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Abstract

Since the mid-fifties, Ireland has drastically
altered her trade policy in favour of freer trads.
This has been accompanied by a massive programme of
incentives to attrsct Foreign Direct Investment (FDI).
This thesis documents the magnitude and structural
composition of FDI. A detailed analysis is made of
the characteristics of foreign owned projects,; their
impact on the development of the domestic sector and on
the external trade of the host country. The share of
the foreign firms' value added which remains in Ireland
(Retained Value) is calculated. This is supplemented by
two methods of cost benefit analysisj; Domestic Resource
Cost analysis, which values all costs and benefits in
international price equivalents and a calculation of

the net return on the input of Goverrment funds.

The major benefits of FDI are the creation of nsw
employment (over 40,000 jobs up to 1972) and the
increase in industrial exports (46% of manufactured exports
were from foreign owned firms in 1970). Other secondsary
benefits have been small but FDI has contributed positively
to the Irish balance of payments. Costs have arisen from
payment of subsidies and constraints placed on the growth
of the domestic sector by the competition for resources,
The introduction of a large foreign sector has resulted
in cdualistic development and the weakness of linkage

effects makes this endemic.




Policy conclusions are that a more formal and
structural system of appraisal, properly valuing benefits
should be implemented. The inflow of FDI would be some-
what redﬁced and resources should be devoted to developing
the domestic sector, through both public and private
enterprise., FDI should be regarded as a 'bridging loan!
for those sectors where mobilising domestic resources
is difficult.' More effort should be made to exploit
the henefits of FDI by increased selectivity and closer

‘integration with the domestic economy.
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Introduction

Objectives of the Enguiry

The purpose of this thesis is to identify and
where pbssible, to quantify the effsct of Foreign
Direct Investment (FDI) in manufacturing industry
on the economy of the Republic of Ireland. The
study therefore involves the examination of certailn
key areas of the Irish economy and the impact of FDI
on such areas. The ultimate aim is to estimate the
change in Irish real income brought sbout by foreign

investment and the operations of foreign-owned firms.

Irish development policy has relied heavily on
achleving industrial growth through attracting foreign-

owned industriazl projects to Ireland. Substantial

incentives are available to such projects including an
extensive scneme of non-repayatle cash grants. In view
of this development policy, an analysis of effects on

the econcmy is of pressing interest.

The analysis of FDI reguires a framework rather
different from that needed to analyse domestic invest-
ment. TForeign ownership, withAits resultant effects on
the distribution of gains from production and its

conseqguences for the behaviour of firms, must be analysed

within the framework of the theory of foreign dirsct

wis




investment and the multinationzl firm. The derivation of
methodology is the subject of the remainder of this

Intrcduction.

The Theorv of Forelszn Direct Investment and the

Formulstion of Methodology

Foreign Investment is the act of establishing income
earning assets in a country other than the country of
ovwnership of the firm (or individual) carrying out the
lnvestment. This thesis is concerned only with direct
foreign investment rather than portfolio foreign invest-
ment, the latter being the purchase of foreign securities
vhich does not entall control of the enterprise whoss
shares ars purchased. The major conduit of FDI is the
multi-national enterpriss (MNE), defined simply as a firnm
which owns or controls income-generating assets 1in more
than one country.l The concern of the thesis 1s the
aggregate effect on the host economy of all invsstments
made by MNEs in recent years. Consequently the termin-
ology "Foreign Direct Investment" is most freguently used.
This does nct mean however that intra~firm decision
variables can be igrored and several sections of the thesi

) - 2
are explicitly concerned with this aspect of FLI.

The standard theory of inteérnational trzde, the
Hecksher-Chlin-Stolper-Samnelson approach, was not designed
to account for capital movemsnts and such movements were

first explained in a monetary framework in terms of inter-




national interest rate differentials. This is a more
satisfactory approach to portfolio inyestment, where
control of the foreign assets is not involved and

where capital is transferred in a pure form rather than
to FDT which involves the transfer of a package of

resources (capital, skills, technolegy).

The flrst theoretical analysis of the possible
effects of FDI on the host economy was that of
Machougall (1950).> FDT was viewed as an addition to
the capital stock of the host country and the analytical
device used was the marginal physical product of
capital schedule. This suggests that foreign capital
is homogeneous with host country capital and that the
transferred resource cénsists of a single factor - both
assunptions which the modern theory would refute. As a
guide for methodology, MacDougall's contribution suggests
that the areas of benefit and cost to the host country
from FDI will be from taxes and subsidies on foreign
capital, external economies and changes in the distribution
of income (for a move along with marginal physical product
curve with an inflow of foreign capital will distribute
income away from domestic capitalists towards domestic
labour). MacDougalls analysis also allows for improvements
in the'technology of production brought about by foreign
investment, In the analysis there must be some mechanism
of transmission of such know-how to host country factors

if a gain is to result.,
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A major advance in the theory of direct investment
came with the Hymer/Kindleberger "monopolistic advantages"
theory. International investment was placed firmly
within the realm of the theory of industrial organisation
and market structurea5 The basis of the theory is that
any international investor (MNE) must'possess certain
monopolistic advantages to be able to compete with domsstic
firms in the host market. Such advantages can be acguired
in both the factor and product markst, Techhology and
managerial expertise have long been considered as factors
of production and the ability to draw on knowledge (includ-
ing the ability to innovate and adapt quickly) is vital
to modern production, Such advantages can be com-

pounded by the product market, as we shall see.

The theory must go on to show either that the
advantages, when divested from production are non
marketable or that the market value of such advantages is
far below the net édVantages of direct investment. The
producer of knowledge in the modern world economy is
rewarded by a temporary monopoly position and although
tne knowledge acquires the status of a public good (i.e.
it cén he exploited abt very low marginal cost) within
the inventing firm, outsiders are faced with acquisition
costso6 The motivation for direct investment is postu-
labed to be exploitation of this temporary monopoly position.
The possession of such a monopoly position i1s a necessary

condition for direct foreign investment to take place,

e I




If the return to such a "patent" depends to some extent
on local production and the holder is a profit maximiser,
then this 1s a sufficient condition for FDRI to taks
place. The return may depend on Iocal production (and
on the control of that production) if there is no market
in existence for the particular type of knowledge being
exploited. If such a market does exist, it 1s unlikely
that a market value, representing an approximation to
the capitalised future return on the "patent", would
correctly assess the worth of the advantage to the firm,
given the inter-dependency of rents which is a result of
the igtegrated nature of modern production. This is
particularly true if the advantage is in managerial
expertise; which must be exercised in an organisational
setting, or in a technological innovation related to

on~stream production.,

In many cases, the general position in the factoer
market is compounded by differentiation in the product
market. Foreign direct investment is encouraged by the
existence of two sets of entry barrierg‘to the product
market of the "host" couhtry.7 The first barrier con-
cerns national markets. Barriers to servicing national
markets through exports - such as tariffs, quotas and
subsidies to dbmestic producers, sncourage foreign {irms
to establish productioﬁ facilities in the protected
market. Such barriers enhance a locational advantage to

produce in the host country. The second barrier is a

relative one ~ it concerns the inability of indigenous

"xxiit




firms to produce a competitive product. Thus an
"ownership effect™ exists independently of a "location
effect"., This ownership effect arises through the
monopolistic advantage of the MNE or because of economies
of size or integration. In the same location foreign
firms enjoy a competitive edge and they can more easily
overcome "the costs of foreigners" where such conditions

apply.

All the zbove discussion is concerned with "horiz-
ontal" direct investments - where the foreign firm
carries out the same stage of productibn abroad as at
home.. However "vertical" foreign investment is also a
prevalent feature of the operations of MHils. Such
investment is intended to give control over “"downstream"
raw material or other factor input or of a forward

8 The avoidance of uncertainty

stage of production.
(given the absence of future markets) and the creation of

barriers to entry are the major motivating factors here.

This monopolistic advantages theory has been frult-
ful in stimulating the development of écademic research,
Horst9 has shown that it provides a framework for
analysing the firm's choice between exports, licensing
and direct investment as the best means of ser@cing a
foreign market. Similarly, rival models of the investment
behaviour of MNEs have been postulated, which will have
important repercussions on the host sconomy. Barlow

11
and WGnderlo and Fenross have suggested a "Gambler's

s¥xiv




Earnings Hypothesis" of foreign investment behaviour.
In essence, the hypothesls suggests that the MNE will
reinvest profits, like a compulsive éambler, until a
real killing is made, at which point a lump sum gain
will be transferred across the exchanges to the sourcse
country. Conversely, Stevens suggests that the invest-
ment and dividend (remittance) behaviour of MNEs is
governed by exactly the same considerations as any
other firm and that global profit maximisation is the

noerm 012

The Product Cycle Hypothesis of Raymond Vernon is

13 The hypothesis suggests that

a further development.
the locaticn behaviour of the MNE will vary according to
the development of the product and the technology under
which it 1is produced. Veraon suggests that for two
reasons the pressure to innovate is greatest in the U.S.A.
Firstly, the very high labour costs induce entrepreneurs
to substitute new equipment and techniques for high cost
labour. Secondly, because of high income levels, new
wants first appear in the U.S5.A. and because the trans-
mission of such wants to entreprensurs is a function of
geograpnical proxinity, these demands will first be met

by U.S. firms. Consequently U.S. firms will first create
new products. However, as production becomeés more stand-
ardised arnd techniques more stable, the producers will be
attracted by emerging markets elsewhere and FDI will occur
because of cost advantages (and perhsaps démand stimulating

advantages) of being present in a market.  In the final,

XXV
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"mature product" stagé technology 1s stabilised and the
main determinant of location is labour cost (the product
is by now much more labour intensive than in the earlier
stages) and the investments will be iocated where low
cost labour can be obtained. This may mean that prod-
uction will be split into sepsrate stages, sach with a

different location determinant.

As a guide for the methodology for the investigation
of the effects of FDI on the host economy, the above
theory is most illuminating. Attention is directed to
the existence and means of explolting monopolistic adVan£—
ages and so to the industrial structure of the host
country and to the fac?or and product market relation-
ships displayed there. In particular, the fields of tech-
nological gain and loss (diffusion and costs), efficiency
gains, managerial and organisational lmprovement, external
costs and benefits, losses from monopollistic exploitaticn
and effects on the internal and external distribution of
income, are highlighted. Attention is also focused on the
balance of payments and on real incomes (and potential

incoms ).

However, other areas of economic theory are of great

importance in the formulation of methodology. International

trade theory and the economics of industrial structure are
obviously relevant. A further area is that of development

economics. Many of the central issues of development

ey




gconomics are involved in assessing the impact of FDI

on: savings, employment growth and distribution. Many
of the concepts of development econo@ics are of use in
11luminating the impact of FDI; dualistic development,
linkage effects and other "growth stimuli" are such

concepts.

One approach to FDI which 1s useful in categor-
ising the effects on the host is Corden's "enclave"
approach.1l+ The foreign firms are regarded as
constituting an "enciave™ which can for analytical
purposes be considered as a separate "economy".

Corden suggests that the relations between this "economy"
and the host economy are vital. The MNE-resi of the
world relaticnships afe unimportant compared to enclave-
host relgtions. Given this, Corden suggests that four
major connccting relstionships are to be analysed:

(1) trade relations both ways - the two way movement of
goods, (2) factor movements, which will normally be only
one way, from the host to the enclave, (3) transfers
(taxes and subsidies) which can go both ways, (4) extern-
alities, both positive and negative, which can be
described as unpriced services. The approach suggests
that welfzre gains and losses can be described in standard
"gainé from trade'" termg between host and egclave (there
is thus always a potential gain from the MNE), plus gains
from employing labour at a wage greater than social

opportunity cost.

+ Here Corden means that the relationship (host country

to MNE) is a non zero sun game.

it



Several areas of economic theory can thus be
brought together to provide the methodological frame-
work for the analysis of the effects of FDI on a host
country such as Ireland. An integrated framework is

adopted here. The structure of the thesis with attendant

methodology is now outlined,

Chapter I provides the essential background by
analysing the structure of the Irish economy. Chapter II
outlines in detail the development of Irish policy
towards FDI and provides a review of the development
strategy of the Irish Republic. The following Chapter
providaes a quanbification of the amount of FDRI in Ireland
in recent years. It goes on to categorise foreign projects
in various ways in order to provide an overagll picture of
the nature of recent FDI. The industrial structure of
¥DI is analysed using concepts derived from the thecry of
industrial organisation and the theories of FDI related
to this approach. The Chapter quantifiss and evaluates
the importance of the foreign owned sector of Irish

industry.

The first part of Chapter IV is largely concerned

- with tariffs and trade, and so it relies heavily on
international trade theory, the theory of effective pro-
tection and the theory of thg}NNB, particularly as regards
methods of market servicing;. In the latter part of the
Chapter, the theory of the MNNB is used in analysing the

scononic functions performed by.the Irish subsidiary of
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the foreign owned firms. The foreign owned sector of
Irish industry is analysed in an attempt to discover

if its existence has contributed to dualistic develop-
ment of the economy. The "enclave approach" referred to
above; is further refined by the calculation of "Retained
Value" which is the proportion of the output of foreign
owned firms accruing to Irish factors. This Chapter
includes a re-appraisal of the analysis of FDI carried ocut
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by Cooper and Whelan; a task which is continued in

Chapter VII.

Chapter V evaluates the impact of FDI on the prod-
uctive efficiency of the host economy, both at the micro
and macro level. The Chapter analyses the comparative
efficiency of the foreign owned and the domestically
owned sectors. The strength of the mechanisms of trans-
mission of efficiency from the foreign to the domestic
sector are evaluated. This Chapter also focuses on the
capital intensity of foreign owned projects and investi-
gates the technological impact of foreign direct investment.

The relationship between FDI and tﬂé host country's
external balance of payments is brought out in Chapter VI,
which relies on an analytical model derived originally
from the analysis of project appraisal in LICs and from
internatioﬁal trade theory. The Chapter also introduces
a model relevant for the discussion of external adjustment

where FDI is a major influence in the domestic economy.
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Chapters VI and VII utilise z system of shadow pricing,
relying on values given by international trading
relationships, in order to define a system which more -

closely reflects social valuaticns.

Chapter VII represenﬁs an attampt to organiss the
effects of FDI into a coherent social cost-benefit
framework, and two such schemes are suggested. One
relies on a technique of appraisal dependent on inter-
national price valuations, the other expressss netb
benefit per £ of public investment. This Chapter relies
on recent advances mads in the‘field of“cost benefit

analysis, particularly as applied to LDCs.

The conclusion, Chapter VIII, attempts to codify

the areas of impact

There are three initial problems of methodology
which should be pointed out, two general ones and the
third a problem peculiar to the analysis of FDI.

(1) Methodology must be contained by data deficlencies.
Lack of data, here as elsewhers, causes the utilisation
of second-best and truncated methods. An example of
this arises in Chaptsrs VI and VII, where the analysis
could be carried out for one year only.

(2) The analyst is faced with the problem of isolating
the effects of FDI from other changes occuring in the
economry. The identification of causality is a perennial

problem of economic analysis. Theory can, as above, diregcet




attention to the possible direction of causality but

then the skills of the applied economist must take

over. Thus methodology must steer a course between
partlal equilibrium analysis, where too much may be

held constant, and general equilibrium analysis where

all but the most trivial effects may be nullified.

(3) The problem peculiar to (or psrhaps most acute in)
the analysis of FDI is the "alternative position"
assumption. This assumption is addressed to the question
of the state of the economy if the particular foreign
investment hzad not taken piace; Any analysis is sensi-
tive to the cholce of the alternative against which to
set the "with-FDI" sitvation - witness the Reddaway and
Hufbauer/Adler reports.16 General theory can be of little
help here. An anzlysis of the host sconomy is an
essential pre-requisite to an appropriate answer, This
present work, in general makes the assumption that there
has been little replacement of domestic Irish owned
industrial activity and that FDI has represented a net
addition to Irish resources. However, in many places,
the consequences of taking a different view are made
explicit and several quantitative results are subjected
to sensitivity analysis, varying the alternative
position. The insurmountable fact is that, for the sake
of logical analysis, this assumption must be spelled out
and at all times the consengncss of taking one alternative
position rather than another must be made explicit. 1In

relation to this work, the hope is that the assumptions

e




chosen are the most realistic ones given the conditions

of the Irish economy and in particular the constraints

on its development.,

The first Chapter provides a brief introduction to
the Irish economy as a prelude to the main body of

analysis, contained in the following six Chapters.
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Chapter I: The structure of the Irish economy

The contribution of Foreign Direct Investment>(FDI)
depends very much on the economic environment in which it
operates. The economic features of the country such as the
size of its population, the existing sectoral distribution
of economic activity, the degree of openness of the economy .
and the general economic climate, all have a bearing on the
effectiveness of FDI. The purpose of this chapter is to -
describe the Irish economic structure, This will provide
the necessary background for an analyéis of -the effects

of FDI.

A fundamental factor in any discussion of the Irish
economy is its size. Ireland is a small country in
virtuslly every sense. The area of the state is 27,136
square miles ( 70,282 square km) and its total pOpulation
in 1971 was 2,971,230.} A comparison of Ireland's popu-
lation with that of the other EEC countries also attests
to its relatively small size (Table 1.1)

The othef main feature is its relatively low level of
development. Ireland is not classed as a 1ess‘dsve10ped
country (LDC) in the U.N. "league table"., 1Indeed, judged
by its per capita income (1971) of g 1532, Ireland ranks
well above the international poverty line. However, the
country displays all the characteristics of an economy at
an intermediate stage of development, if not those of an

LDC., The high rate of unemployment, net emigration,




relatively high birth rate and the high degree of
dependence on agriculture and the services sector are all

characteristic features of LDC's also exhibited by Ireland.

The data in Table 1.1 provide further evidence of the
low level of development of Ireland compared to her EEC
partners. Ireland is the poorest member of the EEC as )
measured by GNP per capita, which is the most frequently
employed, although not the best, yardstick of development.
The other socilal indicators presented in Table 1l.1 also
emphasise this point. The Irish employment structure is'
typical of an LDC. A high proportion of the labour force
is dependent on agriculture and the services sector. The
dependence on the services sector is a result of the large
Irish tourist industry. Much more important is the high
level of unemployment in Ireland. The Irish unemployment
rate is the highest of all EEC countries. A high proportion
of consomption expenditure 1s accounted for by necessities.
That Ireland is nowhere near a mass consumption society 1is
shown by the low level of expenditure on such items as cars
and telephones. Finally, despite ths large proportion claimed
by education (line 12), Irish expenditure on the social
services as a percentage of national income 1s the lowest

in the EEC.



Table 1.1 Ireland compared with other EEC countriss 1972

Item and Units

1.
2
3.

Population (milliions)
GNP per head (&)
Standard of Living:
Food, beverages and
tobacco as % total
expenditure

Private Consumption
per hgad (g8)

Gross Fixed Investment
% GNP

(1966-70 Average)

IBELAND

2.9
1532
47.7

1040

21.6

Uu.X.

55.7
2k21
3%.6

1510

18.6

ITALY
53.9
1867
42,9

1200

19.8

BELGIUM DENMARK OVERALL EEC
WQV :.@ ..NW\WON
2936 3456 2736
WH.H -
1810 2080 -
MH.N N:om -




Table 1,1 Continued:

Other Social and Economic Indications  IRELAND U.K. ITALY BELGIUM DENMARK OVERALL EEC

6. Live births per 1,000 population 22,8 16.3 17.4 14,8 - -
7. Deaths per 1,000 population 10.6 11.6 2.6 1°.4 9.9 10.9
8. Private cars per 1,000 population 133 215 190 213 218 : 216
9. Telephones per 1,000 population 106 267 171 211 339 . 216
10. Uoonowm per 1,000 inhabitants 1.09 1.18 1.79 1.5% 1.46 -

11. Expenditure on REducation % of
GNP 1969 4.15 4,97 5.80 %.97 6.34

12, Number at School and University
as % of 5 - 24 age group 68.2 63.0 573 61.7 - -

13. Social Expenditure as % of
National Income (1966) 2.7 15.9 19.3 20.8 16.7 18,9




Table 1.1 Continued:

Employment Data | IRELAND U.K. ITALY BELGIUM DENMARK
14, Labour Force as % vovswmmwob 38,0 k5,1 364 41,2 47,7
15. Unemployment as % Labour Force 6.0 2.9 3.2 2.0 1.2
16, Sectoral Labour Force % 3
Agriculture 26.5 2.7 19.5 L L 10.9
Industry 30.9 45.7 44,1 44,3 37.6
Services 42,6 51.6 36.4 51.3 51.5

OVERALL EEC

41.2
2.1

10.2
)
45.2

sSources:

Revort on the Social Situations in the Community 1972

EEC Commission

Economic Survey - Ireland OECD March 1973




A clear picture of the low level of development of
Ireland is obtained by comparing her income level with

that of other OECD countries.(Table 1.2)

Table 1.2 GNP per head, selected OECD countries 1971

Country GNP per head g 1971
Turkey 360
Yugoslavia 561+ +1969
Portugal 770

Spain : 1070

Greecs 1220

IRELAND | 1550

Italy 1880

UK 2460
Switzerland 3880

USA 5160

Source: OECD: Economic Survey Ireland - March 1973

Amongst the OECD group of countries, Ireland ranks
sixth from the bottom in terms of GNP per head.

The picture that emerges from these comparisons is
of an economy which is in a stage of transition from a low
base. The investment/GNP ratio compares favourably with
other EEC countries (Table 1.1 line 5) and indicates that

the economy 1s geared for growth.



The social and institutional backeround

The Republic of Ireland was established in 1919 when
the Dail Eireann (Irish Parliament) ratified the proclamation
of the Irish Republic. Ireland is a parliamentary democracy
and has adopted the philosophy of a mixed economy. The
state owned sector encompasses the railways, the bulk of
road passenger and road freight, the exploitation of peat,
the production of sugar from beet, steel prcduetién,

.industrial alcohol, nitrogenous fertilisers; airlines and
air transport facilitles, shipping and life assurance. Ths
economic philosophy of both major parties (Fine Gael and
Fianna Fail) is orientated towards private enterprise to be
guided and reinforced by the state. This is reflected by
the strategy of indicative planning adopted by tha state.
Several autonomous official bodies such as the Industrial
Development Authority (IDA) and Coras Trachtala (the Irish
Export Board) have the objective of fostering industrial

development through indirect intervention.

An overwhelming proportion of the population - nearly
95% according to the 1961 census, is Roman Catholic. The
Catholic Church appears to have considerably influenced the
history of the state.2 Several tenets of this religious
belief have been incorporated into the laws and constitution
of the state. The prohibition of divorce and of the sals
of contraceptives are the most obvious; although such

provisions are under review by a constituticnal committes.



Such religious sanction may, in large measure, explain

the high birth rate in Ireland - a statistic which is

the highest in the EEC (Table 1.1 line

However, despite these high birth
population of Ireland did not register
increase 1n absolute terms in any time
first census of 1841 until 1961. This
result of the high rates of emigration

Ireland. Table 1.3 shows the post war

6).

rates, the

an appreciable

period from the
outcome is the

experienced by

experience of

population changes. Irish emigration has not only been a

subject of extensive research but its reduction and

eventual eliminaticn has been a cornerstone of Irish

economic policy.

Table 1.3 Averzge Annual Rates of Changes cof Population

and Net Emigration per 1,000 of Average

Fopulation 1946-71

Intercensal Change in Natural
Period Population Increase
1946-51 +0.4 B.6
1951-56 4.3 9.2
1956-61 -5.6 9.2
1961-66 +4.6 10.3
1966-71 +5.9 10.1

Net

Emieration
8.2
13.4
14,8
5.7
4.2

1973-77 Part I

Source : IDA Regional Industrial Plans

IDA (1972)



Determinants of emigration are often categorised
into "push" and "pull" factors. The declining labour
needs of Irish agriculture, coupled with the inability
of industry to absorb agricultural labour have been the
main "push" factors. Social conditions are also important,
such as the tradition of emigration, lack of amenities in
rural areas and lack of opportunities for economic
advancement even for the employed. "Pull" factors such as
the better remuneration in the geographically proximate UK
labour market, the long standing Anglo-Irish social
connections such as a common lanzuage and the attraction
of the USA, New Zsaland and Australia in recent years have

also contributed to the high levels of emigration.

A major objective of irish economic policy has been
to reduce and eventually eliminate "involuntary" emigration
(which may be defined as job seeking overseas in the
absence of employment opportunities in Ireland). One of
the main instruments of such a policy in recent years has
been the attraction of FDI to stimulate domestic export-
orientated investment. The concern of Irish economic
planners with emigration is understandable in view of the
grave consequences 1t has had for the econcmy. The age
structure of the population has been distorted by emigration
in such a Qay as to reduce the numbers in the economically

active age-groups of 14-64.(Table 1l.h4)



Table 1.4 Percentage distribution of population by

age groups 1946-66
Year 0-1k4 1k -4k 456k 65+

1946 27.9 Lok 19.1 10.6
1951 28.9 41.0 19.4 10.7
1961 31.1 364 | 21.3 11.2
1966 31.2 36.7 20.9 11.2

Source: J. Meenan The Irish Economy Since 1922

Liverpool UP 1970

This decline of numbers in the economically active
age group coupled with the high birth rete and declining
death rate has resulted 1n a heavy weight of dependent age
groups on a small erning population. As can be seen from
Table 1.1 (line 14) the percentage of the total population
in the labour force falls below the EEC average (as does
Italy - a country with a common religious background and
tradition of emigration). It is, however, encouraging to
see that the Irish efforts aimed at reducing emigration
appear to have met with some preliminary success (see

Table 1.5).

