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naae
Balance~of-paymnents effects of »rivate foreign investment
in developing countries: summary of case studies of
India, Iran, Jamaica and Kenya
Introduction

1. This paper sums uD the findings of the first four country studies .
undertaken at the request of the UNCTAD secretapiat into the balance-of-
payments effects of nrivate Fforeign investment in manufacturing. The first
rhase of the research began in 1959 with case studies of Jamalca and Kenya
and the report on these countries was odresented to the Committee on oo
Invisibles and Financing related to Trade in July 1970.;/ The second phase
began in 1970 with studies of India and Iran, the results of these studies
being presented to the Comnittee in December 1Q/T§2/ The thiré phase startec
in 1971 with field trips to lalaysia and Colombia, and the report on these
countries will be presented at the next meeting of the Committee.

2. These studies have attempted to quantify the =ffect of individual acts
of private foreign manufacturing investment on the balance-of-payments and
incomes of selected developing countries. For this purpose, information
nas been collected in these countries on the operations of a cross—section
of manufactuvring firms, the greater number of them w*'h foreign equity
participation, over a number of years, and the net impact on the ‘host
economies of investments, vurchases, s»les and rem"ttaﬁceg of each firm has
oeen analysed separately.  This net 1DacL has been defined by comparison
with "alternative positions” in which foreign investment is assumed absent,

3. hile it 1s possible to coaceive of any numnber of such hypothetical

"alternative positions?, we may distincuisih four general alternatives to
having a »articu ar foreign investme -t in a country® to import the product
made bv the foreign investor; to oroduce it domestically in a locally-owned
ﬁpublic or private) firm; to preduce it domestically in another Foreign-
owned ririm;  or to do without a part or whole of the foreign firm's output.
In our analysis we nave considered only the Ffirst two alternatives,
separately and in combinatiown, so that the output of a foreign manufacturing
firm is assumed to be replaced wholly by imports, or wholly by a local firn
or partly by a local firm and the remainder by imports.

~n

ts Oof private foreign investment: case
TAD, TD/B/C.3/79/Add.2, May 1970.

1/ Balance-of-payments clfec

studies of Jamaica and Xenvya, UNC
2/
sl

Balance--of-paynents and income effects of private foreign investment
in manufacturing: cace studies of India and Iran, UNCTAD,
TD/B/C.3(V)/Misc.1, November 1971.
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4, We have in these studies been unable to quantify two sorts of effectg
of Foreign investment because of both the lack of ‘information and the
limitations on our resources. The First sort are the "external" benefits
and costs associated with ‘Foreign investment, such as its effect on domestic
skills, tastes, income distribution, prices, entrepreneurship, government
policy, and the like. Clearly these effects may be very important: in
some cases they may even constitute the most significant effects of private
foreign invesgtment.  However, “externalities" are a subject for separate
investigation, and we have assumed them away partly in order to proceed

with the exercize in quantification, and partly because individual foreign
investments (uniess they were very large in relation to the host country's
economy) may be expected not to have large "external" effects when '
considered in isolation. '

5. The second set of effects which have proved impossible to gquantify are
those which arise from differences in the structure, organization, attitudes
and skills of foreign investing firms as compared to their potential.lgcal
replacements., These may cause foreign firms to be more .or less eff1c1en?,
use different techniques of production, exvort a larger: or gmaller p?opaﬂmﬂn
of their output, or compete with greater or lesser success in dgmest}c .
markets. In view of tne difficultles of comparing an actual S}tuatlon with
a hypothetical one, we have simply assumed that in the altern;tlye case the
domestic Firm would have exactly the same technical characterlst}cs'as those:
of the foreign Firm. However, the degree to which a dome;tiC'flrm may
replace- foreign investment has beea allowed to vary depending on the
specific circumstances prevailing in each case. It was further assumed
that the difference between the actual level of production and that of local
replacement would be covered by imports (see below para. 39).

6. There are a number of balance-of-payments effects of the operations of
foreign firms which can be calculated directly from the firms! accounts

(e.g. imports, exports, equity inflows, dividend and royalty outflows, etc.).
These do not, however, exhaust the balance-of-paymeints impact of Fforeign
investments: local sales, the purchase of local inputs and the use of
local labour and domestic capital may all have efFects on the host country's
balance-of-payments. To calculate the "full"™ impact, rather than merely
the "direct" impact, of Foreign lnvestment, it is necessary to make
assumptions about the economy as a whole, the host government's policy, the
competitiveness of domestic factors and outputs with those in international
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markets, and the productiveness of domestic investment. Yhile we have
tried to choose assumptions which are meaningful and realistic, it must be
noted that a number of alternative hypotheses would have been possible.

