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CHAPTER I
INTRODUCTION

The Setting of the Thesis.

The United States balance of payments deficits during the past
thirteen years which have culminated in recent years in substantial gold
outflows have raised serious questions about the desirability of public
policy which favors private foreign investment except in areas of the
world where some special foreign policy interest may be servedel This
concern for the chronic payments deficit was indicated in President
Kennedy's balance of payments message:of July 18, 1963,2 in which he
announced a series of coordinated actions to reinforce the administra-
tion's program to correct the payments deficit, including a request for
an interest equalization tax.

Although the interest equalization tax applied only to long-~term
portfolic investment in developed countries and not to long-term direct
private investment or long-term pertfelic investment im underdeveloped
countries, it does point out the increasing importance 6f“%hgxég?§g5jof

private foreign investment on the payments deficit. The balance of

lRaymOnd F. Mikesell, "Introduction,;’ U. S. Private and Government
Investment Abroad, ed. Raymond F. Mikesell (Eugene, Oregon, 1962), p. 5.

2U° S. House of Representatives; Hearings Before the Committee on
Banking and Currency, 88th Congress, First Session (Washington, 1963),

pp. 8-9.




TABLE I

RELATION BETWEEN BASIC AND TOTAL NET BALANCES OF U. S.
INTERNATIONAL PAYMENTS, 1950-1962
(Billions of Dollars)

Basic Balance
Long-Term Capital

Net and Aid Short-

Goods Govern- Term
and Privage ment, Capital, Total
Year Services Net Net® Total etc.® Balance
1950 1.3 -1.0 -3.7 -3.4 -.1 ~3.6
1951 3.3 =7 -3.3 =7 ok =3
1952 1.8 -t9 '205 '1:6 06 "1-0
1953 -1 'c3 2.2 "2.6 QS 2,2
195l|- 103 ".7 ) "'107 -1.1 "-5 "106
1955 1.6 -7 -2.4 «1.5 3 ~1.1
1956 30)4- 2.0 "2.5 ~1.0 -1 “o9
1957 5.2 '209 "2-7 “c)-l- 1.0 05
1958 1.7 -2.6 -2.8f -3¢ .1f -3.5
1959 ok -1.6 -2.6f -u.7f 9 -3.7
1960 3.3 -2.1 -3.0;¢ -1.8f 2.0, -3.9
1961 5.0 -2.1 =3.T¢ --9¢ -1.5; -2.4
1962 4.3 -2 =3.9 2.1 -1 ~2.2

®Includes net outflows of private remittances. Beginning in 1960,
these met outflows include inflows for indemnification payments, which
are not included in figures for 1959 and earlier years. See Survey of
Current Business, Vol. 43 (June 1963), p. 26. Excludes exports financed
by military grants. '

b p . , .
Consists of flows of U. S. private long-term capital and foreign
long-term capital other than transactions in U. S. government securities.

Includes changes in government holdings of foreign currencies
other than holdings of convertible currencies by monetary authorities
for stabilization purposes, Also includes pensions and other unilateral
transfers. Excludes payments of $2,745 million in 1947 to the Inter-
national Monetary Fund for original U. S. subscription and of $1,375
million in 1959 for an increase in the U, S. subscription. Excludes
military grants.

d . ; . .
Totals in this column may differ from sum of components because
figures are rounded. '

In addition to the flow of U. S. private short-term capital, this
item includes prepayments of U. S. government loans, the flow of foreign
capital in the form of commercial credits, and net errors and omissions.



Changes in the item "met errors and omissions' are believed to represent
largely unrecorded flows of short-term capital.

fReceipts from prepayments of foreign debts to the U. S. govern-
ment, amounting to $435 million in 1959, $48 million in 1960, $668
million in 1961, and $666 million in 1962, are excluded from govern-
ment receipts of long~term capital and from the basic balance. Also
excluded are receipts from increases in nonliquid short-term liabilities
of the U, S. government amounting tc $26 million in 1960, $35 million in
1961, and $865 million in 1962, These receipts have been added to the
figures in the short-term capital column in those years.

Sources: Data for 1947-59 from Balance of Payments, statistical supple-
ment to Survey of Current Business (1963). Data for 1960
through 1962 from Survey of Current Business, Vol. 43 (June

1963).
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payments situation for the U. S. from 1950 through 1962 is shown in
Table T entitled, "Relation between Basic and Total Net Balances of
U. 8. International Payments, 1950-"19620”3 During this period; the
U. S. has enjoyed an export surplus of goods and services in all years
except 1953 and 1959, but the net outflow of private and government
long~term capital and aid have more than offset this export surpius as
is shown in the table in the column entitled '"Basic Balance Total.'
When short-term capital movements are included, the net result is a
deficit in the total net balance of payments for the U. S. in each year
except 1957 when a modest surplus occurred.

The increasing awareness of the impact of private foreign invest-
ment on the payments deficit has resulted in recent conflicting views

regarding the desirability of encouraging private foreign investmento\
kY

|
\ A few quotations from informed sources should suffice to verify this |

e
point. Secretary of the Treasury Dillon pointed out that: \w////

All the efforts that the government has made to improve the

current account Jof the balance of payments/ have been in- L//f
creasingly offset by a growing flood of portfoelic invest-

ments which is a relatively mew phenomenon....Something had

to be done abouf this rising ﬁide of portfolic investments,

sales of bonds in particular.

A view similar to Secretary Dillon's was expressed by Benjamin
Graham, a well-known financial analyst, in an article in the Financial

Analysts Journal when he wrote, "This brings us to our thesis: The loss

of liquidity by the United States since 1957 can be traced directly and.

3Walter S. Salant, et al., The United States Balance of Payments in

1968 (Washington, 196L), p. 6.
L

U. S. House of Representatives, pp. 98-99.



//exclusively to the increase in the annual rate of our net foreign }

/

{\Winvestments.”5 He also quotes a delegate to the world banker's conveny

tion in 1962 as saying, "The United States has not been living beyond

its international means, but it has been investing beyond its inter-

A
“..national means."

The Brookings Imstitution adopts a more middle of the road attitude
toward private foreign investment and its impact on the balance of pay-

ments deficit by pointing out that an item by item examination of the

2

balance of payments deficit:

v..would-suggest that the cause of the deterioration fof the
‘/balance of payments position of the U. S./ was the increase
/ in the average annual cutflow of private U. S. capital, but
/ such an interpretation would not necessarily be correct. The
/ 1increase in this outflow may have had little effect on the
/  basic balance because, had it_not occurred, exports might have
{___been lower by nearly as much.

The idea that private foreign investment could have a beneficial
effect on the balance of payments was furthered by Raymond Mikesell when
he pointed out that:

Although the U. 8. deficit in the balance of payments can
be accounted for by a number of factors, including long~-
term investments, U. S. government grants, and large mili-
tary expenditures abroad, the deterioration in our inter-
national reserve position has been more than compensated |\
for by the rise in income earning investments abroad, both |
on government and private account, _Kw”/////

l;
“Benjamin Graham, "The Case Against Foreign Investment,' Changing .
Patterns in Foreign Trade and Payments, ed. Bela Balassa (New York, 196L),

p. L6.

6Ibid., p. U47.
TSalant, et al., p. 16.

8Mikese11, "U. S. Postwar Investments Abrcad: A Statistical Anélysisﬁ“
ed. Mikesell, p. 46.



The sentiment expressed by Mikesell was even more emphatically

stated by Elliott Haynes, Editor of Business International when he

wrote:

The sudden outflow of gold from the United States in the
latter half of 1960 panicked a good many Americans and
American institutions of stature and influence. As a
result there were highly dangerous, ill-informed attacks

on the very business practice that can help solve our
balance of payments problem in the short run and strengthen
our position in the world economy over the long pull. I
refer to direct private foreign investments by U. S. manu-
facturing companies. ...The meaning to the U, S. balance
of payments is clear. If we wish to remain a viable mation,
we must help, not hinder, our manufacturers to become world
corporations. Against this background, proposals to restrict
investmen§ in Europe vrepresent a threat to the national
interest.

More recently, President Johnson announced proposed meetings both
with bankers and businessmen to try to elicit their voluntary support
in limiting overseas loans, bank deposits, and direct investments in
foreign subsidiaries and affiliates.l

In light of the few references above, it is evident that there is
some difference of opinion regarding the beneficial effects of private
foreign investment on the United States balance of payments. For EE{;
reason, it would seem that there is a definite need for a study to bg/

made to determine the relationships which existed between private >

NN

foreign investment and the United States balance of payments.
/«~—.—v,_,.g<(/

Definition of the Problem
This study is concerned with the following question: '"Is long-

term private foreign investment detrimental to the U. S. balance of

Elliot Haynes, "Are Overseas Investments a Drain?'" ed. Balassa,

pp. 56-62.

1
oThe Christian Science Monitor, February 12, 1965, p. 3.

"
H
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payments in the long=-run?" The problem area is restricted to the long-
term private aspects of the relationship of foreign investment to the
U. 8. balance of payments. The reasons for these limitations are dis-

cussed below.

Private long-term foreign investment. Private long-term foreign
investment, subsequently referred to aa{fﬁréign iﬁ;estm@ﬁt, is divided
into ppiﬁﬁte long=term direct foreign investment, subsequently referved
to as direct fofeign investment, and private ldngitEfm §§;t£§ii0ffbreign
investment, subsequently referred to as po:tfolio foreign investment.
These types of foreign investment are defined as follows: (1) direct
foreign investment is a capital movement which results in ;ncrggggﬁugn
Uo—8...equity in foreign incorporated companies in»the.manag@m@ngﬁgfﬁwéi@h

U, S..investors have. an important voice and the dirvect branches.abroad

B,

ggfmuhasawcompanieswand»(2) portfolio foreign investment 1s regarded as
U, S. purchases of stocks, bonds, real estate, etc., which do not consti-
tute an important voice in the management of an enterprise, but are held
primarily as a source of income. /

The reason for limiting this study to private foreign investment
and excluding government foreign investment and aid is indicated by the
attack on private foreign investment as a cause of the.deficit in the
yiﬂﬁ)ﬁbalanggmof,paymeqtai_ Discretionary action by U. 8. businessmen
and investors to take advantage of profit opportunities in foreign

countries reflects the normal operation of the market mechanism for the

llU. S. Department of Commerce, The Balance of Payments of the United
States, 1949-1951 (Washington, 1952), pp. 93-9k%.




allocation of resources in the intermational economy. Government foreign
investment and aid, on the other hand, usually are the result of foreign
policy decisions and international treaty arrangements which take the form
of economic and militaty aid expenditures in foreign countries. As long
as economic ccnsiderations represent only one aspect of such policy
decisions, there is little opportunity for strict economic analysis.12
Concomitantly, socme loans, such as those which are repayable in foreign
currencies which cannot be used for the purchase of goods and services
needed by the U. S. from the foreign country, must be regarded as ocutside
the area of any ressonable definition of foreign investment. This thesis,
therefore, is concerned only with private foreign investment.

A further delimination of the thesis is the exclusion of short-term
capital movements. These capital movements respond to considerations
which differ in substance from those governing long-term capital move-~
ments. Short~term capi;al movements are more likely to be the result of
disturbances in the balance of payments while long-term capital move-
ments are often thought to be the cause of balance of payments disturb-
ances. Thus, short-term capital movements are not germane to the
problem as stated above,13 There is a fundamental difference, for
example, between capital flows which result from a differential in the
rate=-of-return on investments which may exist between two countries and

the case where g disturbance in the current account of the balance of

12 . . " ; .
Wilfried Guth, Capital Exports to Less Developed Countries

{Dordrecht, Holland, 1963), p. 2.

130ar1 Iversen, Aspects of the Theory of International Capital Move-
ments (Copenhagen, 1936), p. 30.
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payments or short-term interest rate differentials call forth transitory
flows of capital between countries.

It must be kept in mind, however, that even if capital movements are
separated into long-~and-short-term movements, there are some speculative
elements in the short-term which affect long-term capital movements,
e.g., commercial credits which are not of a speculative nature but merely
the result of international trade.

. 1
Long-term private U. S. balance of payments. h For the purpose of

this thesis, the concept of the long-term private U. S. balance of payments,
subsequently referred tc as the U. 8. balance of payments, is used. Those
balance of payments énggnts which reflected gozggggggg“ggg&ﬁbgrpjtepg»

transactions were. excluded-from the data.used in the analysis for the

reaggg§wgntlinedwin”théwbfé;idﬁé»sectidﬁ;;i:gt;“gbVernmentmsppnsored
exports and imports are usually not explained by economic theory and
short~term transactions are often the effect rather than the cause of
international developments.

In order to comstruct a private long-term balance of payments for
the U. S., only the net figures for the following accounts were used:
(1) merchandise, adjuSted? excluding government and military, (2) trans-
portation, (B)Atravel, {4) miscellanecus services, private, (5) income

on investments, direct and other /portfolio/, (6) direct investments,

For an extensive discussion of the concepts of the balance of
payments, see, Walter S. Salent, et al., The United States Balance of
Payments in 1968 (Washington, 1964); Walther Lederer, The Balance on
Foreign Transactions: Problems of Definition and Measurement (Princeton,
1963); James Edward Meade, The Balance of Payments (New York, 1951);
Fritz Machlup, '""Three Concepts of the Balance of Payments and the
So-Called Dollar Shortage,” The Economic Journal (March, 1950).
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and (7) portfolio investments /comprised of the net of new issues of
foreign securities, redemptions, and other long te:§7» Although this
concept of the U. 5. balance of payments is not completely free from
governmental and short-term influences in a pure sense nor does it
include all of the long~term items, it is as closc as possible to
expressing the private current and long~-term U. S. balance of payments.

The long-run. For the purpose of this thesis, the term "long-run"

refers to the time period to be covered by the analysis. It is diffi-
cult to select or even to envision a period of time in the recent history
of the U. S. which can be considered as being 'mormal' in the sense that
there are not atyplcal phenomena present to influence the performance of
the variables in the study. Prior to the Second World War, the
‘depression of the 1930's resulted in a general distrust in foreign
inveséments by U. S§. investors and the volume of foreign trade had been
greatly reduced by the restrictive policies of many countries. With
the advent of the Second World War, foreign investment and t}ade would
definitely not represent the typical situation for the U. S. Immediately
following the Second World War, the problem of reconstructing the
destroyed industrial capacity of Western Europe and Japan and the large
foreign aid expenditures of the U. S. accompanied by large flows of ex-
ports of capital and consumer's goods again resulted in an atypical
relationship between foreign investment and the balance of payments.

The period from 1950 through 1962, however, represents a time ??;

, s . . . L
which the world economy was again returning to a situation where much ™.

™,
,

N
of the destroyed industrial capacity of the world was rebuilt, the large &
}

Marshall Plan expenditures were ending, and businessmen began responding//
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to economic motives relative to foreign investment, albeit the presence
of exchange restrictions probably still had a_stiﬁliﬁg effect on the
level of foreign investment and trade. Althgugﬁ the political situation
in the world was still unstable due to the/threat of nuclear destruction,
communism, and rising nationalism, private investors seemed to be gaining
confidence in the international economic situation and the volume of
private foreign investment increased (Table I)., It was also assumed that
this thirteen year period was ample time for any long-term trends and
relationships between U. S. foreign investment and the U. S. balance of

payments to be manifested.

Data limitations. Due to the nature of the thesis, i.e., a macro-

economic analysis, it was necessary to rely entirely on data published
by govermment institutioms and secondary source information taken from

reviousl ublished studies in the same problem area.: As it is true
P v P - P

S g

with most published data, there is the problem of error and bias being
incorporated in the compilation process since much of the data is ob-
tained by way of surveys and statistical estimation techniques. Error
enters the data which are obtained from sample surveys since not all of
the statistical universe being measured is included in the sample. Thus,
it is probably a rare occasion when an estimate from a sample equals

the value of the population parameter. Bias enters the data due to the
conscious or unconscious bias or prejudice of the individuals who collect
and classify the data. Although in most cases these surveys and estima-
tion techniques do not yield exact totals, it is felt that for analysis
purposes, especially on the macroeconomic level, the data are sufficiently
accurate. Prior knowledge of the presence of error and bias in data

serves to mitigate this problem.
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An example of déta limitdtion can be shown in the case of porﬁfolio
investment figuresz. Apparent inflbws of portfolio investment from
Eﬁrope to the United States and outflows of portfolio inveétment from
the United States to Canada may actually be European purchases of
Canadian securities through the New York market,15 However, inaccurate
or possibly misleading the data are, it still remains that these sources
are the only ones available for the analysis.

The problem of reporting dates poses another data limitation. If
an investment is made at the end of one reporting period, for example,
the immediate effects of the investment would probably show up in the
next reporting period. On the other hand, if the investment was made
at the beginning of the reporting period, it is possible that the
immediate effects of the investment would appear in the same reporting
pericd. These problems make any lead-lag analysis very difficult. . The
typical rationale in most empirical studies, and no less in this study,
is to assume that data errors and reporting érrors will be normally
distributed and in the long-run tﬁey tend to have zero or negligible

influence on the results of the analysis.

The problem of empirical apalysis in economic analysis. In

economic studies; it is often found that the large number of cocperating
and conflicting variables at work oftem prevent the possibility of

arriving at any definitive and reliable conclusions since the variaticn
ﬁ;of many of these variables cannot be controlled as a laboratory experi-

/ ment. Faced with this problem, the economist can only limit the coverage.

ISSalant, et al., p. 120.

e
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of the study if the study 1s to be manageable and meaningful and at the
same time provide an enumeration of the wvariables at work outside the
limits of the study which are of an important influence.

In his study of international capital movements, Iversen recognized
the difficulty of economic analysis applied to capital movements when
he wrote:

The essential difficulty is that the readjustment to foreign

investment does not take place with equal ease and speed in
all directions; some effects come about quickly, others
slowly, scme last long, others ave short-lived; at any given
instant a variety of ccoperating or counteracting tendencies
and forces will be at work, the relative strength of which
may vary from moment to moment._ ....In real life we always
live in a period of transition.

With this general caveat given, the following section provides an ocutlines

of the study.

Methodclogy
The purpose of this thesis is to answer the question stated earlier

in the chapter, '"Is foreign investment detrimental to the U. S. balance
g +E R - UeLLE 't e D

o

of paymenits in the long-run?” In ovder to answer this question, it is

necessary to use twe tools of economic inquiry: economic theory and.

[ ot S

sfatistical -analysis. Economic theory is used to develop the smalytical

N
— i o

e

framework for measuring the relationship between a ccuntry’s foreign

investment and its balance of payments. Statistical analysis is used to

megﬁgﬁf‘thqwempirical relationship between the level of U. S. foreign.

investment and the U. S. balance of payments during the period of the

st&dy.

l6Iversen, p. 12
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If economic theory indicates that foreign investment is beneficial

33

tatd

to a country’s balance of payments and stical analysis indicates a

.. positive relationship befween U. S. foreign investment and the U. S.

balance of payments, it will be assumed that U. S. foreign imvesiment

[

is beneficial to the U. S. balance of payments. On the other hand, if

the statistical analysis indicates a negative relationship between

U. S. foreign investment and the U. S. balance of payments, it will be

assumed “fhat U. S. foreign investment is detrimental to the U. §. balance

3

of payments. Finally, if statistical analysis indicates that there 1

5]

-—..—~no-definite positive or negative vélatiomship between U. S, foreign

investment and the U. 5. balance of payments, the study will be assumed

<l The remainder of the study will follow the gemeral outline of:

(1) reviewing the determinants of foreign investment, (2) reviewing the
theory of foreign investment, (3) developing statistical analysis
techniques for examining the theory of foreign investment as it relates
te U. S. foreign investment and the U, S. balance of payments, (L) making

the analysis, and (5) summarizing the analysis and statiung the conclusions.



CHAPTER IX
THE DETERMINANTS OF FOREIGN INVESTMENT

Introduction
In'a free enterprise economic system it is generally agreed that

there exists a large measure of individual freedom cver a wide range of
economic choices. Within a broad matrix of legal, social, and cultural
sanctions, individual rescurce owners are free to place theilr resources

in employment wherever employment may be found and for whatever reason.
Private investment flows from one country to ancther are the manifestation
of this individual prerogative on the international scene., The purpose of

this chapter is to inquire-into the ¢ detexmlnants of :orelgn 1nvestment

for Lhe purpose o£ d@veloping a bctter undemstanding of the relat:onship

S SRR e

between a cmunLry S forﬂign 1nvestmunt and its balance of paymenrsn

. e i R TR et e T R R e

Determinants of Foreign Investment

During the century that followed the end of the Napoleonic wars
until the end of the First World War, foreign investment played an
impoftant role in the development of the international economy. The
characteristics of the international economy of this one hundred year

period were said to have approximated the economist's norm of factor

2

mobility and international specialization based on the doctrine of

1Richard H. Leftwich, The Price System and Resource Allccation
{New York, 1958), p. L.
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\ c P
comparative advaantage. Under the circumstances, it is easy to see why

economic theory suggested that the. pximary motive for foreign inv

was the interest rate differential which existed among the,yarious»coggﬂ
tri§§ﬂgi, the. int ﬁﬁationaiweconomy;B

Following the breakdown of the international economic system which
nccurred after the First World War and the unseittled international poli-
tical situation which has existed since the end of the Second World War,
the "ideal" econcmic conditions of the 19th century have disappeared and
in their place exists a much more complex environment for foreign invest-

2

ment. Although the ecouncmic motive of interest rate differential

B

still important to an explanation of foreign investmenl, recent studies
discussed later in this chapter have shown that the motives listed by

American businessmen for foreign investment are far more complex and

usually indicate that a multicausal relationship exists.