Table 1.5 Average Annual Net Emigration 1951-71

Period Average Annual Net Emigration - Numbers
1951-56 39,353
1956-61 2,040
1961-66 16,121
1966-71 12,184

Source: IDA Regional Industrial Plsns 197377 Payt T




This success in reducing emigration may not have
been an unmixed blessing. It may have aggravated
unemployment which 1s a serious economic and social
problem facing Ireland. Unemployment has besen consist-
ently above 5% of the labour force as Table 1.6 shows

throughout the 1957-72 period (except for a short inter-
lude in 1966). '

Table 1.6 Unemployment as a bercentage of the labour forcs

Year
1957 /58 /59 /60 /6L /62 /63 /64 /65 /66 /67 /68 /69 /70 /7L /72
Unemplovment 4 Labour Force |

6.7 6.4 6.1 5.6 5.0 5.0 5.2 5.2 5.2 4.7 5.0 5.4 5.1 6.0 6.0 6.3

-

Sources: Report on Full Imployment (1967) Central

Statistics Office, Dublin.
Review of 1971 and Outlook for 1¢72 CSO, Dublin

Annual Statistical Abstract (various issues)

Apart from the fall in emigration, the déclining labour
needs of Irish agriculture and the 1nability of industry
to absorb the labour thus released appear to have been the
major causes of such high unemployment rates. To thesse

issues we now turn.

Irish industrial growth from the mid fifties

The data on GNP per capita shown in Table 1.1 which
puts Ireland at the bottom of the EEC "lsague table" con-

ceals the considerable growth and structural change that
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the economy has sustained-since the early 1950s. From
1956 to 1971 the average annual rate of growth of GNP has
been 8.4% in current prices and 3¢3% in cénstant (1958)

prices. The full record of Irish GNP growth is.contained
in Appendix Table Al.l.

A significant feature of Irish economic growth since
the fiftles is the rapid advance made by the industrial

sector in output and employment provision.

(1) Employment changes

Employment changes in the economy reflect the changing
distribution of output between the different sectors.
Table 1.7 gives employment in manufacturing industry and
full time male employment in farm work for 1961-1971. Over
this period manufacturing employment increased by 27.5%
and employment in agriculture declined by 25.7% - Table 1.8

sumnarises thess trends.

The flow of labour from agriculture is one of the
strategic magnitudes in the economy.+ It is a major
determinant of the rate of emigration and of the "target”
rate of job creation in industry. Despite the creditable
rate of job creation (2.5% increase per annum over the
period 1961-1971), mich of it in foreign owned concerns,
industry in general has, as yet, not been able to absord

sufficient labour to reduce unemployment.

+ See Appendix Table 3 and Notes to that table.
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Table 1.7 FEmployment in Manufacturing Industry and

~Agriculture 1961-71

1. Employment in 2. Males engaged in

Year Manufacturing Industry Farm Work (1st June)
1961 157,600 380,800

1962 163,800 360,800

1963 168,200 354,900

1964 171,900 343,500

1965 172,800 330,000

1966 174,900 319,600

1967 177,300 308,000

1968 183,800 298,600

1969 194,500 288,000

1970 197,200 274,000

1971 196,100 265,000
Source: Review of 1971 and Outlook for 1972 CSO Dublin
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Table Al.3 shows that agricultural productivity has
been rising, thus releasing labour from the land whilst
maintaining agricultural output. Therefore, although

emigration has fallen, unemployment is still rising.

The data in Table 1.8 also show the importance of
the services sector which accounts for 43% of the labour
force. Tourism is an important source of employment (and

of foreign exchange earnings)™ as Table 1.9 shows.

Table 1.9 Staff emploved in the Hotel Industry

survey Permanent Jobs Seasonal Jobs
CERT Survey 1965 10,442 4,370
CERT Survey 1970 12,156 7,663

Source: IDA Reglonal Industrial Plans 1973-77, IDA Dublin

(CERT = Council for Education, Recruitment and Training

for the Hotel Industry).

This reorientation of employment is the result of
differential growth between (and within) the major sectors

of the economy.

+ Earnings from tourism rose from £ 98.7 million in
1969 to £ 99.1 million the following year and to over
£ 100 million in 1971 when such earnings equalled just
over one quarter of the value of manufactured goods

exported.3
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(2) The growth of the industrial sector

In the period since the late fifties, there has been
a reorientation of the Irish economy towards industrial
production. Appendix Table 2 shows that gross output in
the Transportable Goods Industries (manufacturing plus
mining and quarrying) increased sixfold between 1949-1970.
It nearly doubled in the more recent period 1963-1971.
Net output more than doubled between 1963 and 1969.

Table 1.10 shows the growth of manufacturing

industry in both current and constant prices. Manufact-
uring output has grown from a base of 100 in'1953 to 239
in 1971.“ Included also in Table 1.10 is Gross Domestic
Capital Formation. Unfortunately data on the sectoral
distribution of Gross Domesfic Capital Formation are not
available., It is clear that industrial investment has
contributed significantly to Ireland's recent growth. The
volume of Gross Domestic Capital Formation grew by 8.7%
per annum over the period 1961-71 as against 3.9% per |

annum for GNP.
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Table 1,10 The growth of manufacturing output in the

sixties Gross Domestic Capitel Formation as a % of GNP

Year loross Output of 2Volume of OQutput 3Gross Domestic
RS 198500 TR

1960 434.0 _ 100

1961 479.8 107 4.1
1962 5174 116 15.6
1963 55846 121 16.8
196k 614 .2 - 131 18.0
1965 657.5 137 ©19.2
1966 694 .6 - 142 18.4
1967 78643 152 19.4
1968 890,3 167 18.6
1969 1010.7 179 22,3
1970 1095 .4 185 21.k
1971 1195.3 192 22.5

Source : Review of 1972 and Ouslook for 1973 (Prl.3090)

CSO Dublin.
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Within the manufacturing sector itself, there has been
a reorientation away from the "traditional" sectors, food
drink and tobacco, clothing and footwear towards chemicals,
structural clay products and "other manufacturing" (the
fastest growing of all). Table 1.1l shows these trends
clearly. The sectors in which there has been substantial
foreign investment are the ones with the fastest growth of

output, as will be seen later.

Table 1.1l Trends within the industrial sector-volume of

production Iin the major industrial groups 1953-71 (1953=100)

Sector | 1958 1963 1968 1970 1971
1. Food - 88 112 146 156 163
2. Drink and Tobacco 98 108 124 136 145
3. Textiles : 127 189 278 34k 356
4. Clothing and Footwear 97 134+ 160 174 173
5. Wood, Furniture, 93 132 153 174 189
Brushes, Brooms
6. Paper and printing 129 172 213 236 239
7. Chemicals 129 206 381 438 437
8. Structural Clay, 10k 183 318 307 k426

Glass, Concrets etc.
9. Metals and Engineering 124 217 302 331 317
10.0ther Manufacturing 122 254 430 511 949

Total Manufacturing 106 151 208 230 240

Source: Review of 1972 and Outlook for 1973 (Prl 3090)

CSO Dublin.

18




The table shows that sustained industrial growth began
to be achieved in the period 1958-68 after a faltering
start in the 1953-58 period. Again the influence of FDI

will be seen to be paramount.

Trade and Trade Policy

A characteristic feature of the Irish economy is the
high degree of "openness" which stems frcm the small size
of the country. An open economy is one that exhiﬁits a
high degree of dependence on foreign trade. A measure of
openness is provided by the ratio of the sum of trade
flows (exports plus imports including current income on
capital) to GNP, 1In the case of Irsland (1970) this ratio
was 83.8% compared to 48,57 in the UX, 6él.2% for Denmark,
35.9¢ for Greece, 22.3% for Japan and 12.4% for the USA.5
Thus, by international standards, Ireland is heavily

dependent on foreign trade.

External trade dependence is however only one facet
of openness. In the Irish case, international factor
flows of both capital and labour also contribute to the
openness. The integration of the UK and Irish labour
markets, the use of cheque payments between the UK and
Ireland and the unique cultural and kinship ties that exist
with the UK, USA, Canada, Australia and New Zealand have

all contributed to factor flows.

In view of its high degree of openness, the trade

policy pursued by Ireland assumes paramount importance.
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Irish trede policy has undergone spectacular changes
since the late 1950s. The inward looking poliecy of
industrialisation through import substitution pursued
earlier has been replaced by a policy of export based
industrialisation and an encouragement of inflows of
FDI. These aspects are covered in later chapters as
they form the core of the thesis., Suffice it to note
here that the change of trade policy has had significant
effects on FDI in Ireland.

Regional Disparities

No analysis of the Irish economy can be complete
without a discussion of the regional disparities within
the country. For the purposes of grant allocation, the
Industrial Development Authority (IDA) divides the
country into two roughly equal halves; East and West. It
is the Western "Designated Areas" (previously and more
aptly "Underdeveloped Areas") which lag behind in terms
of development. It has been an aim of Government policy
to attempt to rectify this imbalance by the creation of
new industrial emplcyment. The Third Programme for
Economic and Soclal Develcpment (1969-72) was pledged to
"gnsure that the benefits of economic growth are spread
throughout the country".6 The new IDA Regional Industrial
Plans 1973-77 have set targets for regional job creation
and development. Here we present four major indicators of
regional imbalance; viz. (1) income (2) level of indust-

rialisation (3) migration (&%) unemployment.
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(1) Incomes: Table 1.12 shows the spread of incomes in

the nine planning regions of Ireland (see Map 1).7

In 1969, the personal income level of the Eastern
region (which includes Dublin) was over 70% higher than
that of Donegal, representing an absolute difference of
around £212.00. Although the disparities tended to narrow
over the perlod 1965-69 and the rate of growth of incomes
was roughly similar between regions, in absolute terms the

more prosperous regions forged ahead.

Table 1.12 Personal Incomes by Region 1965 and 1969

Regions (ranked Average Personal Income Change 1965-69
by 1969 level) per Head at Current

Prices (£)
1965 1969 % Actual (£)
East 359 517 N +44,0 +158
South West 286 409 +43,0 +123
Mid West 275 391 +4#2,2 +116
South East 271 380 +40,2 +109
North East . 259 380 +46.7 +121
Midlands 231 325 40,7+ 94
West 223 32k +45.3 +101
North West 219 316 4.3+ 97
Donegal - 215 305 +4lf9 + 90
State 292 k20 +43.8 +128

source: IDA Regional Industrial Plans 1973-77

Part I, IDA, Dublin.
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(2) Level of industrialisation. The indicator chosen

to represent the level of industrialisation is the
percentage of the regional labour force which is
employed in the irdustrial sector. Industrial employment
is a particularly good indicator of industrialisation in

this case, as it is also a Government policy objective.

Table 1.13 Persons engaged in Industry as a Z of total

persons at work in each region 1961, 66, 71.

Region (ranked by 1971%) Percentage in Industry
1961 1966 1971(estimated)
East A 36.2 37.5 38.6
North East 23.6 27.7 32.9
Souﬁh West 24,0 27.1 30.5
Mid West 18.3 2k,1 279
South East 204 23.6 26.7
Donegal 16.6 19.8 2k L
Midlands | 18.3 20.3 23.8
North West 12.1 13.2 17.4
West 10.8 12.9 15.9
State 24,6 27.5 30.6

Source: As Table 1.1l

Some narrowing of the disparities in industrial
employment between regions is taking place. A compre-
hensive policy of inducements and controls, largely
under IDA direction, is attempting to divert industry to

under-industrialised areas. In 1961 tke proportion of
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industrial employment in the East was three times that in
the West - by 1971 this had declined to two and a half

times the industrial employment proportion of the West.

(3) Migration rates

Table 1.14% Population change and Migration Rates by
Region 1961-71

Average Annual

%_Population Si;iaggoieger gigﬁlzzion
Region Change 1000 Population Change
1961-66 1966-71 1961-66 1966-71 1961-66 1966-71
East +9.1 47,1 42,7 -0.6 1 1
South West +1.3 +2,7 =547 -3.0 3 2
| North East -~1.0 +2,7 =10.7 3.7 5 3
South East =-0.1  +2.6  =9.8  -k,7 by b
Mid West +1.6 +1.7 -6.0 -5.6 2 5
Donegal 4.6 -0.5 =15.0 -6.9 8 6
Midlands -2.0 -0.8 -12.6 -9.8 6 7
West <3k 2.3 -13.5 -10.6 7 8
9 9

North West <=6.0 4.0  -15,1 -10.0

State +2.3 +3.0 -5.7 4,2

Source : As Table 1,11

The five regions which experienced an increase in
opculation during 1966-71 are the Eastern Areas plus the
South and Mid West tourist areas. The latter has benefitted

from the spscial employment incentives given by Shannon



Free Airport Development Company Ltd. (SFAD Co.) The
population change in the latter period was mors positive
(or less negative) than the earlier period for all but one
region, two of them reversing a decline in population.

The East region's growth slowed - and thus the poliey aim
of checking the growth and spread of Dublin was achieved.

However, wide disparities between regions still remain.

() Unemployment rates. This indicator is closely

related with population change and industrial job provision.

Table 1.15_ Regional and State Unemployment Rates

Region (ranked by lowest rate 1971) Unemployment Rate

. 1966 1971
South East 3.65 4,90
Midlands 3.65 %.93
East 3.54 5.06
South West %.10 5.19
North West ' 5.66 5.57
North East 4.97 5.57
Mid West 4.50 5.57
West 5.77 7.36
Donegal 9.70 13.83
State | k.30 5.70

Sourcs: IDA Regional Industrial Plans 1973-77

Part I, IDA Dublin.

The discrepancy between regions in employment provision

has been increased as overall unemployment has incrseased.
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The West region and Donegal are clearly in desperate need

of employment provision.

It 1s clear from the foregoilng evidence that there
are severe regional disparities within the state. Table 1.14
confirms that the indicators of regional differences show
a consistency of pattern. Column 5 shows the percentage of
IDA expenditure which goes to each region. Grants and
other expenditures of the IDA are the major policy tools
aimed at reducing regional disparities. The ranking of
areas by reglon is not sufficiently dissimilar from
indicators of regional disparity to suggzest that IDA
expenditure 1is a‘sufficiently strong countarvailing forcs.
Indeed, IDA expenditure does not seem to favour the poorer

regions.,

Table 1,16 The Ranking of Regions by five indicators.

1 : 2 3 l“qy . S,y
Population “Unemploy- Personal % at Work “% of
Changse ment Rate Income level Industry IDA

Region 1965-71 1971 1969 1971  Expenditure
East 1 3 1 1 2
North East 2 5 4 2 5
South West 2 4 2 3 1
South East 4 1 2" 5 b
Mid West 5 Vi 3 l 3
Donegal 6 9 9 6 9
Midlands 7 2 6 7 8
West 8 8 7 8 6
North West 9 5 8 9 7

Source: Regional Industrial Plans 1973-77 op cit




The four regions ranked 6-9 by indicator 1 remain in
these positions in 1t out of 16 possible instances
(columns 1 - 4) and they have the lowest proportions of
IDA expenditure, vwhilst the top two regions, East and
South West, are the largest recipients of IDA expenditure.
Other criteria (such as the willingness of firms to locate
in an area with a stated grant incentive) will influence
the location of IDA expenditure and it is clear that
regional considerations are not the only ones pertaining

to the allocation of grants.

| Even within the most backward regions, and the
above has identified the four West and North West regions
as the "poorest areas", there are sub regions markedly
worse off than the region as a whole. The six counties
included in Table 1,17 may be particularly singled out.
Special remedial action is particularly required in such

arease.

Table 1.17 Population performance of selected counties

1961 - 71. ‘

County 1Population 1971 21966-71 % Change 31961-66 % Change
Leitrim 28,313 mR" -8.7 ,
Mayo 109,497 =52 -6.3
Roscommon 53,497 4.9 -5.0'
Longford 28,227 2.6 -5k

Cavon 52,674 2.5 4.5

Sligo 50,236 -2.0 4.3

Source: Regional Industrial Plans 1973-77 Part T,IDA Dublin
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Government policy has countered emigration in period

1966-71 as compared to 1961-66. The population decline

is however still extremely heavy in some areas.

One further regional socio-economic feature is to be
noted. The Gaelic speaking population (2.5% of the
population of ths state) is regionally concentrated in areas
known collectively as the Gaeltacht. Such areas exhibit
a very high degree of dependence on the agriculbural
sector (the proportion of workers in industry is less than
half that for the state as a whole), generally higher than
average unemployment rates, lower than average incomes, a
higher than average dependency ratio (449 per 1,000 in the
age ranges O-14 and over 63 years compared to the state's
424 per 1,000) and an imbalance of the sexes (89 females
to 100 males compared to 99:100 at the state level). 1In
1966 the population of the Gaeltacht areas was 72,706 and
this figure is rapidly declining (by 7.3% over the period
1961-656), Special méasures are in force in an attempt to

attract industry to these particularly needy arsas.

Finally, the continuing dominance of Dublin is
important when the urban structure of the state is
considered, The population of Dublin is shown in Table 1.18
and 1.19, Dublin provides 42.3% of total employment in
manufacturing and 40.4% of total services sector employment
(1971). Although the former proportion has been declining
(from 46.8% (1961) and Lh4. k% (1966)) the latter has been
increasing (39.2%7 1961 and 40.2% 1966).8
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Table 1,18 Thae population of Dublin and the

rest of the State.

1966

Population 1961 1971 .
Dublin 718,332 795,047 849,542
Rest of State 2,100,009 2,088,955 2,131,688
State 2,818,341 2,884,002 2,971,230
Dublin as % 25.5 27.6 28.6
State

Source: IDA Regional Industrial Plans 1973-77

Table 1.19 The Urban Structure of Ireland 1966

(A1l towns over 20,000)

City or Town Population
Dublin 795,047
Cork 122,146
Limerick 57,570 |
Waterford 29,842
Galway 26,295
Dundalk 21,678

Regional Studies in Ireland, Colin Buchanan

gource s

. and partners 1968.

The urban structure, Dublin apart, 1s very sparse.
Only six major citles and towns exceeded 20,000 population
in 1965. The growth of Dublin and its environs is a
major policy concern, but limitation of this growth must

not be achleved at the expsnse of reducing employment
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creation. Industrial growth in the East region is
limited to those cases where no alternative location 1is
feasible or where the expansion is of a firm alreadj
existing in the Dublin Metropolitan Area.9 Regional
policy has in the past attempted to create "counter-
magnets" to the growth of Dublin, the most successful
attempt belng the growth of Limerick-Ennis, through the

industrialisaticn of Shannon Free Airport.,

Conclusion

The brief review of Irish economic strﬁcture
presented in this Chapter shows that the économy is'in
an intermediate stage between an advanced industrialised
economy and an LDC. However, many of the characteristic
features of the economy predispose the analyst to view
Ireland in terms of concepts originating in the literature
on developing countries. Like most LDC's, Ireland is
heavily dependent on agriculture and has a weak urban
structure. Despite recent rapid advances, the Irish
industrial structure is weak and is not well integrated.
A consequence of this 1s the heavy dependence of the
economy on the external sector., A further salient fact is
the existence of severe regional disparities - agailn a

comnion feature of LDC's.

Several othar socio-eccnomic indicators also show
that Ireland exhibits the features of an LDC, The
pattern of consumption is orientated towards foodstuffs

and away from the "luxury" goods which have become mass
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consumption goods in the industrial West (telephones,
cars). The low level of provision of social infra-

structure, the pattern of social expenditure, the age
structure and the high birth rate are all features of

underdevelopment.

Finally, Ireland like most LDC's suffers from an
imbalance in its factor endowments - a relative abundance
of unskilled labour and a shortage of capital and entre=-
preneurial know-how. The problem is aggrevated by the |
declining needs of labour in agriculture and the inability
of industry to absorb the released labour. The main
policy problem has been the containment of emigration.

‘It is this situation that has led Irish economic policy
makers to look favourably on FDI which is believed to be

a source of capital, technology, skills and enterprise.

It is against this background that the contribution
of FDI to the economy must be judged.
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Appendix to Chapter T: Irish GNP and Growth

Table Al.l GNP and Growth of GNP 1956-1971

Year ]'GNP 2GNP 3Rate of hRate of
Current Constant Growth of Growth of
Prices (1958) Prices GNP Real GNP
£m £m (per annum) (per annum)

1956 560 .4 610.5

1957 581.3 616.3 3.7 0.1
1958  600.9 600,92 3.k ~ =245
1959  637.8 626.0 6.1 4,2
1960  67%4.2 6574 | 5.7 5.0
1961  724.3 689.0 7.k 4.8
1962  780.0 710.4 7.7 3.1
1963  835.0 739.1 7.1 4.0
1964  946.C 767.8 13.3 3.9
1965 1012.8  787.9 7.1 2.6
1966 1063.0 797.0 5.0 1.2
1967 1168.5 848.¢ 9.9 6.
1968 1319.0 915.0 12.9 7.9
1969 1481.0 953.0 12.3 k.2
1970 1650.0 967.0 11.k 1.5
1971 1858.C 994.0 12,6 2.8

Source: Columns 1 and 2 OECD: Economic Survey -
Ireland (Various)

Columns 3 and 4 calculated from cols. 1 and 2
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Table Al.2 The Growth in Transportable Goods
Industries 1949 - 71

Year 1Gross Output 2Net Outputb 3Avarage
Transportable Transportable Numbers
Googg‘lndustries GOO%S Industries Employed

1949 201.7 61.5 135,341

1950 235.5 68.6 143,611

1951 271.9 .5 148,02k

1952 295.7 77.7 143,979

1953 328.9 89.2 150,587

1954 331.7 91.9 153,926

1955 341.7 97.2 156,627

1956 3354 994 154,321

1957 351.0 100.3 149,867

1958 371.1 107.7 150,269

1959‘ 406.9 121.7 153,141

1960 k3.1 130.6 159,955

1961 490.8 150.7 167,294

1962 529.8 | 168.7 172,947

1963 5714 183.1 177,732

1964 628 .4 205.9 181,662

1965 671.3 221.8 182,662

1966 741.6 247.8 184,652

1967 810.1 286.2 187,202

1968 922.2 331.3 19,174

1969 1049.3 389.5 205,14k

1970 1137.5 na 207,900

1971 1240,.2 na 206,800

Source: Irish Statistical Bulletin 1969

Review of 1972 and Outlook for 1973

(Pr1.3090) CSO, Dublin
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Table Al.3 Value of agricultural outout, decline in

employment and net output per man in apriculture 1953-71

Year loross Output °Net Output 3Males engaged l+Net Output
£ mlllion £ million in farm work per man
(1st June)(000s) (2)
3

1953 177.9 148 .k 402,8 0.37
1954 174 b ‘ 1414 421,3 0.3k
1955 186.9 154.1 418.Y 0.37
1956 175.1 142.8 409.3 0.35
1957 190.2 156.3 398.6 0.39
1958 181.5 145,7 395.3 0.37
1959 191.2 157.0 389.1 0.40
1960 193.1 160.8 382.8 042
1961 206.5 169.4 380.8 0.4k
1962 213.1 171.9 360.8 0.48
1963 215.0 171.5 354.9 0.k%8
1964 2k0.2 194.7 343.5 0.57
1965 252.5 190.6 330.0 0.58
1966 248.9 195.1 319.6 0.61
1967 266.1 208.8 308.0 0.68
1968 303.9 237.2 298.6 1 0.79
1969 318.9 2Lk5.6 288.0 0.85
1970 342.9 261.6 274.0 0.94
1971 386.3 292.1 265.0 1.10

Source: Review of 1971 and Outlook for 1972

CSO Dublin Column 4 calculated by Author

Notes: Clearly, agricultural pfoductivity has been rising
from 1958 through new capital intensive techniques in
agriculture, consolidation of holdings and ending under-
employment (on the assumption that female:male labour

ratio in agriculture has besn constant).
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Chapter II: The Development of Irish Poliey Towards

Forelgn Dircet Investment.

"Let goods be homespun wherever it is
reasonably and conveniently possible,
and, above all, let finance be primarily

national".
J. M. Keynes in University College, Dublih, 1933%

Irish economic policy towards foreign capital has
undergone drastic changes since the 1930s when Keyhes
gave his unequivocal blessing to a policy of self suffic-
iency and independence from foreign finance and control.
Recent Irish policy has actively encouraged Foreign
Direct Investment (FDI). A unique fsature of significancs
in this respect is the provision of grants in aid to
foreign firms out of national finances. The purpose of
this chapter is to ahalyse Irish policy towards FDI,
especially the policy of providing grants to foreign firms.

