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on Us 8. Foreign Investment, 1920-1953

_;',ﬁﬂ',Aﬁrelatively:lawwrate’of’return“on‘foreign investment, as com
pared with either domestic yields or the risks of foreign investment, he
~often been cited as a limitation on the outflow of private long-tern
United States capital. As a step toward evaluating this proposition
calculations of the yield on outstanding United States foreign inve
- ments during the 1920-1953 period are made in this paper; it is shown
- that yields on these investments have been fzirly high over the whole
-~ bperiod, and in the post-World War II period have been substantially
~ ligher than comparable domestic investments. A relatively high yield
‘existing investments, however, does not necessarily indicate that pro-
spective foreign'investments/would'be'equally profitable, And even if
- prospective foreign investments should, as is likely, yield more than
eimilar domestic investments, there would remain important deterrents
an accelerated international flow of investment funds which, as will b
discussed, are related not to objective economic considerations (such-
prices, wages, and productivity) but to policies and attitudes of fore
governments.,

The average yield on foreign investment in the post-World Var
period has been considerably higher than during the 1920's, The rise
vields since the early period, after a sharp decline in depression years,
has; however, reflected diverse movements in the rate of return to the tw
main components (differentiated as to form of investment) of over-all for-
elgn investment. As detailed in the second section of the paper, ther
has been a substantizl rise in the yield on United States direct invest
ments abroad, largely representing investment in branches and subsidiari
of United States companies, since the early pericd; on the other hand,
yields on portfolio capital, largely representing foreign bonds and secu
rities, have declined cver the period. 1/

Direct investments, which amounted to about 60 per cent of out L
standing foreign investment in 1920, now represent almost 75 ver cent of =
all long-term investments abroad. In the third section of the paper,
yields on foreign direct investments are compared with rates of return
on domestic investment.

1/ Foreign investments are classified according to figures present:
by the U. S. Department of Cormerce; direct investments are at book val
and portfolio investments at market value. Direct investments represent
(1) United States equity in foreign-incorporated companies in which -
American investors have an important voice in management and (2) invest
ments in and advances to foreign branches of American companies. All
other long-term capital abroad -- including stocks, foreign dollar bond
forelgn currency bonds, real estate, and bank loans of over one-year
maturity -- is termed portfolio investment.

NOT FOR PURT.TOATTON



d on Foreign Tnvestment

o  Tablel
Yield on U. S. Foreign Investment

Rate of return
adjusted for

Current rate change in
of return capital values
1953 6.8% 6.l
- 1920-1930 6.1 6.5
1931-1939 3.8 1,2
- 1940-1945 L.5 57
- Portfolio
TI920-T953 Lol 2.9
1920-1930 5.3 Lia5
1931-1939 4.0 -0,2
19L0-1945 3.0 5.5
Direct
TT1920-1953 8.6 8.6
1920"1930 61 9 80 2
1931-1.939 3.7 2.0
1940<19L5 5.3 5.9
19L6-1953 15.0 15.0

Note: The yields on foreign direct and portfolio investments
are calculated in two ways. By the first method current income
receipts are compared with outstanding investments (column I of the
appended table and first column of Table 1)s In addition to the
effect of current income receipts on yields, the second method
allows for the influence of variations in the capital value of out-
stending investments on the rate of return over the period in ques=
tion by considering such variations as a loss or gain in income
(colunn J of appended table and second column of Table 1). Varia-
tions may occur through changes in the market price of portfolio
investments, through the effect of exchange rate variations on the
book value of direct investments and on the dollar value of foreign
currency securities, and through the effect of liquidation losses
upon direct investments., This adjusted rate of return is particu~
larly useful for evaluating investor experience with portfolio in-
vestments where there is continuous market appraisal of outstanding
securities. Direct investments, however, largely take the form of
flows through home office and intercompany accounts and there is no
continuing valuation of these assets on the basis of market supply
and demand conditions,. Therefore, the second technique when
applied to direct investments does not yield results completely
comparable to those obtained by adjusting the return on portfolio
investments,




