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HOW DEVELDPING CODUNTRIES DISCOURAGE GREATER
U.S. TRADE AND INVESTMENT

EXECUTIVE SUMMARY

The oreatest constraint to more U.S. trade with and investment
irn developing countries{LDCs) are world econcmic conditions. The
global recession, high U.S5 interest rates and an overvalued
dollar relative to world currencies dominate other factors. It

U.S. business invclvement in LDCs is impressive. Worldwide,
U.S. exports exceed those of any other country by more than +50
billicn, and more than 4@% of U.S. exports poes to LDCs. This
percentage is higher than for any other industrial country except
Japan. The U.S. has historircalty been responsible for about S@%
of all foreign investments in LDCs, and for better or worse, this
share appears to be holding up.

However, these busirness activities with LDCs are being
conducted by an extremely small segment of U.S. firms. Less than
1% of all firms export more than 82% of the total, and an even
smaller percentage export to LDCs. The same pattern holds for
investment. The reasons for this limited involvement are
primarily ecorcmic. LDC markets are simply too small for most
U.S. firms to warrant the time and costs required to establish

effective busirness relationships.

Emerging U.S. trading companies may play a useful brokerage
role betweers U.S. firms and LDCs, and the U.S. goverrmewt should
do more to promote these activities. It is reccmmernded that AID
use trading companies in its preogect identification and desion

work. Through their inveolvement, more U.S. firms might be drawn
intoc busiress relatiornships with LDCs; in addition, trading
companies might find ways to leverage RID monies by identifying
commercially scund preojects and uncovering counter-trace

cpportunities.
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An examination of LDCs' econcomic policies and discussions with
Americans whoa have LDC busiress dealings indicate there are other
factors that impede oreater U.S. business involvement.

Govervrment contrals are far more restrictive than RAmerican
busirnessmen would like. The major restrictions are limitations
or imports, price centrols, local ownership and labor
requirments, exchanpe restrictions, performance requirements,
nationalized irdustries, and countertrade reguirements.

Some of these regulations are imposed to deal with excess
demand situatiorns. Dther controls are imposed to prevernt real or
imagined exploitation by foreipn firms. There is also the desire
to protect infant industries. The results of the above are
usually to impair loroer term orowth prospects and discourage
foreigrn business involvement.
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Currently, U.S5. policies and taxpayer monies are used to
promote direct investment in LDCs. Questions have bear raised
concerniny these goverrment supports. At the very least, the
goverrnment should make an egquivalent promotional effort to
support the sale of U.S. services to LDCs. It is recommended that
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HOW DEVELOPING COUNTRIES DISCOURAGE GREATER
U.S. TRADE AND INVESTMENT

by Dr. Elliott R. Morss

1.@ INTRODUCTION

1t is probable that the world-wide recession, high U.S.
interest rates, and an over—-valued dollar are the primary
impediments to greater U.S. trade with and investment in
developing countries(LDCs). Further, U.S. trade and investments
ivi LDCs would be hipher if the U.S5. novernment adopted more
"promotional” (and costly) international trade and investment

policies.

This report will not deal with either of these matters
directly. Instead, it will focus on how LDC "environments” and
the policies adopted by their povernments constitute
disincentives to preater U.S. trade and investment. In the first
two sections of the report, the major disincentives are described
and documented. Fcilowino this, some "reasonable cost"”
sugpestions[1] will be offered to reduce the disincentive

effects.

Z.® FACKGROUND

Before getting to the main purposes of this report, it is worth
pointing out that U.S. trade and investment performarnce, both
world-wide and with LDCs, has been and remains impressive. [2]

The United States remains the leading world exporter, followed by
West Bermany and ther Japan. The table shows that as a result of
the oil price increases that took place in the 'seventies, the
U.S. market share fell to 12.7%, an 8.7% drop. During this

1. There are two types of wnreascnable costs to be avoided:
firstly, actions that would sigpnificantly increase the u. s.
goverrment budoet deficit; second, actions that would cause a
significant misallccation of rescurces in the medium and longer

term.

2. Details on U.S. foreipn trade and investment performance are
presented in the Apperndix to this report.



period, Japarn was able to increase its market share, but the rest
of the industrial world suffered a dramatic reduction in market
share. Both before and after the oil price increases, the United
States has exported a oreater share of its exports to LDCs than
have other industrial nations. West Germany, sells a
considerably smaller share of its exports to LDCs; in contrast,
apan sells a somewhat greater portion to LDCs. A comparison
betwerr 1971 and 1981 datal32 indicate that an inereasing share

of U.S. exports poes to LDCs.

Consider next investment performance. The U.S. owns about
one—half of all the capital investments that have been made by
industrialized nations. The United Kinpdom remains the
second-larpest owner of capital stock, and Japan is now
challenging West Germany for the third position. It appears that
the United States is maintaining its fifty percent share of
private foreign investments in LDCs. It also appears that Japan
is movino aggressively in the investment field, and Frarnce

somewhat less so.

Let ue consider now the conclusions that can be drawn from thig
brief empirical review of the %rade and investment activities of
developed nations. It was to be expected that the dominant
economic position the United States found itself in at the end of
World War Two would deteriorate somewhat as the warring nations
of Europe and Japan were reconstructed. Further deterioration
was to be expected as the emerging nations of Latin America and
Asia became increasingly competitive. Despite this and despite
expensive efforts by povernments of other industrial nations to
promote foreign trade and investment(and with developino nations
in particular), there has been little deterioration in the
dominant position of the United States. The continued strong u.s.
trade and investment performance raises questions concerning the
need for new pgovernment programs to nromote trade and
investment. With this as background, we turn now to the
developing country environment and how it discourages greater

U.5. trade and investment.

3. 1981 is the latest year for which the comparable data used in
this report are available.
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3.@ PERCEIVED AND ACTUAL INFDRMATION INADERUACIES

A businessman wants to krnow a lot about an envirorment before
decidino to commit resources for trade ard/or investment in that
envirorment. Repardino developing country environments, four
problems of an informational nature present themselves.

Firstly, there are problems stemming from a simple lack of
information. The majority of American businessmen have only
produced and sold in the larpe domestic market. Specifically,
only 10% of American firms engage in any exporting, and of those
that do, less than 1% account for 8% of U.S. exports.[4] Among
American small businesses that do export, the major reason has
been unsolicited sales orders.[S] In short, it appears that
American business can be divided between large multinational
corporations who have made the initial investment to learn how to
invest and market internationally and the remainder(the large
majority) 4hat focuses almost exclusively on the domestic
market. The little information this latter group uets on LDCs
comes from the mass media which limits its coverape to
exceptional events such as revelution or other forms of violent
uprisings. For this group, the very thought of going to Africa
is foreboding; and the idea of producing or selling in Africa is
even more threatenino.

Secordly, there is the problem of rnot beirg able to specify
what information is needed to make a trade or investment
decision. For example, for ore who has conducted business
entirely in countries that do not have foreign exchanpge
restrictions, it is difficult to imagine what information one
needs to have on a country with exchange restrictions to make a

sound business decision.

4, William E. Hurt, "Export Trading Companies: Foroging A New
Sales Tocol”, Business America, May 3, 1982, pp. 3-5. For further
documentation on the lack of knowledge problem, see the results
of the survey of the Fowler-McCracken Ccmmission on

poverrnment —business cooperation in the development world reported

Enterprise, 1983.

5. Warren J. Bilkey and George Tesar, "The Export Behavior of
gmaller-Sized Wisconsin Manufacturing Firms", Journal of
International Business, Spring 1977.



Thirdly, even if a busiressman is sure of the information he
needs, there is the problem of kriowino how to obtain it at
reascnable cost. Actually, a larpe amcunt of relevant
information ocn LDCs is available at low cost in the United

States. [6]

Political and econcmic information on LDCs is available from a
wide array of private and public sources. In the public sector,
the U.S. Department of Commerce provides valuable economic
information on LDCs in its Overseas Business Reports series. The
State Department puts out information on current political
developments in LDCs. Various publications of the World Bank,

——— i . e o o e p—1 AN AR AT P17

relevant, country-specific economic information.