In order to further examine the mOtJVE¢ for Lorelon 1nvesl.,mentj
it is necessary to consider foreign investment under two sub-divisions:
(1) direct foreign investment, and (2) portfolio foreign investment.

The distinction between direct and portfolio foreign investment is

useful since sach type of investment proceeds from different motivations,

2
Douglas C. North, "International Capital Movements In Historical
Perspective," U. S. Private and Government Investment Abroad, ad.
Raymond F. Mikesell (Eugene, Oregon, 1962), pp. 10-12.

jForf an extensive discussion of this point, see;, for example:
Walter Krause, Economic Development (San Francisco, 1961), pp. 302-30L:
Ragnar Nurkse; “Causes and Effects of Capital Movements,” Equilibrium
and Growth 1n the World Economy ed. Gotttried Haberler and Rebert M.
Svepn (Cambridge, 1961, po 3; Ray B. Westerfield, Monev, Credif and
Banking (New Yorl, L?BB) 523= 59h Carl Iversenj Aspects of the
Theory of Interpational CapltaL Movements {Leven and Munksgaard, Copen-

hagen, 1936), p. 127.




involves different 1nve¢t1ng groups; and has greatly different character-
istics with respect to immediate economic effects on the host country,
rates~of~-return on imvestment, flexibility of income payments, amortiza-
tion of investment; and relationship to U. 8. exports and imporis. The
investment determinants for these two forms of foreign investmenf are

discussed below.

Direct Foreign Investment. In the post World War II era;, direct

foreign investment has become a very important medluw for _th

sfer

sources, techniques of production and marketing, and skills from .
s, T = Trev L.

one.country. to.anciherw., Foreign investment seems to be having an encrmous

impact upon the nature of international business and is playing a mejor
role in quickening the pace of economic growth in the less-developed

L

countries of the world, |

A recent survey by Robinson indicated that the determinants of
divect foreign investment were much more complex than the often stated
"interest rate differential," although the principle of the differentisl .

many. of the altermative determinants

”Part of the results of this survey is presented in Tables IX

eptitled, "Determivants Other than Govermment Policies Which Influenced

P
19

the Selection of a Foreign Country for Tavestment. Although the

2

determinant mentioned most often as the factor which influenced the selsc-

tion of a countyry for foreign investm

it was followed by several other factors,

‘Raymond I, Mikesell, ”Imtroaugtlcngﬁ U, S, Private and Government
Investment Abkroad, ed, Raymeond [, Mikesell (Eugencg Oregon, 1982), Do 3.

PHarry J. Robinson, The Motivation and [low of Private Foreign
Investment (Menlo Park, California, 1Y981),

rr e T fe

SRobinson, po 25,
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TABLE II

DETERMINANTS OTHER THAN GOVERNMENT POLICIES WHICH INFLUENCED THE SELECTION
OF A FOREIGN COUNIRY FOR INVESTMENT )
(Number of Mentions)

Middle
East;
Latin Asia, and
Determinants ’ Africa FEurope America Oceania Total

Anticipation of relatively higher

profits 10 57 83 32 182
Penetration into a new foreign

market 11 68 63 26 168
Maintain sales in the face of '

tariff barriers or exchange

restrictions i L 55 27 130
To match or forestall a

competitor's move 11 30 60 29 130
Export base for neighboring markets 5 62 25 12 104
To develop a new industry in the

country 7 19 L 2h ok
Availability of skilled labor L 55 21 14 oL
Lower labor costs i Lo 25 10 79
Banking facilities 5 35 14 12 66
Availability of managerial

personnel 1 37 13 9 60
Availability of unskilled labor L 17 21 13 55
Road, rail, and harbor facilities 5 18 22 8 53
Ancillary or supporting industries 2 20 12 5 39
Power facilities 2 16 9 6 33
Offshore manufacture for export

to parent company 3 7 1 L 15
Housing, recreation, and shopping ]

facilities - 6 3 6 15
Health and sanitation facilities 1 7 2 i 14
Storage facilities 1 6 2 2 11
Not a consideration 2 2 -- 2 6
No answer 1 3 11 2 17
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important of which are, in the order of importance, 'Penetration intc a

new foreign market,” "Maintain sales in the face of tariff barriers or

"

exchange restrictions," and "To match or forestall a competitor's move.”

Although there is some overlapping of the factors listed in the table,
it does point up the multiplicity of the decision parameters used in
direct foreign investment decisions.

In testimony before the House Committee on Banking and Currency,
Secretary of the Treasury Dillon expressed the view that U. 5. business-
men invested abroad for the purpose of: (1) preserving and expanding
the markets of the domestic company, (2) for higher profits, (3) to take

advantage of. lower.corporation taxes,. and (&) the fact that profits .

i Rt
e il

earned abroad are only subject to U. S. tax rates when they are brought
baekth:Fhﬁ;Q&QSmT The Brookings Instituticn has added to the list of
determinants for investing abroad by naming reasons such as: (1) to

develop natural resources, (2)S;Qv§ﬁkewggvantage of lower costs of pro-

dugtion@'(3)”f6féign”sites'reduce.transportation costs,v(h) ability to

avoid paying tariffs or to.overcome trade restrictions, and (5) to.gain

better consumer acceptance-of-the product by manufacturing locally.

An interesting aspect of why U. S. businessmen invest abroad comes

from the fact that competition from other(ULWS§;gQrporatiopror,fﬁgmﬁv

foreign corporations has forced some companies to invest abroad and the

presence of Ilower costs, in many instances, increases this competition.

It must not be presumed, however, that low labor costs are a sufficient

YUg S. House of Representatives, Hearings before the Committee on
Banking and Currency, 88th Congress, First Session (Washington, 1963},
p- 110,

8Wa1ter 8, Salaant, et al., The United States Balance of Pavments in
1968 (Washington, 1364 ), p. 139.
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inducement to invest abroad. Lower wage rates abroad may not be the

prime determining factor since it is believed in some circles that given
the same tools and production tecbniques, the pride of workmanship in-
herent in the foreign worker, in Germany for example, results in a high
quality product and efficient operation of the production process°9 In
some countries, however; higher raw materials costs make up the difference
between the efficiency of labor in the foreign country as compared to the
U. S. and, in many underdeveloped countries, management as well as labor
is relatively inefficient.

It may be contended that most of the listed determinants for foreign
investment will in one way or another result in higher profits and,
thereby, higher rates-of-return on investments located abroad as com-
pared to similar investments located domestically. However, analysis of
the percentage returus on direct foreign investment for the period 1950~
1962 shows that direct foreign investment income to U. S. investors as
a percentage of the total reported book value of direct foreign invest-
ments has fluctuated between a high of 11.5 percent in 1951 and a low of
7.2 percent in 1960 and has been in the 7.0 percent to 8.0 percent range
during the years 1957 to 1962. These figures are shown in more detail
in Table III entitled, '"Percentage Rates-Of-Return on Investment for
U. 8. Private Direct Investment in the World by Type of Investment, 1950~

1962." These rates-of-return on investment are even more significant

93. N. Behrman, ''Foreign Associates and Their Financing,” U. S.
Private and Government Iunvestment Abroad, ed. Mikesell, p. 90.

loBehrman5 p. 90.
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when it was found by a survey made by Behrman of 56 companies with direct
investment abroad that the majority of the companies reported that the
current equity wvalues of the companies were as much as 100 percent to 200
percent above the boock values listed in the Départment of Commerce publica-=
tion on the values of U. S. foreign investmentn11 If current equity values
rather than book value were used to compute the returns on investment shown
in Table III, the rates would be much lower than indicated. With the excep-
tion of direct foreign investment in petroleum, average earnings as a per~
cent of book value do nct appear to be significantly higher in foreign

. . 12
countries than in the U. S.

The above evidence seems to further substantiate the claim that market
expansion. rather than return-on-investment differentilials is the main invest-
ment determinant for direct forelgn investment. Knopp states, in effect,

that it is plain that neither the interest rate differential nor the

shifts in demand schedules theories have any application to foreign
investment in the real world where capital movements have historically
been associated with fluctuations in world income and employment. He
peints out that there are cases of capital movements, which are by far

the most common kind, when foreign investment and foreign trade both re=
sponded to an underlying set of causes affecting them both, e.g., railroad
building in the 19th century. In this case, both direct foreign in-

vestment and increased exports were but different aspects of a complex

llBehrman, pp- 108-111. Of the 56 companies reporting, 17 companies
reported equal current equity and book value, 19 companies reported current
equity 50 percent higher than book value, 7 companies veported current
aquity to be 50 percent to 100 percent higher than book valus, and 5 com~
panies reported current equity to be over 200 percent higher than book value.

12 . J .
Raymond F. Mikesell, "U. S. Postwar Investment Abroad: A Statistieal
Perspective ' U. S. Private and Government Investment Abroad, ed. Mikesell,

p. 65.




TABLE III

PERCENTAGE RATES-OF-RETURN ON INVESTMENT FOR U. S. PRIVATE DIRECT
INVESTMENT IN THE WORLD BY TYPE OF INVESTMENT,
1950-1962

Percentage Rates-of-Return on Investment?®

All Indus~ Mining and Paetro- Manufac- Other (Including
Year tries Smelting leum _turing Trade Public Utilities)
1950 11.0 9.9 16,4 9.3 9.4 7.4
1951 11.5 12.3 18.9 7.6 9.0 8.1
1952 9.6 9.8 15.8 5.8 8.2 7.5
1953 8.9 5.3 15.5 5.9 o5 6.2
195k 9.8 7.5 17.7 5.9 6.5 6.7
1955 9.9 8.9 17.4 5.8 6.9 6.5
1956 9.6 9.9 15.8 5.0 6.5 8.1
1957 8.9 8.9 14,1 5.k 6.1 5.4
1958 7.7 6.6 11.9 5.3 6.7 h.h
1959 7.5 8.7 10.7 5.7 6.3 Lol
1960 7.2 11.2 10.5 k.9 5.4 3.6
1961 7.7 9.7 10.7 5.9 NA WA
1962 8.2 9.9 12.5 5.6 NA NA

#Rates-of-return on investment were computed by dividing income
earned on U. 8. direct investments abroad, f.e., dividents, interest and
branch profits, after foreign taxes but before any applicable U. 8. taxes,

by total asset book value of the direct iwnvestment,

Source: Data for 1950-1960 from Balance of Payments, statistical supple=-
ment to Survey of Current Business (1963). Data for 1961 is
from Survev of Current Business, Vol. L2 (August, 1962) and for
1962 it is from the Survey of Current Business, Vol. 43 (August,

1963),
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underlying gituation giving rise to them both, yiz., the conditions that
made railroad building profitable, the need to export investment goods
and equipment from the caﬁital-rich to the capital-poor countries; and
the lack of a capital market for long-term development in such places,l3
Thus, the detérminant given the most weight as a means of increasing
profits is a rapldly expanding forelgn demand or a rapid increase in the
potential size of the foreign market.

Portfolio foreign investment. The revival of portfolio foreign
inveétment in areas outside of Canada has been one of the important
developments in foreign investment in the postwar era. As is shown in
Table IV entitled, "Total U. S. Private Long-Term Foreign Investment,
1950-1960," the volume of portfolio investment in foreign countries has
increased almost three~-fold from the early 1950's te the early 1960's,
and it is possible that another decade of stability and prosperity in
Western Europe could bring about a large scale international market in
securitiesolh In the past few years, New York has once again become an
international market for new long-term capital and New York investment
bankers are actively trying to induce Eurcpean accounts to obtain their
portfolio capital in New York.15

Perhaps the determinant for foreign investment most applicable to

portfolio foreign investment is the interest rate differential which is

13John Knopp, 'The Theory of International Capital Movements and
its Verifications,' The Review of Economic Studies (New York, 1959),
pp. 117-11G.

i
1+Mikese11, "Introduction," p. 7.

15

U, S. House of Representatives, p. 102.



TABLE TV

2l

TOTAL U. S. PRIVATE LONG-TERM FOREIGN INVESTMENT, 1950-1962
(Millions of Dollars)

Portfolio InvestmeﬁE

Total
Direct New Other  Redemp- Net Direct and
Year Investment Issues  Long-Term tions Total Portfolic
1950 621 254 542 ~301 495 1,116
1951 508 ko1 59 -113 L37 L5
1952 852 286 -6 -66 214 1,066
1953 735 270 =317 -138 -185 550
1954 667 309 135 Qleu 320 987
1955 823 128 303 -190 2l 1,067
1956 1,951 453 32L -174 603 2,554
1957 2,442 597 Lh1 =179 859 3,301
1958 1,181 955 574 -85 1, kL 2,625
1959 1,372 62k 397 95 926 2,298
1960 1,694 573 377 =100 850 2,54k
1961 1,475 510 619 -123 1,006 2,481
1962 1,557 1,076 303 =170 1,209 2,766
Source: Data for 1950-1961 from Balance of Payments statistical supple=

ment to Survey of Current Business (1963).

Data for 1962 from

Survey of Current Business, Vol. 4k (March, 196L4).
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due in part to the continued underdeveloped state of capital markets in
Europe and the relatively well developed state of the capital market in
16 ) ) . ) . .
New York. Such a situation allows U. S. investors to obtain foreign
securities at a .rate-ef~return. on.investment which is higher than thg}
3]

going rate! in New York and it allows European businessmen to secure

et

money capital at a lower interest rate.than the 'going rate' in Europe.

Thus, due to the fact that the supply of money capital relative to the
demand for money capital in Europe is small, the cost of money capital
in Europe has risen relative to the cost of money capital in New York,
and ocut of this relationshig emerges the classic determinant for capital
movements from one country to another, i.e., the interest rate differen-
e1a1. 1T |
A second and very closely related determinant of portfolio foreign
investment was the existence of the specialized institutions of the
foreign securities market in the U. S. These Institutions provided the
links between the U. S. and the foreign markets which made it almost as
easy for domestic investors to trade in foreign securities issues as in
UQ'So securities issues. Not only were these well developed institutions
of the foreign securities market used by U. S. ianvestors, but foreign
investors have also played a key role in the resurgence of foreign dollar
bond flotations in Wew York through their purchase of a large share of

the new offerings. During the period 1958 through 1959, it was estimated

16Ibid.y p. 103.

17For example see: Iversen, p. 127; Bertil Ohlin, Interregional and
International Trade (Cambridge, 1933), p. 160.
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that foreign investors took two-thirds or more of the publicly offered
. . e ) . 18
and underwrititen foreign security issues in New York.

A third important determinant of portfolio foreign investment is
the re-emergence of prosperity in the industrial countries of the free
world, especially in Western Eurcpe. This development coupled with ten
year's experience with World Bank bonds made investors more open Lo

, o 19 e
foreign debt and equity investment. The Brookings Institution adds
that, "The principal motivation for U. S. purchases of foreign bonds

are the desire to profit from highegﬂgg?gﬁquﬁrg?g?g ap%yﬁhefdesirg»for
rgg}ggalf@iyergificapion of assets. DPart of the latter motive is the
desire to hedge against exchange-rate devaluations,”eo

The determinants for investing in foreign equities are similar to
those for investing in foreign bonds, plus the fact that investors are
attracted by the poésibility of greater capital gains from foreign
issues than from domestic issues. The high growth rate in Westerm Europs
and the rapid growth of a few large firms have made the possibility of
capital gains very real,EI There 1s one aspect of the purchase of foreign
equities whicl is interesting in that the enthusiasm for foreign securi-
ties seems to be highest when U. S. stock prices are high or rising, but

when the U. S. economic outlock becomes cloudy, foreign issues reportedly

18

Paul Meek, "United States Investment In Foreign Securities,’ U. S.
Private and Government Investment Abroad, ed. Mikesell, pp. 251-261.

Y1bid., pp. 2h5-2L6.

goSalant} et al., p. 131,

2libid., p. 135.



tend to be among the first to be replaced in a general upgrading of
. . : , 22
institutional portfolios.

Other determinants of foreign investment. There are several fac-

tors which influence the rate and direction of foreign investment which
are related to the problem and whose effects on foreign invesiment are
not easily measurable. A good example of these indirect factors is the
influeﬂce exercised by the return to convertibility of Western European
currencies in 1958. This allowed long-term capital flows a wider choice
of countries where the prospects for profits were the greatest without
having exchange control restrictions preclude the return flow of profits
from the investments to firms in the investing countries. It also
allowed short-term capital to flow to countries where the interest rates
were relatively high, thereby augmenting the foreign exchange reserves
of these countries.

Another important factor in ihfluencing the flow of foreign invest-
ment was the advent of the Common Market with the elimination of internal
trade restrictions and the erection of a common external tariff. The
elimination of internal trade restrictions has allowed the development of
increasing returns to scale which could call for additional investments
in plant .and equipment. ©Possible evidence of this need for additicnal
investﬁent being supplied is shown in Table IV with the large increase in
direct investment and new issues of portfolic investment which occurred

since 1956. The presence of tariff barriers has long been an influence

22y, 8. House of Representatives, p. 264,
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on the rate and direction of foreign investment. Iversen made this
point when he wrote:

Capital movements due to protective tariffs often take the

form of establishment of branch factories within the tariff

wall., In such cases the fear of losing one's market in the

protected country, or the prospect of reaping high profits

sheltered by the tariff barrier, may be more powerful motives

to capital export than differences in interest rates.

Perhaps a final series of factors influencing the level of U. S.
foreign investment are the result of the unsettled economic and politi-~
cal conditions which have existed since the éarly 1930's. It is possible
that U. S. foreign investment has not taken place on a large scale from
the early 1930's to the mid 1950's due to events such as the economic and
monetary disturbances in the early 1930's, the growing political tensions
and cépital flight from Western Europe in the late 1930's, the Second
World War, and the postwar years of shortages and controls. Also, since
thg mid 1950's, businessmen may have ?ealized that with the supposed
equalization of military power between the Eastern and Western Political
Powers, there is little advantage, as far as security from military
destruction is concerned; for investing in the U. S. rather than abroad.
Thus, it is possible that U. S. companies have expanded their foreign
investment since the mid 1950's to make up for the lack of investment

ol

over the past several decades.,

23

2hHa1 B. Lary, Problems of the United States as World Trader and

Banker (New York, 1963), p. 69.

Iversen, p. 138.




Summary

The purpose of this chapter was to inquire into the determinants of
direct and portfolio foreign investment. Although earlier theories of
foreign investment emphasized the determinant of "interest rate
differential,' recent studies indicate that this determinant applies
primarilily to portfolio foreign investment. The same surveys indicated
that the determinants for direct foreign investment included determi-
nants such as the anticipation of higher profits, penetration into a
new market, the maintenance of sales in the face of tariff barriers, and
to match or forestall a competitor's move, to name a few of the most
important. TFor poritfolio foreign investment, next to the relatively
high interest.rate paid on foreign securities, other determinants were
listed such as the more stable political and economic conditions in
Western Europe in recent years and the availability of portfolio funds

on a large scale in the New York money market.



CHAPTER III
THE THEORY OF FOREIGN INVESTMENT

Introduction

The discussion in the previous chapter served to point up scme of
the determinants of foreign investment as reported by business firms
who have actually made investments abroad. The ﬁurpose of this chapter
is to inquire into the theoretical aspects of foreign investment in
order to ascertain what economic..theory indicates to be the cause and
effect of foreign investment on the investingbcountry and the country
in which the investment is made. Such a theoretical expﬁsition will
serve as the analytical framework for measuring the relationship between
a country's foreign investment and its balance of payments,

The following discusslon presents a theoretical exposition of the
movement of capital, i.e., direct and portfolio foreign investment, from
one country, subsequently referred to as the investing country, to one
or more foreign countries, subsequently referred to as the host country
or countries. The chapter will follow the genmeral outline of: (1) re=-
viewing the traditional theory of the process of capital movements, (2;
reviewing the allocation effect of capital movements on the investing
and host countries’ economies, (53 reviewing the national income effect
of capital movements on the investing and host countries' economies,

(4) reviewing the balance of payments effects on the investing and host

countries' economies, and (5) summarizing the discussion.

30
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Traditional Theory of Capital Movements

The initial assumptions necessary for a theoretical discussion are:
(1) mobility of the factors of production in both the domestic and
international economy, (2) flexible prices and'intérést rates, (3) stable’
exchange‘rafes, and (hj less than full employﬁent of the factors of pro-
dﬁction in the investing country.