As the results produced by our methods depend heavily on the particular
assumptions made, the actual figures have to be properly interpreted and
cannot simply be taken at Face value. The analysis could not have
proceeded unless some such assumptions were made: °~ it is best to be
explicit about .them and (by sensitivity and other statistical tests, see
paragraph 30 below) to 111ustrate their importance and limitations. -

7. The study of Kenya and Jamaica used a dlfferent methodology and a
different set of general assumptions from the study of India and Iraan.

To render the results of the four case studies comparable, we have re-
processed the Kenya~Jamaica data according to the new methodology. These-
are the results which are discussed below (and shown in Appendices 1 - 4 to
the summary). It would be inappropriate and difficult to discuss the two
methodologies in detail and to compare them here; interested readers are
referred to the original reports Ffor the complete theoretical frameworks.
In this summary we have kept methodological -descriptions to the bare
minimum, though clearly some have been necessary to explaln the results at -

The sample

—— =

8. On our trlps to the Eour countries we were not able to correct
information on a sample Gf Eorelgn investments which we were sure would be
representative of the total populatlon of Foreign manufacturing firms there.
This was due partly to the lack of backgrcund published informaticn which
would have enabled a proper sampling Fframework to be constructed and
partly to ‘the variability in response of the firms approached. We got
data on the operations of 20 firms in Jamaica, 9 in Keanya, 53 in India and
16 in Iran. 1/ Of these, all the firms in Kenya and Jamaica, 12 in Iran
and 28 in India were Foreign controlled. It must be noted that foreign

- majority equity participation is not necessary to obtain foreign control.
The following table shows  the distribution of the sample firms by the
percentage of total equity held by foreigners.

l/ Of the orlglnal sample of 20 firms in Jamaica and 9 in Kenya we
were able to reprocess only 11 firms in the former and 8 in the latter by
the new methodology. The following discussion refers to this reduced
sample only.
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Tarcle 1

Extent of foreign equity participation in sample firms
(By number)

O P v~ R - - - ——_ . e e - ——rat

1-49% Nil Total

Countxry 100% 50--99%

- Jamaica 5 6 S o - 11
Kenva 5 2 1 - 8
India ~ 21 04 8 53
Iran - 9 6 1 16

Total 10 38 31 9 88

e

—

9. Of tke 11 Jamaican firms, 3 were manufacturing food products, 2 metal
Products, 2 chemical and 4 miscellaneous goods. Of the 8 Kenyan firms, 5
were manufacturing intermediate and 3 consumer goods. Of the 53 Indian
firms, 19 were engaged in the production of transport equipment, 10
electrical equipment, 9 machinery and metal products, 4 rubber products and
11 chemicals. Of the: 16 Iranian firms, 3 were making transport equipinent,
¢ electrical goods, & chemicals and 3 miscellaneous products.

10. The main reports describe various characteristics of the sampie in
greater detail. The India-Iran study, in particular, gives figures and
ratios Ffor sales, value added, capital employed, profitability, reinvestment,
and employment by sample firms, with individual firms grouped according to
industry and the degree of Fforeign parc.icipation. We do not propose tc go
into this sort of detailed description of sample firms here, but it may be
vorthwhile to note a few points about the sample data.

11. First, any results produced for the sample of foreign Firms in a
country may not, Ffor reasons given above in paragraph 7, be representative
of foreign investment in that country as a whole. Second, statistical tests
have shown that groupings of sample firms in India and Iran by such
characteristics as industry, extent of foreigrn eguity participation, age

and size, are not sigunificant; in other words, the variation in results
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between'grovps is smaller than the variation within groups, so that the
average results for the groups are not represnntatlve of characteristics

of the group

C e e e e

12, Third the basic data used in the studies were obtained from published
balance-sheets and 1nterv1ews with_the. firms. These data wexe-adjusted so
" that the commodity prlces would reflect those prevailing in international
trade. For the augustmenL of actual prices.to international- prices, we
relied mainly on estimates given in interviews by the firms themselves. We
had no indepéndent check on the validity or accuracy of these estimates
and, in particular it was difficult to judge the extent to whica the
valuation of imports and the cost of imported technology may have reflected
1mpev£ect market condltlons._. S