The Era of Lconomic Nationalism

The present liberal trade philosophy of the Irish
Government stands in glaring contrast to the policy of
economic nationalism practised in the early part of this
century. The attitude towards trade is paralleled
throughout by a complementary attitude to foreign

investment.,
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Ireland had for long been an agricultural hinterland
and colonial market of Britain before the founding of the
"Irish Free State" in 1922, The establishment of the state
gave a huge impetus to a desire for industrial growth and
domestic control of the economy. A policy of protectionism,
relying on tariffs and quotas, was established and policies
of import substitution were instituted, cliefly in consumer
products. A policy of selective protection was followed in
the twenties turning to one of full protsection after the
advent of the first Fianna Fail Government (March 1932).2
The move towards high tariff walls was reinforced by the
dispute with Britain over the»payment of Irish land annuitises
and the resultant "economic war". Table 2,1 shows the later
stages of the rapid change from a completely free trade
economy to one of the most highly protected in the world.
(In 1937 the Free State was the fifth most highly protected:
British tariffs were two thirds as high and Dutch tariffs
only one fifth of the Irish level). The zesnith of protect-
ionism was reached in 1936-7.

Table 2.1 The prowth of the Irish tariff wall 1930-1938

Date Tariff List Tariff level index
Average % Ad valorem
Dec.1931 Covered 68 articles 9%
Dec.1935 Covered 281 articles
+ many quotas k5%
Dec.1937 1,947 articles subject
to restrictions N.A.
1938 N.A. 35%

Source: J. Meensn (1970) The Irish Economy Since 1922

Liverpool University Press.
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The Control of Manufactures Acts of 1932-4% were
" {ntroduced in an attempt to confine ownership and control
of industry to Irish citizens. Although the Acts stipu-
lated that majdrity voting control was to be in Irish
~hands, they were never fully effective. Keynes saw such
policies as a sensible reaction to the Irish sitwation in
a depressed world economy:-
... i1f T were an Irishman, I should find much to
attract me in the economic outlook of your present

Government towards self-sufficiency".l

Throughout this period, tariffs and quota proteétion
constituted the main form of state aid to industry. No
direct subsidies were given. The exteat of state inter-
ference was limited to the provision of infrastructure,
information and credit. Indeed, until 1949 the Government
contented 1tself witﬁ providing the conditions felt to be
conducive to domestic industrial expansion. Policy in the
era of economic nationalism was intended to stimulate the
private industrial sector in Irish hands, the growth of
which was meant to absorb the flow of labour being released
from agriculture. The change of policy from protectionism
arose from a realisation that emigration and unemployment

had not been sufficiently checked.

In addition, the rate of growth slowed down, balance
of payments problems became seérious and an uneven,
inefficient pattern of industrialisation resulted. In

supplying the home market, Irish firms produced a wide




range of products and such overdiversification led to
short production runs and increasing costs. An uninte-
grated industrial structure was formed with little
dependence on domestic raw materials. Many of the new
industries were clustered round the ports. No capital
goods industries came into existence because of the

small domestic market. From this high cost, high import
content production arose balance of payments problems.
The realisation that a nation with under three million
people cannot support a full range of modern industry led
to a fundamental revision of industrial policy, beginning

in the immediate post war period.

Jrish policy in this period.has been attacked on
the grounds that it did not pay attention to "the
competitive structure, the degres of monopoly, Z—and_7
«ee to scale and efficiency".L+ However the import sub-
stitution policy did achieve the launching of industrial
production in the fields where this was easiest, notably
in consumer goods industries requiring small amounts of
capital and expertise. The costs of import substitution
increased as this fragmented production grew wider and

such costs became more apparent in subsequent years.

The Era of Economic Liberalisation

The decade of the 1950s can best be described as an
era of economic liberalisation in Ireland. It witnessed

the repeal of the Control of Manufactures Acts, active
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promotion of exports, the adoption of indicative planning
and the inceptlon of policies designed to attract foreign

owned firms to Ireland.,

The establishment of the Industrial Development
Authority (IDA) in 1949 heralded a major series of changes
in development policy. The functions of the Authority
were to be the promotion of new industrial enterprises and
the attraction of foreign industrialists to Irelahd. The
powers of the IDA, however, were not equal to thess tasks
because the only inducements available were tariff and

quota protection of the small domestic market.

In 1952 the first non-repayable grants scheme was
instituted under the control of the Grants Board - An
Foras Tionscal (AFT). These grants were limited to the
establishment and expansion of industries in the Under-
developed Areas.” The grants were intended to counteract
the infrastructural deficiencies, higher transport and
labour training costs which were preventing industry
spreading to these areas. Such grants were payable at a
rate of up to 667 of the capital costs of qualifying projects.,
The grants were open to both foreign owned and Irish firms.
However, the inflow of foreign direct investment did not
become significant in these years because the grants were
not percieved by foreign firms as being large enough to over-
come the small size of the Irish magket, the Control of Manu-

factures Acts inhibitions and the agricultural image of Ireland.

+ Later "Designated Areas". Roughly the Western and North

‘Western half of the country.
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The next stage in the liberalisation process was
prompted by continuing emigration and balance of payments
problems. The inward looking growth policy was becoming
more difficult to follow because of the exhaustion of
import substitution possibilities. The rate of growth
slowved down. Emigration became very heavy in the 1956-61
period. (See Table 1.3 in Chapter I)

There was a major shift in policy towards the
attraction of FDI as a means of development. It was felt
that the domestic sector had proved its inability to raise
the investment necessary to reduce unemploymént and
emigration and that there was a shortage of domestiec
capitalists willing to expand productive capacity within

Ireland.,

FDI waé seen as a means of bringing productive capital
to labour in order to reduce emigration and to improve
the balance of payments, directly through the impact on
capital account and by increasing exports. It was hoped
that FDI could supplement Irish resources by providing
techrical know-how, capital, entrepreneurial ability and
market access. Such resources were seen to be unavailable
within Ireland, or available only at prohibitive prices.
Entrepreneurial ability was felt to be the crucial con-
straint. Perhaps it may be more accurate to say that the
constraint was the lack of conditions conducive to the
profitable performance of the entrepreneurial function

Within Ireland. The cost of hiring managers, leasing

-
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technology, raising capital and obtaining access to
foreign markets, all of which were necessary to

achieve the stated policy aims, was felt to be best met
by the attraction of FDI. Therefore a substantial
incentive scheme for FDI was instigated. Our concern is

with the consequences of this programme.

A policy instrument which was to become a major
weapon in the armoury of inducements to foreign indust -
rialists, -the export tax relief - was introduced in
1956. The Finance Act of that year allowed 50% exemption
from tax of all profits earned from szport sales above
the 1955 (or 1956) level for a period of 10 years. In
1958 remission was raised to 100% and the Finance Act of
1960 extended full relief from ten to fifteen years. In
addition, the Industrial Grants Act of 1956 empowered the
IDA to extend the disbursement of grants to new industries
established throughout the country, no longer just in the
Underdeveloped Areas; In 1957, the infiow of FDI became
a significant factor in Irish Gross Domestic Capital Form-
ation for the first time (See Table 3.1). This was the
first indication of the high elasticity of supply of foreign

capital with respect to changes in domestic incentives.

A major watershed occured in 1958 with the publi-
cation of "The First Programme for Economic Development".5
This was Ireland's first attempt at planning. Prominence
was given to export orientated industrial growth and the

attraction of foreign capital inte export industries was
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one of the prime objectives of the plan. The Industrial
Development (Encouragement of External Investment) Act 1958
gave exemption from the control of Manufactures Acts to
export oriented firms. (In 1964 the Control Acts were
repealed). It was noted in "the Programme" that past

public investment had built up a strong infrastructural

base but that little industrial activity had developed. This
is an early indication that the erucial bottleneck on Irish

industrial growth was entrepreneurial ability.

The tradition of Irish policy that still stands today
is that no distinction be made between foreigh and Irish
projects when the projects are under consideration for a
grant. All rates of grants and other incentives apply
equally to domestic and foreign projects. The steps taken
in 1999 can, however, be construed largely as an attempt
to attract more foreign investment.6 A separation of
functions between the IDA and AFT was also put into force.
All grant giving powers vere transferred to AFT by the
Industrial Grants Act 1959. The role of the IDA was con-
fined to industrial promotion and of recommending projects
for grant aid. The IDA also began to open coverseas offices
to attract foreign projects. Grants became available for
industries outside the Underdeveloped Areas at the rates

shown in Table 2.2.

Table 2.2 Maximum level of pgrant 1959 - % of cost of

purchase of fixed assgets

Underdeveloped Areas 4L5%
Other Arcas 35%
Dublin 25%

Source: Industrial Grants Act 1959
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Introduction of the export tax relief scheme laid
a further cornerstone of modern policy. Export tax relief
was a sufficiently powerful incentive to allow the Grants
Board to reduce the level of capital grants whilst still
attracting an increasing inflow of FDI. Export tax relief
therefore, to some extent, substituted for grants as an

important incentive,

The establishment of Shannon Free Airport Development
Co. (SFAD Co.) in 1959 marks the beginning of Shannon Airport
as a major magnet for foreign capital. This legislation
gave finance and special incentives to attract FDI to the
industrial estate at Shannon Airport, which, although
customs free from 1947, had remained dormant. The incentive
package available to foreign investors included custom
built factories, labour training grants, machinery grants
of up to 50% of total cost and tax exemption on export

profits up to the year 1983,

The foundations of current policy of encouraging

inward FDI were thus lsid in the decade of the ¥ifties.

The decade of the 'sixties., Import liberalisation and

export promotion.

The 'sixties saw the further development of the liberal
policy towards FDI. The reorientation of incentives towards
exporting meant that the rationale for the high tariff and
quota protection was being undermined.  Tariffs inhibit
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exporters by increasing the cost of imported inputs and
by making the home market more attractive for producers -

inducing a "bias against exports",

In 1963 the report of the Committee on Industrial
Organisation found Irish industry to be under-specialised,
inefficient and below optimum scale., This was adduced to
be evidence of the need to reallocate resources along the
lines dictated by comparitive advantage. This process
began in 1963 and 1964 when two unilateral tariff cuts of
10% across the board were implemented. Further steps
towards free trade were taken with the "Anglo Irish Free
Trade Area" agreerent (1965) and Irish membership of GATT
under which customs duties were to be reduced by an average
of 334% in four instalments to 1972, These steps towards
freer trade culminated in the agreement to join the EEC -
upheld by an overwhelming majority by referendum in 1972
and becoming effective lst January 1973.

The development policy which was put into practice
from the time of the early 1960's contained two linked
strands: (1) Movement towards freer trade, with reliance on
the expansion of exports (2) the attraction of foreign in-
vestment, particularly into the export sector. This link
was clearly recognised by the Government. The conditlons
to be met when qualifying for a grant became the "ability
to survive in free trade conditions". However, no test

for demonstrating this ex ante were laid out.
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The Reorganisation of the‘IDA

In spite of the increases in manufacfuring output
and exports achieved in the 'sixties (See Chapter 3),
the Directores of the IDA felt that job creation was not
expanding at a rate rapid enough to absorb all the labour
being released from the agricultural sector. This view
was reinforced by the "Report on Full Employment™ (1965)?
Agricultural employment declined by 2.5% per annum in
the years 1951-65 and this rate of decline was expected
to continue into the 1980's. (See Table Al.3 in the
Appendix to Chapter I). A fall in emigration from 16,000
per annum to 5,000 per annum was also expected. Such
projections meant that 181,000 to 218,000 additional jobs
had to be created in the period 1966-81 just to maintain
the 1965 level of employment.

In response to these conditions and to the projections
of the Report the IDA concluded that an overall reappraisal
of industrial promotion policy was necessary. The genesis
of the current institutional configuration and promotion
policy came with the action of the IDA in commissioning two
Reports by Arthur D. Little Inc. In the first Report, "A
review of the structure of the Industrial Devslopment
Authority" (March 1967), widespread changes in the organis-
ational structure of thé IDA were recommended, The basis
of this recommendation is containeq,in the following
statement:

"We believe it is inappropriate to assign-the IDA

the responsibility of attracting new industry at
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an accelerated rate without also giving it
the staff, budget and scope to ensure at least

8

a critical minimun effort",

The Report considered that a critical minimum effort
had not then been made and that the incentives offered did
not fully offset the disadvantages facing prospective
foreign investors. To obtain the objectives desired by
the Government, the Report felt that additional rescurces
and a more efficient framework of administration were
necessary. The organisational proposals were that the IDA
should withdraw from the civil service and be autonomous
in hiring staff, in organising its own administration and
in employee compensation. _All the bodies concerned in
incentive promotion and grant giving, it was felt should be
consolidated into one body. This would have the valuable
by-product of decreasing the time necessary to approve a
grant. In addition a reorganisation of the top levels of
the IDA and an expansion of staff abroad and in Ireland

were recommended.,

The second Report "Review of Incentives for Industry
in Ireland" (June 1967) suggested several modifications to
the scheme of incentives. The proposals were that a
simplified and unified system of incentives should be set
up and that all projects meeting an agreed set of criteria
should receive a uniform percentage grant based on fixed
capital assets. The consultants suggested that this would

remove a great deal of ambiguity and uncertainty from the
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tendering of investment proposal. Appendix I to this

Chapbter sets out the other suggestibns of this Report,

Government action on these proposals was embodiéd
in the Industrial Development Act 1969. The Act adopted
most of the organisational proposals of the first Report.
An Foras Tionsal was dissolved, its powers and function
were transferred to the IDA. The new IDA was assigned

functions as follows:

"(i) to act under the Minister as a body having
national responsibility for the furtherance of
Industrial development;

(11) to provide and administer such grants and
other financial facilities for industry as it
may be authorised by the Oireachtas to provide
and administer,

(1ii) to develop, construct, maintain and admini-
ster industrial estates and factory buildings
(other than at the Shannon Customs Free Airport)
tcgether with the associated facilities of such
estates and buildings,

(iv) to provide and arrange, where the Authority
considers it necessary, housing for employees

in industry,

(v) to foster the national objective of regional

9

industrial development".
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The Authority was given full powers over recruiting
and became autonomous from the Civil Service. The present
legal maximum of grants towards fixed assets was
established. The conditions which were to be satisfied
before the project could receive a grant were that

"(a) it would be likely to provide or maintain
employment in the State, ‘

(b) financial assistance 1s necessary to ensure

its establishment, maintenance or development, and

(¢) it is of a reasonably permanent nature and

will be carried on efficiently".10

The Aét gives considerable room for interpretation
to the IDA and concern has been expressed over the amount
of legal and financial autonomy given to the Authority.
Current policy dates from the implementation of the Act

and it is to current policy that we now turn.

Industrial promotion policy as it now stands (post 1969)

The present system of incentives to industrial
investment and production consists of a comprehensive
package of (non-repayable cash) grants, tax reliefs
and provision of services by the Government. The only
diserimination between Irish and foreign projects for
such awards is that to receive a grant a foreign firm
must be non competitive with existing Irish firms on the
home market. Foreign projects are accepted under the
"New Industries" grants scheme in the main. The IDA also

11
carries out a "small Industry" programmé and a "Home
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Industry" programme}g Thé latter provides re-equipment
grants, information and advice (e.g. on mergers) to
existing Irish firms. Approximately 76% of all invest-
ment on new IDA assisted industry has been undertaken by

foreign owned companies}3

Export tax relief is available to any exporting
firm, domestic or foreign owned. The whole package of
incentives as they now stand 1s reviewed in detail in
Appendix II to this Chapter. The maln text is a summary
of the Appendix.

Two major sets of incentives are available to foreign
investors in Ireland. These are (1) tax reliefs and
(2) a variety of grant aid schemes.

(1) a. The most importesnt tax relief is that on
export profits. Tax relief extends to 1990. Full (100%)
relief is available until 1985 with five additional years
relief at a declining rate. Projects at Shannon Airport

receive 100% relief until 1990.

b. Exporters are allowed duty free imported inputs.
c. Deprecilation allowances are provided for new
investment in manufacturing industries.
(2) a. The New Industries grant scheme, under which
most foreign firms qualify, provides for grants of up
to 504 of capital invested in the designated areas and
up to 35% outside these areas. The rate of grant 1is
negotiated with the IDA on a project by project basis.

Actual rates of grant aid have been well below the permitted
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"administrative maxima" rates because export tax relief
has encouraged new investment withoust the necessity to
give such high rates of Governmental aid.

b. In addition grants are available towards
labour training, resesrch and development costs in Ireland
and to help exporters (the last being disbursed by Coras
Trachtala - the Export Board).

c. Interest and rent subsidies are available in
special circumstances.

d. Additional grant aid is available for projects

at Shannon Airport.

Table 2.3 (which is a summsry of Appendix Table 3)
shows the actual disbursements under the various acts
with the amount and propoftion of such grants paid to
foreign firms. The final column was calculated by aggre-
gating individual payments to foreign firms. Since 1961-2
the proportion paid to foreign firms has been between 75%
and 85% of the total with the exception of 1966-7. In the
years since 1969 the proportion of grants paid to foreign
firms has been over 82%. In this period, grants paid to
Irish firms have increased in absolute terms ~although

they have formed a declining proportion of the total.




Table 2.3 Grants disbursed under the various Acts

1Year (endirg 2Total 3Amount paid h% paid to

31lst March) Disbursements to foreign foreign firms
(£m) firms (£m) (5/% x 100)

U§9§§r0h 0.14 0.0k 31.3
1955-56 0.13 0.01 8.5
1956 0.12 0.0k 35.9
1957 0.33 0.17 5343
1958 0.40 0.30 ' 7L
1959 0.82 0.59 72,2
1960 0.58 0.28 48.5
1961 1.43 1.18 84.6
1962 1.61 1.28 79.4
1963 2.69 2.17 80.9
1964 1.71 1.k9 85.6
1965 2.1k4 1.75 8l.6
1966 2.49 1.26 ~ 50.4
1967 3.02 2.41 80.0
1968 k.57 3.k 75k
1969 8.92 7.49 84.0
1970 11.72 10.05 85.8
1971 18.38 15.25 82.9

Source: Calculated from AFT and IDA Annual Reports

(Various Years)

See also Table A2.3 in Aﬁpendix to this Chapter.




The figures shown in Table 2.2 for the anmmal
disbursement of grants by the IDA are approximately
equal to the total annual yield of income and corporzte
profits tax on existing business costs. A redistribution
from current producers to future (largsly foreign owned)
producers 1s being carried out. Existirz foreign owned
firms are of course taxed bubt, as no profits tax is
paid by a firm which exports 1007 of its ocutput and
foreign producers are concentrated in tre exportimg sector,
this amount of tax 1s no so great as the subsidy currently
given. More generaslly therefore, the trznsfer of income
is from domestically owned firms producing for the
domestic market to foreign owned firms producing for
export. Over B80% of grants go to foreign owned firms but
the ﬁorportion of tex paid by foreign owned units is much
below this figure. An effective transfer of sizeable
proportions is thus taking place through the mechanism of
corporate taxes, channeled through the IDA,

It 1s possible to estimate also the amount of total
tax foregone‘under the provisions of the export tax relief
scheme., Table 2.4 shows that over the period 1960-1971
(yeear ended 31 January), btax foregone by the Revenus
Authorities was £ 39.9 millions. If we assume that 46% of
this figure accrued to foreign owned firms (the proportion
of manufactured exports due to foreign owned firms
according to the calculations embodied in Table 3.18) this
represents a further subsidy of £ 18.4 millions to foreign

owned firms.
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Table 2.4 Total tax forepgone due to the export tax

relief scheme 1960 - 1971,

Yesar Tax Relief (£m)
1960 0.l
1961 0.6
1962 0.7
1963 1.2
1964 1.1
1965 1.1
1966 1.6
1967 . 2.0
1968 4.3
1969 5.1
1970 6.7
1971 15.1
Total 1960-1971 39.9

Source: Dermot McAleese (1972) "Capital Inflow and
Direct Foreign Investment in Ireland 1952 to
1970" Journal of the Statistical ard Social

Ingquiry Society of Ireland, Volume XXII,

Part IV 1971-2. Table 7,p.83.
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Summary

Irish policy provides an extraordinary amount of
subsidies for foreign investors., Tax relief on export
profits to foreign owned firms has given a national
£ 18.% millions to foreign investors in the period 1960 -
1971, Grant aid to foreign firms from the time that grant
schemes began up to the end of 1971, amounted to £ 49,2
millions. 1In addition tax reliefs have been given on
imported inputs for exporters and in respect of deprec-
iation allowances. It is not possible however to compube
the amount of subsidy to foreign owned firms which this
entails, In addition, the provision of infrsstructural
facilities for new foreign owned projects has imposed a
cost on the Irish taxpayer. There has been therefore a
transfer of resources from the domestic to the foreign

owned sector,

In view of this resource burden, a cost-benefit
analysis of FDI is essential and Chapter VII undertakes
this task. It is important to have a clear idea of the
returns from the investment compared to such costs. The
attraction of FDI to Ireland has clearly been an expensive
business and the remainder of the thesis evaluates the
impact of FDI on various crucial parameters; the domestic
industrial structure, trade flows, the balance of payments
and the efficiency of the economic framework. Such

effects are collectively assessed in Chapter VII.
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Chzpter IT, Appendix I

Summary of Proposals contained in "Review of Incentives

for Industry (Arthur D, Little Inc., June 1967)

1.

A simpte and unified system of requirements should be
set up and all qualifying projects should receive a
uniform percentage grant based on fixed capital
assets,

The depreciation allowances should be broadened.
(They were then applicable in the Underdeveloped
Arezs only).

More double tax avoidance agreements to be arranged
and a unilateral tax credit system to be implemented
until this is possible.

Special provisions for "projects offering exceptional
benefits to Ireland" which may justify more generous
financial benefits than the automatic grant provides.
A further set of financial incentives such as
guaranteed loan interest rate subsidies or a special
package to be available,

Capital intensive projects were not to be treated
less favourably.

Service industries of a technical or scientific type

to come within the orbit of grant-aided industry.




Chapter ITI, Apprendix II

Investment Incentives availabié'for New Industry

in Ireland

1. Grants

New Industry Grants are available to qualifying

projects towards fixed asset costs, defined as site, site
development, builldings, new machinery and equipmént. The
level of grant has been reduced twice from its legal
maxima to administrative maxima set by the IDA. This
could be done largely because of the attractiveness of the
tax relief scheme on export profits. The recommendation
of Arthur D. Little Inc. to establish a uniform percentage
of fixed assets as the fixed grant to all qualifying
projects was rejected. The Government (and IDA) felt that
the discretionary power available in fixing the grant as
appropriate to each project was more important than any
gains in the reduction of uncertainty to the investor.
Table A2.2 shows the actual rate of grant approved per job
created and as a proportion of fixed assets together with

legal and current administrative maxima.

Labour Trainins Grants are disbursed by the IDA on

the basis of wages in the training period and may cover
travel and living costs for workers trained abroad. Such
grants are available for management training and the hiring
of qualified people to train labour. Industrial training

14 .
centres have been established by AnCo~ on the three IDA
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industrial estates at Galway, Waterford, and Shannon

Airport.

As can be seen from Table A2.1 only a small

proportion of total approvals is represented by labour

training (and Research and Development) grants.

Table A2.] Grants Approved by the IDA 1966-72 to show

importance of New Industries Grants

£(000s)

Grants 1966/7 | 1967/8 | 1968/9 | 1969/70| 1970/71|1971/72
Approved
New Industries
and Major .
Expansions 3,690 | 7,430} 12,511 | 22,167 | 22,320 |11,642
Adaption 3,999 | 7,481 | 2,202 8 - -
Small
Industries - 84+ 1,085 1,668 | 1,189 897
Re-equipment - - - 5,912 | 5,134 | 5,105
R &D - - - ~ 67 156
Training of
wO?kergg ° 293 380 700 1,488 } 1,859 920
Total G t
App?ova{an ° 7,982 | 15,375 | 16,518 31,243 30,569 |18,720
Source: IDA Annual Report (various), IDA Dublin
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Table A2.2 Grants to New Industry

Grant

Grant as % Capital Cost

Legal Maximum 1969 Act

Administrative Maxima (IDA) 1972

Rate of Grant Approved
(% fixed assets full production)

Average 1952-70
1969-70
1970-71

Designated Non Designated
Areas Areas
60 45
50 35
535 40,2
53.3 41,1
50.8 30.6

Administrative Maximum
Projected Grant Payabls
(Ratio of Grant Approved
to projected employment)
Average 1952-70
1969-70

1970-71

Grants per job created

Designated | Non Designated
Arsas Areas
5000 4000
1057 1119
2286 1944
1373 2646

Source: Dermot McAleese "Capital Inflows and Direct

Foreien Investment in Ireland 1947-70" Ingquiry

Journal of the Statistical and Social Society,

Volune XXII, Part IV 1971-72, and

"Tndustrial Development in Ireland? IDA, various

issues.
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Research and Development Grants are non repayable

and are available up to a maximum of £15,000 or 507 of
approved costs];5 whichever 1s the smaller. They were
instituted in the Industrial Development Act of 1970,
Grants up to a maximum of 35% are also available towards
fixed assets of new industrial ressarch facilities on

the IDA sponsored Research Park at Nasas.

Interest and Rent Subsidies. Under special circ-
umstances, the IDA may also provide interest subsidies
and rent subsidies. Low rent factorles may be provided
on the industrial estates and ready-built factories at
reduced terms may be provided for "specially attractive
projects”., Subsidies towards housing for key workers

are provided for in the 1969 Act.