In the private sector as well, there are numercus sources of
relevant, accessible information. Several years back, the U.S.
Comptroller of the Currency expressed fears concerning the extent
of American bank lending to certain developing nations. This
fear spawned a new service industry of international risk
assessors. [71 It is now possible to obtain all types of
gualitative and guantitative country-specific material on all
possible risk dimensions. [8] Various organizations, such as The
Economist and Business International, provide written materials
on political and ecoviomic developments; they also do customized

reports for clients.

Dn more technical issues, such as tax laws, exchange
restrictions, and procedures tc establish busivesses in LDCs,
several of the major accounting firms[31 provide detailed
written services that are freauently up-dated. Certain media
houses, such as BNA, also provide detailed information of

6. Information for the remainder of this section came from
interviews with irnterrnaticonal lawyers and accountants.

7. As one example of the market for these services, the Bank of
America spends mcre tharn $1 million armually on its country risk
rating service: Jochn 0. Wilscon, "Measuring Country Risk In A
Global Context", Business Econcmics, January 1973, pp. 23-27.

8. For example, se2 Stephern J. Kobrirn, "Whern Does Political
Instability Result in Increased Business Risk?", Columbia Journal
of Werld Business, Fall 1978, pp. 113-1225 R.J. Rummel and David

A. Heernar, "How Multirationals Analyze Political Risk”, Harvard
Business Review, January—-February 1978.

3. E.g., Price Waterhcouse, Deloitte Haskins and Sells, and Arthur
Arnderscon.



individual LDCs. The Washirnpton embassies of many LDCs also
provide useful information on tax and other regulatory matters.

The fact that the informaticn is available does not mean it is
easy to acrcess. Indeed, law firms and accounting firms compete
to serve as brokers of this information to American busiressmen.
Ard of course, the brokerage fees are high.

The fimal informaticr problem concerns the fact that certain
critical types of information are simply not available without
visiting the LDC. Here, an anecdotal story is illustrative. R
law firm was asked to answer various tax and regulatory questions
for an American firm that was contemplating establishing a
business in an LDC. The law firm wrote a thirty-page report based
upon the scurces mentiored above. In the transmittal letter, the
law firm indicated that scme exceptions to what they had
indicated did exist. The law firm told the client orally that if
you want to do business in the LDC, yeou go out and nepotiate the
best possible deal you carn with the Minister of Finance.

The general point here is that in many LDCs, business deals are
negotiated on an ad hec basis.. Written materials and the
opinicns of experienced observers can provide useful indicative
informatior, but meetings with LDC government officials will be
required to determine what are frequently the most important

conditions for a busiress operation.

The conclusion is that obtaining the information needed to make
a sound business decision regarding trading with or investing in
a developing country involves considerable up-front costs.
Multinationals experienced in international dealings are more
iikely to know where to look and be willing to pay for critical
information than are smaller and perhaps more technically
irmovative U.5. firms.



4, @ FREE MARKET CONSTRAINTS

Irn this section of the paper, attemtion is given to frez market
forces that work against preater U.S. trade and investment in

1.DCs.

For both traders and investors, there are fixed costs of
erntering any new market. Conseguently, it is more attractive,
ceteris paribus, to focus on larger markets. For an

f= =P S———r —— e s

his tradino potential. The first column of Table 1 shows that
taken in aggregate, the imports of LDCs are a small fraction of

world imports.

Table 1. Percent Distribution ef World Imports and U.S. Exports

Jedie S Lo umlld At m il mmanimem mmee meememoe meesresSememies mmes=ee

by Country Group¥, 1381 (in percent)
Country Group U. S.
Broup Imports Exports
Industrial {(incl. U.S5.) 64.0 56.7
Africa 3.6 1.8
Asia 10.2 9.7
Western Hemisphere 6. 4 16.7
Dther 15.8 15.1

Source: IMF, Direction of Irade, 1383 Yearbook.
*Country groups include countries with exports that exceed %1
billior armually. Countries with smaller exports are grouped

urider the Other heading.

Asian LDC imports are only 1@0% of the total whereas the imports
of Africa and the Westerr Hemisphere taken together only amount
tc 10%. Table 1 alsc shows where U.S. exports go. Overall, a
greater share of U.S. exports oo to LDCs than their market share
of world imports would warrant. Specifically, the LDC share of
world imports is 2@.2%(taking Africarn, Asian and Western
Hemisphere LDCs together) whereas 28.2% of U.S. exports no to
these country oroupings. The U.S. exports less to African
courtries than their import share would suggest, but the U.S.
exports far mcore to the gecgraphically closer Western Hemisphere
naticns thar their import share would warrant. The problem of
expcrting to LDCs is more difficult than these aggregate rnumbers



wouldhéuggest. There are 38 LDCs with more than $1 billion in
imports. To do business in each of these countries, there are
sipnificant start-up costs inveolved. Irn contrast, there are only
19 Irdustrial countries with far preater imports per country.

Ir these circumstances, it is cnly reascnable to expect the
American trader to tarnet first on the countries of the
industrial world; their markets are considerably larger, and
there are fewer nations involved.

As with traders, there are high initial costs for investors
setting up to do business in a new country. Those high initial
costs will not be as significant if the potential market is
large. A rough measure of the potential market for the investor
is the country’s pross domestic product (GDP). If $10 billion is
taken as a minimum market size to interest the international
investor, the information presented in Table 2 is of interest.

Table 2.-Bross Domestic Product and Number of Countries, by
Country Group%*, 1381

RAggregate Averape
Country GDP Numbey of GDP per
Group {in billions cf dollars) Countries Country
Industrial 4,663 20 233
Africa 274 7 39
Asia 735 11 67
Western Hemisphere 773 a 37

Once again, the industrial nations are overwhelmingly
domiviant. Their GDP far exceeds those of the developing nations;
in addition, their average size is far greater than that of
developing nations. In these circumstances, it is ro surprise
that the bulk of foreign investment has gone to the
irndustrialized nations. PAs mentiored earlier, the U.S. accounts
for roughly S0% of all investwents in LDCs. This is all the mcre
impressive imasmuch as the U.5. GDP is cnly 38% of aggregate GDPs

of the industrial countries.

4.2 Limited Dewand for U.S. Interwediate and Consumption Goons

Despite the popularity of certain American poods irv LDCs(e.ag.,
plares, jeans and music), the nature and maonitude of consumer
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cutlays ivn LDCs differs markedly from what it is in the
industrial world. When per capita irccome is less than $1000,
consumer cutlays will be made first and foremost for

subsisterce. Inexpensive food, clothing and housing will get top
pricrity and items that are corsidered commen in the U.S. (e.g.,
dishwasher and portable phornes) will be seen as urmecessary
luxury goods. This means the market for a wide array of U. S.
consumer goods does rot exist in LDCs.

Regarding the demand for intermediate goods, a large pool of
unskilled laborers exists in most developing countries. As a
consequerce, more labor—intensive production techniques than are
applied in irdustrialized nations appear warranted. [1@]
Admittedly, America has exported a considerable amount of plant
and equipmernt to developing nations, but this has beers done in
the absence of more appropriate techrnology which is likely to be
developed cver the next decade.[113]

Of course, as LDCs develop, their consumption and intermediate
gpood demard patterns will more closely approximate those of the
U.5.3 but for now, those differences constitute a barrier to
greater U.S. trade and investment.

Historically, the U.S. has been at a competitive disadvantage
in LDCs that were formerly colenies of the French, Dutch and
English. In these nations, the colonial powers established

1@0. For an elaboraticn of this pcint, see Dennis Livingston and
Romesh Diwarn, Alterrnative Develcopmernt Strateoies and Appropriate

A v M A e e T i e e T e ———

Techriolagy, Pergamorn Press, New York, 1979; see also Charles B.

Kindleberger, Economic Develcpment, Chapter 8, McBraw-Hill, New
Yark, 1965.

11. See Krishrna Kumar, "Third World Multinaticnal Corporations: A
Browing Force In International Relations”, International Studies
Quarterly, September 1982, pp. 387-424; see also Tamir Agmon and

Charles P. Kindleberger, Multinaticnals Ercm Small Countries,
M.I.T. Press, 1977.

