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International Trade and Investment:
Two Perspectives

Introduction

Peter Kenen and I first discussed the possibility of my giving the
Graham Memorial Lecture just as I was about to make the shift from
academe to the corporate world. It seemed simple enough to suggest
then that we wait a year or so, by which time I would presumably
have been at General Motors long enough to make some knowl-
edgeable comments on the relationship between the “textbook™ per-
spective on the motivations and processes of international trade and
investment and how a large multinational corporation views these
same issues from the perspective of its own decision-making and
operations.

I look back somewhat wryly now on the innocent presumptuousness
that allowed me to believe that a newcomer to the executive suite
could bring coherence and insight to bear on so vast a topic within
the confines of a single lecture. But I can at least draw comfort from
the fact that the terrain I have chosen to explore is one opened up
by Frank Graham, whose achievements this lecture series honors.
Graham is unequivocal in describing the heart of his quarrel with the
classical trade theorists, the central assumption from which his anti-
classical conclusions spring:

The pre-eminent, the fatal defect of the classical theory lies in the failure
of its authors to recognize the crucial importance, or for the most part
even the existence, of commodities produced in common either in each
of two internationally trading countries or in some two or more of many
such trading countries. . . . It is impossible to exaggerate the significance
of the common commodity . . . (Graham, 1948, p. 253).

It is with precisely such “common commodities” that I will be"
concerned here. A relatively insignificant—and shrinking—portion
of world automotive trade involves exports to countries with no au-
tomotive production of their own. Rather, we will be concerned here
with the intricacies of intra-industry and intra-firm trade—phenom-
ena which began to receive systematic attention in the literature of
international trade only recently, and whose rationale and ramifica-
tions have still been relatively little explored. Indeed, one of the
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major themes of my discussion will be to try to set forth the many
strands that link exports, imports, domestic production, and world-
wide investment in the global automotive industry. Quite unlike the
well-ordered world of the classical economists, they form a Gordian
knot of relationships into whose complexities Graham’s “radical re-
formulation” of trade theory yielded a bare first glimpse.

In the introduction to The Theory of International Values, Graham
(1948, p. 22) taxes the classical and neoclassical writers with lapsing
from a strictly cosmopolitan into a nationalistic point of view, that
is, failing “to bring themselves to a whole-hearted treatment of their
subject as trade between individuals (undifferentiated except that
they belonged to different national groups between which the flow
of factors of production was inhibited) rather than as trade between
nations, each of which was to be regarded as a single business unit.”
This stern dichotomy serves as a useful foil against which to cast into
sharp relief the characteristics of worldwide automotive trade and
production. Automotive trade and investment patterns in the 1980s
represent neither trade “between individuals buying and selling, as
traders nationally indistinguished” nor, certainly, “the collectivist
trading of national monopolies” (Graham, 1948, p. 26). Rather, they
reflect increasingly the interplay between multinational (but by no
means stateless) firms seeking to achieve the allocative efficiencies
and scale economies of worldwide specialization of production and the
ever more complicated and sophisticated constraints imposed by sov-
ereign governments, with their own developmental agendas and
economic and welfare goals. This interplay, the ways in which it has
changed and evolved over the past decade or so, and the directions.
in which it appears to be moving will occupy much of my attention.

In trying to relate decision-making in the “real world” to “textbook”
descriptions of international trade and investment patterns, the ques-
tion inevitably arises: which real world and which textbook am I
referring to? The real world is the one in which I have been partic-
ipating for the past eighteen months. I shall try to be careful, in what
follows, to distinguish among points that may be specific to General
Motors, points that seem to apply to the U.S. or global automotive
industry as a whole, and, rarely, points that seem to have general
applicability beyond the automotive sector, to manufacturing trade
or investment in general.



The question of which textbook is more complicated. This is not
the place for an exhaustive review of the theories of international
trade and investment nor for a reaffirmation of the point, demon-
strated so meticulously by Graham’s colleague Jacob Viner in his
Studies in the Theory of International Trade, that virtually every
“new” idea can be found to have antecedents somewhere in the lit-
erature of international trade theory, if only one probes exhaustively
enough. Rather, I am referring to that body of theory that is widely
and uncontroversially regarded as representing the present state of
academic thinking on the subject, concepts that have percolated down
from the specialized journals into the better advanced-undergraduate
or introductory graduate surveys of the field.

- Theories of Internatiqnal Trade

It may be useful to summarize under three headings the various
theories that purport to explain observed patterns of international
trade. The first category is what has been termed the “neo—factor
proportions” approach (Hufbauer, 1970, p. 195). These explanations
are all essentially elaborations of the Heckscher-Ohlin two-factor
model, enriched to take account of the heterogeneity of “labor” of
different skills and characteristics and of capital embodied in various
forms. Whatever their specific elaborations, however, these are es-
sentially neoclassical models, in which trade based on differences in
national characteristics (factor endowments) takes place in a basically
competitive and cosmopolitan world economy. The concept of com-
parative advantage is relatively unambiguous in such models, as are
the implications of trade for economic welfare and for the distribution
of that welfare (income) both within and among nations. The config-
urations of factor endowments that give rise to trade are by and large
regarded as exogenous. Rigidities that might constrain movements.
along the production-possibilities curve, as well as transitional costs
of adjustment associated with the reallocation of factors of production,
are ignored in favor of a focus on the long-run equilibrium (optimality)
properties of these models.

- A second group of theories can be subsumed under what Hufbauer
(1970, p. 195) has termed the “neotechnology” approach. These the-
ories, of which the “technological gap” and the “product cycle” ver-
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sions are the most prominent, can be viewed as dynamic offspring of
the Ricardian explanation of trade based on intercountry differences
in production functions. But they are essentially anticlassical, or at
least nonclassical, in nature: partial rather than general, based on
dynamics rather than comparative statics, and set in a framework of
imperfectly rather than perfectly competitive markets. Indeed, it is
precisely the advantages accruing from such phenomena as innova-
tion and product differentiation that give rise to trade, and it is en-
" dogenously generated shifts in the capacity to appropriate the benefits
flowing from these sources that give rise to changing patterns of
international trade and direct investment over time.