Shannon Free Airport. Additional provisions apply

to investment at Shannon Fres Airport. Up to half the
cost of new machinery and the full cost of the buildings
can be claimed. (In addition the tax holiday in export
profits gives total exemption until 1990)., No inward or
outward customs duties are payable from the Customs Free

Zone .

Grants from Coras Trachtala. Grants disbursed by

the IDA do not cover all that is available to exporters,
Coras Trachtala (The Irish Export Board) awards design
grants, advertising grants, marketing research and

consultancy grants to exporters.
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Table A2.3 shows the amount of grants paid under the
varlous Acts. Coluan 4 shows the total of all grants paid
(actual disbursements =~ Table A2.l shows appro#als). |
Column 5 shows the amount paid to foreign firms and Column
6 the proportion of the total grant going to foreign firms.

New Industry Grants only are included.

Table A2.3 shows that the proportion of grants going
to foreign firms has been increasing since the inception
of the grants scheme. Since 1958 payments to foreign firms
have been over 72%, with the exception of the years ending
March 31 1961 and March 31 1967. 1In the 'seventies the
proportion has been over 82%. The proportion of grant
disbursed is generally greater than the proportion of
foreign projects in total projects,as foreign projects are
larger on average, than Irish ones. Nevertheless, it is
to be noted that grants paid to Irish firms under the New
Industries scheme have been increasing in absolute terms,

to a peak of £3.13 million in 1971 - 2.16
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Table A2.3 Grants paid under the various Acts (£s)

1 _ 2 L 5 6
Year (ending Underdeveloped Rest Total Amount paid to % to foreign
March 31) Areas + Disbursements  Foreign Firms Firms

(5/4+ = 100)

Up to 31lst

March 1955 137,355 - 137,355 43,000 31.3
1955-1956 129,293 - 129,293 11,000 8.5
1956-1957 117,100 - 117,100 42,000 35.9
1957-1958 326,600 - 326,600 174,000 53.3
1958-1959 400,335 - 400,336 298,000 7h 4t
1959-1960 7ok 626 91,485++ 816,111 588,835 72.2
1960-1961 280,441 299,800 580,241 281,358 48.5
1961-19642 930,029 499,990 1,430,019 1,184,923 84.6
1962-1963 997,160 617,353 1,614,513 1,282,388 79.4
1963-196k 1,060,038 1,627,432 2,687,470 2,172,756 80.9
1964-1965 511,612 1,229,629 1,741,241 1,490,529 85.6
1955-1966 902,356 1,237,460 2,139,816 1,745,914 81.6
1966-1987 1,285,771 1,206,857 2,492,628 1,225,170 50 .k
1967-1968 1,019,759 1,995,423 3,015,182 2,410,891 80.0
1968-1969 1,191,224 3,377,920  4,569,1kk 3,443,472 754
19469-1970 2,252,549 6,652,450 8,915,009 7,487,211 84,0
1570-1971 3,909,333 7,805,819 11,715,192 10,053,333 85.8
1971-1972 74154,979 11,22%,701 18,379,680 15,245,361 82.9

+ After 1968 Designated Arsas.

waw)l Nmnnww Pﬁm.ﬁmd H.,me. i mewwmm AFT payments sanctioned by IDA 26th August 1959-31lst March 1960.

++ Of which £32,700 IDA payments under 1956 1lst April



Sources (Table A2.3 Grants paid under the various
Acts (£s) |

Author's calculations from An Foras Tionscal and IDA

Annual Reports. (various)++ -

The most spectacular period of growth in disburse-
ment to foreign firms was in the period 1966/67 to 1971/72
in which period payments per annum increased from £1.26
million to £15.25 million. The figures in Table 3.1
below indicate that the proportion of total investment
-in foreign projects represented by grant aid has increased
over this period. Estimated total investment in foreign
projects rose from £7.8 million to £34.4 million between
1966 and 1970, The fact that Table A2.3 is in financial
years and Table 3.1 in calendar years complicates the issue
but it is clear that the proportion of capital costs met
by the IDA (or ultimately by the Irish tax payer) has been

an increasing proportion of total investment by foreign firms.

+++ Column 5 calculated from AFT and IDA reports by
isolating and aggregating payments to individual foreign

projects.

63




The financilal cost of grants to foreign investors
therefore is a major factor in the ﬁotal disbursement of the
IDA. This represents a burden on the Irish Exchequer and
on the tax payer. Grants may be considered as an employ-
ment subsidy or as a transfer from one group (the employed)
to another (domestic and foreign capitalists and those
workers obtaining employment within grant aided firms).

The financial cost, however must be considered in the con-
text of a full cost-benefit analysis of FDI. This is
introduced in Chapter III and 1s thoroughly analysed in
Chapter VII, where a "real cost" 1s imputed to payments to
forelgn entrepreneurs in a full cost-benefit analysis. The
important question as to whether the benefits arising from
the foreign investment justify these (and other costs) is

deferred until those sections of the thesis.

2. Tax Relief

Tax relief is allowed with no discrimination on the
basis of ownership. It is aimed at the furtherance of
two Governmental objectives, the stimulation of investment
(deprecilation allowances) and the encouragement of exporting

(export profits tax relief and duty free imports).

i. Depreciation Allowvasnces., Generous tax allowances

can be claimed by all manufscturers against the depreci-
ation of plant and machinery. Annusl allowences of 10-25%
on nevw plant and machinery and % on buildings may be
claimed. This may however be increased by as much as the

éntrepreneur chooses (up to 100%) in respect of new plant



and machinery brought into use in the Designated Areas

at any time or in the rest of the country in the period

1st April 1971 to 31st March 1973. Alternative provisions
allowing 60% of new plant and machinery and 20% of

buildings cost to be deducted from taxable profits may be
chosen. Further, 207 of capital expenditure is given as

an investment allowance in the Designated Areas between
April 1971 and March 1973. Taken with the free depreci-
ation provision this allows 120% of investment té be claimed

against tax in the first year of operation.

ii. Tax relief on export profits. All exporters of

manufactured goods whether foreign or Irish owned, receive
complete remission of tax on all profits earned from
exporting. Relief of tax is calculated as follows:-

Total sales value = £S

Total Qualifying export sales = £X

Total tax payable = £T

Tax relief then is £(§.T)
Tax relief extends to 1990, Projects established in and
before 1G70-71 obtain 15 years relief at 100% and then
five additional years at a declining rate. Projects
established up to 1975-6 gain 15 years 100% relief but
lose the declining percentage relief correspondingly.
Industries at Shannon Free Airport receive 100% relief
from profits tex until 1990,

This exemption is carried through to dividends.

Distributed profits bear only the effective rate of tax
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which the company has borne instead of the normal income
tex of 35%. Thus if 100% relief has been given, no
income tax is withheld from dividends. The individual
share-holder may also get equal relief from surtax. In
order to extend the benefits of this scheme, the Govern-
ment have negotiated double taxation avoidance agreements

with 13 countries including the main investors in Ireland.

iii. Tax relief for imported inputs. Imported

inputs are exenpt from duty provided they are embodied

in manufactured exports. Consequently 100% exporting

firms operate in free trade conditions. This provision

has many side effects, one of which is that Irish inputs
into exporting firms have to be competitive at world prices.
Consequently linkage effects from the exporting sector are
reduced, contributing to the "dualism" noted below. It

also increased the "effective protection" of any firm

producing in part for the domestic market.17

The tax reliefs outlined above represent a very high

18

cash grant equivalent. They represent a major incentive

for foreign investors to locate in Ireland - perhaps the

Q
17 Given the sensitivity of foreign

most important ons.
capital flows to domestic conditions and incentives, this

provision is of major importance,

3. Provision of Infresstructural Facilities.

The provision of infrestructure, legal, physical and

informational,constitutes an incentive to foreign investment
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through its cost reducing effect. The legal infra-
structure relating to FDI allows the minimum of difficulty
in establishing a subsidiary. Disclosure of information
requirements on the operation of that subsidiary are
virtually nil as most foreign companies are private firms,
wholly owned by the parent and so no balance sheets ars
required. Confidentiality is jealously maintained by the
IDA and so foreign companies operate in almost coﬁplete
secrecy. A most important legal provision is that repatri-

ation of dividends, interests and capital is freely allowed.

Physical infrastructure is reasonably well developed
in Ireland. Regional development goals dictate the
provision of roads, wells, electricity and power services,
sewerége and other installations., Most of the infra-
structural requirements of manufacturing firms is Govern-
ment provided even in Designated Areas. This is taken up
in a later section on the contribution of foreign firms to

the economy from external economiss.

Information costs and search costs attendant on the
establishment of an enterprise are reduced by the ssrvices
of the IDA, similar problems with exporting are decreased
by the activities of Coras Trachtala and with labour
training by AnCo. An "aftercare service" run by the IDA
and SFADCo to help new enterprise to overcome their diffi-

culties constitutes a further "hidden subsidy".
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Chapter IIT: The Nature and Importance of Forsign Direct

Invegtment in Ireland

The previous Chapter analysed Irish policy towards
FDI. This Chapter is dévoted to a detalled examination
of the structure of FDI in Ireland. It attempts to
assess the magnitude of FDI in Ireland, its sectoral dist-
ribution and 1t presents a preliminary evalustion of its

possible contribution to Irish development.

Section I Foreign Direct Investrent in Manufacturing

Industry 1955~70

The incentive programme, which dates from the late
1950s, combined with the attraction of relatively cheap
labour and new markets, have resulted in a large and
~increasing foreign capital formation in the manufacturing

sector of the Irish economy.

Data on the amount of FDI in Ireland are not readily
available. They hevs, therefore, to be estimated indirectly.
Column I of Table 3.1 presents the estimated amount of FDI
in the Irish manufacturing sector. These are estimates
based on the projections of total investmenits made by
foreign firms when applying for an IDA grant. It is assumed
that the actual amount of investment made in any particular
year out of the total projected investment is proportioned
to the amount of the grant actually paid in that year from
the total approved grant. Thus, if a total grant of

£ 50,000 has baen approved for a particular project and



£ 25,000 has actually been paid out in a particular year,
it is assumed that 50% of the total projected investment
is undertaken in that year. The figures in Columns 1 and
2 include reinvestrent of profits by foreign firms,
However, this reinvestment pertains only to grant aided
extension projects. Reinvestment which 1s not grant aided
is not included. It must be noted that the figures
presented in Columns ) and 2 may be underestimates in so
far as they exclude investments undertaken by fdreign
firms who do not obtain further grants. Foreign invest-
ments which are non grant aided are excluded - this may
have been of importance in the early years, but appears to
have declined. This is largely the result of the freer
trade policies adopted by Ireland which obviate the need
for investment behlnd tariff walls to service the domestic
market.1 Column 2 in Table 3.1 presents data on fixed
capital formation by excluding working capital. Following
Me Aleese2 it has been assumed that the proportion of

working capital in total investment is around one quarier.
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Table 3.1 Tstimated Forelsn Direct Investment in

Manufacturineg 1955-70 (Grant Aided Projects Only)

Year Toéal‘ Fixedzcapital Gross Fixed  Foreign
Investment Formation in Capital Firms Contrib-
in Foreign Foreign Enter- Formation in ution to
Enﬁggggises prises £000s Irgéggg %éDég.%.of 1)

1955 171 | 128 92,400 -

1956 g2 62 91,800 -

1957 1,800 1,350 80,100 2

1958 1,677 1,258 80,300 2

1959 2,662 1,997 82,900 2

1960 5,072 3,804 89,700 L

1961 3,694 2,771 108,800 3

1962 3,636 2,727 129,000 2

1963 54337 4,003 147,700 3

1964 2,985 24239 173,300 1

1965 10,135 7,601 197,900 L4

1966 7,806 5,855 197,100 3

1967 9,869 7,402 217,600 3

1968 23,88k 17,918 251,000 7.

1969 29,0656 21,800 329,000 7

1970 354,42k 27,318 353,000 8

Total

1966~

1970 127,908

Total 14%,300 107,333

Sources: Columns 1 sand 2 calculated from confidential IDA
data coliected by Mr. John Teéeling which he furnished with

the permission of the IDA. Column 3:0ECD Economic Survay -

Treland (Annual) Varions Issues.
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Table 3.1 shows that total investment under the con-
trol of foreign firms in the Years 1955-70 amounted to over
£ 144 millions. McAleese estimates total FDI in the
period 1960-70 to be £ 136.6 millions (£ 122 millions IDA
aided plus £ 1%.1 millions at Shannon Airport)§ For the
same period, the present estiﬁates give £ 137.9 millions.
The actual inflow of foreign capital into the manufacturing
sector is considerably less than this figure because a sub-
stantial proportion of investment is financed from Irish
sources: viz. Irish debt, equity participation and grant
aild. (See Section 2(i) of this Chapter). Fixed capital
formation in foreign enterprises clearly represents an
increasing proportion of Gross Domestic Capital Formation,

reaching 8% of this agrregate in 1970.

International comparisons of the contribution of FDI
to Gross Domestic Capital Formation are difficult to come
by because of the lack of data on FDI in general., Compared
to some LDCs like Malaysia, the Irish proportion is not
very high. Betwsen 1960-65 the proportion of FDI to Gross
Domestic Capital Formation amounted to 19.6% in Malaysia.
A%t the other end of the scale is Japan, with only a 0.6%

share of FDI in Gross Domestic Capital Formation.+

+ FDI % of Gross Domestic Capital Formation:

Malaysia Japan
1960 15.4 1962 0.83
1961 16.9 1953 0.85
1962 16.7 196k 0.32
1963 27.4 1965 0.30
196k 21,k 1955 0,40
1965 215 1967 0.41
1966 17.7 1968 0,92
source: V.N. Balasubramanyam and A.L. MaocBean Beneflt Cost
Analyels of Foreisn Tnvestmant with Swvecisl Netyarence to isla.

Unpublichad,
7u

LindZaiile



These two extreme cases reflect the different policies
towards FDI pursued by these two countries. The
increasing share of FDI in Gross Domestic Capital Form-
ation in Ireland is in part a reflection of its policies
tovards FDI. The figure of 8% FDT in Gross Domestic
Capital Formation represents a high figure in comparison
with several LDCs such as Ceylon, India and Pakistan.
Policles of host countries are clearly very important
determinants of the amount of FDI - Japan prefers licensing,
insisting on joint ventures and restrictions on foreign:
ownership, whilst Malaysia follows an "open door" policy
with a battery of incentives for FDI. In this conbtext the
Irish reliance on FDI can be seen to be heavy but nct

unprecedently high.

Section 2 The Nature of Foreign Owned Projects in the

Manufacturing Sesctor.

The data utilised in this section are derived from IDA
sources and represent an almost complete coverags of the
applications of foreign firms for grant assistance up to
January 1972.LP The figures are projechtions made by foreign
firms of output, investment and employment at full prod-
uction. The estimates may not have been fully realised in
all cases. The number of applications on which data are
available is 648 projects (new firms and major extensions).

From this -data, a complete picture of grant aided FDPI can
be built up.
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(a) Operational status of the applications.

The
tstatus!
follows.
(1)

(2)

(3)

(%)

648 applications are brokén down by operational
in Table 3.2. The categories are defined as
(A1l categories refer to January 1972).
'Live!' firms - thosé foreign firms in
production.
'Pending' - firms about to begin production
having received IDA approval for a grant.
'Failed' - firms which had begun operations
but subsequently closed down.
'Taken over before failing'! - firms which
began production but, having met with
difficulties, weré taken over by another

concern (not always by another foreign firm),.

Categories (5) to (7) never came into production for

the
(5)

(6)

(7)

following reasons.
Projects refused grants by the IDA on the grounds
of weak finance, inadequate marketing facilities
or other reasons.
Firms which were allocated a grant but did not
take up the offer.

Firms which withdrew their grant applications.



Table 3.2 Foreien Grant Applications by Operational

Status
Status (Januarv 1972) Number of Projects
1. Live | 396
2. Pending 49
3. Failed 5h
4, Taken over before failure 13
5. Refused grant by IDA 36

6. Applicant did not take up grant 40
7. Firm withdrew application 60

Total Foreign Applications 648

Source: Author's calculations from IDA data

The proportion of projects which failed after having
been at one time operational (i.e. categories 1,3 and 4)
is 11.7%. 1If firms taken over are included as failures,
this proportion rises to 14.,5%. These figures give some
causé for concern about the criteria of acceptance for

state finance. Failures are analysed in detail below.

(b) Nationality of parent firm

The nationality of origin of grant applications
(parent firms) is shown in Table 3.3. The share of the
UK, USA, and Germany is overwhelming, although no one

country predominates., The three rajor investing countriss

3
~3



account for 79% of applications and 80% of live projects.

Other major sources are Holland, South Africa, France,

Italy and Austria.

Table 3.3 Applications for IDA Grants by Nationality

of Parent Firm and Operational Steatus.

Nationality STATUS
Live Pending Failed Taken Refused Grant Total
over did not take
before up grant or
failure withdrew
UK 124 7 19 5 33 188
USA w07 22 6 3 37 175
Germany 87 10 21l L 28 150
Holland 18 1 - 1 3 23
Other 60 9 8 - 35 112
Total 366 49 54 13 136 648

Source: Authorts calculations from IDA dats.

The distribution of projects pending differs from that

of live projects.

and a decline in that of UK investors (only 7 pending

projects were of UK origin).

It reflects an upsurge in US investment

This reflects the impact of

extensive advertising and promotion by the IDA in the USA

and the adverse effect of the Northern Irsland political

sltvation on prospective UK investors.
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(¢) The Industrial Strucfure of foreign projects -

t1ivetprojects.

Total projected investment in live firms st full
production up to Januaryvl972 is e stimated at £192.85
millions. Table 3.1 showed estimated actual investment
to be £ 14k,.3 millions., The differsnce between the two
figures 1s the amount by which live firms had not
achieved (up to 1970) their full production investment
levels, less investment in failed projects. (The first
figure excludes investment in firms which have failed or
been taken over and any firm classifled as 'pending' which

“had begun to invest. The latter figure includes invest~
ment in projects which ult;mately failed or were taken

over).

The industrial breakdown of FDI 1s of major interest.
It will be seen that FDI largely determines the structurs
of the "modern" sector of Irish industry and the pattern
of development of manufacturing industry, which is a vital
feature of Irish planning. Table 3.4 shows the ssctor
breakdown of 'live! projects, according to the Standard

Industrial Classification (SIC) code, the average size of

investment_in the industry (all projects by full production
laevel of investment) and the coefficient of variation + of
investment size within each SIC grouping. The average

investment figure alone does not give an adequate picture of

+ Coefficient of Variation = Standard Deviation
Mean
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project size and a measure of dispersion is needed to
throw light on the diversity of project size within each
sector. It is to be noted here that the analysis refers
to individual projects, not to firms, which may have
undertaken more than ons seperate project. Column 5 shows
the percentage of the total foreign investment which the

particular sector constitutes.

Firm size within each sector is illustrated by average
investment and the ccefficient of wvariation round the mean
of the sector. The size of the foreign firm's Irish unit

will be determined by three major sets of factors.

Eirstly, technical conditions within the industry
will determine the nminimum efficient size of the Irish
subsidiary. This will vary within the industry group accord-
ing to the particular products made and the process utilised

by the subsidiary.

Secondly; the resources of the parsnt firm are
important. Large parents tend to set up larger subsid-
laries than small firms because of their greater command
over resources, preferential treatment in the capital
market and pogsibly because they may have access to easily
transferable internal resources., The corganisation of the
- firms international network is also an important determ-
inant of subsidiary size through its influence on the range
of functions which the subsidiary is to perform. (Section 3

of this Chapter elaborstes this point).




Thirdly, the market =t which the output of the
subsidlary 1s aimed. If the unit is intended to servicse
the Irish market only, then a small subsidiary will
suffice. The size of the Irlsh subsidiary increases as
the market coverage reaches the UK, the EEC and other
markets. In the case of larger (multinational) firms,
the Irish unit may perform, not the final sgtage of prod-
uction which is often the case, but an intermedlate
process. In such cases of worldwide organisation of
production based on vertically-integrated processes, the
Irish unit tends to be large, because the f£inal) market is

1a1‘ge .

Firm size reflects the nature of the Irish subsid-
iaries which range, in organisational terms, from autono-
mous offshoots of overseas firms to fully integrated sub-
sidiaries of multinational firms. Some sectors are notable
for diversity in firm size (Table 3.4). Sectors 281
(industrial chenicals), 333-5 (smelted and refined metal)
and 282 (plastics and synthetics) each contain one huge
firm, which in the case of plastics is nearly four times
tba size of the next operstional unit. Similariy the iron
and steel and non ferrous products sector (331,332,339)
and sector 36 contain two large and many smaller firms.

The large units are subsidiaries of multinational firms.,
These industries together with sectors 27 (printed matter)},
3 (tyres and rubber), 357 (office and computing machinery)
and 384 (medical instruments) are the areas in which invest-

ments of lsrge size have been made in Ireland. The reasons

j—te

for thls pattern of large scale investmant avre examined below.
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Table 3.4 Continued:

1 2
22 Housshold »w@wumbomm., 36
Elsctronic and
Communication Equipment
23 Motor Vehicles, other 371,372
Transportation
2% Instruments and 38 minus
Precision Goods 384
25 Medical Instruments 384
26 Other and unknown
Products 19

All Sectors

22

22
12

17
396

346

348
228

879

266
487

3.95

0.72
2.60
0.05

2.34%
100

gource s

Author's caleculations from IDA data.



Smaller scale Investment hss been pursued most
strongly in the food and textiles/apparel sectors. Also
some small scale investment has occured in areas of the
metals sector, instruments and precision goods, some sub
sections of the chemical industry, the machinery groupings

and in "other products",.

The industries with a high coefficient of variation
are the ones where large projects coexist with smaller
scale ones. The large scals investments are in the ssctors
traditionally associated with direct foreign investmsnt -
plastics and synthetics, office and computing machinery,
specialist instruments and electronic goods. All these
industries can be expected to exhibit large economiss of
scaie and it 1s within these industries, whers markets are
worldwide that the multinational enterprise has come to
predominate., The sectors listed sbove are represented in
Ireland by one or two very large units of a cross-European
(indeed global in some cases) integrated firm. The market
aimed at by such units is the EEC and technology intensive
production is the norm. The industries alsc strongly
involve product differentiation and this competitive feature

allows small firms to coexist with larger rivals.

Column 5 shows that major concentrations of foreign
investment are found in industrial Ehemicals, plastics and
synthetiés, textiles, iron, steel and non ferrous products
and office and computing machinery. The number of seperate

projects which contribute to these aggregates varies widely-



industrial chemicals and office and computing machinery
are highly concentrated, whilst the foreign owned@ textiles
and plastics and synthetics are constituted by a largse

nurber of projects.

The recent literature on FDI is rich in theoretical

. explanations of such 1nvestment,5 Thesse theories borrow
heavily from theories of industrial organisation, trede
théory and the economics of technolegical change. None

of the theories, howeveyr, are capable of providing a com=-
plete self-contained explanation. Each of them is applie-
able to particular types of FDI, A full explanation of the
sectoral distribution of FDI in Ireland also has %o rely
on different sets of theories. The most important of
thése theories are those of Stephen Hymer and C.P. Kindle~-
berger and Raymond Vernon's Product Cycle Hypothesis.

The Hymer-Kindleberger explanation of FDI runs in
terms of the monopolistic advantages possessed by firms.
Such advantsges, or income yielding assets, are postulated
to be firm specific in that they ars not available to
competing firms (in the host country). It is reasonable
to assume that host country firms in their turn may possess
certain advantages which are not availabls to the foreign
firms. They may be endowed with a knowledge of the local
market qonditions, local laws and customs and the local
environment in general. But the firm-specific advantages
possessed by the foreign firms may oubweigh ths disadvant-

agss arising from their having to operate in a foreign

environrent. In other words the enterprise spscifie
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advantages of the foreign firms can be transferred within

the firm to combine with location specific advantages.

The exact nature of the advantage may derive from (1)
superior technology of the source country firms, the product
of past R & D expenditure. (2) Product differantiation:
brand names and advertising or (3) the possession of a '"new
product" in the Kelvin Lancaster sense of a new combination
of desirabls attributes’ or (k) superior organisational
and managerial resources which enable the firm to identify
and to sgize opportunities for profitable investment which
host country firms are unable to identify or are unable %o
exploit because of resource or institutional constraints
V(e.g. caplital market constraint)., Such an explanation of
FDI 1s most relevant in sectors which exhibit high R & D
outlays, large=-scale production and highly differentiated
products.8 Into this category fall chemicals and pharm-
aceuticals, electronics and electrical enginesring, mechani-
cal engineering, motor vehicles, rubber products; oil and
petroleum products. All such industries may be classified
as research-intensive on a quantifiasble criterion of_

9

raesezrch 1intensity.

Given that the foreign firms' advantages are firm
specific réther than location specific, the firms possessing
such advantages have a choice regarding the manner in which
they exploit the advantsges in servicing foreign markets.
They can produce in the source country and export, altern-

atively they can operate prcduction facilities in the foreign
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markets or they can license the advantage they possess to

host country firms.