The progesé of transferring real capital resources ffomvan investing
cduntry to a host country produces a reéction in the economy of both
countries which can beét be explained in terms of general equilibrium
economics on the international level. Due to the unequal distribution
of resoﬁrCes in the world, the ratios of the éombinations of the various
productive reéources will tend to be different in each use and in each
country and there is aﬁ unequal distribution of the resources. At the
same time such a situation induces the internationsl movement of capital
which can be shown by the following example. Assume that countries A &nd
B have identical production functions but country A has a high labor/capi-
tal ratio and country B has a low labor/capital ratio which is due to
different factor endowments. With such a combination of labor and capi-
tal in the two countries, at each level of production capital in
country A will enjoy a higher marginal physical product of capital (MPPC)
than it wili in country B. Thus, the differentigl MPPC which exists
between the two countries will induce a long-term movement of capital
from the country with a low MPPC, i.e.;, country B, to the country with
the high MPPC, i.e., country A, When the labor/capital ratic rises in
in country B as more capital flows out and when the labor/capital ratio

falls in country A as more capital flows in, the initial MPPc differential
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which existed betwszen countries A and B is reduced and finally elimina-
ted. At this point long-term capital flows will cease.

Accompanying  the movement of capital from country B to country 4,
there should be a reverse flow of labggumqyiggwqumuA%LQqgQﬁnggwphg
initially high labor/capital ratio in country A as compared to country B
also means that at each level of production the marginal physical product
nf labor (MPPL) in country A is lower than it is in country B. Thus,
the differential MPP. which exists between the two countries will induce

L

a long~-term movement of labor from the country with the lower MPP i.e.,

L)
country A, to the country with the higher MPPL, i.e., country B. This
movement of labor will continue until the MPPL differential which
existed between countries A and B is eliminated.1 Such a situation

existed. during the 19th century when there was a direct relationship

between the migration of labor.and capital to the so-called 'empty lands"

of North.Ameriea;-Australia, and New Zealand...The reason for the migra-
tion of labor along with capital can be explained by the relatively
higher marginal physical product of labor in these sparcely populated
areas compared to the labor crowded conditions of Western Europe.

The process of capital movements between countries involves two
steps: (1) when the investing country assigns some of its purchasing

power to the host country and (2) when the host country uses this assigned

lRichard H. Leftwich, The Price System and Resource Allocation (New
York, 1958), pp. 315-317.

2 : ‘ :

Douglass C, North, "International Capital Movements in Historical
Perspective," U. 8. Private and Government Investment Abroad, ed. Raymond
F. Mikesell (Eugene, Oregon, 1962), p. 28.
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purchasing power to purchase real goods and services. Thus, capital is
always eventually transferred from one country to another in the form
of real goods and servigesn3 The host country imports goods and ser-
e

vices and exports securities or a promise to pay with each investment.
In order to more fully explore the above process of capital movements,
consider the following two situations: (1) where the capital movement
involves only two countries and (2) where the capital movement involves

1

three or more countries.

The two country case. In this case the host country (A) acquires /Li)/

purchasing power from the investing country {(

ﬁZ?and in return A promises

to pay B in the future. Now A has deposits created for it in banks in B.
| ‘ ‘ :

If A uses the new deposits to purchase goods and services from B, this

results in an increase in exports of real goods. and services from B to

A, and the capital movement has resulted in the transfer of real goods

and services between the two countries.

However, if A uses the new deposit for purchases in its own country,
the sequence is more complex. First assume less than full employment in
A. The borrowers in A sell their new deposits in B to the banks in their
country who pay the borrowers in their own currency. When the borrowers
in A spend the new money, this generates a rise in employment and a con-
comitant rise in domestic incomes which, in turn, are spent on consumer
goods and/or investment goods. The increase in income is likely to

cause: (1) a rise in consumption and investment expenditures in A, part

of which are probably purchases of goods imported from B, and/or {2) a

3Carl Iversen, Aspects givthe Theory of International Capital Move-
ments (Copenhagen, 1936), p. 30.
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1arger_fraction of the goods usually exported from A are purchased by
domestic users, causing exporfs from A to fall or at least not to rise.
Thus, the tendency of the expansion of investment in A by way of borrow-
ing abroad from B results in a rise in income in A and causes a possible
rise in imports by A which is not compensated by a rise in exports,

i.e., a rise in the balance of payments deficit for A. The capital move-
ment from B to A, although not spent directly on imports from B, has
resulted in a transfer of real goods and services from B to A and the
net result for B after a time lag is the same as if A had originally
purchased the goods and services from B.

In the case of the same two countries but with full employment in 4,
the results are similar. The expenditure in A causes a rise in prices
relative to the prices in B with the result that there would be a f£all
in expeorts from A; a rise in its imports, and a balance of payments
deficit would be created or enlarged. Again, the net effect is a trans-
fer of real goods and services from B to A as the result of the capitsl
movement.

The three or more country case. The case invelving three coun-

——a.

tries, which could be expanded to include meore countries with the same
general results, works in a slightly different manner than the two
country case although the end result is the same. Assume that A uses
its new bank balances held in banks in B to purchase goods from a third
country (C). When the borrowers in A purchase goods from C, they are in
effect selling their bank balances in B to banks in C and the transfer
of real goods and services takes place between C and A when the goods

are exported from C to A. The banks in B must be willing toc reduce
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their deposit liabilities, now held by the banks in C, through a reduc~
tion of their holdings of balances in C in order to pay the claims on
their balances by C. Unless the banks in B are willing to allow their
balances in C to be permanently reduced, they will take steps to restore
their balances in C to their previous level. The steps to be taken .
would be to discourage imports from C and to stimulate exports to C

which would work toward restoring the B banks' balances in C via a balance
of payments surplus for B. This explanation of the three country case
can be extended by assuming that the purchases by the borrowers in A of
goods from suppliers in C stimulate employment and incoﬁe in C tending

to raise its Imports and decrease its exports, in the case of the exist-
ence of less than full employment in C. In the case of full employment
in C, however, the purchases by A would cause a rise in prices in C
relative to B with the same effect on imports and exports. Thus, again
the capital movement is followed by a transfer of real gocods and services.
In the three country case the transfer of real goods and services is from
B te C to A although the time sequence was actually from C to A as one
step and from B tc C as another.

It is evident that these ''pure' cases are extremes. In the real
world there would likely be some combination cof these extremes, with the
complications of the borrowed funds being spend partly in third, fourth,
and more countries. The net result, however; would be the same, a
capital movement succeeded by a real transfer of goods and services,
unless the host country for some reason wishes to hold idle balances in
the lending country, at home; or in third countries, or if the monetary

authorities in the borrowing country "'sterilized' the new balances by
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follgwing a policy of monetary restrca:?.ntalF If the new balances are
sterilized and not allowed to become the basis for new domestic loans
in the borrowing country, the transfer of real goods and services from
the lending to the borrowing country could be delayed indefinitely.
The repercussions of real capital movement on the economies of

the investing and the host countries will be discussed below.

Allocation Effect of Capital Movements

The discussicn of the process of the capital movement in the previous
section indicated that the capital movement sconer or later resulted in
the transfer of real‘goods and services among the various countries
involved. It is evident that due to the mutual interdependence of
countries in the international economy an international transfer of pur-
chasing power among countries iz likely to affect both the direction of
demand, i.e., the distribution of demand among different goecds, and the
localization of demand, i.e., the distribution of demand for goods among
different countries. In other words, the transfer of purchasing power
means that different gocds will be demanded at different places in the
world. The result of these changes means that since the factors of
production are combined in different proportions to make different goods,
the capital transfer will ultimately influence: (1) the methods, costs,
and volume of production, (2) relative factor scarcity and their prices,
(3) the terms of trade, and (k) the volume and composition of international

trade.5 The following is a discussion of these points.

'

Norman S. Buchanan, Intermasticnal Investment and Domestic Welfare
(New York, 1945), pp. 232-236. - ‘

5

Iversen, p. 452.



Effect on methods, costs, and volume of production, When- -invesiors

e

_a.foreign Ctolntry, this often involves the sending of capital

agement-and technical personnel, and technology out of the

[5ed

investing countey.to-the foreign country. The cost of transferring
these resources abread is the opportunity cost of the resources to the

investing country. The opportunity cost of capital is the rate-cf=veturn

=0
}_J.

on a similar investment in the investing country; however, the forsign

investment would probably never have taken place unless the investor

had not discounted the estimated future returns from the transfer of re-
sources to a present value at least equal to the accounting plus the
opportunity costs of the resources transferred., The opportunity cost of
management and technical personnel is the lost time of experienced per=
sonnel to the domestic firm, The opportunity cost of tiansferring tech-
nology, on the other hand, is not easy to determine since the investing
country does not have to be deprived of a rescurce as the result of the
transfer and, thus, can be considered as having a zero cost to the
investing country.,

For the host country, the transfer of resources is generally bene-
ficgial. When management and technical personnel are transferred abroad
the host couﬁtry not only receives the personnel, per se, but the trans-
fer could result in the expert training of local personnel and the re-
orienting of domestic personnel toward new roles in enterprise and produc-
tion. This is especlally true in the case of underdeveloped countrie
The transfer of capital 1s also very beneficial in that it raises the
economic growth potential of the host country, it makes for the possible

reinvesting of profits and reserves which result from the operation of

the new production, and it mobilizes domestic capital which before was
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unavailable to initiate the investment but which can now supplemsunt the
initial investment. The transfer of. technology,-however;~is perhaps the
most important by-product of foreign investment for the host country.

Such a transfer gives the host country the results of past and present
research W1LhouL any expenditure plus the fact that some firms establish
research facilities in foreign countries in order to use foreign personnel

6
and ideas.

\D )
g-‘.a\
@
B
o

The importation-of-capital; manasgemént and ‘technieal -personie
technology should alsc produce both internal and external economies in
the host country. Internal economies result from the rise in productivity
resulting from the investment, thereby reducing costs, and the gradusl
spread of technology throughout the hest country. External eccunomies
vesult from: (1) the rise in production related to the investment which
induces a greater demand for social ovarhead capital, (2} the expansion
in one sector of the economy tends to increase activity in other sectors,
especially the supporting sectors, and (3) additional external sconomies
result from the training snd upgrading of host country personneln?

211 of the above mentioned changes will probably result in some

change in the methvdoy costs,; and vo Lume of production in investing and

uosL countr;esa

Rnla tive factor scapcity and factor prices. The reallocation of

resources from the investing to the host country will cause a rise in

2 ") o o o .

domestic factor payments im the investing countvy for

N

J. N, Behyman, "Promoition of Private OV&LSFdS Lovestment, ' U. §.
Private and Govermment Investment Abroad, ed. Mikese i1, pp, LTk

T1pid., pp. 148-150.



(1) the decrease in the supply of these factors in the domestic economy
relative to demand and (2) the increase in the demand for these factors
as exports of goods and services rise as a result of rising incomes in
foreign countries stemming from the investment in these countries.

Since real capital and management and technical personnel are the fac-
tors most needed abroad, their relative share of income in the domestic
economy will rise and the relative share of income for labor and the
other factors will f£all. Labor could gain absolutely, however, due to
the lower price of imported goods produced in greater volume by the new
plants abroad, assuming thst the investment is for productive capacity
and results in increased competition from abroad. The consumer in the
investing country sheculd realize a rise in his real income as a result
of the foreign investment if there is a net gain or maintenance of
income receipts from foreign investment and if the increased competition
from abroad results in lower prices to the consumer.

The effect of rescurce reallocation on factor prices depends on
whether or not the investing and host countries are at less than full
employment. As real capital and management and technical personnel
move out of the investing country, these factor prices should not rise
in the investing country if there is less than full employment. However,
if there is a relatively high level of employment in the investing
country, the factor prices should rise. As capital, management and

techunical personnel, and technology move into a given host country there

jedo

is additional demand for labor, materials, land, and domestic capital in
e, S,
e s,

Sbid., pp. 160-161.
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that country. This creates a flow of resources intc the enterprises
associated with the investment with no rise in factor payments if there
is less than full employment or a shift of resources from lower paying
employment to higher paying employment if there is full employment and

9

this results in a rise in factor prices. Thus, at full employment it
is a decrease in the factor supply curve which would cause factor prices
to rise in the investing country, while in the host country, it is the
increase in the factor demand curve to a higher level which would cause
a rise in factor prices.

If there are diminishing marginal returns to capital, capital will
move from capital rich countries with relatively low MPPC to capital
poor countries with a relatively high MPPC and this will continue until
the MPPC is equal in both countries, as was discussed above. Thus,
increased foreign investment reduces the returns on all previously
exported capital in the host country and increases the return on
capital in the investing country. However, this action results in a
larger combined level of income for the international economy than
before the capital movement since the addition tc total production in
the host countries is greater than the reduction in total production in
the investing countries, with either full or less than full employment
in either country. As was pointed out in a previous section, capital
novements affect the MPP of the other factors of production and,; given
free factor mobility, the international economy is assumed to move
to&aﬁd international general equilibrium where there are no shortages.br

surpluses and the MPP per dellar’s worth of all goods and factors is equal.

9Ibid., ppo 1lh=147,
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The tendency of the unrestricted flow of factors and trade to equalize
factor prices is discussed in detail by Ohlin, Meade, Hekscher, and
Lerner and this trend of thought is further developed by Samuelson,
, 10

McKenzie, and Uzowa.

Thus, capital movements, transfers of maunagement and technical
personnel, and technology result in a change in the relative scarcity
of the factors of production and their relative prices in both ths

investing and host countries.

Terms of trade. The relationship between capital movements and a

s

country’s terms of trade is one which inveolves a great deal of contro-
11 . .
versy. The explanation of terms of trade given by Meade can be

summarized as follows: terms of trade refer to the price which country

1QBerti1 Ohlin, Interregional and International Trade {Barvard,
1935); James E. Meade, '"The Theory of Intermational Ecomomic Policy,"
Trade and Welfare {New York, 1955); E. F. Hekscher, '""The Effect of Foreign
Trade on the Distribution of Income,’ Readings in the Theory of Inter-
national Trade, ed. H, S. Ellis and L. A. Metzler (Philadelphia, 1949);
A, P, Lerner, "Factor Prices and International Trade," Economics, Vol. XIX
{1952), pp. 1-15; Paul A, Samuelson, "International Trade and the Equi-
lization of Factor Prices," Economic Journal, Vol, LXIII (1948), pp. 163~
184 and "International Factor-Price Equilization Once Again," Economic
Journal, Vol. LIX (1949), pp. 181-197; and "Prices of Factors and Goods in
General Equilibrium;" Review of Economic Studies, Vol. 21 (1953~5h); L. W,
McKenzie, "Equality of Factor Prices in World Trade," Econcmetrica, Vol.
23 (1955), pp. 239-287; H. Uzowa, '"Price.of the Factors of Production in
International Trade," Econometrica, Vol. 7 {July 1959).

1The effects of capital movements on the terms of trade are discussed
by the following: Charles P. Kindleberger, The Terms of Trade: A European
Case Study (New York, 1956), Chapter VT; Lloyd Metzler, "The Transfer
Problem Reconsidered,” Journal of Political Economy, Vol. L (1942), pp. 397~
hil; A. C. Pigou, "Unrequited Imports,' Economic Journal, (June, 1950),
pp. 241-254; Paul A. Samuelscn, "The Terms of Trade Under Capital Transfer
When Impediments to Transport are Absent,' Economic Journal {June 1952),
pp. 278-304; Charles R. Whitlesey, '"Foreign Investment and the Terms of
Trade,' Quarterly Journal of Economics {May, 1932}, pp. bhl-L6h; an
excellent summary may be found in: Gottfried Haberler, A Survev of Inter-
national Trade Theory {Revised)} (Princeton, 1961).
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A has tc pay in terms of its own products in owvder to obtain a given
amount of country B's products. With the balance of payments between
the two countries unchanged but with a reduction of country A's prices
relative to prices in country B, producers in country A must export a
greater volume of products to obtain the same value of imports while
producers in country B can export a smaller volume of products to obtain
the same import value. The residents in country A in this case arve
getting less of country B's products in exchange for each unit of their
own output.

Some writers believe that movements in the terms of trade which
result from a shift in consumer's demand, and this is Nurkse's view
for example, way be the cause and not the effect of the import of capital
into the host country. On the other hand, the classical view is that an
inflow of capital will shift the terms of trade to the capital importing
country.13 On the other hand, a pricr capital inflow could cause the
supply curve of the host country to shift to the right with the resultant
fall in prices and terms of trade for the host country. "It seems clear
that capital movements and the terms of trade are only part of a larger
whole, and that generalizations about the two elements alcme are not pro-
duc:ti\/'ec.”llL The overall effect on the terms of trade would seem to

depend a great deal on the price elasticity of demand for the product

in which the investment was made. If the price elasticity of demand

ngames Edward Meade, The Balance of Payments (New York, 1951},
pp. 50-51.

13

Iversen, p. 131.

)
1+N0rth, Pe 29,
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is less than one, there should be a relatively largg fall in the price
of the product when supply is increased as, for example, in the produc=-
tion of raw materials, and if the price elasticity of demand is more than
one, there should be a relatively small fall in the price of the product
when supply is increased as, for example, in the production of consumer
durables goods.

Due to the mutual interdependence of the price systems of the
various countries of the world, all countries will feel to a degree the
effects of the changed relative scarcity of the productive factors and
the changed relative prices of the goods and services which result from
the transfer of capital. A given country could even experience an inflow
or outflow of capital without any changes in its price system due to
price changes abroad affecting the relative price structure of the
country vis-3-vis the rest of the world.15 As it was pointed out
above, foreign investment serves to increase productive capacity with the
result that the supply curve shifts to the right and prices fall in that
particular sector of the host country's economy. If the host country sold
on the world market at a lower price, it is possible that relative prices
could stay the same since foreign competitors may reduce their prices to
remain competitive in the short-run. However, in the long-run, there
should be a definite change in relative prices if the foreign competitor’s
costs are not reduced and they cannot supply the world market indefinitely

at the lower price.

15

Iversen, p. 117.

Walter S. Salant, et al., The United States Balance of Payments in
1968 (Washington, 1964), p. 20.
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Thus, a capital movement which results in shifts in a country's
supply curve would certainly result in a change in the velative price
structure in the international economy thereby producing some change in
the investing and host countries' terms of trade.

Volume and composition of intermational trade. It is ocbvious

from the above discussion that there is a close relationship between the
transfer of real resources and the volume of intermational trade, its
composiltion and geographical distribution, and each country's terms of
trade. It is impossible, however, to determine a priori whether or how
much a transfer of real resources will affect these changes since these
changes depend a great deal on the type of investment involved, e.g.;
raw material productien, manufacturing, or social overhead capital, the
income effect of the investment, and the effect on foreign and domestic
demand. In other words, if the investment creates economies of large
gcale operation in export industries wmore than in industries which
compeie with imports, the result will be an increase in foreign trade.
The volume of foreign trade deﬁends not only on the investment but alsc
on the distribution of income. Capital movements may alter the direc-
tion of demand through their influence on the internal distribution of

incomes. If the demand for foreign goods becomes greater as the result

-

of the vise in income due to the capital movement, foreign trade will

h
¥

increase, but if demand is shifted toward domestic goods, foreign trade

v\r'j.:‘L.’J_;dec::'r-*ease‘,-l'7

17Iversen, p. 183.



The investing country could experience z rise or fall in its
exports as the result of a rise or fall in its foreign investment.
Initially exports could rise when a foreign investment is made since
the investment expenditure could result in goods and services being
shipped from the investing country to the host country or to a third
country as was discussed in a previous section. Also, if the foreign
investment produces a rise in the host country's income, then imports
from the investing country could rise. On the other hand, if the
investing country reduced its rate of foreign investment, exports could
fall due to no purchases being made by the host countries and due to
incomes in the host countries not vising as rapidly as beforeul8 The
maximum possible rise in export volume for the investing country could
be partially offset, however, since the increased productive capacity
in the host country could be devoted o the production of goods pre-
viously imported from the investing country or could even result in
increasgd competition to the investing country's own export industry.
Thus, it is possible for the investing country to lose some of its

19

comparative advantage by exporting some of its capital abroad.

8Raymond F. Mikesell "U. S. Postwar Investment Abroad: A Sta-
tistical Analysis,“ U. S. Private and Government Investment Abroad,
ed, Mikesell, p. 160.