Both the Ricardian and the Heckscher-Ohlin versions of trade the-
ory are essentially explanations of interindustry trade. In recent years,
however, analytical attention has increasingly focused on the growing

- phenomenon of intra-industry trade, particularly in manufactured
goods. A number of efforts have been made to invoke the technology-
gap and product-cycle theories as explanations of such trade, but the
analytical “fit” is not entirely satisfactory (Corden, 1979, pp. 8-9).
Current attention in this area is focusing most intensively on a series
of explanations growing out of the theory of the firm. These formu-
lations stress, even more heavily than do the neotechnology ap-
proaches, the phenomena of imperfect competition, economies of
scale, and product differentiation (Krugman, 1980; Lancaster, 1980).
Burenstam Linder’s (1961) hypothesis that exports of manufactures
are an outgrowth of home production and market characteristics im-
plies that trade between countries will increase rather than decrease
as the countries grow more similar in industrial structure and levels
of per capita income. His antiorthodox conclusions find a comfortable
home in this body of thought.

As in the case of the neotechnology approach, with which it sub-
stantially overlaps, this last category of explanations is dynamic in
character and purports to encompass both manufactured-goods trade,
particularly of the intra-industry variety, and direct foreign invest-
ment. It treats them as different stages of firms’ efforts to extract the
maximum flow of benefits from their particular constellation of ad-
vantages as conditions change over time. Furthermore, both groups
of theories stress characteristics not of countries but of products or
industries. The comparative-advantage characteristics that underlie
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trade patterns are viewed as dynamic and often endogenous, rather
than as static and exogenous. As a result, the welfare implications of
trade considered in this framework, and of intra-industry trade in
particular, are fraught with an ambiguity and a fragility unknown to
the classical and neoclassical paradigms.!

Theories of International Investment

Summarizing textbook theories of international investment could
prove to be a far more formidable task than summarizing theories of
international trade, since there exists no comprehensive theory of this
phenomenon with the scope and generality of the classical and neo-
classical trade paradigms. Rather, we must distinguish at the outset
between portfolio and direct investment, between investment in ex-
tractive and in manufacturing industries, between decisions regarding
the location of production and those determining sources of financing.

Fortunately, this specificity turns out to be a help rather than a
hindrance in our case. For, in the case of the automotive industry,
it is clear that we are concerned with direct (controlling) investments
in manufacturing facilities at home and abroad and that the primary
decisions relate to the location of production facilities. Decisions re-
garding sources of financing play a secondary and derivative role. The
category of direct foreign investment is today generally subsumed
under the same theories of the firm operating under conditions of
imperfectly competitive markets that comprised the second and third
categories of trade theories described above. Indeed, as I have already
mentioned, such investment is seen as arising from the same market
imperfections that give rise to trade in manufactured goods, and par-
ticularly intra-industry trade. It occurs, however, under conditions
or in the particular stage of a product cycle where the rewards can
most effectively be reaped through managerial control, rather than
through such arms-length transactions as trade, licensing, or man-
agement contracts. This is true whether the rewards arise from tech-
nological or managerial knowledge, product differentiation, internal
or external scale economies, or some combination of these.

! Hufbauer (1970, p. 210) questions “whether an exchange based on ‘ephemeral’ character-
istics contributes much to welfare,” and several authors (e.g. Martin, 1979, p. 43) have ques-

tioned the net welfare effects of intra-industry trade. For a contrary view, see e.g. Caves (1979,
p. 23).




This is not to say that the older classical theories play no role in
“state of the art” explanations of the phenomenon of direct foreign
investment. There is a significant role, for example, for differences
in national factor endowments—most obviously in the case of so-called
“border factories.” These plants utilize abundant low-wage, low-skill
labor to produce or assemble relatively simple standardized compo-
nents for shipment back to and reintegration with a production process
characterized by higher-wage labor embodying larger amounts of hu-
man capital. The risk-return considerations basic to explaining inter-
national flows of portfolio capital are relevant to direct investment as
well. Multinational corporations certainly do take account of country
risk and recognize the advantages of diversification, although both
their criteria for evaluating these concepts and their mechanisms for
implementing them differ substantially from those of portfolio inves-
tors.

Finally, there is the role of national governments as creators of
market imperfections and thus as a factor in the determination of
patterns of direct international investment. The concept of “tariff
factories” is an old one, of course, as is the utilization of tax incentives
and other subsidies to influence the location of production between
(as well as within) nations. Beyond such relatively simple and trans-
parent measures, however, a government today may utilize a wide
variety of regulations to alter the nation’s current pattern of compar-
ative advantage in the direction of some particular developmental
goal, be it industrialization, import substitution, or export promotion
(Agmon, 1979, pp. 51 and 57-58). These can include complex and
interrelated requirements regarding exports, imports, and domestic
production by foreign-owned firms. As we shall see, such government
policies, predicated on the notion of dynamic and endogenous pat-
terns of comparative advantage, have played and will continue to play
a crucial role in shaping global patterns of production, trade, and
investment in the automotive industry.

Changing Patterns of Automotive Trade and Production

In trying to describe international trade, investment, and produc-
tion in the motor vehicle industry in terms of the analytical frame-
works just surveyed, we are shooting at a rapidly moving target. The
industry has undergone dramatic changes over the past two decades
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in the share of world production that is exported and in the nature
and direction of those trade flows. The world automotive industry of
the 1960s was characterized by substantially differentiated products
(vehicles) adapted to particular home markets with different demand
characteristics, in the Burenstam Linder mode. The relatively modest
export flows of finished vehicles, averaging about 20 per cent of world-
wide production over the decade (MVMA, 1980), posed no significant
challenge to domestic-based industries, and there was very little
movement of parts and components across international boundaries.
Western European firms were the major exporters, serving primarily
the United States and countries within the European Economic Com-
munity. Exports from the United States were discouraged by sub-
stantial differences in product characteristics desired by American
and overseas consumers, an overvalued dollar, and the absence of
spare capacity not utilized for domestic sales. No one else had a
significant production base. Automobile production in developing
countries, where it existed at all, was represented by low-volume,
high-cost operations that owed their existence to rigid import-sub-
stitution policies and were generally confined to serving a domestic
market of suboptimal size. The world auto industry, in other words,
was operating in relatively isolated cells, with a market organization
that prevented very large international differences in factor costs from
stimulating competition.