13. Fourth, the perlod over which information was available- differed from
firm to flrm ("a minimum of 3 years and a maximum of 11, with most Ffirme

. ounched around '5-7 years). To render them comparable, we a\leJCJ the
‘results for each firm, usually expressed as a percentage of the nominal
value of 'sales, over the years for which data were given for each. Firms
with a longer span of data were not attached any gveater weight than
others. Since the performances of firms depend partly on which period of
their lives are covered, special care is: required when comparing different
firms. The largest differences caused by different time coverage arise
from inflows of capital and purchases of equipment. We have tried to
compensate for these by "adjusting” capital inflows and outflows SO, that
firms of different ages are reduced to the same time scale (see

paragraph 24). :

14. Let us now consider the main results oE the country studies. The
detalled figures which are given in the India-Iran study are not rg¢peated
here; but the results of the reworked Kenya-Jamaica data ave. not shown
elsewhere and are therefore attached as appendices. '

Direct balance-of-payments effects

15. Tne "direct" balance-of-paymente effects of private Fforeign firms is
defined as the difference between the firm’s net inflows of equity capital
loans and export earnings on the one hand and its imports of machinery and
rav materials and remittances of royalties, interests, dividends and
salaries of Foreign persomnel on the other hand. Thus the direct effect
measures the balance of the transactions of the firm in foreign exchange
and consequently does not reflect the total effect of private Foreign
investment on the balance-of-payments ofF the host country. For example,
domestic sales by the firm may replace imports and in that case allowance
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should be made for the import-saving effect of the foreign firm. On the
other hand, locally purchased products may, and normally do, incorporate
materials that are imported. It is only after the indirect effects of the
firm's operation are taken into account that we may arrive at an estimate
of the overall impact of private foreign investment on the balance~of-
payments. This is discussed below in paragraphs 22-43.

16. In spite of the limitations discussed above, the direct balance-of-
payments effect is a useful concept in so far as it provides a basis for
examining certain broad characteristics of foreign firms. Figures for
direct effects are given in appendices to Chapter III of the main report For
India and Iran, and in Appendix 1 for Kenya and Jamaica. This effect was
negative in 75 of the 58 firms examined. By country, 8 out of 11 Firms in
Jamaica, 3 out of 8 in Kenya, 48 out of 53 in India and all of the o
16 firms in Iran, have negative direct effects. There is enormous variation
among the sample firms with regard to the ratio of the direct balapce—of—
payments effect to the firm's sales and it is difficult to generalise on

the basis of our results. Nevertheless, the Following points may be oOf

interest.

17. First, the preponderance of negative net direct.effects is not
surprising in view of the fact that the bulk of foreign manufacturing _
investment in these countries was intended to substitute for imports. With
some notable exceptions, especially 1in Kenya and Jamailca, exports are-an
insignificant proportion of sales for most sample firms. Of the 88 Ffirms,
69 have in the sample period exported less than 5 per cent of sales, and

30 have exported nothing at all. In most cases this has been causgd by the
uncompetitiveness of the product, sheltered behind protective barriers and
produced on small scales, usvelly wvith relatively costly inputs. In some
cases, however, it may also have beei caused by expcert restrictions imposed
formally (Ly clauses written into technology contracts) or informally

(by control of subsidiaries) by Fforeign investors and technology suppliers.
If developing countries wish to expand their exports of manufactured goods,
policies will have to aim not only at making their products more competitive
and better known inte: nationally but also, where appropriate, at reducing
restrictions imposed from abroad by investors and suppliers of technology.
In fact, some of the exceptional sample firms that do export substantially
show how foreign investment may serve as a stimulant to exports, by using
cheap local labour (as with the Export Industry Encouragement Law firms in
Jamaica), or local resources (as with some Ffood processing Firms in Kenya),
or by providing the requisite technology and contacts abroad (as with some
Pirms in India).
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18. Second, a comparison of capital inflows with outflows of 1interest,
dividends and royalties (retained earnings enter both sides and thus cancel
out) shows that the balance was negative for 37 firms (18 in India, 9 in
Iran, 5 in Kenya and 5 in Jamaica) out of a total of 79 with Foreign capital.
This is not, howerer, a Ffact to vhich much importance should be attached,
since, with some exceptions, the relative pattern of capital inflows and
repatriation is largely a matter of the age of the investment, and it would
be very surprising if long-established firins did not take out more than they
brought "in cach year. T