191nsofar as capital is complementary with other factors, and
these factors are located abroad, some of the national advantage from
the use of capital is lost when capital is exported. These are the views
of: John M. Reynes, "Foreign Investment and National Advantage," The
Naticn and the Athenaeum {August, 1924), p. 586; Roy Blough, "'United
States Taxation and Foreign Investment,’ The Journal of Finance (May,
1956 , pp. 180-194; J. Carter Murphy, "Internaticnal Investment and the
National Interest,'" The Southern Economic Jourmal {July, 1960).
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The volume of foreign trade would tend to be affected by the stage
of economic development of the host country. Foreign investment in a
developed country which is capable of supplying much of the necessary
machinery, equipment, management and technical persomnel related to
the investment should yield a low initial increase im exports for the
investing country. Investment in developed countries, e.g., those in
Western Europe, should result in the accumulation of foreign exchange
in these countries as a vesult of the investment. On the other hand,
foreign investment in underdeveloped countries, such as those of the
Latin American Republics, should result in the greatest benefit to the
investing country's exportso Since the underdeveloped country is unable
to furnish an adequate supply of machinery, equipment, and management and
technical personnel, it must import these items from the investing country
directly or indirectly and, as a result, the underdeveloped country dces
not accumulate much Fforeign exchange. Thus; export increases should be
higher relative to foreign investment for underdeveloped host countries
than for déveloped host countrieso

The increase in productive capacity in the host country should re~-
gult in a change in the trade composition and the geographical distri-
bution of international trade. Since the various factors of produc-
tion are combined in differvent proporticns to make different goods and
services, the transfer of capital will influence relative factor scarcity,
the methods and costs of production; and the relative prices of the

. 20 . . . .
goods and services produced. If the increased productive capacity in

Eolversen5 p. Ls52.
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the host country is in consumer goods production, then their impdrts of

this type of good should be reduced. If the increase in productive
capacity is in the production of raw materials, then their exports of

this item should rise. To the degree that one country'’s imports are

another country's exports, changes in the pattern of iﬁports and exports

for the investing and host countries constitute a change in the pattern

or composition of world trade. Thus, not only will the composition of
international trade change, but also the geographical distribution of

trade will change as the underdeveloped countries become more industrialized,
Conclusion. An interesting conclusion is arrived at when con-

sidering the various ramifications of capital movements and their effect

on the reallocation of the factors of production. If factor distribu-

o

tion is unequal throughout the international economy, the returns to
these factors in each country should be unequal and there is a case for
international specialization according to the doctrine of comparative
advantage. Without foreign investment, capital-poor countries will
specialize in labor and resource intensive products. However, the effect
of foreign investment, if carried far enough, is to reduce such speciali-
zation in production, to produce changes in the volume and direction of

foreign trade as countries become more industrialized, and to equalize

factor returns.

21 - . - . , . .
Paul B. Simpson, "'Foreign Investment and the National Economic

Advantage: A Theovetical Analysis," U. S. Private and Gevernment Invest-
ment Abroad, ed. Mikesell, p. 508.
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National Income_Effect of Capital Movements

In an earlier section of this chapter it was shown that foreign
investment results in the transfer of real goods and services from the
investing country to the host country either directly or indirectly.
The effect on the level of national income of the investing and host
countries of this real transfer can best be explained by using conven-
tional national income analysis. The following discussion will: (1) re-
view the operation of the foreign trade multiplier and its effect on
national income, (2) review the importance of the host country's stage
of economic development in comsidering the national income effect of

foreign investment, and (3) compare the national income effect of domes=

[

tic versus foreign investment for the investing country.

Foreign trade multiplier. The foreign trade multiplier theovry

N,

states in effect that if there is an autonomous increase in a country’s

“» ) ° < v
level of exports,  there will be an ultimate increase in that country's

level of national income which is 2 multiple of the initiating autono=-
y
mous increase in exports. This relationship between a change in the

level of g country's exports and the resulting change in its national

income is shown by the follecwing formula:

1
8 4+ m

AY = AX

where AY = change in national income of the exporting country, AX = au~
tonomous change iIin exports, s = marginal propensity to save, and m

= marginal propensity to import. The assumptions necessary for this
relationship are: (1) all prices, exchange rates, and interest rates

remain unchanged, (2) the possibility of unlimited financing of balance



of payments deficits, and (3) the marginal propensities to save and
import are cconstant.

If the exporting country (A) is small relative to the world economy,
the foreign trade multiplier is sufficient to describe the increase in
its national income. However, if country A is large relative to the
world economy, e.g., the United States, the rise in its national income
resulting from the multiplier effect is sufficient to increase its ex-
ports, thereby increasing the incomes of countries that supply its im-
ports. When these foreign countries’ incomes rise, they in turn import
more goods and services produced by A which makes A's exports rise. The
foreign trade multiplier that takes into consideration such foreign
repercussions, otherwise known as the "'play-back" effect; is expressed as:

1
AY = X . s,

S M R o e
a a b 81

where AY = change in national income of the exporting ccuntry, XX = au-
tonomous change in exports, s = marginal propensity to save of the

exporting country, s, = marginal propensity to save of the foreign

b

country, m = marginal propemnsity to import of the exporting country, and

w = marginal propensity to import of the foreign country.

The following sectiom will discuss the different effects of the
foreign trade multiplier on the level of national income when the stage

of economic development of the hest country is taken intc consideration.

Stage of econcomic development of the host country and the naticnal

income effect of foreign investwment. Earlier in this chapter it was

22

p. 228,

Paul T. Ellsworth, The Intermational Economy (New York, 1958)j
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pointed out that when a foreign investment takes place the investing
country assigns part of its purchasing power to the host country with
the ultimate result being a transfer of real goods and services from the
investing to the host countries either directly or indirectly. The
speed of the culmination of the real transfer; however, is determined

by the stage of economic development of the host country, other things
équaln Foliowing is a discussion of this point.

If the host country is at a relatively low stage of economic
development and unable éo produce domestically part of the plant and
equipment comprising the investment facilities, then there will be no
multiplier effect on the host country from the investment. The only
multiplier effect in the host country which could result from the invest-
ment would be related to that portion of the investment which was produced
decmestically in the host country. Therefore, foreign investment in a
country at a relatively low stage of economic development should result
in a high level of flow of exports from the investing country to the
host country which will result in the full foreign trade multiplier effect
on the investing country"sbincome.

If the host country is, on the other hand, at a relatively high stage
of economic development and able to produce domestically all or part of
the plant and equipment comprising the investment facilities, then there
will be a multiplier effect in the host country which will be related to
the portion of the investment which is produced in the host country plus
that arising from any induced investment. Foreign investment in a
relatively developed host country should not result in a significant

increase in exports from the investing country and a consequent low
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immediate multiplier effect on the level of national income of the in-
vesting country.
From the above it would appear that the investing country only

experiences the full multiplier effect on its foreign investment when

the investment is made in a velatively underdeveloped country. This,
however, is not the case since when the income in the relatively developed
host country vises as a result of a large portion of the investment
facilities being produced in the host country plus any attendent induced
investment, the level of the host country's imports rises in proportion

to the rise in income times the host country's marginal propensity to
import. Thus, exporits from the investing country are increased over time
withvthe ultimate full multiplier effect in the investing country. The
same situation would be true cof the relatively underdeveloped host country.
Thus the full multiplier effect is ultimately realized by the investing
country both in the case where the host country is relatively under-
developed or developed. The big difference between the two cases is

the time element involved, i.e., the full multiplier effect will be
ealized quicker in the investing country in the case where the foveign
investment is made in a relatively wnderdeveloped country rather than in

a relatively developed country.

o

National income effect of domestic versus foreign investment for

the ipvesting counitry. From a cosmeopolitan point of view, the trans-

ferring of veal capital from one country to another to seek a higher
return on investment will result in an overall increase in total world
income. However, from the point of view of the imvesting country, there

may not necessarily be a direct stimulus to the investing country's
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industries from foreign investment in a manner similar to the effect of
domestic investment on the investing country's industries and the British
experience in foreign investment up to around 1875 is a case in point.
The rapid growth in exports of "railway iron'" up to that time was possibly
more the result of the general growth of industrialization abroad than to
foreign investment; Britain was simply the only place that "railway iron"
could be purchased. "The relation between foreign investment and the
export of capital goods was mneither close nor direct."23

Subsequent British experience from 1901 to 1911 shows that loans ko
Argentina for railroads only yielded thirty-five percent in additional
exports, loans for railroads in Canada resulted in only six percent being
spent outside of Canada, and investments in mining in South Africa only
yielded an increase in British exports of thirty~five percent. Professor
Viner writes, "For most forms of capital investment a large part of the
expenditures is for wages and transportation services and not for material
and equipment, and much of the material required is often necessarily of a
local character.,”2

From the above discussion it can be seen that foreign investment would
have the same effect as domestic investment on the domestic industries
and the national income of the investing country if all of the invest-
ment funds were spent on purchases of goods and services that can enter.

into international trade, i.e., finished consumer goods, semi-fabri-

cated goods and raw materials, and movable producers goods. The

?BBuchanan, pp. 127-128.

2hrpid., pp. 129-131.
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movement of these goods affects the 'real transfer' of capital referred
to earlier. Thus, foreign investment can raise incomes only in those
industries whose products can move in foreign trade.

The basic difference between foreign investment and domestic invest-
ment is that domestic investment has, in addition to the possibility of
entering the spending stream in the form of purchases of movable goods
and services, ftwo additional avenues by which to enter the spending
stream: (1) through purchases of certain service industvies which have
to be locally supplied and consumed, e.g., food and shelter for workers,
and (2) through purchases of certain immovable producer's goods, es=
pecilally products of cownstruction, e.g., an excavation for a building
foundation., Since foreign investment cannot be spent directly in the
investing country's domestic immovable capital goods industry, it is
less helpful to the investing country's domestic employment and income
than domestic investment. This can be illustrated by an example. If a
domestic firm invests in a power plant in a foreign country, there is no
way by which a large portion of the construction activity abroad can
directly stimulate the domestic construction industry, e.g., it is
impossible to export an exca&ation for a building foundation. A similar
investment made in the domestic economy, on the other hand, would stimu-
late the entire construction industryn25 However; as income rises in the
host country as the result of the investment, imports into the host
country should alsc rise. Thus, exports from the investing country ars

increased over time with the ultimate full multiplier effect. From the

251bid., pp. 1hh-147.
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above discussion it 1s easy to see that there are many facets to the
problem of analyzing the effect of the capital transfer on the investing
and host countries' national income.

Summary. The investing country experiences a multiplier effect on
its national income when its exports rise regardless of whether all or
a portion of the plant and equipment comprising the foreign investment
are produced in the investing country. The host country enjoys a multi-
plier effect on its national income to the degree that it is able to
produce domestically the plant and equipment comprising the foreign
investment and furnish services connected with the new inmstallation.
The multiplier effect on the investing country’s national income takes
less time when the foreign investment results in the immediate export of
plant and equipment from the investing country; when a large portion of
the plant and equipment is produced domestically in the host country the

multiplier effect is slower,

Balance of Payments Effect of Capital Movements

The balance of payments for a country is the comparison of a flow
of payments for goods and services out of a country to a flow of payments
for goods and services into a country during a given time period. The
long=-term effect of capital movements, i.e., foreign investment, on a
country's balance of payments can be separated into three stages: (1) the
immediate effect of the foreign investment, (2) the consequences of the
new productive capacity abroad which results from the foreign investment,
and (3) the return flow of earnings and principal payments from the

o 26 ' )
foreign investment. These three stages are discussed below.

€
2salant, et al., pp. 142-145.
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Immediate effect of foreign investment. Private foreign investments

may have a rather significant role in immediately stimulating exports
from the investing country. Indeed, Haberler states that when a foreign

"...there will be first an increase of imports /[for

investment is made
the host counttj7 and later, spread over a series of years, an increase
in exports éfbr the host ceuntr_y?° The increase in imports may come
about because the new capital is used directly to import means of produc-

tion or may come about through the usual working of the transfer-mechsnism.

The import of capital leaves a long=-lasting impression upon the balance

e = s N

—

of payments,; owing to the subsequent interest and amortization payments
o . 2 1'27
which must be made upon it.
It was established earlier that the act of foreign investment
results eventually in the transfer of real goods and services abroad.

Thus, while foreign investment is taking place, a trade surplus should

be experienced by the investing country which, in balance of payments
accounting, is directly offset by the import of securities or direct
ownership of foreign properties. As long as the foreign investment takes
- e

the form of real goods and services equal in value to the money value
e ) . e e e 28
egxported, there are no immediate foreign exchange complications. How=
ever, the relationships between foreign investment and exports are

extremely varied, depending on: (1) the many forms which such invesi-

ments assume, and (2) the level of economic development of the host

Q
h

country or other possible supplying countries. The effect of the type

27Gottfried von Haberler, The Theory of International Trade (New
York, 1937), p. 276.

BSimpson} p. S5l2.
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foreign investment on exports from the investing country will be dis-
cussed in the next section dealing with the consequences of the new pro=
ductive capacity abroad which results from the foreign investment. The
effect of the stage of economic development and the elasticity of supply
of the host country on exports from the investing country will be dis-
cussed below.

Earlier in this chapter it was pointed out that foreign investments
in underdeveloped countries would probably yield an increase in exports
of plant and equipment from the investing country since the underdeveloped
economy would probably not be able to produce fthese items domestically.
On the other hand, if the foreign investment is made in a relatively
developed country capable of supplying much of the plant and equipment,
i.e., a country with an elastic supply curve, the immediate rise in the
investing country's exports should be less than in the case where the
investment was made in the underdeveloped country, i.e., a country with
an ineiastic supply curve. Therefore the degree of elasticity of supply
is highly important in its effect on the level of exports from the
investing country. If the host country has a highly inelastic supply
curve for the items necessary for the foreign investment, they will have
to be imported either from the investing country or other supplying
countries. If the supply curves for the supplying countries other than
the investing country are relatively inelastic, then the items must come
from the investing country. On the cther hand, i1f the supply curves for
the host country and/or the other supplying countries are relatively
elastic, then it is possible that the rise in exports from the investing
country would be less than if the supply curves of the host and/or otheyr

possible supplying countries were relatively inelastic.
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The immediate effect of foreign investment on the investing country's
balance of payments is not only in terms of the export of capital goods
but also of consumer goods. The 19th century foreign investment ex-
perience of the British is shown by Cole when he wrote that the

«.vexport of British capital stimulated the demand for
exports, not only of capital goods, but of consumer's
goods as well., Loans made by British investors were

used not only to pay for the still, for the most part,
unrivalled products of the British steel and engineering
industries, but also to pay wages and meet other changes
in the borrowing countries, with the consequence that the
recipients spend a substantial part of them on British
textiles and other British-made consumer's goods. British
investors supplied a good deal of the working as well as
the fixed capital for overseas economic development; and
as long as these conditions continued, the export of
British capital and the export of British manufactures
advanced by parallel steps.

Consequences of new productive capacity abroad. The second stage

of the effect of foreign investment on the investing country’s balance

of payments Is described as the consequences of the new productive
capacity abroad. The effect of foreign investment on a country's balance
of payments as a consequence of the new productive capacity beginning
operations is somewhat complex to analyze and depends a great deal on

the type of investment invelved. 1In the first place, if the foreign
investment is for the purpose of constructing productive capacity for
goods which will be exported, e.g., goods sold on the world market, or
sold domestically to replace previously imported goquj then this type

of investment will earn a net balance of payments surplus for the host

country and concomitantly a deficit for the investing country. This is

29
p. 178.

G. D. H. Cole, Money, Trade and Investment (London, 1954),




58

offset eventually by the income effect generated by the balqnce of pay-
ments surplus, i.e., the foreign trade multiplier. On the other hand,
if the foreign investment is for the purpose of constructing productive
capacity for goods sold on the domestic mariket of the host country which
replace similar goods previously produced and scold domestically or goods
sold abroad which were previcusly sold abroad; e.g., investment to re-
place depleted or destroyed capacity, then this type of investmeni will
result in a zero balance of payments surplus for the host ccuntyy even

1

when considering the income effect, which remains unchanged. The third

situation is when the foreign investment is for the purpose of con-
structing productive capacity for goods sold on the domestic market
in addition to those previcusly sold and in excess of the increase in
demand owing to the rise in income, e.g., new social overhead capital,
glum clesrance, ete., then there will be an export deficit.

If a foreign investment results in the earning of an export surplus
for the host country, as in the first case above, this will undoubtedly
result in an immediate adverse effect on the investing country's balance
of payments especially in the case of investment in the extractive
industries. Not only will the new productive capacity in the finished
goods industries in the host country result in increased competition
abrecad for the investing country's export industries; due to the built-in
advantage in transportaltion costs and possible tariff advantage of the

hest country’s firms, but these same host country firms could actusally

3OJ° J. Polak, "Balance of Payments Problems of Countries Recom=
structing with the Help of Foreign Loans," The Quarterly Journsl of
Econcmics, LVII {February, 1943), pp. 216-218,
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export goods‘to the investing country and thereby compete with the
investing country's firms in their own markets. On the other hand, it
could be argued that 1if the investing country did not make foreign in-
vestments in the host country, firms from third countries may invest
in»their place with the same result. Thus, the investing country would
not only have the same increase in competition in foreign and domestic
markets, but would probably be deprived of the initial exports which
would result from the foreign investment since third country firms would
probably be more prone to purchase their plant and equipment from their
own country.

Return flow of earnings and principal. The third stage of the effect
of foreign investment on the investing country's balance of payments is de-
scribed as the return flow of earnings and principal payments from the
foreign investment. After the foreign investment is made, there will be a
return flow of real goods to the investing country to service the capital
obligaticens of the host country, i.e., to pay for dividends, earnings, and to
amortize the principal. Thus, when foreign investments are made it is
seldom vealized that the lending country must allow an additional import in
future years from the host country in order for the host country to
service the investment unless the investor becomes a permanent resident

1 ey s e
of the host country.3 Therefore, it is extremely difficult to measure the

3lI‘versenj p. 92.
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relationship between foreign investment and exports, and the attaining of
a new equilibrium situation following an outflow of investment capital
may take longer than the span which is usually considered in evaluating
equilibrium conditions in the balance of paymeszn32

An example constructed by the Brookings Institution showing the
estimated balance of payments effect of $1,000 of direct investment
in manufacturing facilities is shown in Tsble v.9%  In this table an
initial investment was made in the zero year and the cumulative effect
of the investment is shown for the next ten years. By considering the
income earned on the investment, the exports from the investing country
induced by the investment less induced imports, an "Annual Net Effect”
total is shown (line 7), which when accumulated from year to year {line &),
shows that the initial outflow of $1,000 made in year zerxo is ''payed back"

between the fifth and sixth year. Thus, for the years succeeding the

£i

h

fth year, there should be a net positive benefit to the iunvesting
country.
In the third stage of the effect of foreign investment on the

investing country’s balance of payments, the return flow of funds to

€D

arvice the foreign investment requires a transfer of purchasing power
from the host country to the investing country which sets in operation
a mechanism of the same type as the original transfer of capital in the
opposite direction. If the sums due the host country on the earnings

and amortization accounts at any time balance the new investments, then

no transfer of buving power is required. However, it must be pointed cut

3P

Salant, et al., p. 121.

33mmid., p. Lk,



TABLE V

ESTIMATED BALANCE-CF-PAYMENTS EFFECTS 0E7$ESOQO OF DIRECT INVESTMENT IN MANUFACTURING FACILITIES

IN EUROPE

Year Year Year Year Year Year Year Year Year Year Year

item L G 1 2 3 N 5 6 7 8 9 10

o ‘ ‘ s {dollars)
(1) Wew Direct Investment 1,000 0 0 0 0 0 0 0 0] 0 o)
(2} Cumulative Direct Invest-

ment End of Year 1,000 1,081 1,169 1,26L 1,366 1,477 1,596 1,725 1,865 2,016 2,179
{3) Export. Stimulus c 106 115 124 134 1hs 157 169 183 198 21h
(L) Royalties and Fees 0 23 25 27 29 31 3k 37 40 L3 L6
(5) Repatriation Earnings G 87 9l 102 110 119 128 139 150 162 175
(6) Tmport Stimulus o =65 -70 -76 -82 -89 -96 =10k -112  -121 -131
Balance of Paymentszb
(7) Annual Net Effect -1,000 151 16k 177 191 206 223 2h1 261 282 304
(8) Cumulative Effect -1,0600 -84k -685 -508 -317 ~iil 112 353 61k 896 1,200

r"" .4 3 £y '3 = s =
“It {s assumed that the investment was made at the end of year O.

b , : i . } . . . ’ . .
x¥cluding (1 elat vt stimulation mer 1 im c £t of £ n- d production
Exclud (3) related export stimulation, {2) American import replacement of foreign-owned duct
o 3 7 - % - 3 3 3
bv American-owned production., and {3} displacement of U. S. exports by American-owned foreign production.
N $ LD/ P

Note: Line 2 = Line 2 for preceding year 8.0 percent (retained earnings of current year).
Line 3 = 10.6 percent of investment {Line 2 of preceding year).
Line L4 = 2.3 percent of investment (Line 2 of preceding year ).
Line 5 = 51.8 percemnt of total earnings, which are assumed to be 16.8 percent of investment
making retained earnings 8.7 percent cf investment (Line 2 of preceding year).
Line 6 = 6.5 percent of investment {Line 2 of preceding year ).
Line 7 = Lines I + 3 + 4 +5 + 6.
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that the foreign firm may not repatriate the earnings from the foreign
investment, but rather choose to use the earnings for reinvestment in
new capacity and for expanded working capital. From this point cof view
of the mechanism of international trade, it is this net movement of

capital which deserves special attention, "

Summary
The purpose of this chapter was to inquire into the theoretical

aspects of the phenomenon of foreign investment for the purpose of

ining what economic .theory indicates to be the cause and effect

/

of foreign investment on the investing country and the country in which

.

the investment is made. The theoretical exposition serves as the

S oTTE

analytical framework for measuring the relationship between a country's

foreign investment and its balance of payments.

it

Foreign investment results in the tranéfer of real goods and
services from one country to another and this transfer affects a realloca-
tion of resources in both the investing and the host countries. The re-
percussion of the reallocation of resources produces changes in: (1) the
methods, costs, and volume of production, (2) relative factor scarcity
and their prices, (3) the terms of trade, and (4) the volume and composi-
tion of international trade.