The picture at the beginning of the 1980s is a very different one
indeed. The share of exports in world production has doubled since
1960, reaching nearly 36 per cent in 1979. Gone are the highly seg-
‘mented markets of the 1960s; with some exceptions, vehicles are
today interchangeable around the world. Although there is an array
of differentiated products, most are adaptable, with some modifica-
tions, to many geographical markets. Increasingly, therefore, vehicles
are competitive across national boundaries in terms of price and qual-
ity. The rapidly growing flow of parts and components across these
boundaries, however, is fostered not just by competitive pressures
but by more and more complex requirements imposed by sovereign
governments. Producers in the industrialized countries, furthermore,
have operated under an escalating network of government regulations
affecting both the work place and production processes and the char-
acteristics of the finished product. While there has been a good deal
of discussion about the need for international harmonization of reg-
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ulations concerning vehicle characteristics, actual progress in that
direction is proving to be slow.

The direction of international trade has also shifted substantially
during the period under review. The rapid rise in European labor
costs and appreciating currencies made European exports more ex-
pensive. Meanwhile, Japan emerged as an internationally competitive
vehicle-manufacturing center with a cost basis significantly lower than
those of the United States or Europe. Japanese producers have sup-
planted the Europeans as major exporters, particularly to the United
States, and have made important gains within Europe. Although in-
itially nurtured by explicit government support, including a significant
level of protection against imports, the Japanese industry was in a
position to stand on its own by the early 1970s. The industry rapidly
achieved high volume at the time when its products’ signature char-
acteristics, smallness and fuel economy, suddenly catapulted into high
worldwide demand. By 1979, Japanese-produced vehicles accounted
for 31 per cent of all vehicles exported worldwide, while those of
France and Germany, the two major European exporters accounted
for about 16 and 15 per cent respectively.

Japanese passenger cars began to make inroads in the United States
in the early 1970s; by 1974, their share of total U.S. passenger-car
sales had reached nearly 7 per cent. Under the combined impact of
the oil embargo, OPEC’s subsequent quadrupling of oil prices, and
the erosion of real income during the 1974-75 recession, the Japanese
share of U.S. car sales rose to over 9 per cent in 1975, and then to
11-12 per cent in 1977-78, as both dealer networks and new product
offerings expanded. The upheaval in world petroleum markets
brought on by the 1979 Iranian revolution signaled to consumers that
high and rising gasoline prices and the possibility of future supply
interruptions were now permanent features of the landscape. The
signal had not been perceived clearly after the first oil shock, partly
because of the U.S. government’s policy of holding petroleum prices
below world levels during most of the 1970s. The shift in demand
toward smaller, more fuel-efficient cars was rapid, and by 1980 Jap-
anese vehicles accounted for some 21 per cent of the passenger cars
sold in the United States. Clearly, the automobile characteristics
demanded by American consumers had shifted away from those that
heretofore set this country apart (such as comfort, performance, and
styling) and toward those (such as fuel efficiency and workmanship)
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that already characterized most other countries, where taxes had long
since made high gasoline prices an accepted fact of life. Thus, with
a twist of Burenstam Linder’s framework, the Japanese home market
had become a more appropriate base from which to supply new
American demands than was the “pre-shock” U.S. market itself.

The Nature of Cost Differentials

Although shifting demand patterns enhanced the impact of cost
differentials on patterns of world trade, cost differentials are them-
selves a significant factor affecting those patterns. Estimates of the
exact figure vary widely, but Japanese producers apparently have a
significant production-cost advantage over their American (and Eu-
ropean) counterparts. Close to 40 per cent of the Japanese cost ad-
vantage vis-2-vis American producers, according to one estimate, is
due to differences in labor compensation in the motor vehicle and
parts industry, estimated at $7.16 per hour in Japan at current ex-
change rates as against $15.02 in the United States (Bureau of Labor
Statistics, 1980).

To the extent that this differential reflects a difference in average
wage levels between the two countries, one would expect that ex-
change-rate changes would tend to narrow if not eliminate it over the
long run. Indeed, the Japanese yen has undergone substantial ap-
preciation against the dollar in recent years and is still believed to be
somewhat undervalued in purchasing-power-parity terms. But ex-
change-rate changes cannot be expected to eliminate significant dif-
ferences in wage structure between the two countries. In both, au-
tomotive workers’ wages and total compensation are substantially
above the manufacturing average. But the earnings premium is both
higher and rising faster in the United States than in Japan. In mid-
1980, auto workers’ average hourly compensation (including all ben-
efits) was 52 per cent above the all-manufacturing average in this
country, as contrasted with 25 per cent in Japan (Bureau of Labor
Statistics, 1980). To the extent that this difference in the earnings
premium reflects more effective unionization in the United States,
it represents a distortion of relative costs, and therefore of trade
patterns, arising from labor-market imperfections. (For an attempt
to allocate the relative importance of human-capital and unionization
variables in determining U.S. wage differentials, see Johnson, 1981.)
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Much of the remaining cost differential is attributable to higher
Japanese productivity, stemming from newer—and therefore more
mechanized and automated—plants, the geographical concentration
of suppliers, and the excellence of labor-management relations. The
rest arises from lower material costs, stemming from the same com-
bination of lower labor costs and high productivity in the supplier
industries. One estimate is that labor costs per ton of steel in Japan
in the late 1970s were 30 to 35 per cent below U.S. and European
levels (Crandall, 1980, p. 144). A part is also played by differences
in technology and, ironically, the protection of the U.S. steel industry
by the trigger-price mechanism, creating a negative effective tariff
rate on U.S. automobile production. This negative effective rate is
compounded by tariffs on other materials and components ranging
up to 15 per cent, as compared with a tariff on finished automobiles
of 2.9 per cent.