-3 - Tield on Fereign Investment

f investment flows

_ - Forelgn investment yields are calculated for the 1920-1953

period as a whole and for four shorter periods -~ the twenties, the thir-
ties, World War II, and the postwar period -- marking different phases of
‘investment experience, as may be seen in the appended table. E

, There were substantial net outflows of portfolio capital,
largely representing investments in foreign dollar bonds, during each
yeer of the twenties, and the last large outflow occurred in 1930. In
each year from 1931 through 1939, there were net inflows on portfolio
account. There was some recovery in the outflow of portfolio capital
during the war and a more substantial recovery in the postwar period,

The net outflow is still small relative to the twenties, however, largely
because of a sharp decline in new issues of foreign dollar bonds. ‘

Direct investments show z broadly similar pattern in the four
perlods. Woderate outflows during the twenties, when direct investment
flows were smaller than portfolio investment flows, were followed by
reduced and relatively insignificant net outflows during the thirties.
Whelly as a result of re-invested earnings, direct investments abroad .
rose moderately during the war. And in the postwar period direct invest-
ment flows recovered to a considerably higher rate than during the twen-
ties and have become relatively much more important than portfolio
capital,

Yield on foreign investment

Rates of return in the four periods have followed a pattern
similar to that for investment flows. As would be expected, yields have
been high during periods of heavy investment abroad and have been low ‘
when investment has been small or when there has been net disinvestment,

On the basis of the adjusted rate of return, large portfolio
investments during the twenties yielded L.5 per cent, and this yield
turned very slightly negative in the thirties when income payments from
abread and net repatriations of investments were not sufficient to of f=
set depreciation of outstanding investments. A rise in the market value
of foreign securities, largely Canadian, during the war mostly accounted
for the rise in yields to 5.5 per cent over that periods In the postwar
period portfolio investments yielded about 3 per cent. The lower yield
in the postwar period compared with the twenties is consistent with the
trend in interest rates on domestic governmental and corporate bonds.

The relation of the adjusted rate of return to the current rate
of return reflects variations in market values. Although aggregate in-
come payments during the thirties were fairly well maintained relative to
the twenties so that the current vield fell only to L per cent, sharp
declines in market values turned the adjusted yield negative. Though at
a more moderate tempo, there were reverse movements during the war period.
An adiusted rate somewhat below the current rate in the postwar years is
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the fact that the 1949 devaluations reduced the dollar s
ing foreign currency securities by somewhat more than
sed the value of outstanding'fOreign.dollar bonds;}/

The adjusted rates of return indicate what investors a

during each of the four periods. Considering their experienc

fle'l920f1939'pErio&,'covering'a'full~cycle of boom and d
yraté'of“returnfwas,ébdﬁt-2;5 per cent. By including th

: periods, when prices had recovered somewhat, holders of
ipital showed a rate of return since 1920 of near 3 per cen

, The~adjusted*yieldfon'direbt,investmenis.duringfthextwen
was over 8 per cent,:reflecting,nct-only'thearelationShip'betwéen,

~income receipts and the value of investment but also some apprecia

- exchange rates. 1In addition, it is probable that the amount by wh
the difference between values outstanding at the beginning of 1920
the end of 1930 varies from the net outflow of investment during t
period reflects a substantial statistical discrepancy. If this di
crepancy were eliminated, the yield during the period would be low
than 8 per cent, probably in the order of 6-7 per cent, or approxi
the same as the current rate of return during the period,

The decline in direct investment flows during the thirti
accompanied by an equally sharp reduction to 2 per cent in the adju =
vield on investment. Despite a net outflow of investment, the book value
of direct investment declined from 1930 to 1939 largely as a consequ
of exchange depreciations during the early thirties and perhaps, aga
some variations in reporting, After some recovery in yields during +
war, the rate of return turned sharply upwards to 15 per cent during -
postwar period. The data imply that the postwar yield is almost whol
attributable to the relationship of current incomes to book values as
exchange fluctuations have apparently had little influence on the valua-
tion of outstanding investments. S

the four periods followed a pattern similar to Ihat for its cOmponeﬁts;
as may be seen from Table 1, *