12. See Rcbert E. Stobaugh, "Competiticon Encountered By U.S.
Companies That Marnufacture Abroad”, Journal of Internaticnal
Business, Fall-Winter 1976, pp. 33-43; see also Johwn M.
Stopford, "Changing Perspectives on Investment by British
Manufacturing Multinatienals”, Journal of Internaticnal Busirness,

Fall-Winter 1976 [s] 8 15-27. 0 77



trading companies that today centinue to do extensive
business. [12] The Swiss have also several large trading
companies that cperate in a number of LDCs. More recently, the
Eurcpeans and Japanese have increased their efforts to place
branches of their naticnalized secteors in LDCs. [13]

Sirce the mid-'sixties when a number of LDCs gained their
indeperderce, there has beern a rapid build-up in enterorises
controlled by the goverrments of LDCs. While the track record of
these state ernterprises has not been good, [14]1 they have been
given market advantages that makes them a competitive threat to
U.5 traders and investors. [135]

Finally, competition is coming from efficient local enterprises
that have grown up in scme of the more successful LDCs. For
example, Japan, which used to be dominant in Asia, is now losino
markets to enterprises of Taiwan and South Korea.

Of the competitors described above, perhaps the most formidable
are those that have had a presence in the LDCs the lorinest.
These ertities have developed effective communications rnetworks
sc necessary to knowivg how to-conduct business in climates where
perscnal contacts and povernment discretion play such important

parts in business dealings.

One often hears the arnpument that because labor costs are lower
in LDCs, American firms should be investing more and produecing
more of their products in LDCs. There are several problems with
this line of argument. In the first place, while it is true that
LDCs have low wape rates and often considerable unemployment, the
number of persons with adequate training to work in Pmericarn-type
production operations is guite small, and these workers are in
very high demand. In most LDCs, the demand for local manapers

13. See Kermeth D. Walters and R. Joseph Monsen, "State—Owned
Eusiness Rbrcecad: New Competitive Threat”, Harvard Business
Review, March—-April 13979, pp. 16@G-170.

14. For a discussion of their shortcomings, see The World Bank,

15. See Joel Davidow, "Multinationals, Host Goverrments and
Regulation of Restrictive Business Practices”, Columbia Journal
of World Business, Summer 198&, pp. 14-19.



far exceeds the available supply. This means that a company
setting up in a develaping country will have to undertake
considerable training; it will also have to pay for a larpe cadre
of expatriate managers.

If a company is fortunate ernounh to recruit some pood local
managers, there is oftern a problem of differing manapement styles
that must first by understocd and then overcome. [16]1 G&tyle
differences can involve such thinops as how staffers at different
line levels are treated and criteria for selecting a contractor.
In time, these problems can be overcome; the point to make here
is that manapemerit talent is in short supply in LDCs, and there
are no inexpensive substitutes.

In the U.S8., labor is expensive and as a consequence, busirness
has developed capital-intensive methods of productior. If a firm
is to really take advantage of the inexpensive labcr supply in
LDCs, it should employ methods of production that are more
labor—-internsive. Wher it was initially observed that U.S.
business was riot using more labor—intensive methods in regions of
low-cost labor, it was concluded that business was displaying a
non—-economic inflexibility. Later studies have indicated that
once a production approach has been introduced and used
extensively within an industry, it is expensive to develop and
use a different production methcd. L1731

There are other production problems in LDCs. Efficient
production requires a predictable flow of inputs, and the flows
in LDCs are often guite unpredictable. Imported inputs might be
delayed because of shortages in foreign exchange or transport
inadequacies{e.g., in Lagos, freighters have had to wait more
than 8 months to unload because of inadequate port facilities).
Also, there can be freguent irregularities in the supply of
electrical current. Rpain, ways can and have been found to deal
with these problems; however, they are not the sorts of problems
that Americar businessmen are accustomed to coping with.

16. See HBrian Toyne, "Host Country Manapers of Multinaticnal
Firms: An Evaluation of Variables Affecting Their Marnaperial
Thinkiag Patterns”, Journal cof Internaticnal Busirness, Spring
1976, pp. 39-55; see also Stanley M. Davis, "U.S. Versus Latin
America: Business and Culture", Harvard Business Review,

Navember—Decemober 19639, pp. 88-98.

17. James A. Lee, "Cultural Analysis in Overseas Operaticns”,
Harvard Business Review, March-Rpril 1366, pp. 106-114; see also

Walters and Monsen, cop. cit.
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4.5 Marketirnio Problems
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Eoth U.S. traders and investors must concern themselves with
marketing problems encountered in LDCs. As has been ment ioned
earlier, markets in LDCs are small as compared with markets in
industrial nations. Beyond this, populations are often spread
over large land areas which, when ccoupled with poor
communications and transportation infrastructure, makes marketino
an uncertain and costly undertaking.

o e o i o e e e o s e b e i e S St P o e it i S S

Ir the vast majority of LDCs, economic policies are such that
aggrenate demand exceeds what can be supplied locally and what
can be provided by the proceeds of exports. As a conseguence,
both the importer and foreign investor are likely to encounter
problems in trying to obtain needed resources. For example,
cement might be needed for constructionj there may be a long
waiting line for locally-produeed cement, and because of a large
balance of payments deficit, the government may be willing to
provide foreign exchange for the importation of cement. Consider
another example: an importer needs foreignr sxchange to import;
because of a payments deficit, the importer might not be able to
obtain the needed foreign exchange for imports. RAs a country'’s
ecorcmic circumstarces worsens, private sector economic
activities are often the first to be sgueezed. The povernment
feels that its first responsibility is to maintain the
consumption level of its citizens. Tha irony of this is that in
the long run, this will just make matters worse because the
economic activities being cut off are the only vehicles a country
can use to emerpe from an economic crisis.

For reasons discussed in earlier sections, a large number of
developed and developing nations are facino urnnrecedented balarice
of paymerts problems: they simply do not have adequate hard
currencies to import what they feel they weed. To deal with
these problems, rew trading mechanisms have been developed. In
esserce, these mechanisms place a reaguirement on the potential
exporter to assist the buying nation deal with its payments
problem. Three of the most popular mechanisms are
counterpurchases, buybacks, and clearing apreement s.

Under a counterpurchase arrarngement, a supplier agrees to find
export markets for a specified value of nocds from the recipient



nation. For example, the Italian fuels monopoly(E.N.I.) has an
arrangement with Russia whereby its natural pas purchases are
limited to what Russia agrees to purchase from Italy.

Urider a buyback arrangement, a ccuntry exports a plant to
ancther country. The exporting country aprees to either purchase
or find markets for a certain share of the plant’s cutput in
future years. For example, Occidental Petroleum has helped
Russia build ammonia plantss; in exchange, Deccidental is
purchasing a portion of the plants' output.

Clearinn agreements are used extensively by Eastern Bloc
countries. Under such arranpements, countries agree to purchase
certain amounts of ooods and services from one another. Over the
longer run, the sales are supposed to balance, but in the shorter
rur, larpe surpluses and deficits might be built up.

Clearly, such trading requirements constitute an additional
complication for a potential Americarn businessman attempting to
do business in LDCs. Where an LDC is in a position to insist on
such arrangements, the U.S5. businessman will have to help the LDC
deal with its balarice of payments problem.



5.0 GOVERNMENT CONTROLS

Irn the above section, attention has focused or basic economic
considerations that have limited U.S. trade and investment
activities iwn LDCs. However, in addition to these econcmic
considerations, the poverrments of LDCs have adopted policies
that have discouraged more U.S5. busiress irivelvement. These
policies, and the reasons for them, are presented in this section
of the report.

There are four primary reasons the poverrments of LDCs have
adooted controls that create disincentives for oreater U.S.
private sector involvement: an unwillinoness to use monetary,
fiscal, and exchange rate policies to reduce excess aggregate
demand pressures, a desire to promote and protect local industry
and related resources, fear of being exploited by foreign
corporations, and a general preference for poverrment rather than
free market determinatiorn over how ecoriomic resources are
allocated and benefits distributed. The restrictions that have
been introduced for each of these reasons will be discussed
below, with illustrations of how they have contributed to
disircentives for greater U.S. private sector involvement.