Economic theory shows that whenever capital resources move from a
country where the MPP of capital is low to a countvy where the MPP of

capital is high, the total income in the world economy is increased szince

3h ~
7 Ohlin, p. 451.
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capital resources are being used more efficiently. Incomes in ths world
economy also rise as the result of the multiplier effect related o
exports from the investing country and induced domestic investments in
the investing and/or host countries.

The~effect-of.the international transfer of real capital on the

balance of payments of the investing country may be separated into three

stages. In the first stage, there is the immediate effect on the invest-

ing country's balance of payments of creating an export surplus, assuming
an initial situation of external equilibrium. In the second stage,
there is the consequence of the new productive capacity abroad which

results from the foreign investment. In the third stage, there is the

T

return flow of earnings and principal payments from the foreign invest-=

ment. This consists of the transfer of purchasing power from the host
country back to the investing country which can only be made possible
by the host country being able to eventually earn a balance of payments
surplus.

The discussion in this chapter has endeavored to lay the theoretical
foundation for developing working hypotheses concerning the relationship
batween U. S. foreign investment and the U. S. balance of payments. The
hypotheses and methodology for examining the hypotheses are discussed in

the following chapter.



CHAPTER IV
THE PLAN OF THE ANALYSIS

Introduction

In the theoretical exposition in the preceding chapter regarding
the beneficial relationship between a country“shﬁggqign,ipyestment and
its balance of payments, no clear-cut relationship emerged for or.
against foreign investment. The reasons for not being able to come %o
a definite theoretical conclusicn possibly stem, for example, from the
different types of foreign investment involved, i.e., direck or port-
folio, the stage of economic development of the host countries, and
the difference between short~term and long-term effects.

The purpose of this chapter is to outline a plan for a step by step
analysis of U. 8. foreign investmentwﬁndmi£§%§§}?F§PQ§hip to tye UfLsf
bal/a%ree*«—ouf«p,am_@m;s_,._fsi,.ur.ing,‘the #er‘iOd 1950 through 1962. The plan of
the analysis will: (1) develop working hypotheses which provide a
tentative explanation of the quantitative relationship between U. S.
foreign investment and the U. S. balance of payments, (2) determine the
appropriate variables to be used in the analysis, (3) set forth the
analytical techgiquesuto.be.used} and (L4) state the criteria to be used

in accepting or rejecting the hypotheses.

6L
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The Hypotheses _

Basgd on the a priori reasoning of economic theory in Chapter III
and selected studies discussed in Chapter II, certain tentative relg-
tionships emerge between foreign investment and the balance of payments
which, 1if stated as hypotheses and successfully substantiated by
analysis, should provide the basis for developing an answer to the
statement of the problem, "Is long-term private foreign investment
detrimental to the U. S. balance of payments in the long-run?? At this
point, it should suffice to say that hypotheses cannot definitely be
proved or disproved; tests of hypotheses mostly lend support or cast
doubt on the hypectheses.

There were three hypotheses developed from the discussicn in
Chapters II and III above which have a direct relationship tc the pro-
blem under study. These hypotheses are stated as negative or null

hypotheses and are as follows:

I. U. S. foreign investment was not beneficial to the U. S. \V/////

balance of payments for the period from 1950 through 1962.
II. There was no difference between the benefits to the U. Snj

balance of payments received from U. S. direct foreigh%

p -
investment and U. S. portfolio investment for the pergsﬁ\\ i
™~

I

from 1950 through 1962.

ITI. There was no difference between the benefits to the U. S.
balance of payments received from foreign investmeni placed
in relatively developed countries and relatively under- . |

developed countries for the period from 1950 through 1962.

Robert Ferber, Statistical Technigues in Market Research {New
York, 1949), p. 106.
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Definition of the Variables2

In Chapter I, reasons for limiting the study to the private long- /

.
¥

‘term-aspects--of-the-problem were set forth. In general, the reason \

N

that these items were usually the result of U. 5. foreign policy and

N

are outside the realm of economic analysis. The reason for excluding

Pz

short-term capital movements was that these types of movements were

usually the result rather .than the cause of balance of payments dis-

it

equilibria. Unilateral transfers, private,are also excluded from the

analysis since these transfers involve no quid pro quo and are u8ualll
|

: 1
not economically determined, e.g., remittances of foreign deposits to
{

relatives or charitable organizations abroad. Therefore, the vari- 5,

AN
N

ables which will be used for the analysis are those which represent \

private longttenm;QKPQFtS\?nd private long-term outflow of capital and E

&

inflow of investment income. These variables and their definitions are |

listed below with their code designation shown in the general'form of Xn.)

Private long-term direct foreign investment (Xi). Private long:ﬂ,///

term direct foreign investment, subsequently referred tc as direct
foreign investment, is a capital movement which results in increases in
U. S. equity in foreign incorporated companies in the management of

which U. S. investors have an important but not necessarily controlling

voice and in the direct branches abroad of U. S. companies. The tests

of voice in managemen;‘ére,as follows: (a) a_holding of 25 percent or

more of the voting stock of the foreign corporation by one company (or

2The following definitions are taken from U. S. Department of

P v, et ————— — —

(Washington, 1952), pp. 19-99.
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parson), eitherxdirectly or through domestic affiliated corporations,
(b) it sometimes includes ownérsLip with lese than 25 percent, but is
concentrated in one or a few nolders,; or {¢) where there is no single
large American interest but the securities are so widely held that a
elatively small holding may represeﬁt an important voice in manage-

ment.

Private long-term portfolio foreien investment (Xo). Private

long=-term portfolio foreign investment, subsequently referred LO.RS
portfolic foreign investment; is vegavded as U. 5. purchases of stocks,
bouds, real estate, etc., where ownership does not comstitute an
important voice in the management of an enterprise, but are held pri-
marily as a source of income; this variable includes the accounts

"New Issues of Foreign Securities," which is comprised of both public

cfferings of bonds and stocks not comnected with U. S,

"

dirvect foreign investments, and "Redemptions,' which shows the total of

the called or matured foreign securities and sinking Ffund purchases of
foreign securities in the U. S,

Time (Eﬁ), The variable "time" is included for the purpose of
accounting for many other variables for which data were not always
uniformally available for each data classificacion. Variables accounted
for by the time variable would be population change, long-term interest
rates, changes in natiocnal income, price level differences, etc., which

may exist between the U. §. and the other countries of the world.

Total merchandise exports (}%). Total merchandise

um total of the four following variables: merchandise
portation, travel, and miscellaneous services, private.
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Merchandise exports (X )o Merchandise exports include all moveable

)

goods which are sold or otherwise transported from the U. S, to foreign

ownership: private exports include those goods transferred from the
ownership of private U. S. residents to foreign ownership. Since
economic theory indicates that there should be some increase in exports
cauged by foreign investment, merchandise exports are essential to the
analysis.

Transportation (X6)' This variable is included in the analysis for

the purpose of ascertaining the stimulus given to the U. S. international
transportation industry by the possible change in the level of merchan-
dise exports caused by U. S. foreign investment. The variable transpor=-
tation covers intermnational transactions arising from the transportation
nf goods and passengers, including carriage by occean and inland waterway
shipping, air, rail, and pipeline transportation; it includes charter
vessels, rental of freight cars, and expenses of transportation companies
consisting of purchases outside their own countries of goods and services.
Travel (Ei)n The wvariable travel is made up of the expenditures
made in the U. S. by foreign travelers for lodging, food, amusements,
gifts, and other personal purchases. This variable is included for the
purpose of ascertaining if there is any positive relationship tetween
U. 8. foreign investment and the level of foreign travel expenditure in
the U. 8. It is possible that the stimulus of U, §. foreign investment
could result in increased foreign travel in the U. S. for foreign
personnel velated toc the investment or the income effect in the foreign
country caused by the U. S. investment could induce foreigners to travel

- abroad.



69

Miscellanecus sexvices, private (XB)o The miscellaneous services,
private variable consists of all private service transactions not
already covered in the definitions of travel, transportation, and
merchandise above; it includes items such as, communications expendi-
tures, e.g., cable, radio, and telephone, all premiuvms paid to and
claims received from foreign insurance companies, motion picture
rentals, engineers and contractors services, home office charges,
rentals, royalties, etc., This variable is included since it is possible
that U. S. foreign investment could stimulate this type of activity by
increasing the demand for U. S. consultants, rental of U. 8. equipment,
and the payment of royalties for the use of U. S. copyrighted or patented

processes.

Income on private long-term direct foreign investments (EQ). Income
on private long-term direct foreign investments, subsequently referrved
to as income from direct foreign investment, includes zll igggtgst,‘rent}
dividends, and branch profits effectively paid or credited during the
perind after payment of all taxes in the country of the payer, including
income or profits taxes paid by the foreign enterprise and any taxes
withheld at the source or otherwise paid by the recipient on dividends
or cther income payments between the U, S. and foreign countries. This
variable is included since one of the benefits from foreign investmsnts
is the return flow of income from the investment. It does mnot include

reinvested income.

Income on private long-term portfolio foreign investment (XIC)'
Income on private long-term porifolio foreign investment, subsequently

referred to as income from portfolio foreign investment, includes income
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\
earned on foreignkbgnds denominated in foreign currencies and stocks

issued by %oreign corporations which are not U. 5. direct-investment

s

corporations, locans by banks and financial imstitut

o

ons, miscellaneous

assets such as commercial real estate, insurance policies, trusts and

estates, mortgages, etc. The reason for including this variable is

the same as for including income on private long-term dirvect foreign

/

/
investment, vii., .t is one of the benefits from foreign investment.,

o

Classification of the Data

The Department of Commerce provides foreign investment data broken
down intoc the five following geographic classifications: (l)ﬁgprld@
(2) Wéstern Eurqpeﬂ (3) Canada, (k) the Latin American Republigsﬁ an
(5) A}irééhérﬂCountriesu Although fhese classifications do not
represent a very detailed breakdown of foreign investment, Lhey lend
themselves very well to the analysis of the relationship between foreign
investment and the U. S. balance of payments. The relationships developed
by the analysis of U. S, foreign investments and its balance of payments
vis-g-vis the World can be used to compare similar relationships
developed for the U. S. vis-a-vis Western Europe, Canada, the Latin
American Republics, and All Other Countries.

Data broken down intc the above five classifications alsc make it
comvenient to test the hypotheses dealing with the differential effectis

creign Investment made in developed versus underdeveloped counktries,

O
i
iy

=i
i1

the classification used above, the relatively well developed indus-
trial countries of Western Euvope can be compared to the relatively

well developed primary producing country of Canada, the velatively
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vnderdeveloped primsry producing countries of the Latin American Repub-

lics, aund the remainder of the relatively underdeveloped primary produc-

XS

ing countries of the world in the catvegory of All Cther Countries, with
4ot Sy e Y - o K & ;
the possible exception of Japan and Austvalia in the latter group.
Analysis Techniques and the Criteria for
Acceptance of the Hypotheses

In order to determine if the actual foreign investment and balance

of payments experience of the U. S, for the period 1950 through 1962

X}

substantiates the three hypotheses, it is necess

YT 1Ty to analyze the data
for that period in such a manner as to make them comparable to the

. e f f' . 'Z(::
-designated as non-statistical.

o

hypotheses. The first analvsis tech
yp p

This.terti“is used te indicate that thére is no probability basis for

the analysis. The second analysis technique is desigmnated as statistical

which indicates that the analysis does have.a probability.basis. These

twe analytical techniques and the criteria for acceptance of the hypoth-

et

eses are discussed below.

e
o

Non-statistical analysis. The non-statistical analysis consists

of two steps. The fivst step . is to compute the private long-term
= k e paivare 2

IS

balance of payments for the U. S. vis-

a-vis the five data clasgifiéaw (o

tions listed above using the variables discussed earlier in the chapter

for thé entire thirteen year period of the study. The second sbéﬁvwill

he to compute the ratic of foreign investment income inflow (X, plus X -

9 1o>

to foreign investment cutflow (X1 plus XD) for each year for each of the

43

five balance of payment series. A ratio that is greater tham 1.0
would indicate that foreign investment income inflow was greater than

foreign investment outflow and the U. S. bzlance of payments position



A ratio

3

was not adversely affected by foreign investment in that year.

less than 1.0 would indicate the opposite situation. The
g

f computing the ratios is that it makes the relative differ-

ence between foreign investment income inflows and foreign investment
It does not imply any

outflows sasier to see for comparison Durpose

causal relationship but merely a relative ex post measurement.

to examine the three hypotheses in the

Tee ratios will be used

iod are greater than.i.

3.

w;cmen,t. the hypothesis

totaly Jlrectm

would be considered to be false and foreign investment would
be accepéed as being benefil al to the U, S, balance»¢f payments.,
The mean values of the rat@os ara to be adjusted by excluding
extrens ratios which are judged to be atyplcal for the time

period and weuld tend to digort he ratio mears,

2, Hypothesis II--ratics cannot be used to make comparisons
between time series of different absolute magnitudes for the

4

purpose of trying to ascertain which type of foreign invest-

5. balance of payments,

ment yields the most benefit to the U,

Such a comparison weuld be grossly misleading since 1

possible for one type of foreign investment to have a ratio
£ 1.10, for example, but an absolute difference of $100 million



greater income inflow than investment outflow while anofhe:
type of foreign investment would have a ratic of 2.0, for
example, but only have an absolute difference of $50 million
greater income inflow than investment outflow. In this case
it would appear that the second type of foreign investment
would be moét beneficial when the reverse is the real
situation.

3. Hypothesis III-~if the mean or the-adjusted mean values of the

it

ratios, when-there were extreme values of the-ratios.present,

<

for total, direct, and portfolio foréign investment display a
pattern of ratios which is higher for relatively developed
than for underdeveloped countries, the hypothesis would be
considered to. be falseﬁgégathe level of economic develop-
ment~of-the host-countries.would. be-consideréd-as having -an
effeg;ﬁon“the.féiatioﬁééiﬁ %ﬂiéﬁ;éiiStéd“Eetween-foreign

invéstmefit and the U. S. balance of payménts. ~

Statistical analysis. The statistical analysis will comsist of

making a least squares multiple regressicn analysis for the purpose of

paasuring. the.mathematical relationship between U. S. foreign invest=

'

ment and the categories of U. S. exports (X, X_, X ., X X
g P ( 2 5.’ 6? 73 X83 ; 9
listed earlier in the chapter) for the U. S. vis-a-vis the five datsa
classifications listed above.
The independent variables for the analysis will be Direct Foreign

Investment (X])} Portfolio Foreign Investment (XE)’ and Time (XB)° The

jAn excellent source of information on multiple regression analysis
is Mordecai Ezekiel and Karl A. Fox, Methods of Correlaticn and Regreg=-
sion Analvysis, Third Edition (New York, 1959).
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Th

dependent variables will be Total Merchandise Exports (Xh)’ Merchandise

xports ransportation ravel (X ), an 1scellaneacus
Exp (x), T i (x6), T 1 (17) d Miscell

p)

Services, Private (XB)o The multiple regression analysis will be com-
puted using the three independent variables with each dependent variable
for each of the five data classifications listed above. 1In all, there
will be twenty~five multiple regressiomn analyses made with four wvari-
ables in each analysis (three independesnt and one dependent variable).
——"The measures resulting from the multiple regression analysis are
both absolute and relative. The absolute measure resulting from the
multiple regression analysis takes the form of an equation showing the
absolute relationship between the independent and dependent variables.
The general form of the equation is:

X =a+b

n nl.23 Xl + b XE +

n2.13 bis.1e %3

where Xn = the various dependent variables, i.e., Xhj XSj X6, X, and

7

X8j a = a constant, bnl 03 = net regression coefficient which shows the

effect of changes in X, on Xn holding X. and X, constant at their mean

2 3

n2.13 = net regression coefficient which shows the effect of
changes in X.p on. Xn holding X1 and X3 at their mean values, b_, = net

regression coefficient which shows the effect of changes in X_ on Xp

1

values, b

holding X1 and X2 at theilr mean values, and Xlg ng and X3 are the
independent variables direct foreign investment; portfolio foreign
investment, and time, respectively, The net regression coefficients
will be tested for statistical gignificance at the .05 (significamt)
and .01l {highly siguificant) levels. Closely associated with the

multiple regression equation is the multiple standard ervor of estimate

(Sn 123) which indicates the reliability of values of the dependent



[P
variable estimated from observed values of the independent variables
using the multiple regression equation. The relationships developed
by multiple regression analysis are useful for making estimates of the
dependent variable for given values of the independent variables and
for computing the relative measures described below for examining the
hypotheses.

The relative measures which are computed from the multiple regres-

sion analysis are as follows:

1. The multiple determination coefficient (Re) is a relative
measure indicating the percentage of the total vaviation
in each dependent variable which is explained by the thres
independent variables combined. The measure will be tested
for statistical significance at the .05 (significant) and
.01 (highly significant) levels. A high value of Rg,

Lo, . . . e . PP
e.g., over .90, qh;qh_%ﬁwﬁ}ther significant or highly signifi-

~" cant would indicate that there was a close relationship

between the independent and the dependent variables during

I

e

;s

/

e _thirteen year period.

2. The partial determination cocefficient (rg) is a relative
measure indicating the approximate percentage of the variation
in the dependent variable which is explained by each independent
variable taken separately, holding the other independent
variables constant at their mean values. The partial determina-

tion coefficients take the general forms of:



RE 2
r? v. 123 y.23
yl.23 1 - R2
y.23
RE 2
2 " v. 123 v.13
y2.13
1 - R
yn 1‘3
2 2
2 Ry 123 R .12
T oy3.12 7 _
1 R 7. 12

, 2 e .
where y = the dependent variable, R = the multiple determina-
tion ceefficient for the variables indicated, and the sub-

cripts 1, 2, and 3 indicate the independent variables Xl ng

g

2 o s .
and X3, respectlvelya% The v~ measures indicate the relative

R

,»1mportance of ‘each of the lncependnnf variables in explaining
; ‘e , . . . . 2
/ variations in the dependent wvariables with a high value of ¢
indicating a high degree of explanation of the variation in

S Lhe dependent variable attributed to a particular independent

=

. ‘,f

variablef
-~ 3. The beta coefficient indicates the relative importance cf each
_of Lbe independent variables in explaining variations in the

dependent variables. It is expressed as follows:

where B = beta, byz = the net rvegression coefficient assocciated
with the independent variable Xz and the dependent variable Xy’
Sz = standard deviation of X , and Sy = standard deviation of

Xy° The beta coefficients are used to supplement the partial
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determination coefficients in indicating the relative importance
of each independent variable in explaining variations in the
dependent variable.

The elasticity coefficient is the percentage change in a
dependent variable that is associated with a one percent
change in a specific independent variable, holding the other
independent variables constant at their mean values. BSuch a
coefficient is valid only for small percentage changes in the
independent variable and provides a simple measure of the
sensitivity of the dependentbvariable to changes in the inde-
pendent variable. It is expressed by the following relation-

ship:

6': b'yZ ®

%:><I§N><I

i

where £= elasticity, b

vz the net regression coefficient

associated with the independent variable Xz and the dependent

variable Xy,'xq = the mean value of the independent wvariable,

1]

iy = the mean value of the dependent variable.

The absolute and relative measures derived from the multiple regres-

sion analysis will be used to examine the three hypotheses in the

following ways:

1

.

Hypothesis I--if the coefficient of multiple determination (Rg)
is significant at the .05 level which would indicate that a
correlation exists between the independent variables and the
dependent variables, the hypothesis under examination will be

considered tc be false and foreign investment will be considerad
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to be bﬂnef1c1a1 to the U. §. balance of payments.) This pro-

S TR S b o
R g, P

i e

o¢ “éach dependent variable for each

cedure will be re peated

! .
] e
X quthe five data classifications. -

2.&/Hypothesis II-=if the net regression, partial determination,
beta, and elasticity coefficients are consistently higher for
the same type of foreign investment, i.e., direct or port-
folio foreign investment, in relation to ecach of the
dependent variables, the hypothesis under examination will
be considered to be false and the type of investment
associated with the consistently higher coefficients will be
considered to be the more beneficial to the U. S. balance of
payments.

3. Hypothesis III-~the multiple regression analysis is not appli-

cable to examining the third hypothesis since the coefficient

©

are not suitable for interclassification comparisons.