The yields on total U. S. long-term foreign investment durinéi

Comparison of domestic and foreign direct investments

The yield on aggregate direct investments abroad in the postwar
period may be compared with the yvield on domestic investments, as shown
in Table 2. In the following tabulation the rate of return on domestic
investment is calculated by taking profits net of taxes as a percentage
of net worth; in column (4) calculations are made for 300 large non-
finaneial corporations in various fields of activity, while in column (B)
calculations are based on figures for all corporations. This method is

1/ According to U. S. Depariment of Commerce figures,




le to the return on foreign direct investme
mparison by taking income rece: |
tage of outstanding investment.
» however, in addition to representin
foreign companies and branches, also inc
ilities Of "t:hesejqompanie e A bia, t
1d on foreign investment relative tc
refore present.

y i Table 2 . | |
- Rates of Return on Foreign and Domestic Investments

Domestic

Tear Foreign (O :))

19L6 - lzdg 7.15  9.4%
19L7 15,0 10,1 10,8
1948 17.1 1249 10,9

1949 1h.5 10.8 8.5

- 1950 15.0 12,8 11.2
1951 1741 10.8 9.0
1952 15.5 9.9 Ne e
1953 13.1 10, neae

~ MNote: Column (A) represents domestic yields based on data on 300
large nonfinancial corporations published by the Board of Governors of
the Federal Reserve System; column (B) represents domestic yields of
all corporations based on Statistics of Income published by the UeBe
Treasury Department. This series includes financial corporations, as
well as certain others such as agricultural and mining corporations,
which are not represented in column (A); the generally lower yields in
this series, however, are attributable to lower yields (net profits as
a percentage of net worth) in small compared with large corporations,
as well as to the fact that certain industries (and industry subgroups)
are not included in the sample of large corporations. .

At this point it should be noted that current income receipts
on foreign direct investments include reinvested earnings, a certain
amount of which may have been retained abroad because of transfer re-
strictions imposed by the foreign country, as well as small amounts of
dividends declared but not remitted because of exchange control or -
other reasonss There is, in other words, some difference, representing
involuntary investment abroad, between the earned yield on foreign in-
vestments and that portion of earnings which is realisable in the -

1/ Before deducting U. S. taxes, however. In a Department of Com-

merce publication, Foreign Investments of the United States (Census of *

1950) it has been estimated that the net U. S, corporate tax liability,
r; after foreign tax credit was only §75 million on $1,2 billion of profits

and dividends from foreign direct investments.



_ovn currency at his own volition. Although the availabl
provide a good basis for estimating the amount of invol
Iy inves ient, usUally held as cash balances abroad or perhaps «
‘ n plant and equipment, it is thoughtthat, at least in 1951
,qsuch investment was relatively small.l/ ,

than on domestlc 1nvestment throughout the perlod. Although comparab_'”
ity of industry breakdowns between domestic and foreign investments is
 limited, yields on foreign investment are apparently higher for each
- field of industrial activity, with the exception of public utllltaes,;,j
may be seen from data for 1950 and 1951 presented in Table 3. -

The higher yields on foreign investment in each 1ndusbry in- “
clude a return for the additional risks of investing abroad. ‘These “a ?
risks cover a number of contingencies which may be considered, first,
from the point of view of the foreign plant!s internal organization :
second, from the point of view of the foreign investor's relationshi fe

to the foreign government. In the first case, for example, difficulties -
related to labor supply and relations in foreign countries and other,v, o
speclal administrative problems may lead to unexpected and costly delay:
in production. In the second case, there are such risks as the possi-
bility of expropriation without adequate compensation, the pOSSlblllty
that some portion of earned profits may have to be retained abroad
involuntarily, and the ﬁ0551b111ty of discrimination in favor of dome
tically~owned firms. In addition to a larger return because of rlok,
the higher yields on foreign investment include variations in plant
sizes and types of activity within a given industry group in foreign =
compared with domestic business, as well as an additional foreign yield
needed to cover certain additional administrative expenses (e.g., addi-
tional legal and tax matters) incurred in the investor's own country as
a result of investments abroad.