World Cars and Worldwide Sourcing

The response of U.S.-based producers in general, and of GM in
particular, to this changed competitive environment is taking the form
of rapid changes in vehicle design and characteristics and substantial
modification and modernization of production facilities and processes,
underpinned by “defensive” capital investments of unprecedented
magnitudes, both in the United States and abroad. (GM alone plans
investments totaling $40 billion over 1980-84, of which roughly 75
per cent will be allocated in the United States and Canada and 25
per cent overseas.) For purposes of this discussion, however, the most
relevant strategies of adaptation to competition are the development
of the “world car” concept and the creation of a production base for
worldwide sourcing of components. Under the “world car” concept,
automobiles little differentiated in size and design among different
geographic areas are assembled from parts and components that are
to a large extent standardized and interchangeable. The expanded
production takes advantage of economies of scale and the allocative
efficiencies generated by differences in factor endowments and there-
fore in production costs. For example, for certain hand-assembly proc-
esses poorly suited to U.S. conditions, the major U.S. manufacturers
have Mexican border plant operations and offshore electronics-pro-
duction facilities that feed light parts to U.S. facilities. Overseas
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sources are also sometimes utilized for small-volume parts that are
expensive to make in the United States because mechanized processes
are not justified. They are also used when available capacity in one
country can be utilized to compensate for shortages of capacity else-
where. :

One of the implications of these developments for the automotive
trade is that the strategy of direct exports of finished vehicles will be
replaced gradually by more complex trading relationships involving
vehicles and parts. This trend is likely to make the automobile in-
dustry, which even in the 1970s had probably the highest proportion
of intra-industry trade (Gray, 1979, p. 101), even more notable in this
respect in the future.? From negligible amounts in the 1960s, the
value of worldwide automotive trade in parts and components reached
$25 billion in 1978, the latest year for which world data are available
(United Nations, 1978, p. 459). In current dollars, the average annual
increase from 1971 to 1978 was 21 per cent, marginally greater than
the 20 per cent average annual increase in the value of trade in
finished vehicles (ibid., pp. 456-457).

Several factors are likely to widen this gap in favor of parts and
components trade. First, there is competitive pressure for worldwide
sourcing. Second, an increasing number of countries apparently re-
gard a viable automotive industry as essential to their economic well-
being or development. The result is a growing resistance to increased
imports of finished vehicles in the major industrialized nations (al-
though such trade between the United States and Canada and within
the EEC represents a major exception) and an increasingly complex
network of local-production-cum-export requirements in the devel-
oping ones. Third, there is some evidence that the postwar trade-
liberalization process has been biased toward the encouragement of
intra-industry trade in general, because (a) the nature of the GATT
negotiating process tended to generate pressure to narrow the range
over which the “reciprocity” concept was extended; (b) liberalization
of intra-industry trade tended to preserve a nation’s basic industrial
structure and might be thought to minimize the costs of adjustment

2 This association of trade in parts and components with intra-industry trade is in part an
artifact of aggregation, since parts and components, passenger cars, trucks, and buses represent
different four-digit components of the three-digit “automotive” SITC category. It is not entirely
such an artifact, however, because such trade inevitably involves two-way flows across inter-

national borders of different parts and components that are included within the same four-digit
category.
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(although there is no conclusive evidence of this); and (c) the process
of intercountry rationalization of production may be easier where
transnational ownership is involved (Pomfret, 1979, pp. 124-125). In
the latest round of GATT negotiations, for example, parts and com-
ponents tariffs were reduced substantially more than those on finished
vehicles.

Despite widespread expectations in the mid-1970s of an imminent
major shift of the automotive industry to low-wage developing coun-
tries, automotive production and trade remain highly concentrated
in the industrialized regions of the world. A few exports of finished
vehicles from Brazil have resulted from production shifts by European
manufacturers, and India and Korea are showing some export poten-
tial of trucks and cars, respectively, manufactured by indigenously
owned firms. But, so far, low volume and high material costs fostered
by import-substitution policies appear to offset any wage advantage.
Similarly, as regards trade in components, truly worldwide sourcing
still lies in the future. While some electronics components from Mex-
ico and engines from Brazil are found in U.S. cars, and Taiwanese
components will soon be exported to Japanese end users, components
trade is by no means globally dispersed. As of 1978, the EEC nations
accounted for 49 per cent of the value of trade in parts and compo-
nents, and the combined share of the United States and Canada was
38 per cent (United Nations, 1978, p. 459). In both cases, a large part
of the total is intra-firm trade; the motor vehicle industry has one of
the highest proportions of such trade to be found in the manufacturing
spectrum (Helleiner, 1979, p. 169). It is, of course, no accident that
these two regional groupings should dominate trade in vehicle parts,
in view of the opportunities for rationalization afforded by the EEC’s
internal trading arrangements and the existence since 1965 of the
U.S.-Canadian Automotive Trade Agreement.

Investment Decisions: Product Cycle, Diversification,
and Political Risk

Obviously, the future pattern of world trade in automotive products
will depend heavily on future direct investment flows. Historically,
the industry has roughly followed the standard product cycle. The
manufactured product is first exported, and production facilities are
established later in the local market either for competitive reasons
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or, as in the case of U.S. auto firms, to leapfrog tariff barriers in
Western Europe that discriminated against fully built-up vehicles.
The American firms passed through the export stage in the teens and
twenties of this century and began establishing assembly facilities in
Canada and Western Europe, the major export markets, at nearly the
same time. The major European firms, now in a mature stage of
development, are expanding their international production facilities,
with Volkswagen, Renault, Fiat, and Daimler Benz among the most
active.

Japan, the youngest of the “mature” producers, has become as of
1980 the world’s largest producer of motor vehicles, without having
made significant investments in production facilities in its major ex-
port markets, the United States and Western Europe. Japanese man-
ufacturers are investing heavily in Australia and have established
production or assembly facilities throughout Southeast Asia. None-
theless, one measure of the Japanese reliance on a direct export
* strategy and of its impact on world trade patterns can be derived from
the world export/production figures cited earlier. If Japanese exports
are removed, the export share of world production (which in the
aggregate increased from 29 to 36 per cent between 1970 and 1979)
held steady at 25 per cent over the decade (MVMA, 1980).