The last zlternative - licensing - may not hold much
attraction in the context of Ireland, mainly because of
the lack of prospsctive licenses in Ireland. The attract-
ive package of incentives, the availability of cheap
labour and the access to European markets which Ireland
provides may have added weight to the preference for in-
vestment over exporting direct to final markets, Thus the
Hymer-Kindleberger explanation appears to be highly rele-
~vant particularly in the research-intensive sectors out-

lined above.,

The second explanation which is relevant is the

10 The

Product Cycle Hypothesis of Raymond Vernon,
emphasls is on the timing of innovation, demand patterns,
the organisation of the inteérnational firm and compari-

tive costs of different processes. Briefly the hypothesis
suggests that innovation will take place in high income
countries and production will first be of a high cost,
skilled labour intensive nature. However as demand spreads
the need for adaptation and standardisation becomes perm=-
anent. Subsidiaries are established in countrles with
cheaper skilled labour where thers is a market for the
product. Finally when the product becomes completsly
standardised, there is a tendency for the mature product,

or at least those parts which are unskilled labour intensive
to be located in countriss with cheap and sbundant unskilled

labour.
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In such a scheme, the processes carried out in Ireland
should match its factor proportions. The expectation is
that the processes carried out in Ireland will be unskilled
labour intensive, often the final stages of production
before sale (finishing processes). The cheap labour, and
further reduction of costs by the incentive scheme, plus
aceess tolthe EEC market are the attractions hera. This
kind of investment can be 1dentified in the plastics and
synthetics, metals and machinery, motor vehicleé, elect~

ronics, pharmaceuticals and pgr excellence in the "othsr"

products sectors. A further charscteristic of such
investment 1s that it 1s concentrated around Shannon Air-
port. The goods produced at Shannon are an important
subset of such investment which is characterised by high
value to low weight products which means that transport
costs, both of inputs and exported ocutputs, do nct increase
the cost greatly even when the final good is transported

back to the source country.

A further major category is vertical direct investmsnt,
the motivation of which is to capturse raw materials.ll
Recent foreign investment in the metals sector, which is
eéxcluded from this work, is an example of this. In the
manufacturing sector the major example is the food sector,
particularly milk board products but other instances occur
in the textiles and glass, stone, clay and concrete sectors.,

Such interegt 1s here enhanced by cost.factors and the EEC

market and Irish membership of the Community.
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Finally there 1s a need to invoke historicasl factors
to round off the explanation of FDI in Ireland. The era
of protection attracted several projects to service the
home market, shielded from competition by the hariff wall.
Several such firms survived the removal of tariffs - this
applies in the textiles, apparel, wood and furniture,
printed métter and metals sector. There has &lso been some
"putting out" of work from Northern Ireland to take
advantage of avallability of labour and grants. The
splitting of Donegal from its traditional markets for dairy

produce is a further factor.

It is suggested therefore; that we need to utiliss
several complementary explanations of the industrial
structure of FDY in Ireland. No¢ one gingle explanation is
sufficient to capture the diversity of reasong for which
foreign firms establish Irish units. The Product Cycls
Hypothesis of Vernon is however very rich in explanatory
powar in the case of Ireland, given the importance of
market access, marketing factors and the nature of the

production carried out by foreign cwned firms.

We end this section by presenting a summary Table
(3.5) which groups firms on a wider basis. Five major
sectors; food and drink, textile products, metals and

engineering, plastics and chemicals are shown.
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Iable 3.5 FPI in Five Major Sectors; Numbsr of Live Projects

Sector SIC Number Average Coefficient
Code of Investment of
Projects (000)s Variation
Food and Drink 201,202,203 ,206,207 Ll 380 0.97
Textile Products 22, 23 9% 308 0.99
Metals and Engineering 33,3%,35,36,37,38 123 578 2.24
Plastics 282 45 483 ‘ 2.82
Chemicals and Drugs+ 281,283,287,289 25 1142 3.72

ourcg: As Table 3.4
These five sactors contain 331 live projects or 84% of the total live projscts

+ Sectors 284% and 285 are excluded because a separate Irish Census of Production category
exists for them and it is desired to make the CIP and SIC classifications comparable.



The degree of heterogenelty of project size increasss
as ve move down the Table. This 1s because the size of
the largest flrm in each sector increases. For an
explanation we return to the three major influences above:
siza of parent firm, minimum efficient plant size and the
market at which the product 1s aimed.

(8) Eoréign—owned firms which have failed or been taken
over.

Firms which have failed amount to 11.7% of the projects
which were, or had been operational up to January 1972. The
 total number of failed projects is 54, Failures by sector
and nationality of parent are shown in Table 3.6.

Table 3.6 Foreien ownsd projects which had failed
(to January 1972)

Seétor SIC Code Number of Notes
Failures
Textiles 22 12 7 German
: )'i' UeKa
Apparel 23 8 5 German
Plastics and Synthétics 282 8 5 UK.
3 German
Iron Steel,Non Ferrous 331,332,339 2 -
Products
Special,General Industrial 35%,356,358 3 -
Machinery
Household Appliances,Elect- 36 6 3 U.X.
ronic and Communications 2 U.S.
"Equipment '
Instruments and Precision 38 minus 38% 3 -
Goods '
Other and Unknown Products 19 L 3"other"

By Nationality: 21 German, 19 U.K., 8 "other nationalities!
6 U.S., No Dutch failures. Total Sk,
- "Bourcge: Author'!s calculations from IDA data.



Apart from the industries shown 1ln the Tabls, no
other sector has had more than one fallure. There ars
several characteristics which help to explain this indust-
rial pattern of failures (1) Ease of entry into four
industries in terms of small minimum sizej this applies
to sectors (22,23,282 and 19). In almost every case the
project was a small one and also the parent firm was small.
(2) A corollory of the small parent size is lack of manage-
ment capability, which is particularly necessary in dealing
with an alien economic environment. Ths IDA attributes
most failures to poor management and given the substantial
amount of assistance from the IDA and other state bodles
this must be a2 majcr part of the explanation for failurs
in many cases. (3) Bad selection of projects particularly
in the early period of the incentive progrsmme when the
screening procedure was not as thorough as it now is.
(%) The termination of tariff protection also helps to
account for fallures in those sectors where projects weras
established to service the home market. Sectors 22,423 and
some areas of the metal industry (notably sector 36) were
indeed affected by the removal of tariff barriers and
clearly some of the projects were unable toc withstand

increased competition from imports.

The number of German owned fi:ms which failed, in
relation to total applications, is'réharkable. The sectoral
factors above clearly are relevant - twelve of the German
firms which failed were in the teitile sgctors. In

addition, the parent firm size is smaller in the case of



German projects than for other nationalities. Thus
financial backing and managerial resources may have

been lacking.

To add to these failures, a number of foreign firms
have been taken over by other concerns. All of these
projects were in difficulty when they were tzken over.,

Table 3.7 shows the breakdown of takeovers.

Again plastics and textile firms are the most pronse
to failure (as are UK owned firms in sector 36). The
two US firms which failed in the food sector are except-
ions to the rule of stability in that sector. These two
firms 1llustrate the difficulties of control and differ-
ences in organisation (particularly in labour matters)

between parent and subsidiary.

Table 3.7 Foreign firms taken over before failing

Sector SIC Code Number of Projects Notes
Food Sector 201-7 2 Both US
Textiles . 22 3 -
Industrial Chemicals 281 2 -
Plastics and Synthetics 282 i 2 UK

2 German
Household Appliances, 36 2 Both UK
Electronic and Communications
Equipment

By Nationality: 5 U.K., 4 German, 3 U.S., 1 Dutch
Total 13 ‘

ource: Author's calculations from IDA datae.
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(e) Projects "pending® (Janusry 1977)

Projects pending are those which hgye been gecepted
for a grent from the IDA but hsd not come into production
by Janusry 1972. &oms of thece projects will be operst-~
ional at the time of writing.

Table 3.8 ghows that the industrial pattern of such
projects was very similzsr to that of "live" firms. By
nationality however, UK applications were much less 4dmport-
ant, This was largely because of the trouble in lorthern
Irelarnd. The expected upsurge in Japanese inveshtment in
Ireland had not materislised at this time although many
enquiries were beinrg made by Japanese firms and their
irportance czn be expected to grow over the next quin-
quenniuwn. There was 2lso a tendency towards the attraction -

of larger scale projects.'

Table 3.8 Proiects pending (Janusry 1972)

Sector SIC Ccde Number  Notes
Dairy Products 202 3

Canned Food, Grain ¥ilil, 203,206, 3

Bakery Products 207

Textiles 22 3 % 4 UK.
Apparel 23 3 )
Industrial Chemiczals 281 3

Plastics 282 5

Soaps and Cosmetics,Paint 284,285 3

Iron and Steel,Non Ferrous 331 5 3 German
Instrurents and Precision 38 minus 5 3 U.S.

Goods 384

By nationality:

Source: Author's cslculaticons from IDA data-
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(£) "Extension" Projects

Any grant sided firm which expands its production
_facilities is eligable for a further grant to enable it
to do so. Sﬁch expansions are termed "extension projscts"
by the IDA, IExtaension grants sre avallable on the sams

basis and at the sama retes as for new firms.

0f the 396 live projects, 69 are extensions,
accounting for 17.4% of the total. Fifty-two firms have
expanded, 15 firms having undertaken two grant aided
expansions and one firm has expanded three times. The
importance of extomsions declines if we express investment
in extensions as a percentage of total grant aided FDI,
Total investment in extensions at fuil production is
£ 26,8 millions from a total investment of £ 192.9 millions;
13.9% of total investment. It follows that average invest-
ment in extensions is less than the average for all pro-
jeets - 1t is £ 389,000 against the overall £ 487,000,
In addition to the 69 live extension projects, there were
four extensions by firms which subssequently failed and

there were extensions pending in January 1972.

The sectoral distribution of extensions and aversge

investment in extension projects is shown in Tabie 3.9.
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In only two secters, textiles and apparel i1s the

average size of extension projects larger than the average

size of projects as a whole.

erised by a large number of small firms,

Both sectors are charact-

The re-investment process at work in foreign owned

firms in Ireland can be further examined by considering

the time profile of extensions - Table 3.,10.

The 1ncrease in the number of extensions cerried out

in the period 1967-1970 is a testimony to the satisfaction

of foreign firms with the success of their operations in

. Ireland.

operation increased.

Clearly, the number of firms achieving profitable

The importance of re-investment (and

therefore of extension grants) is likely to surpass the

present figure of 14% of total investmsnt as more projects

become firmly established.

Table 3.10 Bxtension Projects - Vear of Grant Approved

Year Number of Extension Year
Grants Approved

1961 1 1967
1962 1 1968
1963 3 1969
1964 3 1970
1965 2 1971
1966 4

+ Figure for 1971 may be incomplete

Sourcsa 2

as Table 3.9
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(g) Joint Ventures

It is a widely held view that joint ventures of
domestic interests with foreign firms are inherently
preferable to wholly-owned forelgn subsldiaries. An
glamant of domestic ownership-is felt to give some local
control over operations, confer on the host country a
larger shars of the bensfitg and to ensure greater stabllity.
The acknowledged disadvantages (in addition to gresater
rasource costs for the host) are conflicts of interest
between the partners and, from the forelgn parentfs view-
polnt, a loss of speedy adaptability. Joint ventures
account for 107 of the 648 grant applications in Table 3.k4.
The breakdown by status of Joint ventures 1s shown in
Table 3.1ll.

Table 3.11 Joint Ventures by Status

Status Number of Projects
1 Live | 60 |
2 Pending 8
3 Failed 11
4 Taken over befors failure 1
5 Refused grant by IDA 7
6 Applicant 4id not take up grant 11
7 Firm withdrew Application 9
Total Joint Ventures 107

Source s Author's calculations from IDA data
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Joint ventures have had a below-average success rate.
The proportion of failures amongst joint venbtures which
become operational (cataegories 1,3 and 4) is 15.2% =
greater than the overall failure rate of 11l.7%. If taken -
over firms are included, the failure rate for joint
ventures is 16.7% against 14.5% overall.

Management problems and difficultiss peculiar to
particular industries account for this higher rate.
Management problems, the most important singls reason,
arise because of control difficulties and the conflicting
interest of the parties. The overall commitment in terms
6f capital 1s less for the foreign partner than in a wholly-
owned firm. Consequently the commitment of complementary
inputs such as technology and management may have been laess
than wholly-owned subsidiaries. In addition, it is natural
that joint venturses should be more numerous in thoss
sectors where Irish interests are stronger - textiles,
metals trades and some branches of enginsering (not greatly
in the food sector however). These ssctors have been de-
clining, particularly because of the reduction in tariff
protection. Some joint venbtures may have been entered into
vhen the domestic part of the partnership was in declins,
or indeed in danger of fallure. Despite the below-averags
success rate, joint ventures are likely to become a larger
share of the total number of accepted projects. Irish
firms will begin to look for partners from whom to acquire
technology and the IDA policy of obtaining equity partici-

Pation in foreign projects will also have this effect.
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There are however serious problems to overcome in

successfully creating joint ownership of projscts.

(h) The location of foreign-owned projects

One major aim of Irish economic policy is to reduce
the severe'regional imbalance from which ths economy
suffers. To this end, higher rates of grant aild are
available in the "designated areas" (DAs) which means
roughly the Western half of the country. It is often
argued that foreign owned projects are more footloose
than domestically owned ones because they are less tied
to domestic institutions and suppliers and are prepared to
train labour. Consequently the encouragement of foreign
investment i1s seen as a major tool to ease the regional

disparity.

Several factors can be expected to be important
influences on the locatlon of foreign owned projects.
Nearness of markets and reduction of transport costs,
accass to raw materlals and labour inputs and the avail-
ability of social and economic infrastructure are some of
the important factors. In addition, Government pclicies
designed to influence location, like differential grants,
the provision of industrial estates and other inducements
are also important. The corporate perception of locat-
lonal advantages may differ between different nationalitiss

of parent firm and may be also significant.
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The market at which the production of foreign owned
plant 1is aimed is an important locational factor. U.K.
firms are clustered round Dublin because they mainly
supply the U.K. and Irish markets. U.S. firms are
clustered at Shannon Airport because this reduces trans-
port costs of inputs from the United States and outpub
can be air-freighted easily to Europe or back to the United
States. German subsidiaries prefer locations in small 4
towns in the Wsst of Ireland taking advantage of higher
grants, abundant labour and the social advantages of béing
the centrepiece of a local communit_yo12 Clearly the
location is influsnced by the major inputs which the pro~‘
ject needs - for instance, the richer agricultural land of
the East has attracted industry based on raw material

inputs.

A recent analysis of the location practices of
foreign owned firms in Ireland, by a geographer,13 found
little evidence of "physical agglomeration" by nation-
alities of ownership, except for American owned plants
(largely explained by clustering at Shannon Airport).
There was also little evidence of diffusion over time i.e.
no evidence of concentric circles of foreign owned plants
with clder established plants at the centre., The present
study reiterates those findings although certain locat-
lonal tendencies (rather than concentfations of invest-
ments) by nationality can be brought out viz. German
plants prefer the DAs; although not industrial estates,

American firms strongly favour industrial estates and U.XK.
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firms eschew both in favour of the East, particularly
Dublin. The most important locational factors thus are -
final market, transport cost differences and differences
in the perception of locational advantages, which appears
to be closely related to the type of product. A good
example of the last point is ﬁhat many of the U.S. plants

favouring Shannon are fabricating plants.

Government policy (through the IDA) has been aimed

at attracting projects to the West in the face of the
"natural" advantages of the East and particularly of ths
major cities, Dublin, Cork and Waterford. Dublin, the
éapital, acecounts for 20% of the pepulation of the Republic
and 1s also the most important port. The second city and
second port is Cork, which has the additional advantage that
the DA/NDA boundary divides County Cork, so that the higher
(DA) rates of grant apply in close proximity to the city.
_Waterford is a major East coast port with the added advant-
age of an IDA industrial estate. The success of the IDA
policy can be judged initially by the numbers of foreign
owned projects which are attracted to the less developed
regions., Table 3.12 shows location according to the DA/NDA
division and Table 3.13 shows location by ccunty.

Table 3,12 Location of foreisn owned projects-DAs versus

Kon DA

Status of Project Non DAs DAs Tobal
1 Live 253(41) 143(28)  396(69)
3 Failed 30 24 5k

4 Taken over before failing 8 5 13
2 Panding 27(1) 14 (2) 59+(3)

Extengion projects are shown in brackets.
+ Includes 9 'NONE' of Teble 3.13.

gonres:  Author's caleulations from IDA dats.
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Judged by numbers of projects only, the policy has
been reasonably successful - over 36% of foreign owned
projects are located in DAs. (Table 3.1?). In terms of
attracting new projects, the Shannon-Limerick area has
been successful as a counter-magnet to Dublin. Table 3.13
shows that up to January 1972, 60 live projects had been
attracted to countises Clare and Limerick. The transport
incentives of the Free Alrport together with the special
incentives there attracted £13.9 millions of investment
by foreign owned firms =~ of which £8.9 millions was of

U.S. originolh

In addition, counties Kerry and Galway have
attracted a large number of foreign prcjects - both are

particularly favoured by German investors.

However, several counties have attracted very few
foreign owned projects notably Carlow (NDA), Kilkenny (NDA),
Laios (NDA), Leitrim (DA), Meath (NDA), Roscommon (DA) and
Westmeath (NDA). A new problem thus arises - dispasrities
within the DA/NDA classification. Most of the listed coun-
ties; by virtue of their Eastern location, fall into the NDA
classification and thus do not benefit from the higher rates
of grant aid. Infrastructure and transport facilities are
lacking. In the main, these counties have little in the way
of scenic attractions or rich agricultural materials to
counterbalance their difficulties. Under the present system
of grant allocation, the IDA is at liberty to give a higher
rate of grant than it would otherwiss do, to a project
located in a particular needy area. It may be howsver, if

reglonal disparities ars to be really tackle, that the rats

10k



of grant ald must be tied to the per caplta income or
unemployment rate of the immediate area. Despite the
higher grant aid available, most projects have preferred
to locate in NDAs. This testifies to the strength of
external economies and lower transport costs. A further
factor is the desire, on the part of foreign subsidlaries,
for trained labour - or at least labour with industrial
experience. This is lacking in DAs, although the activ~
ities of AnCo should reduce this factor as a locational

influence.

The contribution of foreign firms to allieviating
the regional disparities may be summed up as follows.
Over 36% of live foreign owned projects are located in the
DAs. This represents an important policy achievement,
bringing approximately 14,000 new jobs to the DAs (calcu-
lated from the figures given in Table 3.20). However,
within the DAs, this is unevenly spread and there is suffic-
lent evidence to argue that the most needy areas of all
have been entirely neglected by foreign investors. The
"middle development areas" have benefitted from FDI but not
the poorest areas of all. A greater element of regional
selectivity is needed and perhaps a start can be made by
creating temporary "priority areas" and downgrading thoss
areas vhilch are now still designated although they have
reached as high a level of per capita income and employment

levels as the NDAs.

Before leaving location, it is .worthwhile to examins

the policy in terms of faillure rates and reinvestment ratios




Table 3.13 Location by County of Foreign Projects

County Live Failures Projects Taken Projects
Projects (3) Over Before Pending
(1 Failing (k) (2)
CARLOV 2 - - -
CAVAN 13 (3) - 1 1
CLARE (inc.S.F.A.) W& (10) 12 L 6
CORK 43 (2) 6 1 7
DONEGAL 15 (1) 3 - 2
DUBLIN 83 (19) L - 2
GALWAY 23 (6) 9 1 8
KERRY 21 (5) L - 2 (2)
KILDARE 14 (1) 1 - 1 (1)
KILKENNY L - - -
'LAIOS 3 1 - -
LEITRIM 1 : - 1 -
LIMERICK 16 (1) 1 1 6
LONGFORD 6 (2) - - -
LOUTH 18 (6) 2 1 -
MAYO 8 (2) 1 2 1
MEATH 1 - - -
MONAGHAN 13 (2) 3 - -
OFFALY 7 5 (1) 2 - 1
ROSCOMMON 3 (D) 1 - '_ -
SLIGO 15 (6) - . -
TIPPERARY 7 (1) - - -
WATERFORD 21 3 1 3
WESTMEATH 2 - - L
WEXFORD 8 - - -
WICKLOW 7 1 - 1
NONE - - - 8
TOTAL .. 396 (69) . 54 S & T 49 (3)
pefbii. " hoieea “iRthorts SoTeTRIoRS Y BaRClEc
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in DAs versus non DAs, The failure rate (Table 3.12
categories 3 and % as % of 1,3 and %) has been 13.1% in
Non DAs and 16.8% in DAs. The reinvestment ratioc -
extension projects as a percentage of live projects -
has been 16.7% in Non DAs but 19.6% in DAs. Despite a
higher failure rate, there hss been a more pronounced
tendency for foreign firms to expand in DAs. This suggests
that once the iritial problems of setting up a project in .
less developed areas can be overcome, the opportunites for
profitable operation are equal to, if not better than those

in more industrially advanced regions of Jreland.

(1) The financial structure of foreign owned projects

Tables 3.14 and 3.1% show the projected sources of
finance for foreign owned projects in Ireland, for all
firms and U.S. firms regpectively. The categories are
self-explanatory, but it should be noted that 'Grant' is
capital grant only and excludes any training grants and
subsidies to rent and interest which may have been dis-
bursed to the project. Coverage of live projects is incom-
plete - no information is available on the excluded 1k
live projects. One anomaly is the fact that the figure
for projected finance exceeds the projected investment
aggregate -+ this arises because of the need for classify-

ing provisions and reserves.
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Table 3.14% Projected sources of finance: all live firms

Source of Filnance Number Total Percentage
of Amount of Total
Projects Projectsd Projected
(£M) Finance
1 Long Term Irish Debt 87 13.7 6.23
2 Current Debt (Bank Overdraft) 246 32.5 14,76
3 Foreign Debt (Overssas 103 38.5 17.46
borrowing,loans from parent)
k Grant 357 6543 29.62
5 IDA Equity Participation 5 0.3 1.19
6 Equity + Preference Shares 368 67.8 3047k
TOTAL 382+ 220.4 100.00

+ Covarage of 396 firms incomplete

'Source: Author's calculations from confidential IDA data.

Table 3.15 Projected sources of finance: live U.S. companies

- Source of Finance Number  Total Percentage
. of Amount of Total
Projects Frojected Projscted
(£3) Finance
1 Long Term Irish Debt 2l 3.8 4,23
2 Current Debt (Bank Overdraft) 60 10.6 11.74
3 Foreign Debt (Overseas
borrowing,losns from parent) 43 19.k 21.43
4 Grant 93 32,7 36.10
5 IDA Equity Participstion 1 0.1 0.00
6 Equity + Preference Shares 97 23.9 26.41
TOTAL 102+ 90.5 100.00

+ Coverage of 107 firms incomplete

Source: As Table 2.18
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The most important sources of finance for foreign
owned firms taken as a whole are debt (38.5%), equity
and preference sharss (30.7%) and grant aid (29.6%) U.S.
firms have a different orientation: debt (37.4%), grant
aid (36.1%) and equity and preference shares (”?6.4%). U.S.
firms receive larger grants in both proportionate and
absolute terms than firms of other nationalities. (U.S.
average grant aid £351,000 - overall aversge grant £183;000).
Tt is noticeable also that U.S. firms commit less equity

funds psr project.

High gearing is a feature of foreign investment.
High gearing reduces the parent firm's capital commitment
and allows (tax-free) profits to be used to pay off the
debt - thus leaving a capital gain for the parent company.l5
There are several projects which have no equity funds
involved - these are extension projects financed from debt
and grant aid, thus necessitating no direct inflow of funds
from the parent compény. A further common practice is to
match the capital grant with equity funds and railse the
remaginder by debt financing. Surprisingly, perhaps, U.S.
firms rely on Irish debt to a lesser extent than do othsr
nationalities., This may be due to the difficulties which
the Irish capital merket presents in raising funds on a

lagrge scale.
The recently promoted IDA drive to acquire equity

Participation had not produced much response at the time

at which the dsta was collected (January 1972). Only a
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small number of large companies - chisfly of European
orlgin - had entered this type of agreement. Only one

U.8. firm allowed IDA equity participation, reflecting

the widespread tendency of U.S. foreign investment to be
100% subsidiaries with no attendant interference by minority

shareholders,

This section on finsnce has shown that 48.,1% of total
investment under the control of foreign subsidisries comes
from outside Ireland (although some current debt is
funded by foreign banks, some of whom ﬁave been attracted
to Ireland because of the inflow of FDI)., This figure is
almost the same for U.S. firms (47.8% of total investment
is from non Irish sources). U.S. firms also get a higher
proportion of investment financed by grant aid. This is
partly because of extra bargaining power and also because it
is felt by the IDA that specisl benefits accrue from U.S.
investment which are of the nature of external economies.

It can ﬁe expected thérefore that the foreign exchange inflow
accompanying a new foreign investment will be of the order

of magnitude of roughly half the total investment. This is

a useful rule of thumb for future policy making and pre-
diction,

Section 3: The Economic Functions casrried out by the Irish

Subsidiaries of Forelgn Firms

The data 1n this section are tsken from the An Foreas
Forbartha survey of grant =ided industry conducted by

Padraig O'Huggin.l6 Responses were received from 377 firms
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of which 276 (73%) were foreign owned. (Joint ventures

were allocated according to majority (51%) ownership).