1S. Third, a question related to the one above of capital inflovs and
profit outflows which is of far more interest is that of the real returns on
tne real value of capital invested by the foreign firm. The real return to

a foreign investor comprises not only declared profits after tax and interest
but also, in relevant cases, royalties and technical fees; as well as .he net
return. to the parent compasny on intra- ~coinpany transacticns. The real value
of an luvestment, similarly, comprises not only the value of cash inflows and
retgined earnings, but alsc, vhere appropriate, some "proper’ valuation of
capitalised know-hov and machirery sold by the parent. ‘e have mentioned
above that it is nearly impossible to obtain figures on such items; this

1s partly becauce of business secre cy but parily also becawse of the problems
in defining the ‘correct? bprices and costs for intra-company transfers. It
1s precisely because of these problems, however, that it may be difficult for
a host government to regulate the profit remittances of foreign firms.
Profits may be remitted via the transfer- ~-pricing,mechanism rather than
declared in a number of circunstances, for instance, where taxes on profits
in the host country are high compared to taxes elsevhere and to tariff rates
on imports of intermediate products, or vhere there are legal limits on
profit remittance, or vhere high declared profits may cause the government
to lower the price of the final product.

20, These circumnstances have not beein present 0 any great extent in Kenya
or Jamalica, which nave had liberal taxation and foreign exchange policies;

a nwaber of sample [iras in tifszs countries have, however, remitted
comparatively high declered profits abroad. 1In India, the incentives for
undeclared transfers (such 2s high tax rates and price controls) seem to
nave been present, but the strict regulation of imports and the low
degree of import dependence seen to have effectively blocked the possibility
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of using transfer-pricing to remit profits to aay great extent.= In Iran,
price control is exercised in some sectors (e.g. pharamaceuticals) and
import dependence is very high, and, according to some interviews there,
foreign firms have used the traunsfer-pricing channel to remit undeclared
profits. ‘e cannot, unfortunately, present any Figures for the extent

or effect of this practice.

2l. Fourth, there is a great variaticn in the rates of royalties and
technical fees paid- abroad, and there is little connexion with either

the extent of foreign equity participation or the complaxity of the
technology transferred.. Ve have sometimes found the same investox

selling the same technology at widely differing prices and on widely
differing terms in different cases. Given the fragmented and oligopolistic
nature of the technology market, there seems to exist considerable scope
for governments of host countries to alter the terms at which technology

is purchased, though there is also a danger that too strict a regulation
would inhibit its inflow.

Full Balance-of-payments effects

22. The "direct” balance-of-payments effects of foreign investment
account only Ffor part of its impact on a country's foreign exchanges.
There are a number of other effects: for instance, 1if the output of

a firm substitutes For imports,. the value of imports saved counts as

a balance-of-payments benefit; on the other hand, if it buys local
resources which then causes imports to rise, or if it creates new incomes
wnich lead to higher consumption, and consequently higher imports, it
worsens the balance-of-payments. If all the direct and indirect effects
are traced, every sale and purchase by a manufacturing firm may have an
effect on the country's balance-of-payments, the extent of the impact
depending upon various factors, such as the existenc» of local spare
capacity, government policy and the cost structure of domestic industry.

23. The net impact of a firm's operations on the balance-of-payments
can then be derived by taking into account all its benefits (exports,
import substitutes, plus capital inflows) and subtracting all its costs
(direct imports and other direct outflows as in the previous section,
Plus imports caused indirectly by adding to domestic incomes and
purchasing local resources). On certain assumptions these balance--0f-
Payments benefits and costs may also be taken to represent "social

i/ See, however, Michael Xidron, Foreigrn Investment in India, Oxford
University Press (1965), for a discussion of problems in the valuation of
capital goods imported as foreign investors' contribution to equlty capital
in India. oo
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benelfits and coéts, and if a "shadow wage rgte".wgre includgd, may be
uead as fshadow prices®™ to evaluate the de51rab111ty.of an 1?vestment
cyrom the national; as opposed tO private, point of viev. ;/ rhe?e are
Aravbacks to applving this kind of benefit cost analvsis mechanically
in the complex_situations in which investments actually have tg be
evaluated. as we have not been able to use more than a very simple
vergion, oxcluding the ceompleX calculation of “shadowv wajes”, we must
ctress the tentative nature cf the figures derived.