Whether the Japanese can continue such heavy reliance on an
export strategy is problematical. As noted earlier, there is an increas-
ing tendency on the part of many nations, industrialized and devel-
oping alike, to stress the importance of an indigenous motor vehicle
industry, to resist increased imports of finished vehicles, and to de-
mand that increased sales penetration by overseas firms be accom-
panied by the establishment of domestic production facilities. These
developments are tending to convert the product-cycle hypothesis
from an empirically testable descriptive proposition into a normative
criterion of behavior. What this implies, more generally, is a contin-
uation of the worldwide trend toward locating production facilities in
markets previously served by exports from parent-company plants.
It is estimated that in 1979 nearly 22 per cent of total world vehicle
output was produced by the overseas subsidiaries of major manufac-
turers (excluding Canadian production), as compared with 16.5 per
cent in 1970 (MVMA, 1971, 1980). It is virtually certain that this
trend will continue. Disincentives for exports of finished vehicles
enhance pressures to move away from traditional export strategies
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toward more complex worldwide sourcing strategies based on a
greater geographical diffusion of production.

A concern for diversification of investment exists also at the cor-
porate level. While the advantages of diversification in improving
risk-return possibilities are more straightforward in the case of port-
folio investors, they are relevant to decisions regarding direct in-
vestment as well. At present, for example, GM’s fixed assets are
highly concentrated; almost half of its overseas investment is in Ger-
many, while an additional 35 per cent is located in Brazil, the United
Kingdom, and Australia. There are, of course, some good reasons for
this distribution—large markets, economies of scale, relative stability.
At the same time, such concentration inevitably increases vulnera-
bility to possible economic, political, or social difficulties; gaining
diversity by locating new operations in attractive countries other than
these four could help reduce that vulnerability. Such diversification
is, in fact, already underway. New production facilities are currently
under construction or on the drawing boards not only in Austria but
also in Spain, Egypt, Mexico, and Taiwan—countries that offer im-
portant opportunities, as well as risks that must be clearly understood.

Accordingly, GM and other multinational corporations have re-
cently begun to address seriously the necessity for country-risk as-
sessment that incorporates political, social, and regulatory dimensions
in addition to the standard economic and market variables. Of course,
corporate managers have always worried about political stability,
military coups, civil violence, and other noneconomic phenomena in
connection with first-time investment decisions or expansion plans.
Government insurance against political risks has been available to
American firms operating abroad since 1948. What is new is the
attempt by nonfinancial corporations to create an institutional frame-
work for the collection and analysis of such information in order to
utilize the resulting assessments systematically in corporate planning.

Trends and events in the late 1970s have been largely responsible
for efforts to produce more systematic analysis of explicitly political

“information. For many firms, the abrupt collapse of the Shah’s regime
in Iran was a consciousness-raising event, while an almost equally
unexpected turn of events in the Peoples’ Republic of China appeared

to promise substantial business opportunities from the Chinese “open-
ing.” But, in general, it is probably not the cataclysmic changes that
are most significant for corporate planners. Our work at GM suggests
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that what occurs beneath the surface in the day-to-day political and
administrative policies and practices of national governments may
have greater impact on current operations. In our effort to group
countries in terms of degree of risk, it is significant that we have
adopted a weighted scale in which 60 per cent of a country’s score
reflects developments in the area of microeconomic policy and reg-
ulation. These include such considerations as local-content require-
ments, import/export incentives, and restrictions on ownership or use
of cars and trucks.

Clearly, the elements of the external business environment that
are considered important will be determined by the characteristics
of particular industries. For the banking industry, which pioneered
in the assessment of country risk, the focus is on the financial risk of
not being repaid, and, in the case of loans to governments or guar-
anteed by governments, on the stability of the government and the
availability of foreign exchange. The time horizon is normally short,
about two years. For a manufacturer such as GM, the considerations
are naturally longer-term, and the focus is more heavily on the risks
that might arise from sudden changes in the regulatory environment.

The Management of Exchange Risk

There is one more risk associated with overseas as opposed to
domestic investment: the possibility of future changes in the exchange
rate between the home country’s currency and that of the country in
which the investment is made (as well as the currencies of those
countries in which the resulting products are sold). The concern of
major multinational manufacturers like GM with this category of risk
has increased since the era of pegged exchange rates gave way to one
of managed floating in the early 1970s. This concern was both reflected
in and reinforced by the issuance in 1976 of FASB No. 8, a statement
of the Financial Accounting Standards Board that made the reported
earnings of multinational corporations more vulnerable to short-term
fluctuations in exchange rates.?

As is apparently true for most multinational corporations, GM’s
attitude toward the foreign-exchange market is essentially defensive

3 FASB No. 8 reqﬁired the abolition of foreign-exchange-valuation reserve accounts and the
reporting of gains and losses on outstanding forward contracts. For a survey of its impact on

the management practices and stock-market assessment of large multinational corporations, see
Shank et al. (1979).
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rather than speculative. The goal of the corporation’s foreign-exchange
strategy is not to maximize—nor even to generate—profits from such
activities but rather to reduce to an acceptable level the exchange
risks associated with the corporation’s underlying business, within
certain cost constraints (Rodriguez, 1980, p. 11). But the definition
of risk implied by the corporation’s behavior is not simply the standard
deviation of the expected results. For example, GM manages the
short-term exchange risks associated with commercial transactions or
dividend flows with a time horizon of one year or so by selective (as
opposed to universal) hedging in forward markets. This behavior,
which is apparently characteristic of a majority of large multinationals
(Shank et al., 1979, p. 33), suggests some risk asymmetry on the part
of the firm. As Rodriguez (1980, p. 53) puts it, “more weight is placed
on reporting one dollar of exchange losses than on reporting one dollar |
of exchange gains, given the same costs to close the position.” It
implies also a belief that forward premiums are not efficient predictors
of future changes in exchange rate, a hypothesis that is receiving some
support from current research (Levich, 1980; Rodriguez, 1980, Chap.
3).
With respect to balance-sheet exposures, GM has generally tried
to minimize the exchange risk associated with overseas direct in-
vestments by matching financial assets denominated in a particular
currency with liabilities denominated in the same currency—or at
least by holding down the discrepancy between the two sides of the
balance sheet. In some instances, however, unbalanced positions are
created by constraints on local borrowing that make offshore borrow- ‘
ing necessary. In others, the local-currency financing of expanded ‘
operations can create a temporarily unbalanced position until new |
financial assets are generated to match the increased liabilities. These
liability positions can, of course, result in volatility in reported earn-
ings under current accounting conventions. While it would be pos-
sible to hedge such balance-sheet positions through forward contracts,
the significant cash exposure involved generally makes this an im- 1
practical alternative.