Problems related to multiple resression analysis of time series. In

computing a multiple regression analysis of time series there are two
important problems which may tend to reduce the degree of significance
of the results of the analysis. These two problems are: (1) serial or
autocorrelation, which is defined as the correlation betwsen a series of
observaltions and the same series lagged by one or more units of time, and
(2) intercorrelation which refers to relatively high levels of correla-

L

tion between the independent variables. These prcblems will be dis-

cussed below.

aAn excellent source of informaticn on autocorrelation is Richard J.
Foote, Analviical Tools for Studying Demand and Price Strucgture, U. S.
Department of Agriculture Handbook No. 146 (Washington, August, 1958);
on intercorrelation the reader is direcled to Karl A. Fox and James F,
Cooney, Jr., Effecis of Intercorrelation Upon Multiple Correletion and Re-

!

gression Measures, U. S. Department of Agriculture {Washington, April, 19)E}o
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The problem of autocorrelation is important since most statistical
analysis involﬁing probability measures or statistical tests of signifi-
cance are based on the assumption that there is a mutual independence
among fthe successive unexplained residuals, i.e., the difference between
the actual observation and its computed value using the regression equa-
tion. Possible causes of nonindependence of the residuals are: (1) the
presence of data biased in a certain direction, (2) variables excluded
from the analysis due to there being nc data with which they can be
measured or theif influence is believed to be too small to warrani their
inclusion, or (3) that two or more of the same variables are tending to
follow the same trend pattern. In this analysis, trend is included as
an independent variable which would tend to eliminate the influence of
trend as an eiement producing high autocorrelation. The residuals for
estimating the dependent variables from the multiple regression equa~-
tions will then be tested for the presence of autocorrelation using the
von Neumann Ratio at the .0l and .05 1evelsl5 If there is no indication
of a highly significant level of autocorrelation, i.e.; at the .0l level,
the multiple regression equations will be considered as being free of
the influences of autocorrelation.

The problem of intercorrelation poses another possible source for
reduéing the validity of multiple regression analysis of time series,
The extreme- case of intercorrelation, i.e., multicollinearity, is where
two or more of the independent variables are so highly correlated that
their separate effects cannot be distinguished., At the other extreme,

where there is no intercorrelation, the effects of the different

SEzekiel, pp. 337-3ul,
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independent variazbles are strictly additive. Increasing levels of inter-
correlation are reflected in increasing standard errors of the net
regression coefficients which tends to lower the reliability of the
individual nét regreséion coefficients.

In an analysis showing the effects of intercorrelation in a four
variable example, i.e., one dependent variable and three independent
variables, Fox and Cooney show that for given simple correlation coeffi-
cients between the independent variables and the dependent variables
the stability of the beta coefficients and their standard errors
increases aé the level or intercovrelation falls from 0.9 ko Q.1. An
examination of the tables and graphs in this analysis indicates that
when the level of intercorrelation rises above 0.7, the instability of
the beta coefficients and the standard errors is too high to yield
reliable results. However, the assumption of random variation in the
residuals referred to above in the discussion of autocorrelation again
is a factor in this case. Since time series data are not.absolutely
random observations, any measures of statistical significamnce are not
wholly meaningful in a strict probabilistic sense. Since there appears
to be no way te correct for intercorrelation, except to omit those
independent variables with high intercorrelation, it will suffice to
note that when the level of intercorrelation among the independent

\ .

variables rises higher than 0.7, the reliability of the net regression

coefficients is lowered.

Sunmary
The purpose of this chapter was to develop working hypotheses

giving a tentative explanation of the relationships between foreign
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investment and the balance of payments and to develop an analytical

framework for examining the hypotheses.
- W o )
Therewerevthree major hypotheses developed: (1) U. S. foreign

-

investment was not beneficial to the U. 5. balance of payments for the
period from 1950 through 1962, (2) there was no difference between the
benefits to the U. S. balance of payments received from U, S. direct
foreign investment and U. 3. portfolio foreign investment for the period
from 1950 through 1962, and (3) there was no difference between the
benefits to the U. S. balance of payments received from foreign invest-
ment placed in relatively developed countries and foreign investment
placed in relatively underdeveloped countries for the pericd from 1950
through 1962,

/

The analytical framework consisted of determining and defining the

classifying the data according to different countries and \

vegions of the world, setting forth the analytical techniques to be used,

stating the criteria to be used in accepting or rejecting the
() O J o

)
=9

a
hypotheses.
The following chapter will present the results of the analysis and !

will indicate those hypotheses which were accepted and rejected.
JP . P J




CHAPTER V
THE RESULTS OF THE ANALYSIS

Introduction

In the previous chapter, the bypotheses for attempting to answer
the problem stated in Chapter I were developed along with the selection
of the data to be used in the analysis, the analysis techniques to be
used, and the criteria for accepting or rejecting the hypotheses. The
purpose of this chapter is to present the results of the analysis and
te indicate which of the hypotheses were accepted or rejected.

Two tvpes of analyses were developed; one analysis was designated

as non-statistical and the other type as statistical. The first step

of the non-statistical analysis was to compute the private long-term

b@lﬁgggwggugizggpggpfgr_theﬂU&MSO vis~a-vis the five data classifica-

e e g

tions for the period 1950 through 1962. These balance of payments

computations are presented in Appendix Tables I through V. From the
balance of payments data, the ratio of foreign investment income inflow

to foreign investment outflow was computed for total foreign investment,

direct foreign investment, and portfolio foreign investment for each
data classification for each year from 1950 through 1962, These ratios

are presented in Appendix Tables VI through X,

-/"'/nf

' The statistical analysis consisted of making a least squarves
multiple regrescion analysis for the purpose of measuring the mathe-

matical relationship which existed between U, S. foreign investment

~—. S o

2%

8
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and U. S, exports vis-a-vis the five data classifications for the period
from 1950 through 1962n The results of these multiple regression analyses
are shown in Appendix Tables XI through XV,

The following discussion summarizes the results of the two analyses
techniques and indicates how these results compare to the criteriag for

accepting or rejecting the hypotheses as outlined in Chapter IV,

Results of the Non=-Statistical Analysis

The ratios computed from the balance of payments data presented
in Appendix Tables I throughvV are shown in Table VI for total foreign
investment, Table VII for direct foreign investment, and Table VIII
for portfolio foreign investment for each of the five data classifica-
tions. The criteria set forth in Chapter IV for the non=statistical
examination was that if the ratios were greater than 1.0 for a majority
of the years included in the study and for the mean or adjusted mean
value of the ratilos, when there were extreme values of the ratios
present, the hypothesis would be rejected. The results of the tests
are as follows:

Examination of Hspothesis I. By referring to Table VI, it would
appear that the hypothesis that U. 8. foreilgn investment was mnot
beneficigl to the U. S. balance of payments for the period from 1950

through 1962 is rejected for S. total foreign investment made in

the World, Latin American Republics, and All Other Countries since the
majority of the ratios and the mean or adjusted mean value of the
ratios for the period were all greater thany1§Q§f The ratios for Canada,
however, were less than 1.0 and the hypothesis iéwthereby supported by

the analysis. Although the mean value of the ratios for Western



TABLE VI

8k

RATIOS OF INVESTMENT INCOME INFLOWS TO INVESTMENT OUTFLOW FOR TOTAL
LONG-TERM PRIVATE FOREIGN INVESTMENT BY GEOGRAPHIC REGIONS,

1950-1962
Ratios
Latin All
Western American Other
Year World Europe Canada Republics » Countries
1950 1.33 .49 .67 Li.sh* 2,15
1951 1.78 1.50 .76 L. Lo 5.15
1952 1.52 1.99 (S 2.31 2.95
1953 3.01 n.c. .83 5.39 3.58
1954 1.98 33.14% .84 3.54 3.59
1955 2.ChL 1.76 1.52 1.89 3.84
1956 .97 .61 47 1.26 2.92
1957 <79 :99 49 - 7T1 3.09
1958 97 1.05 «55 2.02 2.02
1959 1.17 .85 .66 1.85 2.59
1960 1.13 L6 .91 2.09 3.06
1961 1.33 .62 1.26 3.1k 1.65
1962 1.39 .66 1.20 T.73 2,06
Mean Ratio 1.k9 3.68 8L 6.00 2.97
Ad justed Mean -
Ratio 99 3.03
*These ratios were excluded for the purpose of computing the
adjusted mean ratios.
n.c, = not computable, i.e.; negative figures in ratio numerators

or denominators.

Source: Appendix Tables VI through X.
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Europe was much greater than 1.0, this was due teo a single large ratio
in 1954, which when eliminated, yielded an adjusted mean ratio value
of less than 1.0, plus the fact that a majority of the ratios were less
than 1.0 for the period.

The ratios for U. S. direct foreign investment are shown in Table
VII. The hypothesis appears to be rejected for direct investment made
in the World, the Latin American Republics, and All Other Countries
since the majority of the ratios and the mean or adjusted mean value of
the ratios were greater than 1.0. Although the mean value of the ratios

for Western Europe was greater than 1.0, a majority of the values were

less than 1.0 and by the criteria set forth in Chapter IV, the hypoth-
esis is accepted for Western Europe as well as for Canada.
Table VIII shows the ratios for U. S. portfolio foreign investment.
It appears that for portfolio foreign investment the hypothesis is
accepted for investments made in all five of the data classifications.
Although the mean values of the ratios were greater than 1.0 for Canada,
a majority of the ratios for the period were not greater‘than 1.0 and
by the acceptance criteria, the hypothesis is accepted. The mean
value of the ratios for All Other Countries was initially greater than
1.0, but when this was adjusted for the extremely large ratio in 1953,
the adjusted mean value was less than 1.0 and the hypothesis is accepted.
In summary, the results of the tests of the hypothesis are shown
in Table IX and indicate that the hypothesis is rejected for U. S.
total foreign investment for the data classifications World, the Latin
American Republics, and A1l Other Countries and it is accepted for

Western Europe and Canada. A possible reason for this is that earnings
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TABLE VII

RATIOS OF INVESTMENT INCOME INFLOW TO INVESTMENT OUTFLOW FOR DIRECT
LONG-TERM PRIVATE FOREIGN INVESTMENT BY GEOGRAPHIC REGIONS,

1950-1962
Ratios
Latin All

Western American Other
Year World Europe Canada Republics Countries
1950 2.08 9L 1.02 13.07% 2,10
1851 2.93 1.86 1.00 3.58 9,90
1952 1.66 N.cC. .52 1,98 3.09
1953 1.96 3.02 .51 4.16 3. 50
1954 2.59 4,13 .58 8.43 9,13
1955 2,32 1.96 .83 .06 5.53
1956 1.11 .62 .54 1.29 3.58
1957 .02 Ok .49 .76 3.65
1958 1.80 1.53 .75 2. 14 .37
1959 1.62 .90 .83 2.75 6.95
1960 1.39 i) oT7 6.75 6.23
1961 1.81 - Th 1.50 5.0k4 2.6k
1962 1.96 yan 1.53 n.c. 3.60
Mean Ratio 1.86 1.h7 .8l 4.15 L. 79
Adjusted Mean

Ratio 3. 41

*These ratios were excluded for the purpose of computing the
adjusted mean vatios.

n.c. = not computable, i.e., negative figures in ratio numerators
or denominators.

Source: Appendix Tables VI through X.
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TABLE VIII

RATIOS OF INVESTMENT INCOME INFLOW TO INVESTMENT OUTFLOW FOR PORTFOLIO
LONG-TERM PRIVATE FOREIGN INVESTMENT BY GEOGRAPHIC REGIONS,

1950-1962
Ratios
Latin All
Western American Other

Yeax World Burope Canada Republics Countries
1950 .38 .21 .36 N.Co n.c.
1951 i .95 .52 n.c. .19
1952 .96 Ul 4, 3L N.C. .80
1953 n.c. n.c. 6l . 00% n.c. 16.00%
19tL . T2 N.Co 3.80 .22 .11
1955 1.07 1.19 n.c. .16 41
1956 .49 .60 .36 .81 .52
1957 L2 1.21 Ry .37 .76
1958 .29 .53 .38 1.31 L7
1959 .50 .68 .50 L9 .22
1960 .61 .82 1.30 .35 .36
1961 .63 Lo .99 .88 .33
1062 .66 .69 .88 .91 .48
Mean Ratio .59 .70 6.49 .61 1.70
Adjusted Mean

Ratio 1.23 140

¥These ratios were excluded for the purpose of computing the
ad justed mean ratios.

n.c. = not computable, i.e., negative figures in ratio numerators
or denominators.

Source: Appendix Tables VI through X.
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TABLE IX

SUMMARY OF THE ACCEPTANCE OR REJECTION OF HYPOTHESIS I USING
NON~-STATISTICAL ANALYSIS

Data Clasgification

Latin All
Type of Western , American Other
Investment World  Europe Canada Republics Countries
Total U. S..
Investment - + + - -
Direct Invest-
ment - by + - -
Portfolic In-
vestment +- -+ - -+ . +

Hypothesis Rejected.

Hypothesis Accepted.

-
il
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in developed countries Were being r?igygﬁtedwabpgadﬁWhilehth@wg§pnings,
in EQ@ardevelopedmcouptrigs,were being returned tgnﬁhehiﬁ§estorsg A
similar pattern of rejection and écceptance was esﬁéblished for U. S,
direct foreign investment. For U. 8. portfolio investment, however,
the hypothesis is‘accepted for each data classification., Since the
hypothesis is rejected for Uaisgbtotal féreign investment in the

World, Latin American Republics and All Other Countries classes, it
appears that the benefits from U. S. direct foreign investments more
than compensated for the pegative effects of U, S. portfolio foreign

investment for these data classifications.

Examination of Hypothesis II. Although there was no specific

method for examining this hypothesis developed in Chapter IV some
conclusions can be drawn from the examination of the first hypothesis
above which can be applied to the second hypothesis. The second
hypothesis stated that, "There was no difference between the benefits

to the U. 8. balance of payments received from U. S. direct foreign
investment and U. 5. portfolio foreign investment for the period from
1950 through 1962." The results of the examination of the first hypoth~
esis which are summarized in Table IX show that U. S. portfolio invest-
ment probably was detrimental to the U. S. balance of payments since

the first hypothgsis was accepted for each of the data classifications.
The examination also indicated that U. S. direct investment was

probably beneficial to the U. S. balance of payments for the World,
Latin American Republics, and All Other Countries since the hypothesis
was rejected for these data classifications. Thus, it would appear that

U. S. direct foreign investment was more beneficial to the U, S, balance
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of payments than U. S. portfolio foreign investment. If this reasoning
is accepted, the second hypothesis would be rejected, although a
specific method for examining this hypothesis employing ratios could
not be devised.

Examination of Hypothesis III. The third hypothesis stated that,

"There was no difference between the benefits to the U. S. balance of
payments received from foreign investment placed in relatively developed
and relatively underdeveloped countries for the period from 1950 through
1962." The examination of this hypothesis consisted of determining if
there was a pattern of the ﬁean or adjusted mean values of the ratios
for total, direct, and portfolio foreign investment which was higher for
relatively developed or underdeveloped countries during the period of
the analysis, the hypothesis would be considered as being false and the
level of economic development of the host country would be considered
as having an effect on the relationship which existed between U. S.
foreign investment and the U. S. balance of payments.

By referring to Table VI, it would appear that there was a definite
pattern present in the mean or adjusted mean values of the ratios for
U. 5. total foreign investment for the relatively developed and under-
developed countries. The mean or adjusted mean values of the ratios
for the Latin American Republics and All Other Countries appear to be
greater than the mean or the adjusted mean values of the ratios for
Western Europe and Canada. Thus, the hypothesis is rejected for U. S,
total foreign investment.
| The mean or adjusted mean values of the vatios shown in Table VII

for U. 8. direct foreign investment appear to follow the same pattern
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shown in Table VI for U. S. total foreign investment. The mean or
adjusted mean ratios for the Latin American Republics and All Other
Countries were greater than those of Western Europe and Canada. Thus,
the hypothesis for U. S. direct foreign investment is rejected.

Table VIIT shows the mean or adjusted mean values of the ratios
for U, S. portfolic foreign investment. Again the mean or adjusted
mean values of the ratios appear to follow a definite pattern,
except in this case, the ratios were higher\for Western Europe and
Canada rather than for the Latin American Republics and All Other
Countries. Thus, the hypothesis is rejected.

In summary, the results of the acceptance or rejection of the
hypothesis as shown in Table X indicate that there was a definite
pattern of the mean or adjusted mean values of the ratios present which
was higher either for the developed or underdeveloped countries, For
U. 8. total foreign investment, the mean or adjusted mean Qalues of the
ratios were much higher for the relatively underdeveloped countries, i.e.,
the Latin American Republics and All Other Countries, than for the
relatively developed countries, i.e., Western Rurope and Canada. The
same pattern holds for U. S. direct foreign investment that was true
for U, 8. total foreign investment. The mean or adjusted mean values
of the ratios for U. S. portfolio foreign investment displayed a pattern
which was higher for the relatively developed countries. The net vesult

of the non-statistical analysis is a rejection of the hypothesis.
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TABLE X

SUMMARY OF THE MEAN OR ADJUSTED MEAN VALUES OF THE RATIOS BY GEOGRAPHIC
REGION FOR EXAMINING HYPOTHESIS III

Mean or Adjusted Mean Value of the Ratios

Latin All

Type of Western American Other
Investment Europe Canada Republics Countries

Total Investment 1.00 .84 3.03 2.97

Direct Investment 1.h47 8L 3041 L.79

Portfolio Investment .70 1.26 .61 10

Results of the Statistical Analysis

The results of the least squares multiple regression analysis for
the World, Western Eurcpe, Canada, the Latin American Republics, and All
Other Countries are presented in Appendix Tables XI through XV. A
summary cof the coefficients of multiple determination of the five data
classifications is shown in Table XI. The various coefficients computed
from the multiple regression analysis are shown in Tables XII through
XVI. All of the measures presented in the above tables were described in
detail in Chapter(i&}as well as their application in examining the hypoth-
esis. “

Examination of Hypothesis I. The first hypothesis was examined by
using the coefficients of multiple determination (Rg)° If the value of
R2 was significant at the .05 level for each dependent variable, the
hypothesis was rejected for those variables since a value of R2 which
was significant would indicate that there was a correlation between the

independent variables and the dependent variable which was probably not

due to sampling fluctuations.
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Ihe‘R?'s for the World are shown in Table XI and all of the depen-
dent variables, with the exception of X6‘(Transportation) werelﬁighly
significant. Thus, for the World classification, the hypothesis ié
rejected for all dependent variables except Tramsportation for which
the hypothesis is accepted. The values for R2 for Western Eurcpe were
highly significant for all dependent variables with the exception of
Transportation. This would indicate that the hypothesis is to be
rejected for each dependent variable except Transportation for which
it is accepted. The values of R2 for Canada yielded an identical
rejection and acceptance pattern to that of the two previous data
classifications. The R2 values for the Latin American Republics were
at least significant for all dependent variables and the hypotheéis
is rejected. The values of R2 for All Other Countries yielded an
identical rejection pattern to that of the Latin American Republics.

In summary, the first hypothesis is rejected for all the dependent
variables for each data classificatidn with the exception of Trans~-
portation for which the hypothesis was accepted for the Wor‘l'd9 Western
Europe, and Canada data classifications.

Examination of Hypothesis II. In order to examine the second
hypothesis it was necessary to use the multiple regression analysis to
compute several measures of the relationship between the individual
independent variables and each dependent variable for each of the five
data classifications. The measureswere: (1) the coefficient of net
regression, (2) coefficient of partial détermination, (3) beta coeffi-
cients, and (L) elasticity coefficients, which were described in

Chapter IV. The procedure for examining the hypothesis was to see if



TABLE XI

SUMMARY OF THE COEFFICIENTS OF MULTIPLE DETERMINATION BETWEEN THE
INDEPENDENT VARIABLES? AND THE DEPENDENT VARIABLES,
1950-1962

ok

Dependent Variablesb

Data
X X
Classification %, X5 % 7 38
World o 9R¥% Neloay o Th Q¥R S QT*%
Western Europe . 88%% Ve 55 QL% Q¥R
Canada LQ1%* . B6%* AT . Q5¥R o Olytex
Latin American
Republics . T8¥% . T5¥¥ JB1% . 98%% LOT¥*
All Other .
Countries LB7x% . 85%% . 56% o J8¥** o OG%*
*% = Highly significant at the .0l level.
* =

Significant at the .05 level.

a ,
Independent variables are:

Xl = Direct investment
X2 = Portfolio investment
X = Timeo

3

bDependent variables are:

Xh = Total = Merchandise Exports
X5 = Merchandise
X6 = Transportation
X_ = Travel
7

- Miscellaneous services, private.

oS¢
i

Source: Appendix Tables XI through XV.
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these measures were consistently higher for one type of foreign invest-
ment in relation to each of the dependent variables. The four measures
derived from the multiple regression analysis are presented in Tables
XII through XVI.