24, I this'sim;le version, the method has consisted of working out
"balance-of-payments values" (i.e. benefits or costs to the balance-of-
payvments, depending on wihether the item 1s en output or an input) in all
ntyaded” goods by calculating the c.i.f. values of competing imports, of
"pnon-traded” goods by using the inverse of a shadow excnange rate, and of
domestic capital (foreign capitazl having a cost given by its post-tax
profits) by assigning a value to capital "used" in procduction each year
plus the value of production lost elsevhere in the economy. This.bare.
statement- glosses over a aumber of theoretical and practical problems,
but 1t would not be appropriate to discuss them 1n this summary. In
order to solve some of these problems we have advanced different models
and used. varying assumptionc, but we shall consider the results of only
one model, using our "most likely” assunptions, here.

25. This nmodel (which we have called the "adjusted long-run balance
model") yields both income effects and balance-of-payments effects, the
slight difference between the two being accounted Ffor by the effect of
increased consumption out of new incomes. Vhat we say below about
balance-of-payments effects also applies more or less wholly to income
effects measured from a social point of view. This model has been used
to evaluate the net impact of foreign investment in comparison with the
following three alternative positions:

1/ For an exposition of this method, see I.M.D. Little and
J.A. Mirrlees, Manual of Industrial Project Analvsis in Developing Countries,
Volume II, OECD (Paris), 1969. For critiques, see forthcoming issue of
Bulletin of the Oxford University Institute of Economics and Statistics, and
A.X. 3en, Methods of evaluating the economic effects of private foreign
investment, UNCTAD, TD/B/C.3/94/Add.1. For an alternative theory of.
“"shadow pricing”, see Guidelines for Project Evaluation, UNIDO (Vienna),
forthcoming. A ccmparison of the two theories is made by P. Dasgupta,
"An Analysis of Tvo Approaches to Project Zvaluation in-Developlng
Countries®”, Industrialization and Productivity, United Nations,
Bulletin No.1l5.
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(a) Replacement of a foreign firm by imports (Alternative I).

(b) Replacement of a foreiga firm by an identical local firm, to
isolate the effects of foreign financing (Alternative II).

(c) Replacement of a Foreign firw by a local fivm, taking into account
the entrepreneurial, technological and other advantages of the
Foreign investor (Alternative IIT).

26. Alternative I - A country always has the alternative open to it of
importing the output of & roreign manufacturine firm, and a comparison with
this alternative is particularly interesting when the firm has been set up
with the intention of replacing imports. Thne value of imports it does
replace depends on the extent to which its output is competitive with
imports; the less competitive the output, and the higher the protection it
enjoys, the smaller the value of imports saved. Morecover, since the

“

inputs required to produce the output are also usually protected, and since
expenditure on conswiables imay also take place on protected goods, the
firm's owyn contribution to the balance-of-payments can be judged only by
some measvre which tzakes the.whcele structure of protection and price
differentials into account.

27. The results for Alternative I for the Indian and Iranian samples are
shown in appendices to Chapter IV of the main report, and for Jamaica and
Kenya in Appendix 2 of the summary. The net balance-of-pavments eflfect of
a firm is derived by subtracting from its positive contribution (the value
of sales at international prices) the balance-of-payments costs of the
various inputs (domestic capital, raw materials, scarce labour, royalties,
dividends, interest and other costs) and the balance-of-payments cost of
additional consumlption out of new income. On the assunptions made, 38 firms
nf the tctal £8 have negative net balance-~of-payments effects; of these,
26 are in the Indian sample, 6 in the raenian sample, 4 in the Jamaican
cample and 2 in the Kenyan sample. The remainder, 57 per cent of the
number of sample Ffirms, have positive balance-of-payments effects as
compared to importing their product.

?8. As with direct effects, the variation in results of individual firms
1s so large that it is not possible to group them meaningfully by. industry,
extent of foreign participation, age or size. The affect of each firm must
be calculated cnly on the basis of its performance,and not inferred from
such external features as these groupings may show., We have, therefore,

to go beyond these features to see what causes a firm to have a positive

or negative balance-of-pavments effects and what accounts for the variation
of resuvults between the sample firms.
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2¢. There are a number of factors that determine vhether a Firm benefits
or worseas the balance-of-payments in comparison to the alternative of
importing:: the “"effective pretection” given bto the firm (i.e. the real
protection afforded to it by the structure of protection on all the

relevant inputs and outputs), the capital-ouvtput ratio, the opportunity

cost of domestic capital, and ths extent of Foreign participation (vhich
determines both the relative burdz: of financing to be borne domestically
and the cost of profits remitted abroad). The greatest single cause of