5.2 Reluctarnce To Rdopt "Western” Policies To Control Expess

Amcng the Westerr, industrialized nations, there is peneral
agreement that conditions of excess demand should be corrected
through the adoption of policies that work through free market
mechanisms. This agreemernt is manifested in the support of the
International Moretary Fund and in the various efforts to codify
free market practices through such mechanisms as GATT awnd the
DECD. So, for example, when a country, either develcaped or
developing, is manifesting excess demand ivn a balance of payments
deficit, the Fund will insist on it adopting tighter monetary and
fiscal policies, a reduction in market controls, and often a
reduction in the value of its currerncy as preconditions for Fund

support.



For variocus reasorns, LDCs and scme developed naticons have been
reluctant to adopt the Fund’s recommerdations. [18]1 Of course, if
the Fund's recommendations are not adopted, the excess demand
will have to be dealt with through other means, and
frequently,these cther means create disincentives for oreater
involvement on the part of U.S. and other foreior businessmen.

Consider, for example, an excess demand manifested in a balance
of payments deficit. This deficit will result in a foreion
exchange shortage, and some method will have to be employed to
allocate the limited foreign exchange. Goverrments will often
attempt to deal with this by- imposing foreign exchange controls.
Through these, interest, dividernds and profits due foreigrers
will ofter be delayed; in addition, the amournt of foreign
currency available for imports will be restricted. Goverrment
bodies will frequently be empowered to determine foreign exchange
allocations through the issuance of licenses, thereby inviting
bribery and cther forms of corruption to influence allocation
decisions. Foreign exchanpe restrictions are by themselves
disincentives to greater foreigrn trade and investment; corruption
makes matters worse. A country might attempt to resclve its
balance of payments problems by imposing import quotas or stiff
import duties. Here again, both the U.S. investor and exporter
are discouraped.

Internally, attempts are often made to resist the effects of
excess demand through the introduction of price ceilings on the
goods in greatest demard. Effective price ceilings reduce the
ircentives to produce the poods in greatest demand, thereby
compournding the problem; frequently, the price ceilings are not
effective and a black market develops. Goverrmernts attempt to
minimize black market activity by giving goverrnment agercies
monopoly power to purchase and sell poods in preatest demand.
These agencies have often been inefficient and corrupt, thereby
exacerbating the problem. [13]

There can be rno auestion that when a country is facing an
excess demard imbalance, whatever steps are taken to correct the
imbalarce will not be popular with certain groups. Consider the
Western free market scluticons. Tiphter fiscal policies mean
either higher taxes, a reducticn in goverrment expenditures, or

reluctarice, see Robert H. Rates, Markets and States in Tropical

Africa, University of California Press, Berkeley, 1981.

139. For documerntation orn how the above palicies have failed, see
The World Bank, RAccelerated Develooment in Sub-Saharan Africa: An
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both. Tighter moretary policy means credit will be more
expensive for both public and private sectors. A currercy
devaluation will cause the costs of imports to irncrease.
However, it is also clear that the selective controls that LDCs
often chocse to impose to deal with excess, such as those
described above, create particular disincentives for foreion

private sector involvement.
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Many of the disincentives to agreater U.S. business involvement
in LDCs stem from their desire to promote local developmert. So,
for example, regulations are established to limit imports that
would compete with the expansion of local industries thought
important to overall national develcpment. So alsc, performance
requirements are imposed on foreign private investors. These
performance reguirements take various forms, such as loeal
employment targets, output targets, domestic value added tarpets,
import ceilings, export goals, limitations on expatriate
employees, the sharing of techriclogies, and local ownership
stipulations. Of course, there is much controversy over whether
these restrictions impede or promote LDC development. [20]

20. For a detailed discussion of these restrictions and how they
can impede lccal development, see Enyirnna Chuta and Carl
Liedholm, "Rural Nor—Farm Employment: A Review of the State of
the Art" Michigan State University Rural Develcpment Paper # 4,
1973; for arpuments that justify scome of these restrictions, see
Richard Newfarmer(ed.), Prcfits, Progress and Poverty: Studies of

Dame Press, forthcoming.



It is notable that developed nations, including the United
States, are discussirnno or actually imposing similar requiremernts
on foreign investors;[21] it is also understandable that
Americar busiressmer would arpue against such restrictiorns in
LDCs. [22]

In ore area, LDC governments' unwillingriess to impose
restrictions appears to be a significant deterrent to oreater
U.5. busiress involvement. This is the area of patent, copyright
and trademark laws and enforcement. Increasingly, infringements
iyyw these areas are a cause of corncern for U.S. business. [23]

U.S. busirnessmen argue that the returns for trade and investment
are oreatly reduced by piratinpo in these areas.
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Over the last two decades, there has been an outpouring of
literature on how multinaticnal corporations have exploited
developing naticns for their own profit and forced the LDCs into
a depewndercy role. Perhaps the most widely read case study was
dore by & group of Nerthwestern University professors on iron ore
development in Liberia.[24] The question here is not whether
these charges are correct; the important point is that they have
made LDCs cautious in their public dealings with multinationals,
ard this cautior has takerr the form of variocus restrictions on

corporate activity.
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21. For example, see Rajan Das, "Impact of Host Government

Countries”, Columbia Jourmnal of World Business Spring 1981, pp.

85-90; see also C. Fred Bergsten, Thomas Horst, and Theadore H.
Morar, "Home Courtry Policy Toward Multinatiornals", Chapter 16 in
International Trade and Fimance, R.E. Baldwin and J.D.

Richardson, eds., 1982.

22. See Interrnaticnal Investmert: A Plan For Action, a statement

of the Business Roundtable, April 1983; see also the
Fowler-McCrackern Commission Survey, cp. cit.
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2. See 1ibid.

24. Robert W. Clower et al, Growth Without Develcoment: An

Eccnomic Survey of Liberia, Northwestern University Press, 1966;

for an example of the literature on cther LDCs. see Andre Gunter
Frank, Dependent Accumulaticn and Underdevelcpment, Manthly

Review Press, New York, 19793.



For examnle, in many LDCs, foreiogn companies are only allowed
to coperate in certain industries, and many of the performance
requirements have beeri irserted in response to fears of
exploitation. [25]) There are also increasing fears in some of the
emerning LDCs for the environment. (261

Taken together, the red tape and repulations erected with the
aim of protecting LDCs from alleged exploitation are indeed
formidable. It shoulcd be remembered, however, that these are
sions of public concerrn, and laroe firms using contacts and the
right tactics are oftern afforded guite different treatment.[27]
The area of corporate taxation is a case where past arrangements
have lead to charpes of "sweetheart deals”. Today, efforts are
being made to conform tax practices worldwide, but ignorance of
what others are doing, differing philosophies of taxation and
court rulirngs that sometimes appear inconsistent with the intent
of a country’s tax lepislation make propress in this area
slow. [281 The results can be overtaxation of corporate
activities; but the results carn also be extremely favorable to
foreior corporations.

With the exception of a few Asian countries, Americans are
bourid to be struck when travelling in LDCs by the extent of
goverrment control over economic activities. In talking with
goverrment cofficials, there is a much oreater fear of negative
effects from free market policies than of nepative effects from
goverrment—contrals tharn is the case in the United States. In
part, this is attributable to the training povernment leaders

—— i i s i et ettt s

25. See R. Das, cn. cit.

26. H. Jeffrey Lecnard and Christopher J. Duerksen,
"Erivirormertal Regulaticons and the Locaticon of Industry: An
Internaticonal Perspective”, Cclumbia Journal of World Business,

Summer 1382, po. sz—g4. T T/ T

27. See Fumihikeo Matsuda, "Aogressive Tactics Launched to Win
Plant Export Contracts”", Business Japan, November 138@, bp.
69-79.

28. For an excellent summary of internaticnal tax develcoments.
see Elizabeth A. Owens and Gretchen A. Hovemeyer, Biblicoraphy on

Irternational Tax Program, Harvard University, 1983.



received in Western universities, both in Eurcpe and in the
United States. In most of the develcoment programs at Western
universities, much time and attentiorn is devoted to market
imperfections and how they impede meaninoful development with
equity. [29]1 The deocumentaticon on the bad effects of market
snluticons is guite convincino, and it does sugpest the reed for
greater noverrmernt interventicon than U.5. firms are accustomed
to. The problem with these courses is that they do not then
examine the shortcomings in the perfcormance of planned ecoromies,
and even if they do, they do not provide core with the pragmatic
tools(if there are such tools) whereby to effectively develop a
government controlled ecoromy.

