exporter and the host
country.,

Turning to matters of empirical research, Lawrence J. Lau wondered if
there were sufficient data to undertake a comprehensijye investigation of
the investment flows within the Pacific Basin region. It was pointed out in
subsequent discussion that the available data were quite Iimited—mostly
aggregate data in the form of estimates, such as those oublished by ECAFE
(Economic Commission for Asia and the Far Fast). Thomas Chirurg noted
that even when hard data are available for specific sectors, there is no
guarantee that the investments have been realized. This point was elabo-
rated by Roemer, who sajd that the Japanese investment statistics compiled
by MITI (Ministry of International Trade and Industry) cover only planned
investments: that is, the data are for projects that have received MITH
approval but which may in fact not have been launched. Moreover, the
MITI data do not include reinvested profits or loans that have been secured
in domestic markets. It was pointed out, however, that there might also be
offsetting investments which were not recorded, Kohlhagen expressed the
hope that the two types of discrepancies would perfectly balance!