The first point of interest is the range of types
of organisational structure within the foreign group. The
Irish unit may be a wholly-owned subsidiary of a multi-
national company, a more loosely-controlled offshoot of a
foreign firm, é Joint venture or an autonomous investment
owned by a group of foreign firms or individuals. This
variance in organisation is reflected in the proportion
of foreign-owned firms in the sample which claim to be
"independent self-contained establishments". Such firms
number 102 (374 of the total foreign group) as against 174
foreign projects which are "part of a larger industrial
organisation"., Such firms are later referred to as "auto-
nomous investments". This section provides part of the
background to section 4 of the following chapter which
analyses the contribution of FDI to the emergence of a

dualistic framework in Irish industry.

The survey investigated the functions performed by

- the head office (or other units of the organisation). An
analysis of the functions performed outside Ireland by the
foreign group not only gives an insight into the nature of
foreign firms but also is indicative of the degres of
cross~national integration within the foreign group. Table
3.16 presents an analysis of ths functions performed by

the "non-autoncizous" group of foreign firms. (Autonomous

firme, by definition, do not farm cutfunctions).
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.16 Functions psrformed sbrosd by non-sutonomous foreign firms

Hummoa»kuob of function 2Number of firms 34 of non- rwwsw»bm of
performing autonomous number of
fuanction abroad firms firms

performing performing
function abroad
abroad

1 Purchases components and 55 32% 3

materials for plant

2 Manufacturers componants L9 - 28% : 4

and materials for plant

3 Processes further tha goods 27 16% 8

procduced by plant <

4 Markets the goods produced -84 . L4 8% 2

by plant

5 Looks after accounts and 30 - 174 Vi

finance of plant

6 Exerclses regular managerial 46 26% 5

control and supervision

7 Provides Research and Devel- 106 61% A 1

opment backing for plant

8 Provides othsr services 39 22% 6

Total number of Non Autonomous Firms 17%
Source : Author's calculations from An Foras m.OMWW«.&UN MHH<WU~ Sﬁﬁmu. m.mb&ﬂmmm@-mmﬂmmu..mo



The function most frequently carried out abroad is
Research and Development activity. The overwhelming
majority of firms who perform any R & D do so outgide the
Republic. This finding 1s supported by the fact that the
firms who do not perform R & D abroad fall very largely
into the non-research intensive sectors. Fifty of the
106 firms listed asrelying on R & D from abroad fall into
the metals, electrical and enginsering sectors (Irish
Census of Production categories 35 - 38), This situstion
has been recognissd by the IDA who are trying to counter-
act it by the e stzblishment of the Research Park at Naas,

with special incantives for research projects,

.Almost half of the non-autonomous firms carry out
the marketing function abroad. This is partly the result
of the high export proportion in their total sales. The
number of firms in thils category would probably be greater
vere i1t not for the activities of Coras Trachtala (the

Irish Export Board).

The number of firms which carry out function 1 (pur-
chasing of inputs) and 2 (provision of components for the
Irish plant) help to explain the allegedly low linkage
effects between the foreign sector and the rest of the
economy.l7 A foreign unlt purchases. components and materials
for the Irish plant in the case of 55 firms. Such materials
will be from traditional (foreign) suppliers. Twenty-five
firms carry out both functions 1 =nd 2 sbroad and will
therefore have very high import propensities. Sectoral
clustering is again apparent - 12 such firms are from

sectors 35 - 38,
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In only nine firms are both functions 2 and 3
performed outside Ireland. A complets integration of
processes across national frontiers is evident in such
firms. Of these firms, four are in the metal trades
industry (ICIP 35) and two in the manufacture of
electrical machinery. These six firms are large multi-

national companles.

Despite the above findings, in many casas it does
appsar that foreign owned firms are given managerial auton-
omy. In only 46 firms is regular management control of
the plant exercised from outside.(However what con-
~ stitutes "regular control" may vary between organisations).
Therefore, in at least operational decisions, 230 of the

276 foreign firms claim to be independent.

The total number of diffefent functions provided for
the Irish establishment by foreign assoclates is shown in
Table 3.17. Twenty-six firms which form part of a largsr
organisation claim to have none of the listed functions
provided for them whilst only two state that all eight
functions, including a number of other services, are carried
out abroad. The median number for the associated group is
two functions and the mean number of functions provided

is 2.5,
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Table 3.17 Number of functions performed sbroad for

the Trish establishment

Number of functions Number of firms
Performed Abroad

26 (+102 autonomous firms)
= 123

o

39
34
27
16
15
12

3
2

o N9 o0 F W NN

Source: Authorfs calculations from AFF Survey data.

This section has shown that foreign owned firms
differ greatly in the division of functions between the
Irish subsidiary and those performed for the subsidiary
by units of the firm outside Ireland. This is a reflection
of differences of organisation within the foreign sector.
Foreign owned units in Ireland range from subsidiaries of
large multinational companies, which are closely inte-
grated across national frontiers, to small private firms,
loosely connected to the parent company. In tha extrams .
case, the parent is a loosely linked group of foreign '
individuals and the Irish unit can be considersd as an

autonomous investment.

[
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Section 4: The Importance of the Foreign Owned Grent

Aided Sector of Trigh Tndugtry.

The importance of the foreign owned grant aided
sector 1s best considered by examination of its contrib-
ution to several key economic magnitudes; to output and
exports, to employment creation, its effect on the
gconomic structure and its impact on industrialisation

and growth.

Table 3.18 shows the contribution to transportable
goods output and to exports made by foreign owned, grant
aided firms in 1970. Column 2 of the Table is derived
from'data on the actual output and exports of 277 foreign
owned firms from an An Foras Forbartha (AFF) Survey
together with IDA data on output projections for all firms.
Actual output of foreign firms not included in the Survey
was estimated in the_following way. The proportion of
projected output actually realised in each industry was
calculated for all firms in that industry included in the
AFF Survey. This proportion was then applied to the
projected output of 2ll forelgn firms not included in the
AFF sample. In this way estimates were made of the outpus

and exports of all foreign owned firms for 1970,

The IDA estimates that 763 of grant alded investment
has come from foreign owned projects.l8 The output of
foreign owned firms accounted for over 137 of the total
output of the trunsportable goods industries in 1970

(Table 3.18). This proportion is increesing secularly.
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Table 3.1 illustrated the increase in FDI over the years
and many of the firms now in production have not yst

reached their full potential output.

Table 3.18 The Foreign Owned Grant Alded Sector of Irish
Industry (1970).
. 1

2 3
Item All Firms Foreign Grant Foreign
£ Aided Firms Share of
million £ million total
(1)2(2) %
1. Output of the 1137.5 150.7 13.3%
Transportable
Goods Industry
2. Transportable 767.9 132.6 17.4%
Goods Output
minus Food
and Brink |
3. Total Exports 4164 122.7 29.5%
L, Exports excluding 223.3 102.8 46.1%
Food, Drink and
Tobacco

Source: Column 1, lines 1 and 2: Review of 1971 and

OQutlook for 1972, Prl 2357, Stationery Offics,
Bublin.

Column 1, line 3 and 4: External Trade Statistics
1970 CSO bublin, Prl. 2012,

Column 2, Author's estimates from confidential
IDA data and AFF Survey (see note 4) see text.

Lines 3 and 4 illustrate again the importance of
foreign owned firms in the Irish export drive. Almost onse
third of Irish exports are from foreign owned firms - this
increasss to 46% when food, drink and tobacco exports are

8Xcluded. The difference in the proportion of output and
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and exports controlled by foreign owned firms shows the

commitment to exports of forelgn owned projects.

Table 3.19 shows the sectoral distribution of the
output of foreign owned firms. The degres of foreign
control varies from sector to sector but the large share
of the chemicals sector in forsign hands is noteworthy.
Other sectors with considerable foreign ownerchip arse wood
and furniture, metals and emgineering and other manufact-
uring. Only a small proportion of the food, drink and
tobacco industries 1s in foreign hands. The inflow of FBRI
‘has clearly altered the sectoral composition of Irish

manufacturing industry.

Employment in foreign owned projects is perhaps the
most difficult "impact effect" to estimats either from
official figures or from the confidential IDA and AFF dsta.
Table 3.20 gives official figures for employmeht in New

Industry projects.
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The Sectoral Output of the Foreign Owned Grant Alded Sector of

Irish Industry 1970

Sector QOanHmuOmm mmawsmamg Output mouw»mn
Output of Foreign Owned Share hww %
1970 Firms 1970 (1
£m £m -
1. Food 407.3 18.1 | 4,5
2. Drink and Tobacco 121.9 - -
3. Taxtiles 92.0 15.6 17.0
4. Clothing and Footwear 52.6 9.7 16.5
5. Wood and Furniture 26.1 6.6 mm.u
6. Paper and Printing 61.5 L4 7.2
7. Chemicals 61.6 37.4 62.3
8. Structural Clay and Cement 34.5 1.k 4,1
9. Metals ané Engineering 181.6 35.6 20.0
10. Other Manufacturing + 9%4.0 21.9 ,. 23.3
11. Mining and Turf 42,1 ns | -
Total Manufacturing 1095.4 150.7 13.3

+ Not strictly compsrable-forelgn sector includes '"unknown" products

Source: Column 1 Review of 1971 and Outlook for 1972, Prl.2357. CSO Bublin
Column 2 Aufthrortes calculations from 1lbA data.
e e e b I W W . .




Table 3.20 Emplovmenﬁ in New Industry Proigacts

(New Firms and Major Expansions)

Date Numberg actually employed
31.3.67 16,100
31.3.71 38,100
31.3.72 44,800
31.3.72+ 48,400

+ Including employment at Shannon Free Airport.
Source : IDA: Annual Report 1971/72

Table 3.20 shows the amount df employment creasted by
foreign owned firms. The IDA suggests that over 80% of
these jobs are in foreign owned projects. Job crsation by
foreign owned firms is thus over 39,000. The zuthor's own
calculations, using projected employment from the IDA
figures and actuzl employment from the AFF Survey to con-
struct "achievement ratios" gives an estimate of just over
40,000. It can be assumed that the latter figure represents
an approximation to the number employed in foreign owned

firms at the beginning of 1972.

The creation of 40,000 new industrial jobs over a
period of just over 15 years represents a major policy
succeés; This however, begs the question of alternative
methods of job creation using similar amounts of Irish
resources. A full cost benefit analysis of resource use is
required,; including other effects and we return to this

theme in Chapter VII,



Section 5: Conclusion

The policies outlined in Chapter II hsve resulted in
a rapid increase 1in FDI in the manufzacturing sector of the
economy. -The characteristices and industrial structure

of this investment were examined in detail.

This Chapter has shown the importance of FDI in
terms of its contribution to Gross Domestic Capital Form-
ation, manufacturing output, exports, employment and to

the sectoral distribution of the manufacturing sector.

The importance of Government policy is clearly
illustrated by the success of Irsland im reducing emigration
through the establishment of new employment creating,
outward looking industries. The costs and side-effects of
this policy should not be ignored. In the main, it is the
success of this policy which hss been emphasised hare.
However, this should not lezd to a neglect of the domestic
sector into which forsign investment should be seen as an
essential input (perhaps temporarily) rather than as an
alternative. The following Chapter locks explicitly at
the differences between the domestic and the forsign ownsd
sector in addition to an examination of the external trade

relationships of the foreign sector.
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Chapter IV: The Trade Pattern of Foreign Owned Firms

and the Emergence of a Dualistic Structure

in Trish Industry.

Chapter III outlined the magnitude and structure of
Foreign Direct Investment in Ireland. This Chapter builds
on that base and analyses the interrelztions betwesn the
trade flows of Ireland, the domestic eccnomic framework
and the pattern of FDI. Throughout this Chapter, the
analysls 1s conducted in market prices. Chapter VI on
the Balance of Payment proceeds from this by valuing all

goods, services and inputs at "world prices".

In Chapter I, Ireland was characterised as a small
open econcmy by reference to the foreign trade mtio ~-FIR
(total exports plus total imports including current income
on capital to G.N.P.) Heavy dependencs on external trade,
however, is not the only facet of openness which the Irish
economy exhibits. Internstional flows of primary factors;
capital and labour, also tend to be high in the Irish case.
. Besides direct investment, stzte borrowing from abroad, port-~
folio capltal inflows and "other items" (chrnges in the
external position of the commercial banks, hire purchase
agreements and foreign acceptances by banks) zlso figurs

significantly as Table 4.1 shows.
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Table 4,1 Distribution of Net Capital Inflow to

2.
Ireland 1961-1970.

1 Net 2 Net 3 Net 4 Net 5 6
Govern- Borrowing Dirgct Port- Other Total
mental by State Invest- folio Items
Borrowing Sponsored ment Invest-
Bodies ment
Total (£m) 51.3 76.1 113.2 7¢7 9%.9 343,2
% 14,9 2242 33.0 2.2 27.7 100.0

Source: Dermot McAlesse (1972) "Capital Inflows and

Direct Foreign Investment in Ireland 1947-70"

In comparison to other European countries, the
magnitude of these capital inflows is large relative to
Gross Domestic Capltal Formation and official foreign

currency reserves,

International flows of labour figure prominently in
Irish economic policy as Chapters I =2nd II demonstrated.
Reduction of the labour outflow from Ireland has been a
mgjor policy target. In addition, Ireland has a number of
unusual external links. The Irish labour market is closely
linked with that of the U.K., cheque payments between the
two_countries obtain and in addition Ireland has unique
cultural and kinship ties with the U.K., U.S.A., Canada,
Australia and New Zealand. These trads flows and flows
of primary factors both contribute to the open nature of

the Irish economy.
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The openness of ﬁhe economy has important”implications
for development policy. The economy is sensitive to
external shocks, transmitted by the trade sector. Inject-
ions in the form of exports and leakages in phe formvof
imports, dominate real income changes to a far larger extent
than would be the case in a more closed self-sufficient
economy. The foreign trsde sector could thus bs an import-
ant source of instability. Moreover, some of the convent -
ional policy tools for the correction of such disequilibria
are not available to the Irish Governrent. Monetary bolicy
is constrained by the circulation of the British £ sterling
in the Republic, The Irish £ has conventionally been tiéd
to sterling and so devaluation or revaluation unilaterally
is not feasible. Instability in the face of an incomplete
range of corrective poiicy tools constitutes a severe con-

straint on the choice of development paths.

An economy with a high FIR and a fsirly low level of
.development must héve a low degree of internal structural
interdependence. Domestic input-output links =re small,
The import content of manufactures is high and domestic
activity approximates to a fabricating economy in thch im-
ported inputs are processed and re-exported. The need for
imported intermediate goods necessitates a high level of
export earnings. The vicious circle of dependence on the
world economy can be eased only by domsstic economic growth
and the establishment of an integrated production processes.
The contribution of FDI to this development is anzlysed in

this Chapter. There are, of course, substantial benefits

126



from international trade and these too should be
1lluminated. The Chapter thus examines the strong and
pervasive links between international flows of factors

and of goods.

Section T FDI and Trrde Flows: An Examination of Trends

The traditional "comparative cost" theory of inter=-
national trade made, 1n general, a rather forced dichotomy
between trade and factor flows. The growth and recog-
nition) of the phenomenon of direct investment and the
increasing importance of the "international firm" made
the assumption of independence of the two flows an in-
adequate baslis for a complete theory of international
trade. Many recent contributions to international trade
theory have attempted to integrate the international flow
of factors and the flow of goods within a single frame-
work.l+ Recognition of the importance of international
- firms in world trade necessitates abandoning several of
the usual assumptions of traditional trade theory. Thesse
are: |

(1) that all firms sre price takers,

(2) that knowledgs is a free good and thersfore that
production functions are identical in all countries,

(3) that‘completsly free movement of goods and com-
plete immobility of factors of production is the

norm in international trade.

The existence of the international firm meansg that

the following factors must be recogniseds

(]
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(1) The organisation of industries internationally
often means that oligopolistic behaviour must be given
explicit recognition.

(2) The control of knowledge and other income-creating
assets within the international firm means that such
firms can influence the "comparative advantage" of nation-
states by their location and production decisions.

(3) Control of the flows of capital and goods inter=-
nationally within the same decision taking unit has both
shifted attention away from the nation to the individual
firm and has made the assumption of independence of the

two flows untenable.

The declsions of international firms about location
and sources of supply ﬁave become crucial to the pre-
diction of trade flows., Trade and location theory must
therefore be combined.5 The international firm can choose
between exporting and production abroad as a means of
servicing a foreign market. (Licensing may be a third
means of increasing the return on a firm-specific income-
creating asset). Several tests of the nature of this
choice have been carried out, notably by Horst and by

Buckley and Dunning.6

Consideration 1s given first to trade flows of Ireland
in the aggregate. The figures of the inflow of FDI,
imports and exports sreé set out in Tablesk.2 and 4.3.
Underlying the increase in exports is a rapild expansion of

industrial exports (Table 4.2 Column 3) which increased



from 20% of total exports in 1956 to over 58% in 1970.
Table 4.4 which presents annual growth rates of the
major series shows that in all years (except 1960 - 62),
the growth of industrial exports was over 13% and that
the average annual growth rate was 19.1%. In contrast,
the growth of total exports has been unsteady despite
the 9.8% average annual growth. The connectiog between
FDPI and industrial exports will be amplified later in
this Chapter,



Table 4.2 FDI and Exports 1956-1970 (£000s)

v g E Hewme S e
Investment (3/2)

1956 82 100,127 22,000 20.3
1957 1,800 131,341 28,000 21.3
1958 1,677 131,293 33,000 25,1
1959 2,662 130,607 41,000 31.k
1960 5,072 152,703 53,000 34.7
1961 3,694 180,473 56,000 31.0
1962 3,636 174,390 59,000 33°8
1963 5,337 196,539 68,000 346
1964 2,985 222,004 91,000 41,0
1965 10,135 220,811 104,000 47.1
1966 7,806 24,323 127,000 52,0
1967 9,869 285,086 147,000 51.6
1968 23,884 332,475 184,000 5543
1969 29,066 371,441 214,000 57.6
1970 36,404 431,618 251,000 58,2
Source: Column l. As Table 2.8

Column 2. External Trade Statlistics 1971.

Column 3. IPA Annual Report 1969/70.
for 1956 and 1957 from Trade and Shipping

Figures

Statistics (various) and for 1970 from Review

of 1971 Outlook for 1972 (Prl.2357)

+ As defined in Appendix II of The Second Programme for

Econonic Expansion Part II.
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Over the period 1956 - 70, the growth of imports has
corresponded to that of exports, annual average growth of
imports being 9.7% (Table 4.4). It is helpful to divide
imports by use in order to establlish whethser increased
earnings of foreign exchange from the increased export
receipts have been spent on consumption goods, intermediate
goods or capital goods. In fact Table 4.3 shows that
producers' capital goods have increassed as a proportion of
the total import bill, consumption goods hazve retained a
constant share and the share of imported intermediste goods
has declined. This suggests that domestic value added (at
market prices) has increased and this was borne Qut in
Chapter I. The trend 1s towards importing capital goods
and increasing the share of the production process carried
oﬁt in Ireland. FDI may have contributed to this - clearly
an inflow of foreign capital will involve increased imports
of capital goods and should expand the productive capacity
- of the domestic economy. We must however retain reser-
vations on this iésue until the output is valued at true

opportunity cost, or world prices.
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Table 4.3 FDI, Total Imports and Imports by Use 1956-1970 (£000s)

Columns 3,4 and 5 D. McAleese (1970) A_Stud
Imports ESR1 Paper No. 53 and External Trade Statistics 1970.

of Demand Elasticitles for Irish

Year Lerp1 2*rotal w.HEvowam of r.Hstan of m.HBwouam of
Imports Producers'Capital Materials for Consumption goods
Goods Further for use
Production
- % of total % total % Lotal
imports imports imports
1956 82 182,849 23,700 13.0 111,200 60.8 41,000 224
1957 1800 184,172 20,100 10.9 114,200 61.9 41,600 22,6
1998 1677 198,957 23,000 11.5 121,900 61,2 L4 ,000 22.1
1959 2662 212,647 25,200 11.8 131,400 62.2 45,000 21.2
1960 5072 226,228 25,300 11.2 142,800 63.1 46,400 20.5
1961 3694 261,403 34,900 13.3 161,100 61.2 52,800 20.2
1942 3636 273,724 39,400 14,k 165,600 60.5 57,400 21.0
1953 5337 307,684 47,300 15.4 181,200 58.9 65,200 21.2
1964 2985 349,318 52,200 4.9 212,000 60.7 71,200 20.4
1955 10135 371,846 60,300 16,2 219,000 59.1 80,000 21.5
1966 7806 372,567 57,900 15.5 219,000 58.8 84,200 22,5
1967 9869 392,260 58,800 4.9 234,500 59.7 87,900 22 .4
1968 23884 496,093 724700 14.6 296,100 59.6 15,900 23.3
1969 29066 589,753 112,300 19.0 337,600 56.3 34,900 22.8
1970 36420k 653,607 114,900 17.5 371,500 56.8 53,300 234
Sovrce: Column 1 as Table 2.8. Column 2 Externsl Trade Statistics 1970.
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The rstes of growth of imports and exports are both
greater than the average rate of growth of GNP which was
8.1% 1956-70 (see Table Al.l). Irelsnd is thus becomihg
more ‘open' - more dependent on the trade sector.

Table 4.4 The rate of growth of FDI, exports, industrial

exports and imports 1956 - 1G70.

Year 1. Annual 2. Annual 3. Annual 4, Annual
% FDI % Increase % Increase % Increase
Increase Total Exports Industrial Imports

Exports

1956-57 2095 21.5 273 +0.,0

1957-58  -6.8 -0.0 17.9 8.0

1958-59  58.7 +0.0 2.2 6.9

1959~60  90.5 16.9 29.3 6.1

1960-61 -27.0 18.2 57 15.5

1961-62  -1,6 =3k 5.1 ko7

1962-63  46.8 12.7 13.2 12,4

1963-64 -4h,1 13.0 33.8 13.5

1964-65 239.5 ~0.0 14,3 6okt

1965-66 =23.0 +0.0 22.1 +0.0

1966-67 264k 14,3 15.7 5¢3

1967-68 142.0 16.6 25k 26.5

1968-69 21.7 11.7 15.4 18.9

1969-70  25.3 16.2 18.1 10.8

Averags - 9.8  19.1 9.7

Growth

Source: As Table 4.2 and Table 4.3,
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The influence of FDI is most pronounced on Irish
industrial exports. The industrial export performance
of Ireland is very creditable when set against the growth
of world markets. Table 4.5 shows the rate of growth of
Irish industrial exports and of the markets for such
products. Line 1 shows the growth of world trade in
non-agricultural products weighted by the commodity and
geographical pattern of Irish exports in the base year.
The second line shows the growth of Irish exports of non-
agricultural products (the definition differs from that
utilised in Tables 4.2 and 4.4t - 1t is a broader definition.
In every year between 1965 and 1970 the rate of growth
of Irish exports was in general greater than that of the
markets which suggests that some changes in the supply
side as well as increased demand have occured. This 1s
additional evidence of the change in Irish domestic econ-
omic structure brought about at least in part by FDI (Table
4.7 shows that 34% of Irish exports came from foreign owned
grant aided firms). Foreign capital flows mainly into
the exporting sectors of Irish industry - indeed it creates
such sectors. Foreign firms are encouraged to export by
the system of incdustrial incentives, in particular by the
tax concessions on profits earned from exports and the
removal of duty on imports embodied in export production,
as explained in Chapter II. |
Table 4.5 TIrish export performance 1965 - 70

ear 1965 166 167 168 169 170
1. Growth of Irish Markets % 3% 8% 124 124 11 10%
2. Growth of Irish Exports ¢ 9% 114 223 13 15 27

~.3+ Export Performance (” minus 1) % 54 3% 10 % L4 15

Source: OECD (1972) Economic Surveys: Ireland
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These conslderations suggest that there are mech-
anisms which make for a higher level of importing by
foreign owned firms than by comparable Irish ones.
Thus an increase in FDI may be expected to lead to a

larger quantum of trade both into and out of the economy.