poor results in owr methodclogy 1s a hich rate of effective protection,l/
and it is important to know what is responsible for its existence. 1In a
sense the government of the host ccuntry is "responsible® because it 1is
zlways free to reduce protection; indeed, in our study we have used the
convenient simplifying assumption that the government bears the "cost! of
producing something expensively at home whea 1t could be imported ~ore
cheaply from abroad. Howeaver, this may be misleading 1f taken too literally.?
Even if a goverament is responsible for a general policy of promoting
protected import substitution, the exact level of protecticn utilized by a
Firm may be determined largely by the firm itself, either through the prices
at which it sells in the domestic market (when imports are banned), or
through the level of tariffs that it has negotiated with the government
(vhen competition from abroad is permitted). This is a matter on which

a priori generalizations are not possible; each case rnust be judged
separately, and policy prescriptions for improvinrg balance-of-payments
effects must vary according to who 1is responsible and why protection was
granted.

30. Ve have tried various statistical tests to discover, for the Indian and
Iranian sample firms, the factors which account Ffor the largest variation

in balance-~of-payments results. These factors may be divided iato three
sets in dimlnishing order of importance; the first set consists of the
balance-~of-payments contribution of output, the balance-of-payments cost

of raw materials and the real cost of local capital; the second consists of

1/ This is in no way to deny that prctection may yield national
benefits in other ways (for instance, by "learning by doing¥®, by external
benéfits, by creating employment, and so oun) but these benefits must. be
weighed against the costs. e have not been able, because of numerous
problems 1n quantifying thiese benefits, tc include them in our
calculations.
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"other" costs and profits and interest paid abroad; the third, causing the
least variance, consistsof the cost of scarce labour and royalties paid
abroad. While all these items have to be evaluated in assessing a firm's
performance, andé while some (e.g. rcyalties) may for the purposes of
bargaining on the terms of entry be carefully scrutinized, it is the first
set of factors which have to be given special attention when comparing the
performance of different firms and alternatives.,

31. Since all such calculations will in practice require a fair amount of
more—-or-less informed guesswork, it is essential to run sensitivity tests
to show ‘the weight of each assumption in the total result. Such tests for
the Indian sample showed that a 10 per cent change in the assumed
competitiveness of the final products produced a 6 per cent change in the
Final result, while a similar chiange in the assumed competitiveness of raw
materials produced a 3 per cent change. Raising the opportunity cost of
local capital from 10 to 20 per cent worsened the result by 4 per cent.

In the range of different assumptions tested, the other variables (such as
the balance-of-payments impact of "other" costs, the "use” of local capital,
and the proportion of total personnel payments going to "scarce" labour)
each produced char.ges of 1 per cent or less in the final result (see

Chapter IV of the report).

32, Alternative II - This alternative is intended to isolate the purely
financial contribution of Fforeign investment. We have tried to discover,
given the actual cost of servicing foreign capital and an assumed cost of
diverting local capital from other uses, wvhat difference it would make 1f

the sample firms were wholly locally owned and did not borrow abroad. This
xercise has, incidentally, also enabled us to compare the costs of direct

foreign investment with that of borrowing abroad.

33. Clearly the cost of replacing foreign by local capital depends on what
local capital produces elsewhere (its opportunity cost). The general
assumption which we have used for the four countries is that local capital
has an opportunity cost of 10 per cent; for India and Iran we have also
shovm the results for this alternative assuming rates of 5 per cent and

20 per cent. The results for this alternative are glven in the first part
of Chapter V of the India-Iran report and in Appendix 3 of the summary.

34. The difference between the net balance-of-pavments effects of
Alternatives I and II dives the net financial contribution of foreign
firms. A positive figure indicates that the balance-of-payments and
income effect of having foreidn financing is better Ffor a given Ffirm than
that of having local [ nancing, while a negative figures indicates that it
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would be cheaper to have local financing. OFf the 79 sample firms with
foreign capital, 51 have positivd and 28 negative net finarcial affects
on their host econoimies, with the opportuanity cost of local capital set
at 10 per cent. For most of the sample firms, Fforeiqn borrowing at
interest rates of 7-9 per ceat, without taking into account the repayment
of principal, would have been cheaper than having foreicn iavestment.

35. A purely financial eveivatlon of this sort is based simply on a
comparison of the returns carned by the foreign investor on his capital
and the cost tc the host economy of providing the same amount of capital.
Consecquently a foreim investor mazes a positive Ffinancial contribution
when the rate of return on his investment is lower than the comparable
social cost of an ecual amouat of domestic invesiment.