Although the preceding analysis indicates that existing forpiéﬁ«
investments yield a substantially higher return than domestic ones, this .
does not necessarily imply that a reluctance on the part of United States

1/ Reinvested earnings of branches and Qubs1d1ar1es, whlch amounted,
to an estimated {900 million out of total 1951 earnings of $2.2 bllllon o
and tc about $1.2 billion out of 1952 earnings of $2.3 billlon, would
include the bulk of involuntary investment. In an article, "American
Forelgn Investments in 1951 and 1952," Survey of Current Business, Sep—=:
tember 1952, it is noted that "Investments in manufacturing, especially
in Latin America, may have consisted to a considerable extent of the - ]”
accumulation of cash balances in 1951 and 1952 as a result of the block-
ing of remittances to the parent companies" (p. 8). "Such 1nvestments' v
are small relative to the total. In another article, Pizer, S. and
Cutler, F., "Income on United States Foreign Investments," Survey of
Current Business, December 1953, it is noted that "On the whole, the
available data indicate that the greater part of undistributed proflt
in 1952 was retained abroad to facilitate the long=term development o
the foreign enterprises" (ps 11). «
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Note: Foreign yields based on U. S. Department of Com=
merce rigures. Domestic yields based on U. S. Treasury Depart
ment, Statistics of Income. Net profits for the petroleum -
group, as shown in Treasury data, have been increased by making
an adjustment to the reported depreciation and depletion allow
ancesas :




a ly preval r
' ient projects may have beenvdlscar ed, even

“tyleld was hlgher han on domestic projects,
ere, for example, llml

of t is earned yleld 1n hls own.currenqy.f,
there were no. restrictions on profit remlttance
oreign project, ‘because of gavernmental instabilit; :
 attitude on the part of the populace in the forelgn country
: ntail risks so high that it would not be compensated by the
ar ad rield, Thus a prospective earned yield on forelgn investments
her than domestic yields may be considered a necessary, but not g
uf 1c16nt, condition to the 1nternatlonal flow of capital. '
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:m T o S. ,Corpora‘h ’,»,:S_

in 1952 ($1 mil " Jonthly net stoc ,
for the years 11951--1951& are shown in the followw_ng table.

Table I

Net Foreign Purchases or Sales (=) of Domestic Stocks,
“TMonthly = 1951=1954 1/
(In millions of dollars)

1951 | 1952 | 1953 | 195k

January 3 10 186 i
February 5 -11 13 | -l
March z - ) 1
April 1 - -6 16
May 10 -9 - 17
June i -1 L 13
July 6 N 15
August 9 5 L -
September 23 -19 10 15
October 28 3 5 2
November - 10 5 39
Decembexr 12 T 3 19
Year 120 1 55 13k

1/ Based on monthly stati Stics of foreign bransactions in
Us Se and foreign securities, as reported by U. Se
brokers and dealerse

NOT FOR PUBLICATION




s exnhange seems a reasonable ‘basi for compar
195k, when almost one-third of the year's net
e ] gners were recorded, these net purchases anoun
‘per cent of the value of '
e, Fore gners have parti e ] , "
% in several scattered months«lnf“' ars, as ‘shown below,
he year 1954 as a whole, foreipn urchases were a smaller

‘percentage of total trading than in 1951, but higher than in any
‘other yeare

Table IT

Foreipn Net PurchaseSxés«Pegcentagetufﬂ
Total Tr Irading on the New York Stock Exchange

] B 'Foréigh :
. - Total net Per cent
EEEEQQ Vtradln,f urchases foreign

Millﬂons of dollars)| to total

Calendar years:

1951 18,212 120 o7
1952 1k, 761 1 _—
195 h, 2L8 55 o
1954 - ol 262 13k o6
Selected periods:
1951 - September 1,Lls 23 16
October 1,71k 28 1.6
1953 ~ January 1,l17 18 1.3
1954 - Jane-June (monthly average) 1,676 7 ol
July-Septs (monthly average) 2,139 10 o5
Octe~Decs (monthly average) 2,601 20 ] 8
October 2,031 2 ol
November 25577 39 15
December I 3,195 | 19 b