In short, development courses spend a lot of time on free
market shortcomings; they do rct spend an equivalent amount of
time debunking poverrment control shortcomings. This can leave
the student with the impression that poverrment controls are
preferable. In addition, little time is given to the practical
issues of how to effectively manape a controlled econcmy. The
result is that when students return to their countries and becone
governmerit leaders, they impose government controls that are
often poorly conceptualized avd- poorly implemented.

29. For an interesting article on this phencmencon, see Daniel P.
Moynihan, “The United States in Opposition”, Commentary, Mareh
1975, pp. 31-44,



€.9 OTHER FACTORS

This repcrt has dealt with both economic considerations and LDC
poverrmerit restrictions that tend to discourape oreater U.S.
trade and investment. This section looks at certain other LDC
circumstances that disccourape greater U.S. business invalvement.

Over the last two decades, nearly all LDCs have been associated
with political and/or military activities that have concerred
foreion businessmern. These uncertainties are likely to contiriue
as lono as there is U.S. pressure for LDCs to adopt more
democratic institutions. [381 As mentioned earlier, there is no
shortaoe of information on these urcertainties; in addition to
almost immediate media coverape, there are all sorts of
organizations to help business assess risks in LDCs. [311

While this new information ow risk is undoubtedly of some
benefit, risks remain, and the larger companies that already have
associations with LDCs are likely to be in better positions to
cope with the urncertainties than are firms cornsidering first-time
involvements.

30. As Samuel Hurtirnpton pointed cut in 1968, increasing the say
of the citizerry is likely tc increase the chances for charne:
Political Order in Chanpoino Sccieties, Yale University Press, New

31. E.g., Thowas L. Brewer, "Political Risk Assessment for
Foreign Direct Investment Decisions: Better Methods for Better
Results”, Columbia Jourral of World Busiress, Spring, 15981, pp-
s-12.
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6.2 Expropriation

Expropriation, which in this context means the take—-over of
American overseas investments, is a clear and obviocus deterrent
to greater U.S. business involvemernt. A deterrent effect is
likely to exist whether or not the acticns occur in accordance
with the U.S. povernment interoretation of international
law. [321 There is scme evidence to suggest that the frequency of
expropriations is on the decline. [33] This decline is consistent
with the hypothesis that an expropriation increase occured as
naticns became independent and tcok actions to throw off their
colonial pasts. The decline is also partially attributable ta
the recognition by LDCs that exoprooriation is likely to eliminate
any significant inflow of foreign private capital.

In order to make a determination of the proper U.S. poverrnment
policy tcwards expropriation, several points need to be kept in
mind. Firstly, inasmuch as almost S50% of all foreign investments
in LDCs have been made by U.S. businesses, the U.S. novernment
must strongly defernd these investments.

—

A tougher auestion is whether U.S. government policy should be
to promote additional U.S. investments in LDCs, as the 0ORIC
program currently does by providing insurance against certain
expropriation risks. The traditional argument in support of
overseas investments are that they will result in future profit
remittances, thereby strergthening the U.S. balarce of payments.
Today, there are two additicnal aroumerts they need to bé
considered. Firstly, it is said that an investment must be made
as a precondition to doing business in many developing nations.
Secondly, it is arpued that it is easier to maintain cantrol over
a techriclony if it is used in a plant cwned by a company than if
it is provided through a technical assistance contract. There
are thcose who aguestion the legitimacy of each of the abave

arguments.
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3Z. Under the U.S. interpretaticn, expropriation should rncot occur
unless the takirno: a)is done for a public purpose; b) is
acccmplished under due preocess of law; c) is rovi—discriminatory;
d) does not viclate any previcus contractual arranpements between
the naticrnal or company concerned and the govervment making the
expropriaticn; e) is accompanied by praomot, adeauate and
effective compensaticorn. (Taken from a "Statement by the President
orn Interraticral Investmernt”, Seotember 9, 1983, p. 5.)

33. See U.S. Department of State, Bureau of Intelligence and
Research, "Disputes Irnvolving U.S Private Direct Foreign
Investment: March 1, 1988-September 30, 1982".



However, in order to pet a balanced perspective of the pros and
cons ors this issue, it is important to understand the views of
LDCs towards these investments. Empirical studies show that
expropriations cccur most freouently in the extractive
industries(i.e., oil and mirnerals. [34] A sipnificant number of
expropriations have alsc cccured in utilities, transportation,
and finance. Relatively few have occured in manufacturing and

other sectors.

Regarding extractive industries, LDCs view these as
non—-renewable assets and believe that they should have oreater
control over their exploitatiorn then they can when they are owned
by foreipners. Utilities and transportatiocn sectors are viewed
as vital to national security and again, there is a desire for
control. Rightly cr wronogly, LDC povernments have always been
suspicious of foreion banking cperations, believing they should
do more to promote local industry. [35]

One troubling aspect foreion investment in LDCs "...relate to
the special rights derived from ownershio, which theoretically
extend to perpetuity."[36] When a country accepts a foreign
investment, it pains access not only to financial resocurces but
also to entrepreneurship, management skills, technical kriewledoe,
and orpanizatior recuired to put these assets to effective use.
As time passes, an LDC's capabilities in these areas will
increase, and a point is usually reached where they seriocusly
question the need for ocne or more these foreiogn services.

Indeed, there are numerous examples of LDCs that have learned
their lessons well and where local industry successfully competes

in international markets.

34. David G. HEradley., "Managing Ropainst Exoropriation”, Harvard
Business Review, July—-Rugust 1977, pp. 75-83.

39. For a fuller discussion of these views, see Rabert 6. Hawkins
and Norman Mintz, "BGovervment Takeovers of U.S5. Foreiogn
Affiliates", Journal of Internaticrnal Business Studies, Spring

1976, pp. 3-16.

36. Peter P. BGabriel, "MNCs in the Third World: Is Conflict
Unavoidable?”, Harvard Busirness Review, July-August 137&, pp.
93-122.



Ivi these circumstances, scome have doubted whether the interests
of either develcped or developino countries are served by
traditicnal forms of direct foreign investment. As orne expert
sungested back in 1372, "...it is hard to resist the conclusion
that the era of the MNC as a traditional direct investor is
coming to an end in less developed countries."[371 GSince then,
foreign busiriesses have develcoped rnew working relations with
LDCs. DOrie of the most popular is to provide management and
technical assistarnce services under contract to LDCs. Toa cite but
one exambple, an Africar country naticonalized the tire industry
several years back, taking over the operations of a large foreion
corporaticon. The foreion corporation now has a service contract
with the poverrment. The author of this report was told that the
management fee is more lucrative than profit remittarnces were
formerly. Recently, because of a balance of payments crisis and
ideclenical reascns, all profit, interest and dividend payments
were suspended; nevertheless, the mananement fee continues to be

paid in hard currency.

The above discussion raises interesting gquestions concerning
what rcle, if any, the U.S5. goverrment should play in the
promotion of U.S. irnvestments in LDCs. It alsc sugogests attention
should be piven to develobping new goverrment mechanisms to
encourage the sale of U.S. technical and management services to

LDCs.

In some LDCs, bribes and what U.3. businessmen would see as
blatant conflicts of interest are the accepted ways of doing
business. For example, in ore large Asian country, licernses for
foreion concerns to do business are handed cut by the Ministry of
Foreign Affairs. The Minister is alsc a senior partrer in the
country’s laroest law firm, and it is understood that one should
hire his firm to obtain the busiress license.

Corsider arncther example. While LDCs are afraid of being
exploited by multinational corporations, their laws rarely
reflect the concern for competition that serves as the basis for
U.S. anti-trust laws. Sirnole firms dominating the market are

cammors iv LDCs.