The coefficients measuring the relationship between the Independent
variables and the dependent variables for the World are shown in
Table XII. An inspection of the table shows that by far the most
important independent variable is Time (X3) which would include all the
pertinent independent variables which could not be individually determined.
Although the time variable is an important variable, it will not be
discussed in the remainder of this section since the second hypothesis
is only concerned with the difference between U. S. direct and portfolio
investments and thelr individual relationship to U. S. exports. As far
as U. S. foreign investment 1s concerned, the coefficients indicate that
direct foreign investment was definitely more important-thaﬁlportfolio
foreign investment for all the dependent variables except for Miscella-
neous Services, Private (Xg). Thus, for the World, the second hypoth-
esis is rejected and U. S. direct foreign investment is considered to
be more beneficial to the U. S. balance of payments than U. S. portfolio
foreign investment during the period of the study.

The coefficients pertaining to the Western Europe classification
are shown in Table XIII. Direct foreign investment appears to be the
most important of the two types of foreign investment relative toc the
Total-Merchandise Exports (Xﬁ) and. Merchandise (X5) variables. Portfolic

foreign investment, on the other hand, appears to be: the most important type of

foreign investment relative to the remainder of the dépendent variables. Thus



TABLE XII

COMPARISON OF COEFFICIENTS RELATING U.
DEPENDENT VARIABLES VIS<i-VIS THE WORLD, 1950-1962

Depen

96

S. FOREIGN INVESTMENT AND THE

dent Variablesb

Coefficients and Inde-~

pendent Variables Xh X5 X6 XT X8
Net Regression
X, 2.628 2,297 267 .018 045
X . 552 .289 . 146 -.003 121
xi 628.300  510.678  7.837 L6.607 63.176
Partial Determination
X, .520 466 JLo6 .250 -.273
X .0L6 -.068 .11k .191 171
x% .608 542 .02k 911 .861
Beta
xl . 384 106 .598 » 057 .085
X .062 .039 .251 -,008 .175
xi .608 597 .116 .951 787
Elssticity (percent)
X, . 169 177 214 .030 612
X .019 012 062 -.003 .087
xé 232 ,226 .00k .Ol5 .0k9

aIndependent variables are:

Direct investment

]

Time.

WeNalie
Bou

b ,
Dependent variables are:

Portfolio investment

X, = Total - Merchandise Exports
o .

X_ = Merchandise

Xg = Transportation

X~ = Travel

x! =

8

Appendix Tables XI through XV.

Miscellanecus services, private.
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TABLE XIII

COMPARISON OF COEFFICIENTS RELATING U. S. FOREIGN INVESTMENT AND THE
DEPENDENT VARIABLES VIS-A-VIS WESTERN EUROPE, 1950-1962

Dependent Variablesb

Coefficients and Inde~
pendent Variables? Xh XS X6 X7 X8

Net Reeression

X, 2.135 2.035 .029 .012 .060

X 1.595 1.201 .19k -050 .150

x% 217.878  167.182  17.370 6.067  27.260
Partial Determination

X, 262 .282 -.150 .625 213

X .223 277 .190 .315 . 370

xg 339 .263 .139 721 .BL7
Beta

X, » 399 .450 0Tk .115 +139

X . 125 L1112 .209 .209 <147

x% .90 b5 .535 . 728 767
Elasticity (percent)

X, .121 .01k 01k .053 .065

X .030 .027 .032 075 .053

x% .260 243 .018 .578 .062

aIndependent variables are:

Direct investment
Portfolic investment
Time.,

W H

wﬁ\)Nl—lM

bDependent variables are:

X, = Total - Merchandise Exports
Lo ;

X5 = Merchandise

X7 = Transportation
6 _ oo

X7 = Travel

Miscellaneous services, private.

SOURCE: Appendix Tables XI through XV,
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the examination of the hypothesis pertaining to Western Europe is incon-
alusive,sinée no clear-cut pattern emerged in favéf of one or the other
types of foreign investment,

The tabie showing the coefficients pertaining to Canada is
Table XIV. It appears that for the most part, there was an inverse
relationship between U. S. portfolio foreign investment and all the
dependent variables except Miscellaneous Services, Private (XB)' It
is possible that this inverse relationship could be the result of a
lead-lag relationship but a subsequent graphical analysis did not
reveal a definite lead-lag pattern. Where portfolio foreign invest-
ment had a positive relationship with XS’ it was also the most important
variable relative to XS' However, since this was the only variable for
which portfolio foreign investment was the most important plus the
negative relationship between portfolic foreign investment and other
dependent variables, direct foreign investment is judged to be the most
important type of foreign investment relative to the Canadian export
variables; Thus, the examination of the hypothesls pertaining to
Canada 1s rejected and direct forelgn investment is considered to be
more beneficlal to the U. 8. balance of payments than portfolio foreign
investment.

The coefficients measuring the relationships between the independent
variables and the dependent variables for the Latin American Republics
are shown in Table XV, It appears that é similar negative relationship
existed for portfolio foreign investment and the dependent variables for
the Latin American Republics as existed for Canada except that all the

dependent variables had an inverse relationship with portfolio foreign
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TABLE XIV

COMPARISON OF COEFFICIENTS RELATING U. S. FOREIGN INVESTMENT AND THE
DEPENDENT VARIABLES VIS-A-VIS CANADA, 1950-1962

—_— ——
—

ﬂ

Dependent Vgriablesb

Coefficients and Inde~

X X X
pendent Variables> XM 5 6 7 X8

Net Regression

2.477 2,283 .030 17k -.011
-. 145 -.127 -.022 -.031 .03k
151.597 120.770 2.698 20.963 7.166

Watata

Partial Determination

X, 641 662 .986 . 569 .726

X » -, 062 .351 . 104 - <138 w917

x% .856 .820 218 .937 .918
Beta

X L26 468 240 249 .0L3

X -.037 -.038 -.263 -, 064 .203

xé .806 . 765 669 .928 .885
Elasticity {percent)

xl 255 276 J121 .193 -.039

X -,008 -.008 -.049 -.019 . 066

xi ,269 .251 . 188 .00 435

] .
Indepandent variables are:

Direct investment
Portfolio investment
Time.

uonoi

Wy iole

bDependent variables are:

Xh = Total Merchandise Exports
X5 = Merchandise
X; = Transportation
O
= Travel
X8 = Miscellaneous services, private.

Scurce: Appendix Tables XI through XV.
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TABLE XV

COMPARISON OF COEFFICIENTS RELATING U. S. FOREIGN INVESTMENT AND THE
DEPENDENT VARTIABLES VIS~A-VIS THE LATIN AMERICAN REPUBLICS,
1950-1962

Dependent Variablesb

Coefficients and Inde~

pendent Variables® XM XS X6 X7 Xg
Net Regression
1.37h 1.263 .08l -.066 .033
-.693 -, 507 -.07h -.043 -.097

Watale

72.559 44,816 -.979 14.810 13.912

Partial Determination

Xl <735 . 725 «595 -.355 +530

X 017 .288 .125 .856 .738

X% .3h3 175 .098 .963 .99
Beta \

X, 778 .819 .761 ~.037 .209

X -.122 -.102 -.132 -.076 -.190

x% . 508 .359  ~-.110 1.045 1,093
Elasticity (percent)

X, 08l .093 .078 -.007 .040

X -, 01k -.012 -, 002 -.016 -.039

x% L119 089 -.003 .Ol5 455

aIndependent variables are:

Direct iInvestment
Portfolio investment
Time.

i

WoSele

b .
Dependent variables are:

X& = Total = Merchandise Exports

X_ = Merchandise

Xg = Transportation

X = Travel

Xé = Miscellaneous services, private.

Socurce: Appendix Tables XI through XV.
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investment. A graphic analysig also failed to reveal any definite
lead-lag relationship which could have produced such results. Port-
folio foreign investment ranks first in importance relative to the
dependent variable Travel (X

7

although it was a negative relationship as pointed out above, It is

) and Miscellaneous Services, Private (XB)

interesting to note that direct foreign investment relative to X7 was
also a negative relationship. Direct foreign investment, on the other
hand, ranked first for the remaining variables and on this basis the
hypothesis for the Latin American Republics is rejected.

The coefficients pertaining to the All Other Countries classifica-
tion are shown in Table XVI, The coefficients in this table are the
most inconclusive of the entire amnalysis, Portfolio foreign investment
had an inverse relationship with all the dependent variables except
Travel (X7) and there was no clear-cut pattern of coefficients favoring
one or the other types of foreign investment. Thus, the examination
of the hypothesis for All Other Countries is inconclusive.

In summary, the hypothesis was rejected for three of the five data
classifications; and since one of the classifications for which the
hypoithesis was rejected was for the World, the hypothesis is judged to
be rejected. Thus, there appears to be a difference between the
benefits to the U. S. balance of payments received from U, S. direct
ferelign investment and U. S. portfolio foreign investment for the
period of the study and direct foreign investment appears to be the
most beneficial of the two types of foreign investment.

Examination of Hypothesis III. It was pointed out in Chapter IV

that the multiple regression analysis is not applicable to testing the
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COMPARISON OF COEFFICIENTS RELATING U. S. FOREIGN INVESTMENT AND THE
DEPENDENT VARIABLES VIS-A-VIS ALL OTHER COUNIRIES, 1950-1962

Dependent Variablesb

Coefficients and Inde-

pendent Variables® Xh XS X6 X7 X8
Net Regression
X, 3.054 3.033 -.061 .051 .031
X -2.074 -1.578 -.526 . 102 -,073
xé 309.503 255.006  29.117 3.099 22,280
Partial Determination
X, .206 . 194 -.012 .0k9 -. 167
X .02k .06 .213 . 728 -,221
x% . 567 . 508 453 .751 .843
Beta
X 222 .253 -.068 .159 .035
X -, 186 -, 162 -.72h . 395 -.102
xg .930 877 1.341 101 1.047
Elasticity (percent)
X, . 118 .136 -.029 . 166 .029
X -.056 -.049 .17k .229 LOLT
2 .L68 .0L5 .5h1 ,0LO .801

aIndependent variables are:

X
Xl

2
X
3

Direct investment
Portfolio investment
Time.

L R

b ,
Dependent variables are:

X, = Tota. -~ Merchandise Exports

L ) : .
X5 = Merchandise
X7 = Transportation

6
X7 = Travel .
X.8 = Miscellaneous services, private.

Source: Appendix Tables XI through XV.
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third hypothesis since the coefficients are not suitable for inter-

classification comparisons.

Tests for Autocorrelation and Intercorrelation

In Chapter IV it was pointed out that in computing a multiple
regression analysis of time series there are two problems which may
tend to reduce the degree of statistical significance of the results-
of the analysis. These two problems are: (1) serial or auto-
correlation, and (2) intercorrelation. The results of the tests for
the presence of these two phenomena in the multiple regression analysis
commected with this thesis are discussed below.

Test for autocorrelation. In order to test for the presence of

autocorrelation it was necessary to compute the value for Kc and the
dependent variable Total-Merchandise Exports <Xh) for each of the five
data classifications. Only the variable XLL was used in the test since
the values for this variable are the summation of the other dependent

variables. The value for K.c was computed by using the formula:

s - 2
(Z_ 4y 5 = 2)
——sT

c ZQ

n

where: Zt = the residual from the estimating equation for each year t,

Zt + 1= the residual from the estimating equation for the year following

Zt’ and n = sample size.
The results of the test for autocorrelation are shown in Table XVII.

The values for KC for each data classification were greater than K and

less than K' for all of the five data classifications at the .0l and .05
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TABLE XVII

RESULTS OF TEST FOR AUTOCORRELATION BETWEEN INDEPENDENT VARIABLES AND

XLL DEPENDENT VARTABLE AT THE .01 AND .05 SIGNIFICANCE LEVELS*
. .01 Significance .05 Significance

Geographic X X X' K K K

Region c [d
World .03k 2.101 3. 400 1.252 2.101 3.081
Western

Europe «93h 1.619 3. 400 1.252 1.619 3.081
Canada .93k 2.687  3.400 1.252 2.687 3.081
Latin American

Republics .93kL 2.541 3. 400 1.252 2.5k1 3.081
All Other

Countries <93k 2.056  3.400 1.252 2.056 3,081

*¥The values of K and K' for the levels of significance are for a
sample size of n = 13.

Note: If K< Kb < K' po autocorrelation is indicated.
Source: The source of K and K' data above are taken from Mordecai

Ezekiel and Karl A. Fox, Methods of Correlation and Regression
Analysis (New York, 1959), p. 34l.
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significance levels which indicate that it is highly probable that auto=
correlation was not present in the analysis.,

Test for intercorrelation. Although there is no statistical test

for the presence of intercorrelation, it was pointed out in Chapter IV
that when the level of intercorrelation rises above 0.7, the instability
of the beta coefficients and the standard errors are too high to yield
reliable results. The simple correlation coefficients between each of
the three independent variables for each of the five data classifica-
tions are shown in Table XVIII.

Out of the fifteen correlation coefficients only four were greater
than 0.7, and one of these was only 0.727. Of the four correlation
coefficients greater than 0.7, one was between Portfolio Foreign
Investment (XQ) and Time (X3) for the World, the second was between

Direct Foreign Investment (Xl) and X, for Western Europe, the third was

3

between X.p and X. for All Other Countries. Thus, there was some degree

3

of intercorrelation present which would tend to reduce to a dégree the

n

tatistical significance of the multiple regression analysis. However,
since only four out of fifteen correlation coefficients were greater
than 0.7, the reliability of the analysis should not be unduly impaired.
Summary. In summary, it appears that the influence of autocorrela-
tion was absent_ffom the analysis while some degree of intercorrélation

was present, although it does not appear to be sufficient to impair the

reliability of the analysis.

Summaxry
The purpose of this chapter was to present the results of the

analysis of the time series related to the balance of payments variables
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TABLE XVIII

SIMPLE COEFFICIENTS OF CNRRELATION BETWEEN THE INDEPENDENT VARIABLES
FOR EACH GEOGRAPHIC REGION, 1950-1962

Independent Variables®

X

Geographic : X
Region 1 X2 3
World
X, 1.000 . 550 . 668
§2 1.000 Rrgite)
1.000
3
Western Eurcope
X 1.000 .619 .853
§2 1.000 .581
1.000
3
Canada
X1 1.000 cL.221 151
ié 1.000 . 366
1.
3 Cc00
Latin American Republics
X, 1.000 .091 .016
;2 1.000 <727
3 1.000
All Other Countries
X, 1.000 . 605 660
§2 1.000 .879
3 1.000
*

Direct Foreign Investment
Portfolio Foreign Investment
: Time. ‘

W dil—'N
L}
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and the application of these results in examining the thesis hypotheses.
A summary of the tests of the hypotheses is shown in Table XIX. 1In
general, all three of the hypotheses were rejected as the hypotheses
applied to the World classification. The examination of the hypctheses
indicated that: (1) foreign investment had a beneficial effect on the
~U. S. balance of payments, (2) direct foreign investment was more bene-~
ficial to the balance of payments than portfolic foreign investment, and
(3) the level of economic development of the host country did have an
effect on Lthe benefit of foreign investment to the U. S. balance of pay-
ments. In the latter instance, it appears that for total and direct
foreign investment the benefit to the U. S. balance of payments was higher
for investments in relatively‘underdeveloped countries than for relatively
developed countries. The reverse appears to be true for portfolio foreign
investment (see Table X). Although direct foreign investment was con-
sideréd to be beneficial to the U, S. balance of payments, this was not
true in every case. Direct foreign investment in Western Europe and
Canada appeared to be detrimental to the balance of payments during the
pericd covered by the study.

In the following chapter the vesults of the analysis will be summer-

ized and the conclusions drawn from the analysis will be given.



TABLE XIX

108

SUMMARY OF THE ACCEPTANCE OR REJECTION OF THE HYPOTHESES

Geographic Region

Tests, Hypotheses Latin All
and Type of Western American Other
Investment World Europe Canada Republics Countries
Test-Non=-Statistical
Hypothesis I
Total Investment - + + - -
Direct Investment - + + - -
Portfolio Investment + + + + +
Hypothesis II
Total Investment NA NA NA NA NA
Direct Investment NA NA NA NA NA
Portfolio Investment NA NA NA NA NA
Hypothesis III
Total Investment - NA NA NA NA
Direct Investment - NA NA NA NA
Portfolio Investment - NA NA NA NA
Test-Statistical
Hypothesis I
Total Investment - - - - -
Direct Investment NA NA NA NA NA
Portfolio Investment NA NA NA NA NA
Hypothesis II
Total Investment - 0 - - 0
Direct Investment NA NA NA NA NA
Portfolio Investment NA NA NA -NA NA
Hypothesis III
Total Investment NA NA NA NA NA
Direct Investment NA NA NA NA NA
Portfolio Investment NA NA NA NA NA

Note: =
+
0
NA

oion 4

Hypothesis rejected
Hypothesis accepted
Test inconclusive
Analysis not applicable.



CHAPTER VI
SUMMARY AND CONCLUSIONS

Summary

In testimony before the House Committee on Banking and Currency,

Secretary of the Treasury C. Douglas Dillon stated that the reasons

for the U. S. balance of payments deficit were: (1) large military //;)

attempted to determine 1f long-term U. S. private foreign investment
was detrimental to the long-term private U. S. balance of payments
during the period from 1950 through 1962.

A review of the economic theory of capital movements or foreign
investments, resulted in the development of three hypotheses:
(1) "U. S. foreign investment was not beneficial to the U. S. balance
of payments for the period from 1950 through 1962," (2) "There was no
difference between the benefits to the U. S. balance of payments
received from U. S. direct foreign investment and U. S. portfolio
foreign investment for the period from 1950 through 1962," and

(3) "There was no difference between the benefits to the U. S. balance

1U. S. House of Representatives; Hearings Before the Committee on
Banking and Currency, 88th Congress, First Session (Washington, 1963),
p. 1OL.

109
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of payments received from foreign investment placed in relatively
developed countries and relatively underdeveloped countries for the
period from 1950 through 1962."

The ‘statistical and non-statistical analysis applied to the first
hypothesis above led to a general rejection of the hypothesis and
foreign investment was consideréd to be beneficial to the U. S,
balance of payments. There are certain areas of the world, however,
where the foreign investment income inflow was less than the foreign
investment outflow, viz., Western Europe and Canada, but there was alsc
a concomitantly close relationship between foreign investment and U. S.
exports to these countries. Economic theory indicates that this
relationship should develop, thus, it is possible that U. S. exports
would be lower if foreign investment was curtailed in these two areas
and the balance of payments no better off as a result.

The statistical analyses applied to the second hypothesis above led
to a general rejection of the hypothesis and direct foreign investment
was consldered to have been the most beneficial type of foreign invest-
ment to the U, S, balance of payments., It was difficult to discover
any definite difference in the relationship of direct and portfolio
foreign investments with U, S, exports for Western Europe and All Other
Countries., There was, however, a distinct pattern of coefficients
indicating that direct foreign investmeni was more beneficial to the
U, S, balance of payments for all but the Western Europe and All

Other Countries categories,
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The non-statistical anzlyses applied to the third hypothesis above
led to a general rejection of the hypothesis and there appeared to be
a difference in the benefit to the U. S. balance of payments résulting
from foreign investment in developed or'underdéveloped countries. The
return flow of foreign inveétﬁent income was much higher than foreign
investment outflow for the two categories representing the relatively
underdeveloped countries of the world, viz., the Latin American Repub-
lics and All Other Countries categories. This pattern of return flows
of income from foreign investment over iﬁvestment outflow appeared to
be due to the larger income inflows from these two areas resulting from
direct foreign investments as compared to portfolio foreign investment.
The income inflow from portfolio foreign investment was less than port-
folio foreign investment outflow for the two underdeveloped categories
while the return flow from portfoliovforeign investment was higher
relative to the outflow of portfolio investment to Western Europe and
Canada. Thus, it appeared that direct foreign investment in under-
developed countries was more beneficial to the U. S. balance of payments
than portfolio foreign investment while portfolio foreign investment
in developed countries was more beneficial to the U. S, balance of

payments than direct foreign investment.

Conclusions

The conclusions drawn from the analysis are as follows:

1. ZLong-term U. S. private foreign investment did not appear to
be detrimental to the long=-term private U. S. balance of payments from

1950 through 1962. In fact, U. S. foreign investment appeared to have
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a beneficial effect on the U. S. balance of payments by yielding income
inflows greater than investment outflows and by stimulating exports.

2. Direct foreign investment appeared to be more beneficial to
the U. S. balance of payments than portfolio investments which in general
were detrimental to the U, S. balance of payments during the period of
the study.

3. TForeign investments in underdeveloped countries appeared to be
more beneficial to the U. S. balance of payments than those made. in
developed countries. Direct foreign investments were more beneficial
to the U. S, balance of payments than portfolio foreign investments
when made in underdeveloped countries while portfolio foreign invest=-
ments made in developed countries were less detrimental to the U. S.
balance of payments than when they were made in underdeveloped countries.