Some secondary causal links may re-inforce this
tendency. An inflow of foreign capital combined with
subsequent receipts from export provides the foreign
exchange to finsnce increases in imports. The imports A
themselves may relieve a constraint on exporting - partic-
ularly whers producer's capital goods and certain inter-

7 Spillovers

mediste inputs are not available locally.
from the foreign firms may raise the exporting capabili-
Aties of domestically owned firms. External effects

in a more general sense (creation of an industrial ethos,
reduction of search costs for profitable opportunites

and the spur of increased competition) may also improve
export performaﬁce. Indeed foreign capital may be
regarded as a specific znd separate input in the prod-
ﬁction function of the exporting sector. The inflow of
FDI which embodies technological expertiss, management
skills and the ability to gain access to markets may havs
been an essential prerequisite for a successful attempt
to increase exports.8 The fact that Ireland has become
more competitive in world merkets (Table 4.5) is a

phenomenon which merits examination in relation to FDI

inflows.
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Table 4,6 A Cross-section analysis of the Ixports of

Foreipgn Owned Grant Aided Industry(1970)

1 ' 2 3 L 5
Sector sSIC Exports of Total %
: Number foreign owned Irish Foreign
Grant Aided Bxports (3) as
Firms (£m) (£m) % (43
Food (excluding live 201-7 14,8 236.3 6
animals)
Textiles 22 12.1 27.5 48
Apparel 23 8.9 22.1 40
Wood and Furniture 24 4.8 5.0 96
Paper and Paperboard, 264 -5 2.6 4.8 53
Boxes ,
Printed Matter o7 1.0 2.6 Lo
Chemicals, Plastics,  281-7 3.8 25.9 92
Drugs
Tyres and Rubber 30/301 5.7 6.1 oL
Products
Glass, Stone, Clay 321~k 0.6 7.2 8
and Concrete '
Iron, Steel, Non- 33 4.5 10.0 45
ferrous Metals
Household Appliances, 34,36 10.1 16.2 62
- Heating Appzratus
Special Industrial Mach- 35 8.5 | 9.3 92
inery
Motor Vehicles zand 37 1.1 5.0 22
Parts
Instruments and Prec- 38 R 10.3 81
ision Goods
Other and Unknown 19 12.7 - -
Total Industrial Exports 117.0 251.0 46
TOTAL EXPORTS 122.6 L164 34

- Bourcess Column 3 Author's caleculations from confidential
IDA and AFF data (see Tabla). Column 4 Derived

from External Trade Statistics




A _Crosg-section Analysis of FDI and Exports

" Table 4.6 shows the exports of the foreign-owned
firms by industry. The division into industry groups
is by the SIC classification and some re-classifying
had to be carried out. The sectors not included in
Table 4.6 contain little or no exports from grant aided
forelgn firms - some sectors would have slightly
increases figures if non-grant aided FDI were included
but such investment is mainly directed at supplying the

home market., +

The estimates show that 34% of all exports is
accounted for by the exports of grant aided foreign owned
firms and that this share rises to 474 when only indust-
rlal exports are considered., The foreign firms proportion
of exports varies widely between sectors even in the
industrial groupings. Some sector's exports are completely
dominated by the exports of foreign firms. In four sectors;
wood and furniture, chemicals, plastics and drugs, tyres,
rubber and special industrial machinery, over 90% of
exports come from foreign owned firms. In some casas, one
or two large forelgn firms account for almost all of the
}foreign share of exports. Often the bulk of the exports
of a widely defined sector in fact originate within one or
two narrow product groups. Such products are usually typi-
cal of the output of the sector as a whole - an example of
this exists in the wood products sector.(Bowling alley equip-

ment ).

+ See section 3 below.
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The low proportion of food exports accounted for _
by foreign owned firms is worthy of notice, because this
is one of the sectors where Irish raw materials could
be exploited. (Thls can be accounted for by the high
export orlentation of the domestic food sector). The
Table shows thet foreign capital has entered mainly the
technology intensive sactors viz., chemicals, plastics
and drugs, rubber products, machinery and precision goods.9
The industrial distribution of forelign owned firms is
again shown to differ from that of domestic firms. The
entrance of foreign firms into the experting sector has

broadened the range of Irish export products.

The Terms of Trade

The final point above lezds into a discussion of the
effect of the inflow of FDI on the Terms of Trade in
Ireland. The Commodity Terms of Trade (T of T) relate
the price of a country's exports to the price of its

imports. (Bx
Pm)

The standard theory of grpwth and trade suggests that,
wvhen a country 1s receiving foreign capital, its terms of
trads will tend to improve if its imports are relatively
capital intensive and to worsen if its exports are capital
intensive (with the extreme case being "immiserising
growth"); The possibility of an optimum tax on inter-
national capital flows parallel to the optimum tariff on
trade flows has been developed. Similarly, technical

progress in the export industry will tend to turn a
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country's terms of trade against it. Consequently one
needs to comblne these two effects to arrive at the
theoretical prediction on the T of T. A particularly
interesting articls by Max Corden extends this possib-
ility by considering the "foreign owned sector" as
analagous to a foreign state, thereby multiplying the

possibilitles of intervention in goods and capital flows.lo

It is unlikely however, as Johnson peints ont,; that
national policies are influenced by considerations such
as those contained in the last paragraph.11 Of more
interest to the Governments is the ability to finance an
increasing import bill and to expand the range of exports
to this end. Table 4,7 shows volume and price indices
of Irish imports and exports and presents two measures of
the T of T defined as follows.,.

l. The Commodity T of T (C ) are defined as a price index
of exports divided by a prige index of imports i.e.
P P
El M1l
c = / & /

t P P
EO MO

vhere p = price index, and the subscripts E,M,1,0 indicate
exports, imports, current year value and base year value
respectively. An increase (or "favourable movement") of
such an index is not necessarily of benefit to the country -
it is the movement in the underlying supply and demand con-
ditions for imports and exports which determine gains and |

losses, It is value and not price alons which matters.
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(2) The Income T of T (Y ) are defined as the Commodity
t
T of T multiplied by a volume index l.e.

Q
Y=C(§E-]=)
6 . & EO ,
where Q = volume index. This index illustrates the ability
of the economy to purchase imports. Alternatively, the

index shows the purchasing power of a unit increase in .

exports.

Table 4.7 shows that both the import and export
price indices have been increasiﬁg over the period. In-
recent years however (post 1966) the export price index
has been rising faster. The 1ncome T of T have improved
since 1962. The increéase in the volume of exports has
been 2 major factor here and the contributicn of FDI to
this 1s Important. These issues are dealt with at
greater length in the context of a formal analysis of the

Balance of Payments (Chapter VI).
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Table 4.7 Volume and Price Indices of External Trade and the Terms of Trade of
Ireland 1956-1970

Yaar 1,Volume of 2.Volume of 3.Price 4 ,Price 5.Commodity 6.Income
Imports Exports Index Index Term of Term of
(1968=100) (1968=100) Tmports Domestic Trade (C ) Trade (Y )

(1968=100) Exports t t
(1968=100)

1956 42,2 40.9 87.3 72.9 83.5 34,2

1957 40.3 48.8 92,1 80.6 87.5 42,7

1958 45,5 47,7 88.1 82,6 93.8 Ly, 7

1959 49.8 45,7 86.2 85.9 99.7 45,6

1960 52.0 54 L 87.7 8L L 96.2 52.3

1961 59.4 65.0 88.7 84 L 95.2 61.9

1962 62.3 62 .2 88.5 84,1 9.9 59.0

1963 umm.m 8.9 0.1 85.8 95.2 65.6

1964%  77.0(77.5) 73.7071.1) 90.9(90.5)  90.5(90.5) 99.6 73 .k

1965 80.8 2.4 92.9 91.6 98.6 71 .4

1966 82.7 80.7 92.9 93.2 100.3 80.9

1967 87.0 92.8 2.4 93.2 100.9 93.6

1968 100.0 100.0 100.0 100.0 100.0 100.0

1969 114.3 10k.9 104 .,0 106.1 162.9 - 106.8

1970 118.0 113.5 111.1 113.1 101.8 111.4%

x DATA for 1964 and subsequent years include the external trade of Shannon Free Airport.

Figures in brackets are those under the old system.
Source: Column 1-4 BExternal Trade Statistics (1971) CSO Dublin (Pr 13047)




Section 2 The Market Pattern of Exports from Foreign

Owned Firms in Treland.

It was shown earlier that Irish exports have incressed
much fsster than the growth of their principal markets. It
is, therefore, pertinent to analyse the market distrib-
ution pattern of foreign owned firms in Ireland, which appesr
to have significantly contributed to the growth of Irish
exports. Such an analysis also sheds light on the inter-
relationship between capital flows and trade flows. This
interrelationship has been lgnored in traditional trzde
theory. Capital flows were usually'placed in the ambit
of capital theory, which regarded international differ-
entials in interest as'the major factor influencing inter-
national capital flows., However, the Hecksher-Onlin
theory of international trade explicitly assumed the

immobility of factors of production between countries.

The advent of the "international” firm in recent years
has dealt a telling blow to the false dichotomy between
factor and trade flows assumed by traditional theory. Thse
international firm is able to service a foreign market by
exporting or by investing in and producing within the
country (it may also have the choice of licensing any
advantage it possesses to a host country firm)., The attent-
ion is thus shifted away from the country to the firm as an
independent decision taking unit.12 Therefore we need to
analyse the market distribution pattern of the exports of
foreign firms in Irsland. Because of the autonomous decision

taking nature of international firms, we must also pay

attention to their location and "sourcing" policies,
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Location theory becomes important in this new context
and it meshes well with the thsory of the firm. Cost and
market factors are clearly major influences on the firms
when the firm is faced with a foreign investment versus
exporting decision. The market at which the foreign
investor is aiming (and tﬁe extent to which'the investor
can increase demand by being present in a market) are

clearly major influences on the investment decision.

In the case of Ireland, we must consider a further
area of theory - customs union theory. The "host country”
market for many foreign investors may be the EEC or they
may be aiming at the AIFTA (Irelend and U.K.). Conse-
quently the elimination of tariffs between the union
members, the harmonization of economic and social policiss
and the extent to which the firm is already represented in
the EEC markets, by exports and production, become relevant
decision variables when a firm considers production in
Ireland. Firms whoss head office is outside the union may
have plants in more than one unicn country and rational-
isation or specialisation may take place. New non-union
entrants may wish to service the whole union from one plant
within the union rather than from exports. The removal
of tariffs and larger merket may also affect the production
location decision of firms whose head office is within the
union, These 1ssues are considered at length in an excell-
ent pioneering paper by Dunning.13 Empirical testing of
the effect of the formation of customs unions on flows of

investment has been largely unsuccessful and the use of



instrumental variables hes clouded the issue.lh_ The
approach adopted here is to examine first the direction
of overall trade flows from Ireland over the period 1959-
1971 and then to look at the market distribution pattern

of foreign owned firms in Ireland.

Irish exports by destination 1959-71

Table 4.8 shows that, even before Ireland entered
the EEC, the six nations of the EEC were becoming a .

major destlnation for Irish exports.
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McAleese and Martin have estimated the effects of
the removal of the common external tariff of the EEC
(following Irish membership) on Irish exports to the
community to be around 25% - 40%, implying an increase
of between £6 - £10 million at 1971 prices.15 It is,
however, to be noted that one factor explicitly left out
of the McAleese and Martin analysis is the extent to
which the existence of other subsidiaries of international
firms in the EEC will prevent foreign owned Irish subsid~

iaries from increasing exports.

The Market Distribution Pattern of Foreign Owned Firms

in Ireland.

The data presented in this section are aggregated
from the individual foreign subsidiary level. They are
aggregates of the firm's estimated level of output for
each major market. The information therefore relates to the
intended distribution of output. The data show gx ante
intentions. Such data are ideal for our present purpose
becsuse they show the markets which the foreign subsid-
iaries were expecting to service from Ireland when they
applied for a grant. Actual exports did not reach the
intended level because some firms have not reached full
production, others 41id not achieve their stated export
targets and some may have de¢liberately overétated their

export proportion,

The informeticn from each firm has been aggregabed

on the basis of nationality of ownership. Thus it 1s
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possible to see the market orientation of the firms of
the various investing countries.‘ Table 4.9 is aggre-
gated from the firm level to total eports on a simple
average basis - thus it shows the average percentage of
output which was intended to be exported to the major
markets. Table 4.10 gives weighted averages; the
weights being the output of each firm. Table 4.10 thus
shows the proportion of total output of the firms aimed

at each of the major markets.

Nationality of ownership and the number of firms of
this nationality is shown vertically. These are classi-
fied as U.K., U.S.A., Burope (in practice the EEC of the
Six excluding Germany, but including one or two Swedish
firms) Germany and "Other" (mainiy South Africa and Canada
plus Japan). The horizontal dimension shows the mszjor
markets for exports; U.K., U.S.A., Europe, Gerzany (this
category applies only to German firms and in the case of
other than German firms, Germany is included in "Europe"),
"other" refers to the rest of the world, and Ireland to
the domestic market of the Republic. The two tables

present informestion on 372 of 396 "live" firms.

147



PUP .

gL T T G

*B98p YOI TBTIUSPTJUOD WOJIJ SUOTIBINOTIBO §,aoyjny 3$5oJu0%

(12)
mmﬁuﬁHQQOﬂudd

00T 46 9°ge - 9*¢e 2°9T 0°9¢ I9Yq0 &
(84) swmatg

00T €9 €°G 1°8¢ G*° 62 €01 6°He uBmIS) P
: (G66) smatg

00T ®*0c 19 - 2*9¢ : 1°6 ®*0¢ uesdoanyg ©
(66)

001 8°9 1°6 - 4°g2 8* ke 162 SWITI Sn 4
(611)

00T 2°9T1 €% - ®*6 € h 9°99 SWITF N ®

SWItJ

sqe)Iel 1IN 99IeN 99XJI8NW 3 ONICK Jo JaqumpN

T30l / PUBIAII 9 JI9YJ0 ¢ uUBWIGD 4 uBedoang € ¥SA ¢ ¥N T pus dIUsSIaunQ

*POEIBAE BLAULS - JONJEH JOLed

UOoE6 07 3ndjuQ LeaoL 340 ¢ - Sudid nmﬂmnom JO jndgup syg Jo UOtjeurdseq 6°k BLABL



6HT

848D YQI WOIJ SUOTFBTNOTRO §,J0UNY  :BOINGS

(SwITJ uewxen) Auswiedh IoJ oandfJ sepnioul +

001 h'H 0°4 - +hgt
00T €1 8°61 - | AL
ooa 1°$ 8'H 4°91 8°1c
001 9°8 R H - €599
00T 8°'1 84 - FARL
001 (4] A - 6°1T

LY-M Eachh 185ael

Te90% £ puBTeIl 9 10130 ¢ uBwIoD #  usedoany ¢

0°€T

g ct
S €T
boh
0°41

9°¢

J8) a8l
ven ¢

4°9¢

9°1€
1°8¢
0°41
g 0€

g°cd

90Tl
A0 T

(2l€)
TTiedeA0 X
(12)
8919 TTBUOT}BU
asy3o
(84)
SWITJ UBWILD T
SWITT
AmWWmaonsﬁ 15
(66)
swIty ysn 28
(61T)
SUWITF AN ¥
SWITJ
Jo Jeqump

pue dTUsJIeumQ

BJBIDAE DBIVUITOM = FONAZR

= SUdT4 UdTed04 JO 3JUdga0 40 UOF3eUr368(0 OL°H PLUEL



Table L4.10 shows the proportion of output of the
firms aimed at each market. The final line shows that
foreign firms as a whole aim mainly ét the European and
UK market which together attract over 75% of production.
The markets of the USA, Other markets and Ireland in
declining order of importance were intended to taks up
the remaining 25%. 1In actual fact the proportion of the
foreign firms' output actually exported was 81% rather -
than the 957 (100% minus box k6) that these projections
would suggést. (See Table 3.18). The reasons for this
are that flrms have not yet reached full producticn, they
may have underestimated the problems of exporting, in
some cases they have discovered z larger than expscted
Irish market and the fact that tariff reductions (partic-
ularly by the EEC countries) had not been completed when
the export proportions wers calculated. The importance
of the UK and EEC markets (anticipating tariff reductions)
is the first clear finding.

The difference between the two tables is information
because it shows the influence of the size of firm on
the intended market distribution of production. In
general, firms engaged in production for the Irish market
are smaller than average as the decline in the percentages
in Column 6 from Table 4.9 to Table %.10 shows. The
lorger firms are more orientated towards the UK and Europe,
exceptions being Buropsan firms servicing the UK market
and other nationalitises serving Europe. In the case of

the firms serving the U.S.A. market, these are smaller
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than average for thelr nationality in the case of U.K.,
U.S.A. and European firms but larger than average for

German and Other Nationalities.

The projections are now examined (1) by major

market and (2) by nationality of investor.

(1) By Major Market

The importance of the U.K. Market, both to Irish
trade in general and to foreign investors is frequently
alluded to. The provisions of the AIFTA mean the
creation of a common market of the U.K. and Ireland before
the complete aqualisation of tariffs within the EEC of
the nine. In fact the projections of the firms attach
less weight to the U.K. market than to the old 6-country
EEC as a market outlet (k1L versus k3). U.K. firms
intended to export 73% of output back to the U.K. whilst
approximately one third of the output of U.S., Berman
and "other" projects was intended for the U.K. but the
figure 1s only 17% for Europsan firms. It may be that
European firms prefer to locate in the U.K. to supply that
market whilst U.S.A. and "other" firms prefer Ireland
(particularly Shannon Free Airport) for transport and cost
reasons. German firms appear to prefer Ireland as a base
for both cost-reducing (incentives, cheap and homogeneous

labour) and non-economic reasons.+

+ See Chapber VI.
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The attraction of the Europsan market (in the
tables the EEC of the six) is clearly a strong one =
particularly for European owned firms (65.3%) and U.S.
firms (41.7%). Foreign industrialists and Irish officisls
correctly predicted the entry of Ireland into the EEC.
The largest share of the output of U.S. firms was pro-
jected to go to Europe. Taking the U.K. and the old EEC
to represent the new ERC (outside Ireland) the proportion
of output projected to go to this market is as follows
for each nationalitys; U.K. firms 34.6%, U.S.A. firms
72.4%, Buropean firms 82.3%, German firms 76.6% and other
firms 46.3%. This market is clearly of paramount import;

ance for all firms except "other nationalities".

This conclusion ié little altered by ths additicn of

the domestic Irish Market. In all cases the proportion

of output projected by the firms to be sold on this market
is less than 9%. (European and U.K. firms have the highest
proportion of ocutput for the domestic market). When we

add projected import substitution (remembering that the
actual proportion of output sold on the Irish Markst is
nearly 19%) the totals for Europe of the nine from each
nationality is U.K. firms 93.1%,U.5.4. 74%.2%, Europs 90.9%,
Germany 81.7% and "other" L7.6%.

The U.S.A. market is important for U.S.firms (17%
output) German firms (13.5%) and in particular for
"other" nstionalities (32.8%). This market is largely

served from Shannon Free Alrport and the trade consists



largely of high valué/low weight goods in order to
overcome the transport cost barrier. Ireland is nearer
to the U.S. than the source country for some investors -
this 1s particularly true for South African firms, which
constitute a large share of output of "other" nation-

alities.

One trait worthy of investigation is "reverss flow
trade" - exports back to the country of origin of thg
investment. This is the type of investment that soms
sections of the source country, particularly labour
groups, find most objectionable - it is sometimes fefer;ed
to as "exporting jobs". The importsance of such trade
can be ascertained by examining boxes, fl, g2, h3, ik,
and j5 in Table 4.10. Such trade is 73% for the U.K.
and 65% for Europe but is comparatively small in the
cases of the U.S.A. (17%4) and Germany (17%). A surpris-
ingly large amount of reverse flow trade occurs in the
other nationalities group (20%) where distance and there-
fore transport costs, are very high. This can be
explained mainly in terms of product characteristics in
that such firms produce goods in the high value, iow
weight category, for instance diamond processing. Air
freight costs are low in relation to finishsd valus and
Ireland's tsx free export profits and other incentives are

sufficient to overcome these transport costs.
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(2) The firm's projections by country of origin

As indicated, U.K. projects are largely orientated
tovards the home (U.K.) market. The practice of estab-
lishing a plant over the border from Northern Ireland
‘to take advantage of grants and labour (before develop-
ment grants in the North assumed their present importance)
was established in the late 'fiftiss. Abundant agri-
cultural raw materials (particulsrly milk) have attracted
firms from the U.X. to supply Britsin. Older snd |
smaller U.K. firms exist %o supply the previously highly
protected Irish Market.

U.S. projects areAmainly aimed at the European and
U.K., markets with the larger projects very much
Europe orientated. U.S. reverse flow exports emanate
largely from Shannon Airport. A recent United States
Chamber of Commerce survey of U.S. firms in Ireland
(sample replies numbered 55) showed that 38% of the
production of U.S. firms went to the EEC (the Six) and
15% to the U.5.16 The similarity of these figures with
Table 4.10 (41.7% and 17%) suggests that the intended
export destination of foreign firms (U.S. firms at least)

are reasonably close to those actually achleved.

German firms export a much larger proportion of
output to the U.S.A. than that achieved by British and
other European firms. The different industrial distrib-

ution of German firms (more concentrated in the metal
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trades, consumer durables, particularly household goods)
may be part of the explanation. The proportion of the
output of German owned firms intended for the U.K. ‘
market is the highest apart from U.K. firms. German
firms clearly regard Irelgnd as a good location from
which to service the U.K. market. German exports differ
from the other European owned projects in the lower
proportion of reverse flow trade and greater share to the

Anglo-Saxon nations.

The final category "other" consists mainly of
South African, Canadian and Japanese projects. The
impact of Japanese foreign investment had hardly been
felt at the time the data was compiled (January 1972).
The U.S. market 1s much more prominent in the projections
of this disparate group than for any of the other nation-
alities. This group presents the best illustration of
the finding that the type of product has a lasrgs influ-
ence on the market distribution pattern. The bulk of
the output of this group is in the high value: low weight
group (diamond processing figures prominently) and
location at Shannon Free Airport often appliss. Also in
terms of location, Ireland is mid-way between South
Africa and the U.S.A., with the special incentives of
Shannon to recomment it. After the U.S. merket, the U.K.
1s of next importance with Europe surprisingly low.
Indeed, "reverse flow" trade, with large distances to
travel, rates much higher than exports to Furopse Import

substitution ig alrost zero.
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sunrary

This section has attempted to overcome problems,
both in theory and practice, of isolating the destination
of produétion from foreign owned firms in Ireland. The
data presented was the firms own preductions as to the
market distribution pattern of their exports. The out-
standing fact 1s the importance of the EEC as the prime
destination of the exports of foreign firms. "Reverse flow
trade" wes found to be important for U.K. and European
firms but not especially so for U.S. firms - an important
finding in view of the pressure to decrease U.S. outward
FPI from the "export of jobs" lobby. The benefits of
lessened trade dependence on the U.K. for stability of

Irish export earnings and for growth prospects are obvious.

The inflow of FDI and the exports from foreign owned
firms are an important factor underlying the McAleese and
Martin finding that the EEC is assuming a most important

position as a destination for Ireland's manufactured exports.

Section 3 The Relationship of Tariffs to FDI

The previous Sections have concentrated on the link
between FDI and exports. It was shown that the decision
of foreign firms to locate in Ireland may have been sig-
nificantly influenced by the export opportunites it
provides. There is however, a large body of theory which
emphasiges the role of tariffs in influencing the location

decigion. This Section explores the possible effects of
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tariffs in Ireland. ‘It would be in order to briefly

review the theory before analysing the Irish case.

Theoretical perspectives

A potential foreign investor must possess some firm
specific income creating asset which gives the firm an
advantage such that it can overcome the costs of producing
in an alien envirenment. Given this situation, the firm
can chooss between supplying the foreign market either by
exports or by foreign investment and production in the
host market. Such is the basis of the "oligopolistic
advantage" theory of internstional investment. Caves has
gone on to say that the advantage may be reducable to

17

the knowledge of how to service a market. The view of

foreign investment taken by Dunning lncorporates centrally
the concept of barriers to entry.18 The advantzges
possessed by the international firm prevent entry into the
industry by local firms (on whom certain other constraints,
such as lack of capital, may also be opsrative) and barriers
to international trade (tariffs) force the international

firm to service the market by investmeont rather than by

exports.

The link to the theory of protection 1s provided by
the importance of the market to the above theory. A
tariff-protected home market is often adduced to present
an additional incentive for FDI, Tariffs reduce or prevent

corpetition from the exports of other countries and raise

157



incentives to production for the home market. But
tariffs discoursge exporting in two ways; by making
greatér rewards availsble for production for the
domestic market and by increasing the cost of im-

ported inputs.

Tariffs thus affect FDI in two major ways.
Firstly by increasing the profitability of operations
in the protected market and secondly by their effect
on the choice open to the multinational firm, either to
service the market by exports or of investing in the
market. A recent development in tariff theory is the
_concept of the effective rate of protection (ERP). 1In
analysing the effects of tariffs on FDRI, it may be
advisable to talk in ferms'of ERP rather than nominal
tariffs. Nominagl tariffs show the degree of protection
which a tariff affords to products. But a more interest-
ing aspect of the tariff structure 1s the degree of

protection afforded to activities. The concept of ERP

is designed to show this effect. The ERP of an activity
may be defined as the excess of domestic value added in
that activity under protection above v alue added at inter-
national prices, expressed as a percentage of the latter.
(ER? =v'y - v , where v'j = value added per unit of j
v in asctivity j made possible by tariffs
vj = value added per unit of §j in

activity j in the absence of tariffs) 19



The ERP theory thus draws attention to the incentives
to production for the home market created by the tariff
system by showing the amount of value added which is "due

to" the tariff structure.