37. BGabriel, op. cit.
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Givern these realities, there is scme auesticr as to whether
U.S. laws should aoply tco U.S5. coroorations coerating coutside of
U.S. beoundaries. It has been noted that the United States is the
cnly courtry that makes its arnti-trust laws apoplicable to its
foreion as well as domestic commerce. [38]1 Similar cbservations
have beer made about the Foreiorn Corrunt Practices Act. Detailed
attention has beern pivern to how U.S. laws might be chanoed, [391]
and it now appears that charnpes are underway. [48]

38. See Davidow, cop. cit.

39. See Raymord Verrnon, "Antitrust and Interrnaticnal Business”,
Harvard Busirness Review, Seotember-Dctcber 1968, pp. 78-87

4. Pr example of charnge is the poverrment’s recent decision to
allow U.S. computer companies to pocal certain types of
information and work together in internaticonal markets.
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7.2 RECOMMENDATIONS

At the cutset of this report, it was suppested that the
worldwide recessiorn, high U.S. interest rates, and an over—valued
dellar are probably the most important deterrents to greater U.S5.
busirness irnvolvement in LDCs. Quantitative estimates of the
importance of these factors are subject to various reservations,
but the modelling work that has been done are at least indicative
of the magnitudes involved. For =xample, William Cline has
recertly developed alternative scenarios for LDCs based upon
different growth rates for industrial countries. [41]Using as a
sample the 19 LDCs facing the most sericus debt problems, he
estimates that the 1986 exports of these countries will be $304.7
billion if irdustrial countries orowth rates have rebounded to
3.5% armually by then. If industrial countries come ocut of the
recession more slowly arnd are only growing at a 1.5% rate by
1986, their exports will only amount to $254.3 billion. Under
this latter, more pessimistic scenario, Cline estimates the debt
problems of these countries will be almost unmanagable, with the
overall net debt to export ratio of 2.2@; in contrast, if
industrializea countries are prowing at a 3.5% rate, the overall
LDC debt to equity ratio will be a far more managable 1.41. Of
course, the LDCs will be able to attract more foreign investment
and be able to purchase far more imports under the more

optimistic scenario.

The value of the dollar is closely tied to U.S. interest
rates. So long as rates remain high, capital will continue to
enter the United States. This capital inflow keeps the dollar
strong, despite our worsening competitive position which is
manifested in projected trade deficits approaching $12@ billion
armually. Putting it somewhat differently, high U.S. interest

41, William R. Clire, "Internaticrnal Debt and the Stability of
the World Econcomy", working paper 4 in the Peolicy Analyses in

Irternaticnal Ecoromics series of the Institute for International

Ecorncmics, September 1983.

42. In passino, it should be rnoted that reducing the size of the
U.S5. poverrnment deficit-the sclutiorn often out forrth to reduce
irterest rates-will have a deflatiornary effect ard hernce work
apainst the recovery. To this author, the best sclution is ta
have the Federal Reserve buy up a sufficient portion of the
deficit sc that irnterest rates move downward. Of course, the Fed
should at the same time keep arn eye or the domestic inflation

rate.
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ratesl42lare keeping the dollar from falling to values rneeded to
bring our trade balance back to equilibrium. As a result, our
exports are artificially low(expernsive) and cur imports are
artificially high(irnexpensive). The overvalued dollar worserns
LDC debt problems and reduces American Jobs in export

industries.

Concerted efforts ori the part of industrial nations are needed
to end the worldwide recession and to reduce the value of the
dollar relative to other currencies. Such steps are "positive
sum games” in the sense that all the nations of the world will
benefit. In contrast, the current efforts of poverrments to
defend their jobs through higher protective walls and subsidized
export promotion schemes are "negative sum pames” in the sense
that these efforts are costly and are likely to hurt all
nations. The President should call for another ecoromic summit
to initiate the reeded actions.

There is ample documentation that controls imposed by the
governments of LDCs are limiting U.S. business involvement in
these countries. The most important areas requiring further
codification involve: tariff and ron—tariff barriers to trade,
regulations on foreign investments, government-sponsored trade
and investment promction schemes, and information flows(including
the protection of "intellectual” property).

Because the interested parties have conflictino agerndas and are
often not aware of the problems facing others, it is important
that these matters be discussed in arenas where all interested
parties are represented. Such discussions tend to gerierate
urderstanding and respect for the legitimate coricerns of others,
which in turn can lead to appropriate compromises.

Unfortunately, the last decade has seern a fragmentation of the
dialogue and the development of warring camps[43]. Some of the
best work cn foreiorn investments is beirng done by varicus
committees of the OECD, an crpanization whose membership is
restricted to developed nations. UNCTAD has done scome excellent
work on trade guestions, but Western rnations see this
organization as a captive of the LDC blcocc. The ILO has done and
continues ta do gocd work on labor standards, despite the abrupt
withdrawal and return of the United States. In the area of trade

43, Meetings centering arcund the GATT have tended to be the one
exception to this rule.



barriers to information flows, many RAmericans view UNESCO scolely
as a spokesman for LDEs and yet in this author’s view, some of
the best work on what is happening and its legal ramifications is
being done by UNESCO's Commission on Transnational
Corporaticonsl44] Because of disagreements over certain provisions
in the Law of the Sea Treaty, this Administration chose to walk
out on the Law of the Sea repotiations rather than to continue
the dialcgue; and yet U.S. corporate executives interested in
exploiting the oceans’ wyescurces today express real ambivalences
over whether or rnot we should be treaty signatories.

The United States is a major financial supporter of most of the
internazticnal agencies(both within the UN and ocutside) intended
to increase the level of codification. It is high time the US
reviewed the work of these agencies. These reviews should rnot
focus on whether the orpganizations have traditionally supported
U.8. interests; instead, the question should be which of these
organizations have developed the data bases, broad
constituercies, and the legitimacy rneeded to hold fruitful
dialogues and work out apreemernts on these complex codification
issues. The orpanizations that receive positive reviews should
be given contirued support; eaqually important, the U.S5. should
insist on an appropriate allotment of senior slots and send
highly gualified persormel to fill them. The U.S8. should
withdraw support from those that have degenerated into simplistic
polemical societies.

The U.S. should also review the appropriateness of these
organizations as nepotiation sites for ail of the interested
parties. For example, as was suggested above, the OECD is not
the proper orpganization to host regqular meetings between
developed and developing nations. If organizational paps are
found, new entities should be established or the charters and/or
membership regulaticns of existing orpganizations should be
changed.

Another question that warrants a new "institutional” review
concerns efforts to codify the investment practices of LDCs. At
presert, there are three ways in which this is being attempted.
Firstly, U.S. firms are negotiating their own investment
agreements with LDCs. Secandly, the U.S. goverrment is
negotiating bilateral investment treaties with certain LDCs.
Finally, the U.S. is participating in negotiaticns at the DECD
and other multinational bodies to codify investment practices.
One can ask whether it makes sense to be active in all three

44, See, for example, “"Trarnsnational Corporations and Trarnsborder
Data Flows: An Overview”, Commission on Transnational
Corporaticons, UNESCO dccoumernt, E/C.1@/87, July 6, 1981.
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areras at the same time or whether some conscalidation of activity
is warranted.

AID has an important, albeit indirect, role to play in the
ccdification process. Rs part of the policy dialogue initiative,
AID field staff should discuss codification guestioris with their
LDC counterparts. These discussions should be done in
recognition of the fact that the middle level LDC goverviment
officials that AID staff usually meet with will someday be senior
government officials. The primary purpose of these discussions
should be to explain how the absence of codification works
against the developmert interests of the LDCs. [431 These
discussions should not be based on "leverage” considerations,
i.e., what the U.S5. can force a country to do. There is little
point in applying pressure at this level. Further, there are
real auesticrns about whether can apply any sort of leverage so
long as the bulk of its assistance portfolio is in project
form. [46]

45. These dialocgues will rarely be one-way streets. Usually, the
AID staffer will also pet insights into problems facing the LDC.

46. For an excellent discussion of the potential of influencing
LDC policies throuph leverage, see U.5. AID PPC/Evaluation Staff,
"The Use of Propram Loans to Influernce Policy”, Evaluation Paper
1A, March 1370.



Earlier on, guesticons have been raised about the desirability
of devaoting additional U.S. poverrment resources to the promotion
of new U.S. investmerits ir LDCs. The issue is complex, and this
report does riot reach definitive conclusions on the matter.
However, in light of the previous discussiorn, it does seem
appropriate to recommend that oreater efforts be made to promote
U.8. trading activities with LDCs..