Financing and forward-cover strategies can reduce the effects on
the balance sheet of changes in nominal exchange rates, but they
cannot affect the risk of changes in the competitive relationships be-
tween alternative locations arising from changes in real exchange
rates. The latter are risks associated with the location -of production
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that cannot be reduced by strategies regarding the source of financing.
For this reason, GM tries to focus on forecasts of real rather than
nominal exchange rates when making decisions regarding the location
of overseas facilities.

National Requirements and
Investment and Sourcing Decisions

One aspect of the regulatory environment has particular signifi-
cance for foreign production, investment, and trade in the automotive
industry. It concerns the detailed and increasingly complex require-
ments that many industrializing nations impose on foreign automobile
manufacturers as a prerequisite for selling into their markets. Initially,
these requirements took the form of rigid “local content” require-
ments—that is, requirements that a given percentage of the total
value of any vehicle sold in the domestic market be locally produced.
More recently, as these nations have broadened their industrialization
schemes away from a strict import-substitution model toward greater
empbhasis on export promotion, many regulatory schemes have been
modified. Producers are permitted to trade off reduced local-content
requirements for promises to export part of the domestic automotive
output—an arrangement that is providing considerable stimulus to
the worldwide sourcing strategy.

Under such schemes, of which Brazil’s Befiex program and Mexico’s
Automotive Decree are two significant examples, the manufacturer
can retain its foothold in the local market. At the same time, by
expanding the market for its required local production via exports
(generally of components and parts rather than finished vehicles) it
can reap economies of scale and spread its cost over a larger volume.
The host country, in turn, can earn essential foreign exchange, often
more efficiently than it can “save” an equivalent amount via import
substitution, and can reduce the risk of becoming a high-cost, low-
volume producer in the process of industrialization. The development
of such schemes obviously increases the pressure on a company to
make “defensive” investments, accepting relatively low rates of return
on investment, at least initially, and long pay-out periods in order to
avoid being closed out of a market entirely by not being among those
chosen to become a domestic manufacturer.

An extreme version of policy-constrained trade in automotive prod-
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ucts is the barter arrangements required by some centrally planned
economies. Under such arrangements, a company wishing to sell into
the local market must usually agree to make direct counterpurchases
for export. Often such purchases are goods whose manufacture is
assisted by the multinational, or raw materials or intermediate goods

that can be used in its own production processes somewhere else in

the world. But sometimes they take the form of goods sold to third
parties, requiring the establishment of “evidence accounts,” through
which all countertrade transactions are directed. Although these
transactions are relatively small in the aggregate, GM has recently
established a marketing subsidiary, the Motors Trading Corporation,
to find outside buyers for countertrade purchases that the company
cannot utilize itself.

Local-content-cum-export requirements are by no means the ex-
clusive province of less-developed nations. The program under which
General Motors Holden, GM’s Australian subsidiary, operates, for
example, was originally an extremely rigid one, requiring high local
content for each individual car. After persistent efforts, the require-
ments have been modified to a “company average local content plan,”
under which GM can increase the permissible import proportion by
manufacturing a single component, in this case engines, two-thirds
of whose output is destined for export. Nevertheless, the basic con-
cern underlying such requirements remains essentially unchanged:
to achieve “sectoral trade balance” (or at least substantially reduce
a sectoral trade deficit) in automobiles or automotive products. How-
ever irrelevant the concept of sectoral balance may seem in the gen-
eral-equilibrium world of trade and payments analysis, it is of high
and persistent concern to many nations at widely different levels of
income and development. In some cases, this concern with sectoral
balance comes primarily from the desire to create or preserve jobs
in the automobile and related industries. Whatever its source, it
reinforces the trend toward greater intra-industry trade in automotive
products.

Finally, of course, there are the trade and trade-related policies of
the United States itself. Extremely low tariffs and the virtual absence
of other barriers to imports have long made the world’s largest national
market for automobiles freely accessible to all producers.* It is true

“The U.S. tariff rate on imported automobiles is to be reduced from 3 to 2.5 per cent as a’

result of the latest round of GATT negotiations, while the EEC will lower its rate from 11 to
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that the fuel-economy legislation of 1975 specified that only vehicles
with at least 75 per cent U.S.-produced content by value could be
counted in the calculation of a domestic manufacturer’s corporate
average fuel economy (CAFE). Although this provision was intended
to favor U.S. production, from the domestic manufacturers’ point of
view it appeared to be a competitive handicap, forcing them to pro-
duce their entire vehicle lines in North America rather than having
the flexibility to produce some smaller vehicles abroad for sale in the
United States. Obviously, the requirement does not apply to imported
vehicles, and Volkswagen received an exemption when it began to
assemble vehicles in the United States.

Sourcing decisions have also on occasion been constrained by U.S.
trade regulations. For example, foreign-car imports, including “cap-
tive” imports from the subsidiaries of U.S. firms, were the subject
of a 1974 dumping investigation that resulted in some changes in the
location of production for both U.S. and foreign companies selling
overseas products in the United States. Planning for the production
~ of components by subsidiaries in developing countries must take ac-
count of the possibility of U.S. countervailing duties if export incen-
tives provided by the host government are deemed illegal under U.S.
trade law. But these are minor qualifications indeed. An environment
uniquely conducive to free trade in automotive products prevailed
in the United States through the 1970’s, even though the country
moved into a deficit position as regards trade in this sector as early
as 1968 and the deficit has been expanding substantially ever since.