‘ Jnge;mounted, ;orelgn transa 3 : ) ac
. aroun , L per cent of the tota tha tendency %o rise
toward a 5 per cent ratio in the last quarter of 195 -

Table III

Market Value of Transactﬁons in Us S, Stocks ==
cen’ ‘ n to Total Actzvztv 1/
(In mllllons of dollars)

“Total Fcrelgn Forelgn Percentage -
trading on! purchases sales | Total  lof foreign
N ¥e Stock| of UsSe |of U,Se| foreign |to total

Period | Exchange | stocks |stocks: transactionSQtransactlonSu
| (a) ®) | (c) (bte)

1951-year 18,212 7ho 620 1,360

195 2-year 1h 761 650 6L 1,299

1953-year lh L8 589 53 1,123

1954-year zh 262 1,116 981 2,097 h.3

1954~ Janvuary 1,296 L7 L6 6
February 1,L58 60 6L 12k 3
March 1,751 76 75 151 L,
April 1,879 92 76 168 L,5
May 1,8L6 93 76 169 L6
June 1,823 85 72 157 L3
July 2,1LL 97 82 179 L2
August 2,lna 86 86 172 ﬁ¢6
September 1,852 8L 69 15 ol
October 2,031 ) 91 18 Les
November 2,577 1h1 102 2&2 Lo7
December 3,195 162 1k2 30 L.8

1/ For this comparlson transactions on the New York Stock Exchange are
used to represent total activity, It has been estimated that over
80 per cent of foreign-held stocks are listed on this exchange,
Therefore, on the basis of this calculation, the trend should be
representative, although the absolute percentages may be a little
highe '

NOT FOR. PUBLICATION



0g 5 ' g€
Tatin Amer'« ca and Asia, ‘reflecting operatior by loca,l
brokers for the account of foreigners «‘from any rart of the world.

Table IV
Net Foreign Purchases or Sales (~) of Domestic Stocks 4

by area or country!
(In millions of dollars)

1951 | 1952 1953 | 195k

Belgium 6 | - L 3
France 10 5 g ‘ 11

Netherlands ~19 =23 | =35
Switzerland 59 Ly 37 56
United Kingdom L8 -28 35 79
Canada -}4 6 1 -15
Latin America | 9
- Asia 7

b




lue, - has - e*zable . the Br:.hsh,to“regam over half -
33 '7s~-wha.ch they relinguished between 1937 and 191;9. )
s the dollar value of the holdings of some cther count:
as Ganada, has increased by less than the average appreciati
reflecting fairly consistent net sales of stocks over the entire
reriode

NOT FOR PUBLICATION



Estimated Forei

A

Table V

Foreign Tnvestment

e
gy e

(In millions of dollars)

n Holdings of Domestic Stecks,

ed ‘or country

Year

410

953 ] oon

United Kingdon

- Other Europe 1/

e

Total Europe 1/
Canada
Iatin America
Rest of world

Total

Net increase

or decrease (=)

Due toi
Net transactions

Effect of price change

Nely ;62
7 193

23Z | - 57
56 3o 312
588 505 522
1,482 lns kso
160 2/ 138 139

103
100
37h | boo
903 19339]7'~,
7hL o

218

ol LT

137 60

1,518
600 k6o Ligo
Lo 17h 173

12,2
650
63 | 0

| 3,810 2,10

~1,100

-315
~270 L/

+115

2,2lo

+1,160

+180
+980

3,k00

k900

+1,500 ) +1;j(§90‘ 3/

#135 ) 1,200

Ne2de Not available,

1/ Includes dependencies,

2/ Includes Belgium,

3/ Net total for 17-1/2-year period. E
ﬁ/{ Includes adjustments for stocks unaccounted for during the War yearse

Source: 1937, 1946, 19k9, 1953 - U, S, De
' Commerce Weekly, August 16, 195

Reserve estimate based

change during 195L,

NAMY DAD DITOY T MTAN

Ly pp, 17-18,

partment of Commerce, Foreien
195k - Federal =
on net transactions and average price