3€. The crucial assumption here is about the cost of domestic capital.
The "shadow price" of capital is notoriousiy difficult to determine, and
a true value can be attached only if 211 investment opportunities in

ain economy were correctly evaluated in social terms. The .10 per cent
opportunity cost assigned in our study is hypothetical, and a change

in this rate produces significant changes iu the final result. It may
also be worth repeating that the return earned by the foreign investor
has been calculated only cn the basis of reported post-tax profits, and
this may not be the same as the real return on his capital. :

37. BGven if these problems could be successfully resolved, two things
must be borne in mind when concgidering financial replacement. [First,
that though Ffinancing is an important aspect of foreign investment,

it is only cone aspect among otunerc. The overall contribution of such
investment must be judged from the whole "package™, in which financing
plays a dgreater or lesser role depending on the contributions made by
other factors such as technology, management, skills, etc. It is when
these latter factors are of negligible importance thet the role of
Financial considerations beconies predominent. Seccad, questicns
concerning the Ffinancing of a firm becone relevant only when the
investinant 1is proved desirable as compared to importing (unless, of
course, importing were not [easible at all s an alternative). 1In

other words, a project must be judged desirable as such before Ffinancial
considerations are introcduced.
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38. Alternative TII - The most ;important, though perhaps also the most
difficult, alternative to consider ic that of local replacement which is
in fact likely to occur 1n the absence of foreign investment. It seems
reasonable to start with the premise that foreign investors in many (but
nct all) cases nave some advantage over comparable local investors,
especially in developing countries. These advantages may be spurious to
the national welfare of the host couvatry (such as heavier advertising,
famous brand names or easier access to the decmestic capital market), they
may arise purely From the oligopolistic structure of the international
technology market (such as a hold over natented or proprietary technology),
or “hey may be of genuine benefit to it (such as greater efficiency, higher
capacity to export, new skills and attitudes, or access to know-how which
cannot easily be purchased on its own). Taney mav also possess
disadvantages as compared to local investors {such as a lack of
Familiarity with local markets, or less knowledge of local suppliers),

or may cause relative harm to the country (by restricting exports,

creating undesirable patterns of consumption and income distribution,
importing inappropriate techniques). In all these cases, an attempt at
quantification must remain, at best, impressionistic, not only because
there are little useful data on the relative effects and performances of
local and foreign firms, but also because we are comparing a real
situation with a hypothetical one, to which any characteristics can be

attributed.

39, It would have been easy for us to generate any number of local
renlacement alternatives witn differing characteristics, but this would
have multiplied the number of results and added little to knowledge. Ve,
therefore, used the simple device of assuming that the actual and replace-
ment firms would be identical in all respects except that:

(a) the replacement Ffirm would be locally financed, and thus
poscess the characteristics of Alteraative IT above;

(b) it would pay different (usually higher, but sometimes lower)
fees for its technoloqy; and

(c) all the advantages of the foreign investor would show up in
-~ Mdegree of local replacement". which wculd vary from zero (i.e. the
entire output imported, as in Alternative I) to 100 per cent (i.e. the
local firm producing exactly the same ouvtput, and 1ts effects being the
same as for Alternative ITI, except for the change in technical fees),
depending on the sophistication and availability of technology and the
cxistence and skills of local entrepreneurs.

40. This stylized representation of local replacement takes account of
some of the differences between the actual and alternative positions, but
1t does not take into account such factors as economies of scale, time
lags, different export propensities, marketing techniques, possibility of
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using intermediate technology, or organizational differences. It is not,
in principle, .difficult to include any or all such differences in the
simulation model; the problem is that we do not as yet know what
parameters tc enter into it. The version of Alternative III used has the
virtue of simplicity, and is in a sense neutral between different views
of what local replacement woulid be like.

41. Estimates for the degree cf repiacement were made for each individual
firm in the sample, and two versiors, termed "most likely" and "maximum

‘possible®, were used. On average, the most likely degree of
replacement assumed came to 44 per cent of sales for India, 25 per cent
for Iran, 32 per cent for Jamaica and 31 per cent for Kenvya. Increases

in technical payments, as compared to what they would be if they declined
in proportion to the sales assumed replaced, came to less than 1 per cent
of tae value of sales of the original foreign firms for the "most likely"
alternative.