Consider the fairly typical case in which an LDC wants an
industrial plant and associated techrnolcgy. The traditional
appraach wcould be for arn Pmerican firm to make a direct
investmert in that country that would would give it title to the
plant and the products generated by the plant. Ordinarily, the
firm would be reluctant to transfer techriclogies and frictions
would be penerated. An alternative approach, and one that is
becoming increasirngly popular from many standpoints, is for an
American firm to do a feasibility study, obtain the financing on
credit for the LDC, and serd a team out to manage the plant and
market the resulting product. Under such an approach, the
American firm would enter into a contract with the country to
provide training, financial, management and marketing services to
the LDC. Payments for training would be de facto payments for
technoleogy transfers, and this is likely to be an arrangement
that is far more satisfactory to all parties involved than the

traditional "investment means perpetual title" approach.

Such an arranpgement has a number of attractions but there are
few if any goverrnment programs to support such activities.
Service contracts canrncot be insured apainst contingencies such as
DPIC guarantees Americarn investments against, and there is
nothing in the existing AID programs to support such approaches.
1t is reccommended that U.S. adopt programs to support the sale of
such services both within and cutside of RAID.

Mcre specifically, DPIC or scme cther organization should be
mandated to provide service contract insurarnce. In addition, AID
should re—-examine the mecharisms and incentive structures through
which American techniciarns and manapers are paid co work in LDCs.
At presernt, AID provides services to LDCs through varicus
technical assistance arranpgemernts. However, there is nc
mechariism to encourage the recipient countries to assume the
costs of these services. Ivi addition, U.S. manapers and
technicians usually work through cost—-plus contracts for RID.
Urnder such arrangements, there are no incentives for the service
personrnel to do exceptional developmernt work. Instead, the



incentives are for them to file reports on a timely fashion.

The report has documented that only large American firms are
actively involved in trade with LDCs. The report has concluded
that the primary reason for this are largely economic: the
investments and risks associated with breaking into the L.DC
markets don't warrant the effort. That smaller U.S5. firms do not
csell to LDCs is unfortunate inasmuch as they are oftern more
efficient and produce mare technolagically—advanced products than

larger firms.

I1f these smaller firms are to sell to LDCs, they will rneed
marketing "brokers". These brokers will have a number of roles to
perform. Firstly, they must repister to do business in LDCs, an
activity that is only cost—effective if a firm has a wide array
of products to sell. Secondly, the broker must find ways to
finance the sale of the product, either through some form of
commercial loan or through countertrade activities. To find
countertrade opportunities, the broker will have tc assess LDC
export prospects and find new markets for its products.

The Export Promoution Rct was irntended to spur the creation of
such brokers by a) allowing U.S. banks to buy equity in them ard
b) allowing U.S. firms to join together in an export "cartel”
without fear of prosecution. In fact, no trading companies have
come into being as a result of the Act’s provisions.
Noretheless, several U.S. trading companies have emerged in
recent years, presumably as a result of market forces. The Sears
World Trade Corporation has been set up by the parent Sears
Roebuck, and the Eoles World Trade Corporation has been
established with +the support of orivate investors. Irn addition,
a number of U.S. multinational corporations are increasingly
enpaging in countertrading activities. 1t remains to be seen
whether these crpanizations serve as brokers for smaller U.S.
firms or whether they ernd up simply praoviding more effective
marketing charmels for existing U.S. exporters.

Despite these urncertainties, it is reccmmended that AID supoort
Americarn firms that appear capable and willing to take on brcoader
trading respcnsibilities in the following marmer. Traditionally,
AID pays consulting firms to idertify and design projects for RID
funding. These projects are usually direct
povernment —to-government operations, and their record for
sustainability after AID monies have ceased are not impressive.

1t is propesed that represerntatives from trading companies be

AN



made part of AID's sector assessment and project
identification/desion teams. Whereas in the past, such teams
mipht identify five projects for exclusive AID fundirp, it is
hypothesized that the trading representatives would attempt to
firnd nen—AID sources for project funding. They would attempt to
develop projects that were commercially barkable; in addition,
they would lcok for cpportunities to firnance projects through
counter-trade activities.

Why would orne expect different behavior from these firms than
the firms that AID usually employs to desiogn projgects? The
theory is that the trading companies are interested primarily in
gerierating commission monies from the sales of goods and services
both into arnd out of LDCs, activities that potentially yield far
higher returns than cost-plus contracts with AID. The theory is
plausible enough to warrant testing.

There are some who will arpue AID should not employ firms that
have the chance of profiting from their desiorn work. Irdeed, The
World Bank consulting contracts explicitly exclude persons who
have the chance of profiting from follocw-on activities. However,
this is net the case at AID: it is common for firms that have
assisted irn the desion of projects to bid on and win the
consequent project implementation contracts.

There is admittedly a danger that some abuses will be
ericountered, but cne has to put these dangers against
possibilities that through such arrangements, AID morniies will be
leveraged into greater development and trade bernefits than has

beeri true in the past.

There are scme immediate and longer-term steps that AID should
take to involve tradivp companies in its development efforts.
Immediately, representatives of trading companies should be hired
as consultants to participate in AID's project idemtificatiorn and
design work; they should also be asked to work on sector
assessments and AID's country strategies. Their job wcould be to
find ways to "leverage" RID's monies by developing commercially
viable projects and loocking for counter—-trade possibilities. If
this worlk appeared to be bearirng fruit, AID should ask for bids
on a new indefinite cuantity contract for progject iderntification
and desion that enccuraped the involvement of trading companies.

There is a second type of brokering that is wneeded if the
smaller U.S5. firms are to be involved in LDCs. Technolopies are
increasinaly complex, and firms that can relate the needs of
developing countries to the emerging techneologies are reguired.
That is, brokers are rneeded that can find the technologies that
are most applicable to the needs of LDCs. There are example of
AID bhiring such techrnology brokers. The most recent example is
prabably the erergy field where RID hired a number of firms to



fird applicaticns for fossil fuel substitutes being developed in
the U.5. and cther countries. Of course, RAID has hired land
grant ccllepges for many years to play a technology broker role.

There is a cuestion concerning what position the U.S5.
goverrnment should take on courtertrade activities. On the one
hand, these activities are in violation of free trade principles
inasmuch they tie the purchase and sale of different goods
together. However, it appears that such arrangements are
beccming increasingly popular, and that large American firms are
involved in them. It is beyornd the scope of this report to make
recommendations on these activities. However, the U. s.
goverrment should continue to monitor these activities and reach

a policy pesition regarding them.

The RAID staff reflects arn amalgam of talents that were deemed
important as the foreign aid prooram historically adopted riew
areas of emphasis. [471The most recent enthusiasm was the "New
Directicns Mandate” which was intended to eliminate hunger and
poverty in LDCs by focusing AID's development activities on rural
areas and by attempting to satisfy basic human needs for food,
education, arnd medical care. During this pericd, attention
turned away from macro economic policies and infrastructure
reeds; most importantly, little attention was niven to how RID’Ss
initiatives could complement a sustainable develcpment dynamic in
which foreign and domestic private erterprise played the dominant

role.

Duriro this pericd of concern for the pcor which started in the
early ’'seventies, AID hired numercus area specialists,
sociologists, anthropologists, attorveys, and experts on the
delivery of public sccial services. These proups demonstrated
1ittle urderstanding of what was esserntial to initiating a
sustainable growth processes; indeed, it is fair to say that many
of them slcwed cr derailed lecitimate develapmernt initiatives by
focusing on the costs of chanoe rather than the bernefits of
develapmert and by arguing cver differing legal interpretations
of the AID lepislative mandate. [481 In the early days of our

47. For a history of these views, see Ellictt R. arnd Victoria A.
Merrss, U.S. Foreion Aid: An Assessment of New and Traditicnal



foreign assistance program, AID recruited leading econcomists to
fill senicr policy slots in the Agency. Tcday, there are very few
econcmists in senicor AIT positions, and overall, there are not
riearly encuph ecorcmists in the field to pursue the policy
dialogue recommerded earlier.