Within this open trade environment, GM, despite its multinational
status, has not been indifferent to the choice between domestic and
offshore sourcing for products to be sold in the United States. Its
general modus operandi is to import only under certain conditions:
(1) when raw materials are unavailable in the United States or there
are no competitive domestic sources for parts or materials; (2) when
scale-economy or product-characteristic considerations create a sub-
stantial competitive margin in favor of overseas production; or (3)

10 per cent. The Japanese eliminated their auto tariff completely in 1978, but the market
remains difficult to penetrate because of the commodity-tax structure, a complicated distribution
network, and the right-hand-drive requirement. European tariffs on commercial vehicles range
from 20 to 22 per cent. The U.S. recently closed a long-standing loophole that permitted a
major class of such vehicles to come in under a 4 per cent rate, thus establishing a 25 per cent
rate on all small commercial vehicles.
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when foreign local-content or export requirements make it necessary
to preserve the viability of certain overseas operations (which gener-
ally also involve substantial exports of parts and components from the
United States). Clearly, the increased competitive pressures and need
to overcome cost disadvantages that face the firm in the 1980s will
create additional incentives to seek out economies of worldwide sourc-
ing. Such arrangements can be expected to increase exports of com-
ponents from the United States as well as imports into it. More
broadly, they are likely to be implemented in accordance with GM’s
long-standing principle that substantial production, investment, and
employment commitments be made in the major markets in which
it has a significant volume of sales.®

The slow growth rates, high unemployment, and balance-of-pay-
ments pressures that plagued oil-consuming countries during the
1970s have, not surprisingly, increased pressures for both export pro-
motion and import protection. In the United States, the steep drop
in automobile sales produced by 1980’s sluggish economy and tight
credit conditions exacerbated the problems already created for do-
mestic producers by large fuel-price increases that enhanced the com-
petitive position and market penetration of Japanese imports. The
sharply reduced output, high unemployment, and sea of red ink that
these difficulties produced for the U.S. automobile industry in 1980
put particularly intense pressures on the traditionally open trade
stance of the United States. They have also posed some difficult policy
issues for both the U.S. government and the U.S. producers.

The Trade-Policy Debate

The standard arguments against import restriction, in terms of static
allocative efficiency, consumer choice, and maximization of compe-
tition are too well known to require reiteration here. And the long-
term interests of the major U.S. producers are themselves served by
an open trade environment. Retaliation could restrict their access to
markets abroad, and a proliferation of protectionist legislation at home

5 Furthermore, GM is concerned about the additional risk involved whenever any of its
operations, domestic or overseas, is dependent on trans-border sources for parts and components.
In most such cases, dual sourcing is required to insure against disruption of supply. GM’s steel-
sourcing strategies for its U.S. plants, for example, have clearly been constrained by concerns
about the long-run dependability of foreign sources.
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might threaten their freedom to rationalize their production on a
global basis.
Arrayed on the other side of the issue are three basic concerns.
" One is the sheer magnitude of the dislocation within a short time
span. At the worst point in 1980, nearly a million unemployed work-
ers, or close to 1 full percentage point of all those unemployed, could
attribute the loss of their jobs to the depressed state of the U.S.
automobile and supplier industries. Despite the failure of classical
analysis to recognize the existence of frictional or transitional costs
of adjustment, there may well be an economic argument, as Graham
(1942, p. 125) himself noted, for cushioning an adjustment process
that will otherwise entail substantial transitional costs because it is
far too rapid to be accomplished primarily through natural employee
attrition and demographic shifts (see Economic Report of the Presi-
dent, 1981, p. 209). The President’s Report goes on to note (pp. 123-
124) that intensified pressures for substantial adaptation are being
exerted on the U.S. economy at a time when a number of factors,
including slow growth and the changing composition of the labor
force, may be reducing mobility. In addition to macroeconomic de-
~ velopments tending to increase rigidity at the aggregate level, market
imperfections that have raised automotive wages can be expected to
produce increased rigidities specific to the automotive industry.
These difficulties are likely to be aggravated by the fact that virtually
every major European country except West Germany has by now
imposed either explicit or informal restrictions on imports of Japanese
vehicles. This situation could put the United States in the position
of becoming a residual market for Japanese automobiles. The United
States would absorb the bulk of the difference between Japan’s ex-
panding productive capacity and the fluctuating demands of her home
market, with all the potential instability such a situation entails. At
the moment, furthermore, an unstable—and uneasy—equilibrium
prevails with respect to the trade policies of the EEC on the one
hand and the United States on the other. No restrictions on imports
of Japanese vehicles are currently imposed by the EEC itself, al-
though individual member nations do impose them. But each side
has made it clear that, if the other imposes such restrictions, it almost
certainly will do so too, presumably out of concern that it will oth-
erwise become a residual market for an expanding supply of Japanese
cars seeking export outlets.
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The most controversial question, however, is whether the U.S.
automobile industry, because of the discontinuous shift in con-
sumer preferences described at the beginning of this paper—a dis-
continuity created or at least intensified by the U.S. government’s
policy of holding down domestic petroleum prices and subsidizing
petroleum imports during much of the 1970s—finds itself in a process
of change and adaptation so profound as to put it in a position akin
to that of an infant industry. The process of remaking itself in the new
image required by sharply changed circumstances and consumer pref-
erences will require massive investments in both product and process
change. These investments will certainly be jeopardized if current
circumstances do not improve, but, if made, they stand a good chance
of restoring U.S. producers to competitive strength after the transi-
tional period is completed.®

Responses to this dilemma differ, of course, even within the in-
dustry. GM has taken the position that voluntary restraint of exports
by the Japanese for a transition period could avert the threat of leg-
islated quotas, providing a form of temporary restraint less likely to
damage the fragile structure of international trade and more likely to
have built-in flexibility and a self-destruct or phase-out mechanism.?
There are risks in such an approach, of course. There is no way of being
certain, ex ante, that the problems of the U.S. industry are indeed closer
to those of infancy than to those of age. As Graham (1941, pp. 75-78)
stressed, infant-industry protection is necessarily experimental; only
after the fact can one distinguish the successful from the unsuccessful
infant-industry candidates. Furthermore, what is required is to pro-
vide sufficient relief to the industry to permit it to complete the self-
renewal process but not so much relief as to lift the pressure on
‘management, labor, and government alike to take the steps essential
to such a process (including rationalization of the regulatory environ-
ment, reduction of institutional rigidities, increased productivity, cost

¢ The externality involved in this situation is probably associated with capital-market imper-
fections. In the increasingly segmented capital markets of the United States, it seems highly
likely that borrowing is not a perfect substitute for internally generated funds.