42. The latter part of Chapter V of the India-Iran study describes the
results of the alternative position: the results for Xenya and Jamailca

are given in Appendix 4 below for the "most likely" replacement alternative.
Our results show that of the 88 sauple firms, 16 firms for India, five for
Iran, two for Kenya and three for Jamaica, 26 in all, have negative net

effects as compared to local investment. This accounts, in terms of
numbers, for 30 per cent of the sample: the remaining 70 per cent have
beneficial net effects. A sensitivity test For "overcharging" Ffor

imports For the Iranian sample showed that if all the sample firms there
were locally owned and paid 20 per cent less for their imports in Ffree
markets as compared to what these inmports cost in the actual situation,
the balance-of-payments effects of the sample as a whole improved by
about 10 per cent of the value of sales. Clearly this practice, il 1t
exists to a sign? ficant extent, can lave Lisportant consequences.

43, hile the actuval figures derived in the country studies depend very
much on the particular assumptions made, 1t is clear that we cannot give

an unequivocal answer to the gquestions regarding the net effects of foreign
manufacturing investment in the samples obtained. Lach case is qifferent,
and the net impact on income and balance--of-payments varies from [irm to
Firm, from extremely beneficial to extremely damaging. Any attempt to
improve the effects of foreign investment must aim at the following+

fivst, to improve itsg effects as compared to the alternative of 1mport1ng,
in other words, to make it more competitive and less protected; “"second,

to ensure, by appropriate measvres of taxation and regulation of inter-~firm
transfers, that its Ffinancial burden is not too heavy as compared to tne
cost of capital in the cowntry as a whole; third, O direct 1t to sectors
vhera local replacement is weakest, and the advantages in terms of
efficiency, technology and management of the foreign firm strongest; and,
firally, to reduce as much as possible the direct cost of technology by the
wse of bargaining and official surveillance. A whole variety of measures
called for, which is beyond our competence to discuss in a study of

ig
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Appendix Table 3

'Net‘Einanéiél:balanééLOP—DaymentS effects of Kenyan and
Jamaican sample firis (Alternative II)
" (Percentage of nominal sales)

o Increasé'ih'tost Value of foreign (-Net financial
Firms of local Capital " interest and - effect of
‘ - B " profits saved foreign capital
Kenya o . :
1 27.9 35.0 -7.1
2 18.4 13.5 4.9
3 20.6 13.3 7.3
4. 10.5 9.8 0.7
5. 30.7 33.1 -2.4
6 10.9 -2.2 13.1
7 13.3 12.8 0.5
8 5.1 3.6 1.5
Average 18,6 17.0 1.4
Total . PP e - e .
Jamaica
1 10.1 21.2 i ~11.1 7
2 3.2 1.9 1.3
3 6.3 2.8 3.5
4 11.5 12.9 -l.4
5 9.4 6.1 3.3
6 6.7 6.1 0.6
7 5.0 19.3 -14,3
8 2.2 8.7 6.5
9 7.3 7.4 ~0.1
10 5.4 9.3 ~3.9
11 4.7 14,6 -9.9
Average _ 6.1 10.7 -4.6

Total
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Aopendix Table 4
Net balance-of-payments effects on Kenyan and Jdmalcan
“gample- firms -as -comparedito-inost likely local
“replacenent - {Alternative "IIT)
(Percentage of nominal sales)
Perceﬁtage ‘Balance-of- - Balance-of- . Net b.o.p.
of local payments effect payments effect of
Firms replacement of replacement effects of foreign firm
assumed Firm actual foreign = o
Firm
Kenya
1 0 - -4.6 -4.6
2 40 0.3 5.7 5.4
3 " 50 -18.8" ~30.4 -11.6
4 -0 - 24.4 24.4
5 25 6.7 24.6 17.9
6 10 0.8 19.7 18.9
7 40 4,0 S10.9 ) 6.9
8 . 100 4.6 6.2 1.6
Average- v o T 31 l .. . - . oae ‘-- . - Lt . . .’ - Camatte s ta e e e e .
Total . 1.1 11.0 9.9
Jamaica
1 100 -4.9 -16.0 . -11.1
2 100 0.9 2.2 1.3
3 100 16.7 20.2 . 3.5
4 O - —3'6 . —306
5 .0 - 0.9 0.9
6 100 -16.3 -15.8 | 0.5
7 0 - 3.4 3.4
8 50 18.6 30.6 12.0
9 - 50 e, _9 f:., '—18'."5 _ —8-7
10 0 - 14.3 14.3 -
11 20 2.9 4.8 1.9
Average
N 32.1 2.4 5.7 3.3

Total