In recommending charnges irn AID staffing patterns, it is
importart to learn from past mistakes and not push too hard for
the latest development ernthusiasm. Until the legislation
changes, AID is intended toc be an agency that promotes American
AID is rnot intended tc be a trade promotion vehicle for U.S.
corporations; it is certainly not intended to subsidize the sale
of military equipment to LDCs. :

In light of the abecve, there are three areas in which RAID’s
persornel reed to be supplemented. Firstly, there is a need for
more econcmists who have specialized in internationai trade and
finarce rather tharn those with strictly development ecoriomics
backgrounds. Secordly, and in-a closely related area, ARID should
start recruitino persons that have MBAs with a specialization in
irternational business. A rumber of universities, have advance
degree programs where students must study both public policy and
busiress that focus almost exclusively on LDCs. Students from
such rrograms should alsa be recruited.

Finally, AID needs to recruit more technolopgists to interpret
the significance and applicability of the emerging techriolcgies
for LDCs. AID is not a trade-promotion agency, but AID should at
least be in a position to facilitate techrolagy transfer as
needed where the U.S. is the technology leader. Communications
is arn immediate area which comes tc mind, but there are others.

It is worth examining the potentials for chavige through rnew
recruitment. Overall, the AID arnual attrition rate is 12%. [431
Sirce the clerical and urnskilled cateoories turn over more slowly
than the professicnals, it can be conservatively estimated that
the attriticorn rate amcng orofessiconals is 20%. However, AID has
entered intoc an agreement with the Office of Management and
Budget to reduce its cverall staff total by slightly less than 7%
betweer ricw and 1386. Alsac, it should be kept in mind that AID
will have to continue to hire in areas where it is losing staff.
Putting all of this together, AID would he doing extremely well
if it could make charces iv its staff alono the lires reccommended
of 9% armually.

49, Memo from R.T. Rollis to K. Kammerer, "Permarnent Full Time
Employment”, April 23, 1983.
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Fortunately, recruiting is not the only way to charnnge the
orientation of AID's staff. New trainino programs carn also play
ar extremely important role in the re-crientation effort. It is
recommernded that a new training program be established to equip
AID staff with the skills that have been cutlired above as
reeded. Critical tc the success of this traininn program is
finding a program manaper sensitive and sympathetic to the rew
rieeds. This person will have to go cutside of RID to find
teachers and educaticnal material.

1t should be emphasized that we are rnot here talking about a
propaganda program; rather, a very concrete program that focuses
or the rneeded skills and how the RID staff should make use of

them is being recommended.

Currerntly, AID halds shart training courses for headqguarters
and coverseas staff in Washington on a variety of topics. In
addition, regicnal seminars are held occasionally in LDCs that
provide a useful training role. Both approaches should be
emplaeyed to transfer the reeded skills. In light of the
excessive cable anc paper traffic that now exists, it cannot be
expected that cable/paper flow will contribute significantly to
the reeded skills transfer. :



APPENDIX

U.S. TRADE AND INVESTMENT PERFORMANCE

U.S. trade and investment performarce, both world-wide and with
LDCs, has beeri and remains impressive. As Table 1A indicates,
the United States remains the leading world exporter, followed by
West Germany and then Japan. The table shows that as a result of
the oil price increases that toock place in the ’'seventies, the
U.S. market share fell to 12.7%, an 8.7% drop. Durinpo this
pericd, Japan was able to increase its market share, but the rest
of the irndustrial countries suffered a dramatic reduction in
market share. The cil exporting countries increased their share,
but so also did the norn—oil exporting LDCs.

Jable 1A. Expcrt Performance, 1371, 1381
_____ 197y 198y __ 1971-81
percent
Rengion $ bill. - $ bill. . change
World 313.7 100. @ 1842.7 100. @
Industrial Countries 247.7 77.6 1227. 4 66.5 ~-16.5
of which:
United States 44,2 13.8 233.7 12.7 -8.7
West Germany 33. 1 iz.2 176.1 2.6 -27.1
Japan 24.1 7.6 151.5 a.2 7.9
Dil Exporting LDCs 21.8 6.8 272. 4 14,8 117.6
Non-0il Export. LDCs 48,8 15.3 321.2 17. 4 13.7
Source: International Moretary Fund, Internaticnal Financial

It is alsc interesting to examine how well U.S8. exports to
develaping countries have done relative to exports from cther
developed nations. Information on this subject is presented in
Table ZA. bBoth before and after the oil price inereases, the
United States has exported a oreater share of its exports to LDCs
thar have cther incustrial rations. West Germany, the world's
second larpest exporter, sells a considerably smaller share of
its exports to LDCs; in contrast, Japan sells a somewhat greater
portion to LDCs. A compariscon between 1971 and 1381 data indicate
that arn increasing share of U.S5. exports po to LDCs.
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________ 197y _____.i®ser
ori— iov—
Industrial ail oil oil oil
Country export. export. total export. export. total
A1l 14.9 3.7 18.6 14.8 8.3 23.1
of which:
United States 25.4 5.0 3@.4 31.8 8.9 40.7
Germary 5.0 2.9 11.9 14.@ 8.7 22.7
Japar: 30.4 S.5 35.9 31.1 15. 1 46.2

Source: Internaticnal Monetary Fund, Direction of Trade,
variocus issues.

.———.———_-——..—-_—_.————._——_.—._—_.—_.__.__._._._.-.._.—..—_.—._..._..—_—-_.__....-..—.—.—_—.___--—_.—_—_..—

Consider next investment performance. It should first be said
that apgrepgate investment data are not very reliable because
investment flows are not comprehernsively monitored and because
there are complex accounting problems associated with both the
valuaticon and measurement of investments of overseas
subsidiaries. The best comparative information on the private
investmernts of industrial countries in LDCs is assembled by the
Organization for Economic Cooperation and Development (DECD) on
the members of its Developmert Assistance Cammittee (DAC). 11

Table 3A provides information on total investment capital in
LDCs made and cwned by DAC members. It indicates that the U.S5.
owns about crne—-half of all the capital investments that have been
made by industrialized nations. The United Kinodom remains the
second—largest owner of capital stock, and Japan is now
challenging West Germany for the third position.

1. DAC countries include: Australia, Austria, EBelgium, Canada,
Dermark, Finland, France, West Germany, ltaly, Japan, The
Netherlands, New Zealand, Norway, Sweden, Switzerland, the United
Kimgdom, and the United States.



Table 3A. Industrial Count.'ies Shares of Their Investment Stock irn

1971 1981
Country $million # % millicn %
Total DAC 42,712 1092 131,252 120
of which
United States 22, 300 S5e 63,118 48
United Kinodom 9,912 14 14,713 11
Germany 1,942 4 11,5590 9
Japan 1,218 3 11, @eR a
Frarnce 3,83& 9 8,674 7

e —— e 8 e e e R T e — — e e . ————

A better measure of recent investment activities is provided by
investment flow data, and this informaticn is presented in Table
4A. It appears that the United States is maintaining its fifty
percent share of private foreign investments in LDCs. It also
appears that Japan is moving agoressively in the investment
field, and France scmewhat less so.

Average Arrnual
Growth Rate,

Country 197¢-72  1979-81 1970/72-1973/81
Total DAC 102, « 10, & 14

of which

United States 47. 3 48. 2 14

Japan 6.1 1@.9 22

Germany 11. 4 1@3.1 13

United Kiwngdom 8.6 8.9 15

Frarnce 9.7 7.3 18

Scurce: DECD, Irnvesting in Developing Countries, Paris, 1983,

Let us consider rnow the conclusions that can be drawn from this
brief emoirical review of the trade and investment activities of
developed nations. It was to be expected that the dominant
econcmic position the United States fournd itself ivn at the end of
Werld War Two would deteriorate somewhat as the warring nations
of Eurcoe and Jaoan were reconstructed. Further detericration
was to be expected as the emerging nations of Latin America and
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Asia became increasingly competitive. Despite this and despite
expensive effarts by governments of other industrial naticns to
promote foreion trade and investment (and with developing nations
in particular), there has beer little detericration in the
dominant position of the United States. The United States has
lost a very small portion of its share of the world export
market, and arn increasingly large portion of its exports po to
developing rnaticns. Traditionally, the Uriited States accounts
for about half of all private investments in the developing
world, and this portion seems to be holding up. [2]

2. To the author of this report, the above suggpests that the W 5.
private sectcr is not in desperate rneed of poverrment assistance
to remain competitive. I1f the exoerience of other industrial
naticns should teach us anything, it is that poverrnment
assistance is more likely ta create inefficiencies and reduce
competitive standing than it is likely to yield lorno-run
berefits.