In conclusion, it appears . that the federal govermment should not
take broad steps to force a general reduction in direct long-term
private foreign investment since this would be detrimental to the U. S.
balance of payments by restricting exports and futuré income inflows.
Action could be taken to reduce the level of portfolio long-term
private foreign investment which would, in géneral, help to decrease the
U. S. balance of payments deficit, assuming no retaliatory steps are

taken by foreign countries which would offset this action.
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APPENDIX TABLE I

U. S. BALANCE OF PAYMENTS WITH THE WORLD FOR THE PRIVATE ACCOUNTS,
1950-1962
(Billions of Dollars)

Net Private Long-Term Capital Movements
Net Private Net Income from

Net Exparts Long-Term Private Long- Net Balance-
of Goods Foreign b Term Private Exports and
Year _ and Services®  Investment Investment Total® Cgpitalc
1950 1.2 -1.0 1.1 0.1 1.3
1951 3.6 -0.7 1.3 0.6 L.2
1952 2.9 -0.9 1.3 0.4 3.3
1953 1.k -0.3 1.3 1.0 2.4
1954 2.5 -0.7 1.6 0.9 3.4
1955 2.8 -0.7 1.8 1.1 4.0
1956 4.8 -2,0 2.1 0.1 4,9
1957 6.5 -2.9 2.2 -0.7 5.8
1958 3.3 -2.6 2.0 -0.5 2.8
1959 1.1 -1.6 2.1 0.6 1.6
1960 L.L 2.1 2.3 0.2 4.6
1961 5.1 -2.0 2.7 0.7 5.8
1962 4.1 -2.5 3.2 0.7 4.8

4 Includes the following private import and export accéunts, exclu-
sive of government and military: (1) Merchandise, adj., (2) Transpor-
tation, (3) Travel, and (4) Miscellaneous Services, Private.

bDirect private and portfolio private investment.

“Totals may‘not add due to rounding.

Source: Data for 1950-61 from Balance of Payments, statistical supnle-
ment to Survey of Current Business (1963). Data for 1962 from
Survey of Current Business, Vol. 44 (March, 196k.
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APPENDIX TABLE II

/
. S. BALANCE OF PAYMENTS WITH WESTERN EUROPE® FOR THE PRIVATE

ACCOUNTS, 1950-1962
(Millions of Dollars)

Net Private Long-Term Capital Movements
Net Private Net Income from

Net Exports Long=-Term Private Long- Net Balance-

of Goods Foreign Term Private Exports and
Year and Services Investment’ Investment® Toxzal Capital
1950 1,59k -250 -96 ~346 1,248
1951 2,180 5k -113 -59 2,121
1952 1,375 -2k -81 -105 1,270
1953 k79 273 -57 216 695
195k 1,205 22k -8 216 1,421
1955 1,670 14y 50 194 1,864
1956 2,209 -193 104 -89 2,120
1957 2,762 -21 69 48 2,810
1958 99k -3ko 79 -261 733
1959 -228 -72 196 124 -10L
1960 1,86k -751 120 -631 1,233
1961 2,264 -710 272 ~438 1,830
1962 2,108 -908 303 ~605 1,503

®Includes the members of the Organization for European Economic

Cooperation plus Finland, Spain, and Yugoslavia which were added in

1952.

bIncludes the following private import and export accounts,

exclusive of government and military: (1) Merchandise, adj., (2) Trans-
portation, (3) Travel, and (4) Miscellaneous Services, Private.

Source:

Cors . . . .
Direct private and portfolio private investment.

Data for 1950-61 from Balance of Payments, statistical supple-
ment to Survey of Current Business (1963). Data for 1962 from
Survey of Current Business, Vol. 4L (March, 196k).
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APPENDIX TABLE III

U. S. BALANCE OF PAYMENTS WITH CANADA FOR THE PRIVATE ACCOUNTS,
o 1950-1962 =
(Millions of Dollars)

Net Private long-Term Capital Movements
Net Private Net Income from

Net Exports Long-Term Private Long- Net Balance-~
of Goods a Foreign Term Private Exports and
Year _and Services Investment Investment Total Capital

1950 37 -607 336 -271 =234
1951 Lh9 -4l 281 -166 283
1952 765 =379 259 -120 6L5
1953 784 =342 221 -121 663
1954 612 ~L45L 273 -181 431
1955 763 -260 314 54 817
1956 1,364 -875 348 -527 837
1957 1,257 -1,025 381 -6L4l 613
- 1958 1,017 -923 3L5 578 439
1959 958 -815 416 =399 229
1960 1,06k -631 417 ~214 850
1961 778 -Lok Lok 0 778
1962 513 -529 5718 L9 562

#Includes the following private import and export accounts, exclu-
sive of government and military: (1) Merchandise, adj., (2) Transpor-
tation, (3) Travel, and (4) Miscellaneous Services, Private.

bDirect private and portfolic private investment.
Source: Data for 1950-61 from Balance of Payments, statistical supple-

ment to Survey of Current Business (1963)., Data for 1962 from
Survey of Current Busipess, Vol. 44 (March, 196k4).
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APPENDIX TABLE IV

U. S. BALANCE OF PAYMENTS WITH THE LATIN AMERICAN REPUBLICSa
FOR THE PRIVATE ACCOUNTS, 1950-1062
(Millions of Dollars)

Net Private Long~Term Capital Movements
Net Private Net Income from

Net Exports Long-Term Private Long- Net Balance-

of Goods Fereign Term Private Exports and
Year and Services  Investment® Investment® Total Capital
1950 225 -20 530 510 285
1951 k17 -139 658 519 936
1952 99 =250 608 358 457
1953 -392 -9k 576 482 90
1954 -2 -140 600 460 458
1955 -116 -353 696 343 227
1956 147 -638 828 190 337
1957 - 818 -1, 306 923 -383 435
1958 461 -3k2 679 337 798
1959 -82 -320 6L3 323 241
1960 =7 -330 699 369 362
1961 203 -227 T84 557 760
1962 -78 ~131 866 735 657

#Includes the twenty republics of Latin America plus the Organiza-
tion of American States (Pan American Union), Pan American Health
Organization, and Inter~-American Development Bank.

bIncludes the following private import and export accounts, exclu-
sive of government and military: (1) Merchandise, adj., (2) Transpor-
tation, (3) Travel, and (1) Miscellaneous Services, Private.

°Direct private and portfolio private investment.
Source: Data for 1950-61 from Balance of Payments, statistical supple-

ment to Survey of Current Business (1963). Data for 1962
Survey of Current Busipess, Vol. 4L (March, 1964).
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U. S. BALANCE OF PAYMENTS WITH ALL OTHER COUNTRIES® FOR THE PRIVATE
ACCOUNTS, 1950-1962

Net Private Long-Term Capital Movements
Net Private Net Income from

Net Exports Long-Term Private Long- Net Balance-

of Goods Foreign Term Private Exports and
- Year and Services  Investment® InvestmentC Total Capital
1950 -130 -175 367 192 62
1951 503 -8h L8L iTele) 903
1952 823 -160 470 310 1,133
1953 673 ~150 530 380 1,053
1954 811 -191 715 52k 1,335
1955 6Lo -169 700 531 1,171
1956 1,244 -239 45 506 1,750
1957 1,796 ~238 771 533 2,329
1958 950 -408 872 Lol 1,414
1959 354 -275 843 568 922
1960 1,633 -288 989 701 2,334
1961 2,079 -629 1,091 Lé2 2,541
1962 1,770 =651 1,316 665 2,435

#Includes Total World less Western Europe, Canada, Latin American
Republics, Other Europe, and International Institutions.

b .
Includes the following private import and export accounts, exclu-
sive of government and military: (1) Merchandise, adj., (2) Transpor-
tation, (3) Travel, and (L4) Miscellaneous Services, Private.

“Private direct and portfolio investient.
Source: Data for 1950-61 from Balance of Payments, statistical supple-

ment to Survey of Current Business (1963). Data for 1962 from
Survey of Current Business, Vol. Li (March, 196L4).
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APPENDIX TABLE VI

RATIOS OF LONG-TERM PRIVATE DIRECT AND PORTFOLIO INVESTMENT INCOME
INFLOWS TO INVESTMENT OUTFLOW FOR THE U. S. VIS-A-VIS THE
WORLD, 1950-1962

Ratio®

Direct Portfolio  Total
Year Investment Investment Investment
1950 2.08 .38 1.33
1951 2.93 i 1.78
1952 1.66 .96 1.52
1953 1.96 n.c. 3.01
1954 2.59 .72 1.98
1955 2.32 1.07 2,04
1956 1.11 49 .97
1957 .92 A2 « 79
1958 1.80 .29 .97
1959 1.62 .50 1.17
1960 1.39 .61 1.13
1961 ' 1.81 .63 1.33
1962 , 1.96 .66 1.39

#Investment income flowing into the U. S. divided by the amount of
investment flowing out of the U. S. during the calendar year.

Refers to U. S, investment in foreign countries and does not take
into consideration foreign investment in the U. S,

Note: mn.c. = Not computable, i.e., negative figure in ratio
numerator or denominator.

Source: Ratios computed from data compiled from Balance of Payments,
statistical supplement to Survey of Current Business (1963)
for the years 1950-61 and from Survey of Current Business,
Vol. 4L (March, 196L4) for 1962.
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APPENDIX TABLE VII

RATIOS OF LONG-TERM PRIVATE DIRECT AND PORTFOLIO INVESTMENT INCOME
INFLOWS TO INVESTMENT OUTFLOWS FOR THE U. S. VIS-A-VIS
WESTERN EUROPE,? 1950-1962

RatioP

Direct Portfolio Total
Year InvestmentC InvestmentC Investment
1950 ol .21 .49
1951 1.86 .95 1.50
1952 n.c. il 1.99
1953 3.02 n.C. n.c.
1954 .13 N.C. 33.14
1955 1.96 1.19 1.76
1956 .62 . 60 61
1957 .ok 1.21 .99
1958 1.53 .53 1.05
1959 .90 .68 .85
1960 L0 .82 46
1961 L Th 40 .62
1962 o .69 .66

®Includes the members of the Organization for European Economic
Cooperation plus Finland, Spain, and Yugoslavia which were added in 1952.

bInvestment income flowing into the U. 8. divided by the amount of
investment flowing out of the U. 8. during the calendar year.

c . . . ,
Refers to U, S. investment in foreign countries and does not take
into consideration foreign investment in the U. S.

Note: mn.c. = Not computable, i.e., negative figure in ratio
numerator or denominator.

Source: Ratios computed from data compiled from Balance of Payments,
statistical supplement to Survey of Current Business (1963)
for the years 1950-61 and from Survev of Current Business,
Vol. Lk (March, 196L) for 1962.
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APPENDIX TABLE VIII

RATIOS OF LONG-TERM PRIVATE DIRECT AND PORTFOLIO INVESTMENT INCOME
INFLOWS TO INVESTMENT OUTFLOWS FOR THE U. S. VIS-A-VIS
CANADA, 1950-1962

o, e ——

Ratio®

Direct Portfolio Total
Year Investment Investment Investment
1950 1.02 .36 67
1951 1.00 .52 .76
1952 .52 L. 34 .T6
1953 .51 6k, 00 ' .83
195k .58 3.80 Bl
1955 .83 N.C. 1.52
1956 o5k .36 L7
1957 L9 L7 49
1958 =75 .38 .55
1959 .83 .50 .66
1960 7 1.30 .91
1961 1.50 .99 1.26
1962 1.53 .88 1.20

#Investment income flowing into the U. S. divided by the amount of
investment flowing out of the U. S. during the calendar year.

b . . . .
Refers to U. S, investment in foreignh countries and does not take
into consideration foreign investment in the U. S.

Note: mn.c. = Not computable, i.e., a negative figure in ratio
numerator or denominator.

Source: Ratios computed from data compiled from Balance of Pavments,
statistical supplement to Survey of Current Business (1963)
for the years 1950~61 and from Survey of Current Business,
Vol. 4L (March, 1964) for 1962.
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APPENDIX TABLE IX

RATIOS OF LONG-TERM PRIVATE DIRECT AND PORTFOLIO INVESTMENT INCOME
INFLOWS TO INVESTMENT OUTFLOWS FOR THE U. S. VIS-A-VIS
LATIN AMERICAN REPUBLICS,? 1950-1962

: RatioE

Direct Portfolio Total
Year Investmentc Investmentc Investment .
1950 13.07 N.Ca L1.54
1951 3.58 n.c. 4. L0
1952 1.98 n.c. 2.31
1953 L.16 n.c. 5.39
1954 843 - .22 3.54
1955 4,06 .16 1.89
1956 1.29 .81 1.26
1957 .76 <37 .71
1958 2.14 1.31 2.02
1959 2.75 .49 1.85
1960 6.75 .35 2.09
1961 5.0k4 .88 3. 14
1062 n.c. .91 173

#Includes the twenty republics of Latin American plus the Organiza-
tion of American States (Pan American Union), Pan American Health Organi-
zation, and Inter-American Development Bank.

bInvestment income flowing into the U. S. divided by the amount of
investment flowing out of the U. S. during the calendar year.

c p . . ‘
Refers to U, S. investment in foreign countries and does not take
into consideration foreign investment in the U. S.

Note: mn.c. = Not computable, i.e., a negative figure in ratio
numerator or denominator.

Source: Ratios computed from data compiled from Balance of Payments,
statistical supplement to Survey of Current Business (1963)
for the years 1950-61 and from Survey of Current Business,
Vol. Ul (March, 196L) for 1962. '
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APPENDIX TABLE X

RATIOS OF LONG-TERM PRIVATE DIRECT AND PORTFOLIO INVESTMENT INCOME
INFLOWS TO INVESTMENT OUTFLOWS FOR THE U. S. VIS-A-VIS
ALL OTHER COUNTRIES,? 1950-1962

RatioP

Direct Portfolio Total
Year Investment Investment InvestmentC
1950 2.10- N, Co 2.15
1951 9.90 .19 5.15
1952 3.09 .80 2.95
1953 3.50 16.00 3.58
1954 9.13 .11 3.59
1955 5.53 41 3.84
1956 3.58 .52 2.92
1957 3.65 .76 3.09
1958 h.37 17 2.02
1959 6.95 .22 2,59
1960 6.23 . 36 3.06
1961 2.64 .33 1.65
1962 3.60 .48 2,06

&Tncludes Total World less Western Europe, Canada, Latin American
Republics, Other Europe, and International Institutions,

bInvestment income flowing into the U. S. divided by the amount of
investment flowing out of the U. S. during the calendar year.

c . . ] .
Refers to U. S. investment in foreign countries and does not take
into consideration foreign investment in the U. S.

Note: mn.c. = Not computable, i.e., a negative figure in ratio
numerator or denominator.

Source: Ratios computed from data compiled from Balapce of Payments,
statistical supplement to Survey of Current Business (1963)
for the years 1950-61 and from Survey of Current Business,
Vol. 4k (March, 1964) for 1962.
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APPENDIX TABLE XTI

MULTIPLE REGRESSION ANALYSIS FOR U. S. FOREIGN INVESTMENT AND U. S.
PRIVATE EXPORTS VIS-A-VIS THE WORLD, 1950-1962
(Millions of Dollars)

Dependent cant °
Variable ! % s Constant S (Rario)
X, 2,628% .552 628.300%*% 11,033 1,342 .Ql7%x
(.89) (1.30)  (169.50)
x5 2.,297% .289 510.678%* 9,286 1,214 .900%*
| (.80) (1.17)  (153.28)
X, L26T7* 146 7.837 1,052 156  .735
(.10) (.15) (19.74)
x7 .018 -.003 L6, 60T** 372 4o .068%%
(.03) (.ok) (4.99)
X 045 .121 63, 176%* 323 63  .QTO¥*
(.okL) (.06) (7.96)

Note: Standard errors of the net regression coefficients are in
parenthesis.

*Significant at the .05 level.
**¥Highly significant at the .0l level.

Symbols:
Xl = Direct Investment X5 = Merchandise
X_ = Portfolio Investment X6 = Transportation
X% = Time X~ = Travel
XLF = Total-Merchandise Exports Xg = Miscellaneous Services,
Private.
S = Standard error of multiple regression.

o

R™ = Coefficient of multiple determination.
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APPENDIX TABLE XII

MULTIPLE REGRESSION ANALYSIS FOR U. S. FOREIGN INVESTMENT AND U. S.
PRIVATE EXPORTS VIS-A-VIS WESTERN EUROPE, 1950-1962
(Millions of Dollars)

Dependent 2
Variable X1 XE XB Constant S (Ra%io)
X, 2,135 1.595 217.878 3,456 689 881%%
(1.23) (1.87)  (98.58)
X 2.035 1.201 167.182 2,839 601 873%%
> (1.07) (1.64)  (86.05)
x6 .029 . 194 17. 370 515 97 .552
(.17) (.27)  (13.99)
x7 .012 .050 6.067%* 22 10 L9 35%*
(.02) (.08) (1.37)
Xy .060 1.50 27.260%% 81 28 .Q68%*
(.05) (.08) (k.07)

Note: Standard errors of the net regression. coefficients ave in
parenthesis. '

*¥Significant at the .05 level.
¥¥Highly significant at the .0l level.

Symbols:
Xl = Direct Investment X5 = Merchandise
X, = Portfolic Investment X6 = Transportation
X% = Time X7 = Travel
Xu = Total-Merchandise Exports X8 = Miscellaneous Services,
Private.

S = Standard error of multiple regression,

R2 = Coefficlent of multiple determination.
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MULTIPLE REGRESSION ANALYSIS FOR U. S. FOREIGN INVESTMENT AND U. S.

PRIVATE EXPORTS VIS-A-VIS CANADA, 1950-1962

{(Millions of Dollars)

Dependent 2
Variable x1 XE XB Constant S (Ra%io)
X, 2, Lyrex -. 145 = 151.597%% 1,915 257 .QOT7*%
(.61) (.Lh) (20.56)
X 2,28 3%% ~.127  120.770%% 1,623 24l .885%x
(.57) (k1) (19.25)
X, .030 -.022 - 2.698% Th 13 466
(.03) (.02) (1.06)
X 7% -.031 20.963%* 156 2L LOLE*¥
7 (.06) (.Ok) (1.89)
Xg -.011 .03L* 7. L66** 62 9 LOL 3%%
(.02) (,o1) (.70)
Note: Standard errors of the net regression coefficients are in

parenthesis.

*¥Significant at the .05 level.
*%Highly significant at the .0l level.

Symbols:

ol el
l—l

a8

>
W

w»n

Bonou i

1

5 Merchandise
X6 = Transportation

Private,

Direct Investment X =
Portfolio Investment <

Time X7 = Travel
Total-Merchandise Exports Xg =
Standard error of multiple regression.

Coefficient of multiple determination.

Miscellaneous Services,
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MULTIPLE REGRESSION ANALYSIS FOR U. S. FOREIGN INVESTMENT AND U. S.
PRIVATE EXPORTS VIS-A-VIS THE LATIN AMERICAN REPUBLICS,

1950-1962 _
(Millions of Dollars)
Dependent RE
Variable X % X3 Constant S (Ratio)
X, 1. 37h** -.693 72.559% 3,457 298 . 78L*%
(.28) (1.30) (32.31)
X 1.263%% -.507 L4.816 2,943 280 . TEO%*
> (.26) (1.21)  (30.26)
X, .08Lx** -.0L7 -.979 269 25 . 609%
(.02) (.11) (2.71)
x7 -.006 -.043 1L.810%% 127 8 <98 3%%
(.01) (.0k4) (.89)
Xg «033%% -.097%  13,912%% 116 9 LOT3%%
(.01) (.0k4) (1.03)
Note: Standard errors of the net regression coefficients are in

parenthesis.

*Significant at the .05 level.
¥¥Highly significant at the .0l level.

Symbols:

sl
=

et

7]

(LI O

]

Direct Investment X
Portfolio Investment Xg
Time X7
Total-Merchandise Exports X8

B un

Merchandise

Transportation

Travel

Miscellaneous Services,
Private.

Standard error of multiple regression.

Coefficient

of multiple determination.
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PRIVATE EXPORTS VIS-A-VIS ALL OTHER COUNTRIES,

1950-1962
(Millions of Dollars)
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FOREIGH INVESTMEHT AND U, S.

Dependent . P?
Variable Yy X5 X4 Constant S (Ratio)
% 5.054  =2,07%  309,503%% 2,178 546 8675
(2,23} (2.85) (90.23)
X5 3.033 -1.578 255,006%% 1,875 504 .851%
(2.08) (2.63) (83.41)
g 2081 -.526 29,117% 249 65 . 3597
(.26) (.34) (10,72) '
A7 L0511 » 102 3.099 12 16 . 78275
(,07) (.08) (2,69)
XS .031 -,073 22,280%% L2 18 » GBL
‘ (.07) (.09) (2.98)
Note: Standard errors of the net regression coefficients are in

parenthesis,

#Bipnificant at the .05 level.
#@{ighly significant at the .0. level.

Symbols:

Xy = Direct Investment Xg = Merchandise
¥n = Portfolio Investment Xg = Transportation
X3 = Time X, = Travel
¥y = Total-Merchandise Lxports Xg = Miscellaneous Services,
Private.
S = Standard error of multiple regression.
2 . s . .
R” = Coefficient of multiple regression.
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