7 Against these advantages, of course, must be set the welfare costs of the fact that, under
such an arrangement, any quota profits will inevitably accrue to the exporting country. For a
discussion of the pros and cons of “voluntary” export restraint, see Whitman (1979, p. 291).
I note there that “If they are indeed temporary, such actions may even be justified (as second-
best policies) on efficiency grounds; in the face of congestion in labor markets . . . an external
diseconomy [is created] that may justify government intervention to slow down the market-
determined adjustment process” (see Lapan, 1976, and Cassing and Ochs, 1978).
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reduction, and plant modernization and product improvement). Any
actual program may err on either side. These risks can be reduced,
but not eliminated of course, by assuring the temporariness of the
relief measures, building in phase-out provisions from the beginning
and making them credible. But if the risks are real, so too are the
potential gains if the turnaround time is effectively utilized to restore
competitiveness: the avoidance of substantial unemployment of re-
sources during a transition period of unknown duration and the con-
tinued competitiveness of a sector which, with its supplier industries,
constitutes even today a significant proportion of the U.S. industrial
base.®

Firms, Governments, and Economic Theory:
Explaining the Interactions

An observer of the automotive industry of the 1980s is confronted |
with an apparent paradox. On the one hand, there is a tendency
toward greater concentration. Rising cost pressures, intensified po-
litical constraints, and accelerating capital requirements have resulted
in a trend toward pooling of resources among firms in the form of
mergers (e.g. Chrysler and Peugeot, Renault and American Motors),
joint ventures (e.g. Nissan and Apha Romeo, British Leyland and
Honda), and cooperative research or production agreements, in which
virtually all European manufacturers are engaged. At the same time,
there has been and continues to be a significantly increasing degree
of competition in the industry as the highly differentiated, segmented
national markets of the 1950s and 1960s have been replaced by the
far more: overlapping and interdependent markets of the 1970s and
1980s. The resolution of this paradox lies, of course, in the growing
importance of intra-industry trade and of overseas production and
investment in automotive products. These developments represent
phenomena based less on the classical determinants of international
trade—differences between nations in factor endowments or produc-
tion functions—than on the characteristics of firms operating in an
environment of imperfect competition and attempting to maximize
the flow of benefits from their particular constellation of advantages
as conditions change over time.

8 In his letter of Jan. 19, 1981, transmitting to the President the Department of Transpor-

tation’s study, The U.S. Automobile Industry, 1980, Secretary of Transportation Neil Gold-
schmidt noted that “roughly one of every six jobs in America is related to the auto industry.”
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The internationalization of the automotive industry by no means
signals the advent of Graham’s ideal world, in which individual profit-
maximizing firms make decisions and interact with one another in a
cosmopolitan world where national boundaries are of little conse-
quence. Rather, as one of my distinguished predecessors on this
platform has noted, “Whatever the role of national government, it
exists, and its existence and that of national governmental policies
undermine Graham'’s contention that firms within a given state should
not be aggregated into a national offer curve . . .” (Kindleberger,
1978, p. 14). Indeed, it is clear that in this industry, “Government
intervention in various forms is playing an increasing role in influ-
encing the pattern of international competition” (Pearce, 1980, p.
268). 1 have noted the tendency of automotive trade to shift away
from the international exchange of finished vehicles toward a greater
emphasis on cross-border flows of parts and components, as well as
the tendency of firms to speed up the product cycle by investing in
production or assembly facilities in their major overseas markets.
Both tendencies result from the interplay between the efforts of gov-
ernments to use national policies to achieve national goals and the
efforts of firms to reap the advantages of scale economies and efficient
global allocation of resources. Furthermore, most observers believe
that patterns of automotive production, trade, and investment will
in the future be determined at least as much by government policies—
including so-called “industrial policy” and the regulatory environment
as well as explicit trade policy—as by trends in comparative advantage
per se.®

This increase in government intervention in the marketplace in the
name of attaining certain public or collective goods has at least two
causes (see Whitman, 1977, p. 3). One is a concern with jobs and
exports, a concern just as perennially dismissed in the economists’
world of long-run equilibrium as it is perennially pursued by politi-
cians living in a world of short-run disequilibrium. Jobs and exports
have taken on new urgency in the face of slow growth, increased

¢ Although there is some controversy, most observers appear to agree that “At least in the
short run, United States regulations on safety, emissions control, and miles per gallon seem
easier for importers to meet than for American producers” (Wilkins, 1980, pp. 252-253). It
would be ironic if the handicaps imposed on domestic producers by U.S. energy policy and
the regulatory environment were to provoke some form of “industrial policy”—tax benefits,
subsidies, or import restriction—to assist those same producers.
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rigidities, and oil-induced pressure on payments balances. A second
is the belief—although not generally stated in those terms—that com-
parative advantage is dynamic and largely endogenous, not only in
less-developed countries but in industrialized ones as well.

The multinational firms that comprise the global automotive in-
dustry must operate within this mixed environment, even as their
own decisions and operations help to shape it. Theories of interna-
tional trade and investment that can effectively explain the resulting
patterns of production, trade, and investment in automotive products
are still in a fairly embryonic stage of development, and their welfare
implications remain largely unexplored. Economics as a discipline is
by no means value-free; its role is to generate analytical constructs
in terms of which the behavior of firms and governments can not only
be- described but judged. For that very reason, our profession is
perennially confronted with the challenge posed by Graham in the
closing sentence of his Theory of International Values:

There can be no useful purpose in developing a theory of market values
which leaves out of account persistently operative forces which, in great
degree, affect not only the values of today, but still more, those that will
appear on the morrow (p. 308).
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