Therefore the ERP shows the increase in the activity
price induced by the tariff system. The increase in the
activity price shows the increased factor rewards from
protection. These incentives, together with the production
rasponse coefficients of the various factors to the
increased rewards, determine the expansion of the domestic
industry resulting from protection. The response of |
foreign owned capital to protection mgy well depsnd on the
policy of foreign owned firms and on the size of the

domestic merkete.

The advantage possessed by an international investor
consists of a firm spacific income creating asset which
can be transferred within the firm in combination with
capital or skilled labour (including managerial expertise).
These sectors where such intras firm knowledge is available
and exploitable by FDI will be the oneés whers foreign
investment takes place in the largest quantities.go Ths
elasticity of supply of foreign capital to tariff-induced
incentives will be a function of the incidence of the
ERP on activities exhibiting such features and on one other
crucial parameter - the size of the protected market. / It
is normal to consider the incenbtives of the tariff %o both

capital and labour, but whers it is safe to assume unlimited
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supplies of labour, the incentive effects may be derived
for capital alone by including labour as a non-traded

input. There is a strong casse for applying this formu-
lation where the incentives to FDI are the centre of in-

vestigation. _/

The importance of the size of the domestic markaet
arises because tariff protection incontives apply to the
market only. Protection may raise the return to factors
per unit of output but the quantum of output is ruled by
the home market size and by the degree of competitiveness
therein. Exports are discouraged and input costs ralsed
under a regime of protection. In such a regime the
revards from the domestic market for the foreign invester
must be sufficient to cover the increased risk and problems
of operating in an alien environment. If the market is
large then the likelihood 1is that quasi-monopoly gains can
be made to offset such disadvantages. Also the risk factor
declines in importance. Thils conclusion is strengthened
by the fact that FOI tends to occur in industries where
there is not only a large minimum size of firm but also

where substantial economies at plant level are avallable.

The strategy of the internasticnzl firm in response to
tariff protected markets should be mentioned. Although
the high risk factor exists for the first entrant into a
market, there i1s evidence to suggest that the risk factor

becomes less of s deterrant to subsequant investment.
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0ligopolistic behaviour often complies with a "leader

and folloWer" situation. This leads to defensive invest-
ment to protect an established market position - a |
position which may have been built up by exports from the
sourcae country. Kindleberger defines investment as
"investment that produces a less than average return, but
where the difference between the gross return plus and

the loss that would have resulted from exclsulon gives the

21 The

necessary rate of return, on a marginal basis.”
strength of the demonstration effect of the first entrant
can be such that the market becomes populated with sub-

optimal size firms.

A synthesis of the theory of protection with the
theory of international investment is attempted by Horst.22
The setting is at firm level and the firm is considering
vhather to services the host market by exports or by estab-
lishing a subsidiary (licensing is implicitly ruled out).
The theory as constructed, using decision rules based on
the reacticn of the marginal cost and revenue curves of tha
firm to tariffs, has only cne unequivocal result - that
tariffs will bias the firm in the direetion of investing
rather than exporting. ELxporting from the host will be
discouraged by an increase in the tariff but whether in-
vestment in the host will increase depends on the relative
shifts of the marginal cost and revenua curves. The shifts
of the marginal revenue curve will be dependent on market
size. Now the introduction of factor costs, particularly

wage rates offset tariff induced differentials., Investment
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in the host will then be determined by the costs of
capacity adjustment in the host country - in Baldwin's
terms the relative cost of transferring factors rather
than goods.23 The time horizon of the firm - its rate
of discount for future profits - will determine the rats
of investment which will again depend on the size of

the host market, and partlcularly on the rate of growth

of the market.
Tariffs can thus gffect both the quantity and the
(industrial) compositon of FDI, We now examine the

relevance of the above theory to the case of Ireland.

Relevance to Ireland

Section 2 of this Chapter showed that the intention |
of the investing firms in Ireland was that the vast
mgjority of their output should be exported from Ireland.
In fact 19% of the output of foreign owned grant aided
firms is for the Irish market. This 1s due mainly to non
fulfilment of targets by the foreign firms. However Import
substitution by grant aided foreign owned firms is not of
major importance and will decline as a proportion of output
as foreign owned firms achieve full production and as
Irish tariffs decline under the provisions of the AIFTA and

the terms of entry into the EEC.

In the past however, tariffs have been significant

and may have encouraged FDI. In 1966 the average nominal

tariff of Ireland was 25% compared to U.K. 15% and EEC 12% -
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converted to EPRs this was 79% compared to 28% and 19%

respactively.zu

The policy of high protection overlappsd
in time with the policy of encouraging export orien-

tated FDI. The high tariff barriers had to be offset by
the provision of duty free inputs for FBI in order to
encourage foreign investment and to allow the new firms

to compete with exports of countries with freer trade
policies. Many of the foreign owned firms were established
before the present free trade policies were adopted.

There has been a tradition of British investment in the

Republic. The following sections identify and analyse

foreign owned firms producing mainly for the Irish market .

The main analytical sections of this thesis are
concerned with grant aided FDI. However, from the time
that the first grants were disbursed in 1959, there has
been a small inflow of non grant aided foreign investment,
serving the home market almost exclusively. These firms
are now examined before we turn to grant aided foreign

investors engaged in import substitution.

Information about non grant aided foreign investment
can be quickly summwarised as it is severely limited.
Such investment is almost entirely import substituting -
only an estimated 18% of total output was exported in
1966°5 as against the present suthor's estimate of over 81%
(1970) for grant aided foreign firms. Between 1955 and
1966, 55 such projects were established with information

and advice from the IDAj 36 were of British origin and cight
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from the U.S.A. Total output was estimated at £16.8
million and employment at 3,840 (1966326, However,
eight projects accounted for £4.5 million of turnover

and 1,500 employees.

The influences of tariffs on non grant aided
foreign investment may be seen by investigating the
industrial structure of these projects. They are con-
centrated in cosmetics, oil refining, textiles and the
automobile industry. In 1966, these industries had
nominal and effective tariffs of 32% and 100% (medica-
ments/soap), 10% and 53% (rubber and petroleum), 46%
and 907 (clothing) and 32% and 142% (road vehicles)e’.
A1l these areas thus received very high protection.
Three of these sectors, cosmetics, pstroleum and auto-
mobiles are organised internationally on the kind of
oligopolistic lines which would lead us to expect forelgn
investment to tzke place., They also depend heavily on
product differentiation and technical advance as means of
competition which would strengthen this belief.28 Govern-
ment persuasion and quotas on finished cars have led to
assembly operations in the automobile industry. Several
firms of sub-optimum size service the home market after
some defensive investment in the face of threats to an
established, though small market. Tariffs and quotas
appear to have been major factors in attracting this (small
amount of) foreign investment. To some extent the non
grant alded investment accounted for here represents only

a small portion of the totsl because British firms have
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been entering the Irish market for years, chiefly
through tskeovers of existing Irish firms. No attempt

to trace this long-standing investment is made hera.

When we turn to grant aided import substituting
firms, two arbitrary measures of import substitution are
suggested (1) a strict definition - firms exporting 1%
or less of output (?2) a much wider definition, adopted
because of the small merket size and export orientation
of grant aided firms - this is less than 60% of output
exported, Two categories of grant aided FDI engaged in
production for the home market ean then bs isolated. -
(1) "Intentionally” import substituting firms (these are
projects where the original submission to the IDA for a
grant indicated that the project would, in the main,
service the homs market) (2) Import substituting firms
"by default" (firms where, contrary to the grsnt sub-
mission, export sales have not materialised as quickly as
home market saiés or where the home market has expanded,

with the result that 40% or more of production is for the

Irish market).

Within the 396 "live" grant aided foreign projects
only 21 firms (projects) aimed to be fully import sub-
stituting in their submission to the IDA. On the wider
(40Z home production) definition the number increases to
48 projects, (45 firms, three extensions including one
extension project to a 997 exporting plant). The firms

are spread across many sectors. Only two sactors, plastics
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(SIC 282) and Textiles (SIC 22) have more than one
project - five and three respectively. Table 4.11
shows that firms servicing the Irish Market are much

smaller than exporting firms in ths same sector.

Table 4.11 Grent Aided Foreign Owned Projects Engaged

in Import Substitution compared with All Grznt Aided FDI

Average Investment st Full Production(£000s)

Sector and SIC I.S.Firms (4%0%) I.S5.Firms(99%) All live

Number firms
282 Plastics 364 - 483
22 Textiles 146 - 335
All Firms oLy 227 L87

Source: Author‘s calculations from confidentiasl IDA data.

Import substituting firms have an older establishment
date than the bulk of grant alded projects - 19 of the 45
firms (on the wide definition) were established before

1965 including seven of the "over-99%"category.

The‘relevance of tariffs to the decision to invest
is examined with the aid of the Appendix Table below. The
Table shows the year of establishment, nominal tariffs for
1966 and 1972, and McAleese's calculation of the rélevant
ERP for 1966. ¥For some firms teriffs appear to be of
importance in the decision to lnvest, however this is by

no means clear cut. Only two of the projects fall into

the highest range of protection (ERP over 206%)29. Several

entered the market after the decision to move to free trade.
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Tariffs cannot be adduced to be the major factor in
the investment declsion of most firms in the Appendix

Table .

One final area of import substituting FDI.is worthy
of investigation - "temporary import substituting firms",
These are live firms who have not achieved their export
projections as contained in their grant submission to the
IDA. The number of firms whose actual export performance
falls so far below projected that 40% of output is
directed to the Irish market, is only twelve. Howsver,
as mentioned above overall non fulfilment of targets is
an important phenomenon -« the overall export proportion
is 81% (1970) / author's estimats/ but the projections
given to the IDA suggest that this should be over 90%

[/ Table 4.10/. There are several explanations for this
shortfall. Many firms have not reached full production
and find it easier to supply the host market first because
of closeness of contact, better information and lower
transport costs. Other firms have discovered that the
Irish market is larger than they anticipate, particularly
in view of recent rapid rates of growth. Also in times of
a slurp in demand in traditional markets, the foreign
owned firm may divert production to the Irish market (one
firm surveyed in Chapter V changed the nature of its out-
put considerably and supplied the Irish market with this
product during a slump in the world market for its more
usual output. The firm normally exports 96% of output but
during the slunp almost 40% of output was for the Irish
market)., A further reason for supplying the home market

was given by a successful German firm included in the
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author's survey; thevfirm supplies a small proportion of
its total output (5%) to the Irish market in the interests
of wofker satisfaction. It is felt that their workers
derive pleasurs from seeing the results of their efforts
in the local shops. Finally some firms may have arti-
ficially increased their expected export proportion when
submitting their projects for IDA grant approval in the
hope of securing a grant - thus the projections may not

always fully refleet the real expectations of the firms.

Sunmary

Ireland is not a good test case for the relevant
theory relating to the effect of tariffs on FRI. 1In
the early stages of Irish policy making,tariffs may have
been a deterrent to foreign investment because of the
small size of the Irish market. However, some foreign
investors chose to set up (both with and without grants)
to service the domestic market. The above investigation
showed such projects to be much smaller than average
foreign owned projects and concentrated in z few consumer
goods sectors. In the czse of the sutomobile industry,
special persvasion had to be applied to foreign producers
in order to get them to establish assembly operations in
Ireland. Section 2 of this Chapter provided eloguent
testimony to the importance of a large market to pros-
pective foreign investors. Without such a large market,
we can conclude thst tariffs have little influence in

attracting invard FGI.
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After the establishment of the AIFTA and Ireland's
entry into the EEC, together with the special incentives
for forelign owned projects (particularly duty free |
imports for exporting firms) Irish tariffs become irrele-
vant to foreign investors. It will be interesting to
examine foreign projects in the light of the Common
External Tariff structure of the EEC in order to provide

a better test case for the asbove theory.

Section 4 Hss Forsien Investment led to z Dualistic

Structure in Irish Industry %

BEconomic dualism may be defined, following Myint, as
the continulng coexistence of a 'modern' sactor and a
'traditional! sector within the domestic economic frame-
work.30 Myint interprets dualism as a manifestation of
distortion in the allocation of resources arising from the
unequal terms on which economic resources (such as capitzal,
foreign exchange and public economic services) are avail-
able to the two sactors. One perticular form of dualism,
that existing between the foreign owned manufacturing
sector and the domestic sector, has been 1dentified by
Hans Singer.31 Singer suggested that the contribution of
FDI to the host country will be minimal unless the foreign
sector is absorbed fully into the domestic economy. The
extent of absorption is to be judged by the strength of
the linkage effects created by the foreign sector. Where
dualism is evident, the secondary effects are transferred
by the modern sector to the Invesiing counbry rather than

Teon

benefiting the host economy.
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In view of the importance of the foreign ocwned
sector to the Irish economy, an analysis of the above
aspects of dualism 1s imperative. Attention has al-
ready been drawn to the marked differences in exporting
behaviour between foreign owned and domestic industry.
The change of policy froﬁ protection to freer trade
together with encouragement of FDI meant that a new
outward-looking form of economic activity was grafted
onto the older industries which relied on the continu-~
ing protection of the home market. This new division
cuts across industry differences and has been described
by McAleese as intra-industry dualism.32 The present
section extends this analysis of dualism by considering
import propensities and other linkage effects in addition

to export behaviour.

The data in this section of the paper are taken from
the An Foras Forbartha survey of grant aided industry
conducted by Padraig O'Huggin. All analysis and comments
refer to that sample alone, though it is reasonable to
suggest that the results are typical of the population
from which they are drswn., The sample covers 377 firms,
of which 276 (73%) were foreign owned:- joint ventures
were apportioned into foreign or domestically owned on

the basis of mgjority (51%) ownership.

The AFF survey investigated the number of functions
which other units of the organisation performed for the

foreign owned Irish unit. The previous section showed



that, in many cases, the Irish subsidiary did not itself
perform a full range of functions (for instance, 61% of
firms carried out Research and Development abroad). The
investigation lent support to Hymer's hypothesis that

the international firm centralises the 'higher order
activities' (those requiring specialised capital and
skilled labour inputs) and disperses less crucial activ-
ities.33 The social consequences are serious, for the
extension of this practice can leave a host .country

denuded of high level activities and therefore'of skilled
manpower. This situation has not yet come to pass in
Ireland because of the loosely organsied nature of some
corporations and the existence of near auvtonomous forsign
investments. There are signs that this phenomenon will
become a policy issue in the future and preventive measures
have already been taken by the IDA (for example, the estab-
lishment of the Research Park at Naas). However, there are
strong forces within the multinationsl firm making for the
centralisation of high level activities which policy

measures will have difficulty in counteracting.

These factors within the group of foreign owned firms
present a background to the analysis of dualism. The
first stage of the analysis is to present the results of
foreign and domestic firms as regards (1) the proportion
of output which is exported (2) the proportion of materilal
inputs purchased from Irish sources and (3) the proportion

of service inputs purchassd from Irish sources.



(1) Table 4.17 shows a clear difference in exporting
behaviour between the foreign and domestically owned

Irish firms in the sample. Foreign firms are concentrated
in the two highest export categories (over 90% exported).
Irish firms are dispersed over the whole spectrum, but

the statistical mode of the Irish distribution occurs

in the 100% import substitution category. This obvious
difference in behaviour is confirmed by a chi-square
test.3u
Table 4.12 Classsification of Irish and Foreign Grant

Aided Firms by the proportion of total oubtput which is

exported. 5

% of total Number of foreign Number of % of each class
output firms in each Irish firms represented
exported class in each class by foreign
firms
(§~:g§_ yx 100
0 19 25 43
1-9 12 6 66
10-19 ' 1k 8 6k
20-29 11 6 65
30-39 8 ) 57
Lo-49 7 30
50-59 4 66
60-69 10 3 77
70-79 | 9 6 60
80-89 12 9 57
90~-99 70 11 86
100 100 9 92
Unclassified - 1
_ Total 276 o1 73

Sourcs: Author's calculation from AFT survey.
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(2) Table 4.13 classifies the firms according to
.the percentage of material lnputs which they obtain from
Irish sources. It is evident from ﬁhe Table that foreign
firms purchase their material inputs preponderantly from
abroad - more than 76% of foreign firms purchase less
than 50% of their material input requirements from Irish
sourceés. Again the difference in behaviour 1is obvious
35

and this is confirmed by a chi-square test.

Table 4,13 Classification of Foreign and Irish Firms by

the proportion of material inputs obtained from TIrish sources

/A ofltotal Numbe% of Numbe% of % of each 2lass
material inputs foreign Irish represented by.
purchased from firms in firms in  foreign firms

Irish sources each class class ( 22+§ Y x 100 .
0 98 3 Cas
1-9 41 10 80
10-19 50 7 88
20-29 39 9 81
30-39 16 2 89
Lo-k9 8 1 89
50-59 10 8 56
60-69 _ 3 63
70-79 8 5 61
80-89 9 5 64
90-99 22 1k 61
100 20 33 38
Unclasgsified - 1 -
Total 276 - 101 73

Source: Author's calculsztion from AFF survey.
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(3) The evidence on the propensity of the two
groups to import service inputs sucn as maintenance,
accounts, repairs is shown in Table 4.14., Little
difference in the preportions is apparent from the

Table and chi-square tests confirm this belief.36

However, it has bean shown above that some of the
functions which may be included in service inputs
(R & D, purchasing marketing) are not performed in
Ireland at all by some subsidiaries. Further, the firms
may not consider the use of their parent's knowledge on
these issues as "importing services" (often no payment'
is made).37 It would be unwise to rely on the ostensible
conclusion that there is no difference in service input
purchasing behaviour.' It can arise becausé of the
different nature of foreign firms in terms of the range

of functions performed.
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Table 4.1k Classification of Forelgn and Irish firms

by the proportion of service inputs obtained from

TIrish sources,

% ofltotal Numbir of Numbzr of % of e:ch class
service inputs foreign Irish represented by
obtained from firms in firms in foreign firms
Irish sources class class (—2—_3 x 100
2 + 3
0 2 L 33
1-9 1 - 100
10-19 4 1 - 80
20-29 b 3 57
30-39 3 3 50
Lo-k9 - 1 -
50-59 1h- 0 100
60-69 5 b 56
70-79 15 L 79
80-89 23 5 82
90-99 61 21 74
100 1k 5k 73
Unclassified - 1 -
Total 276 101 73

Source: Author's calculation from AFF survey.
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It may be suggested that the differences in
exporting and input purchasing behaviour are due to
(1) the difference in the industrial mix of the two
groups (2) differences in firm size (3) inherent
differences due to foreigness per se (a dualistic

division). These possibilities are now examined.

The influence of the industrial mix.

(a) Exports. The industrial distributicn of the
semple is shown in Table 4,15, Four major sectors

are identified, covering 274 firms in the sampls.

Table Y4.15 AFF Samplé. Number of firms in four

msjor sectors.

Sector Number of Number of
Foreign Irish
Firms Firms
1. Food and Drink 36 33
(03:07’10“13716) :
2. Textiles and Clothing 59 28
(18-22)
3. Metals, Engineering, 89 8
Electrical (35-41)
4, Plastics (L4k4) o1 b
Total (Four Sector) 201 73

An exsmination of exporting behaviour in these
(rather brosd) industrial groupings show that foreign
firms export a grester proportion of ocutput than
Irish firms within each grouping. (Table 4.16) It is
also gpparent that the exporting‘performance of Irish

grant aided firms is superior to that of Irish industry
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in general;

Table 4.16 Sectoral Exporting Performance

Sector AFF Sample Average 3.Total
% output exported Exports of
] Sector -
total
l.Foreign 2.Irish output of
Firm Firm sector 1970
1. Food and Drink 79.0 56,2 31.0
2. Textiles and 7,0 53.7 28.L
Clothing
eering, Electrical
Four Sector Average  76.4 51.6 29.6

"Adjusted"export
Proportion of
Foreign Firms 48.0

Source: Columns 1 and 2 AFF data. Column 3 External
Trade Statistics 1970.

+ Figure for Miscellaneous Manufacturing.

A technique which can be used to-separate out the
influence of sectoral composition on the overall average
proportion of exports is "shift and share analysis".38
The overall disparity in the proportion of output exported
between groups is 24.8%. Thils is divided into two parts
by using the "adjusted export percentage” of foreign
firms. The adjusted figure shows the proportion.of out -

put which foreign firms would have exported if their
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export pattern had been the same as that of the Irish
firms within the seme sector. The adjusted figure is
calculated to be 48.0%. Now the "intra-sectoral effact",
caused by the superior exporting performance within

each sector is shown by the difference between the actual
and the adjusted foreign export percentages. The intra
sectoral effect accounts for a difference of 28.4%

(76.% minus 48,0)., The inter industry figure appears

as a negative factor of 3.6%, This result mesns that if
foreign firms had the same industrial composition as the
Irish firm, then the foreign firm's average export pro-
portion would incresse by 3.6%! This phenomenon is
explicable by examination of Tebles 4.15 and 4.16 in con-
Junction. The Irish firms in the sample are almost
entirely concentrated in sectors 1 and 2 which have above
average export ratios. Almost half of the total Irish
firms are in the food and drink sectof which has the high-
est export proportion for both groups of firms. The
group with the lowest export proportion - plastics, is
hardly represented at all in the Irish group.

Aside from the use of the broad industrial groups

and the factor of size, both of which are considered
below, there are three sets of factors which help to
account for the difference in behaviour within industries.
(1) The provision that foreign firms in recsipt of grant
aid must be non-competitive with existing Irish firms on
the domestic market. Export orientated firms are there-
fore attracted and are rewarded with exemption from tax-

ation on export profits.
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(2) The foreign owned firms have close contact with

their home market. They have access to better information,
sales and marketing facilities than do Irish firms.
Foreign firms also may be more efficient and are geared to

the production of "export products",

(3) The small size of the Irish market in conjunction
with past Irish policy 1s also a factor. Under the pro=-
tectionist regime of Irish policy which ran from the
middle 1930s until the 1960s, Irish firms becams ge&red
to supplying the home market behind high tariff walls.,
Consequently they were unable to take immediate advantage

of the free trade policies and export advantages that now

prevail.

The procass of re-orientation of production towards
export markets 1s a gradual and difficult one. The per-
formance of Irish firms must be seen in this historical

context., Foreign firms are not bound by the constraints

of such a background.

(b) Import propensity. A similar procedure can be adopted

to investigate the effect of sectoral difference on the
purchase of Irish inputs. Table 4.17 presents the evidence

on the sectoral breakdown of imported input proportions.
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Table 4,17 Percentapge of total material inputs

purchased from Irish sources

Average % of total material inputs
purchased from Irish sources

Sector

1 2

Foreign Firms Irish Firms
1. Food and Drink 82.1 85.0
2. Textiles and Clothing 24,6 49,9
3. Metals, Engineering, 23.4 38.8
Electrical

4, Plastics 13.1 6.8
Four sector Average 31.5 68.3
Adjusted average % Irish
inputs used by foreign
firms ‘ 46.1

Source: Author's calculations from AFF survéy.

Only in the food and drink sector do foreign firms
purchase most of their material input needs from Irish
sources. The cheap and plentiful supplies of Irish
agricultural produce explain this high figure. Indeed,
the availability of Irish inputs is often the raison d'étre
of foreign investment in this sector. However, in the
technology intensive fields of activity, where foreign
firms.are concentrated, they depend mainly on imported
inputs., This difference in behaviour is not surprising.
Foreign owned firms are prone to rely on their parent firms
for the supply of sophisticated materials and components

which may no% be available from the Irish sources. In fact,
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an often cited reason for the efficient performance of
foreign relative to domestic TiValS’iS their access to
better quality inputs and technical know-how. Such

inputs are avallable duty free to exporting firms. The
foreign owned firms import bill will slso ttnd to be

raised by knowledge of traditional suppliers and goodwill
towards them. Fifty-five firms in the sample perform

the purchasing functions abroad. This situation is com=~
pounded by quality and price differentials between
imported and Irish inputs. Thes survey of Grant Aided
Industry (1966) noted complaints by foreign firms on
slowness of delivery of inputs from Irish sources: there
also appears to have been a reluctance amongst Irish firms
to seek out business from new foreign enterprises. (Mstrie
standard requirementé, scale factors and different modes

of operating may have been a deterrent. +

The effects of sectoral distribution sre separsted
by the calculation of an "adjusted import coefficient”
for foreign firms which works out to be L46.1%. The

difference between the observed amount of Irish inputs

+ Plastics firms appear to be the exception to the above,
as foreign plastics firms appear to purchase a greater
sharé of Irish inputs than local ones. The reasons for
this are in the internal structure of the industry

(which includes both importers and processors of raw
polymer and finishers of a substantially completed pro-
duct)e Also the small number of Irish firms in the

sample does not allow proper comparison,
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purchased and this adjusted figure meassures the inter-
sectoral effect. (22.8% of the overall difference).
The remainder of 14.6% accounts for the intra sectoral

gffects.

It can be deduced from the above procedure that
the shortfall in the proportion of domestic material
inputs purchased by foreign firms is due not only to
differences in the industrial mix of the two groups but
also arises from the different nature of foreign firms
within the same sector. Myint's view that a fundamental
cause of dualism is the fact that the two groups have
unequal access to economic resources thus gains some
plausibility in the Irish context. Specialised, high
quality inputs embod&ing patented knowledge or techni-
cal know-how are available to foreign subsidiaries from
other branches of the firm. Inputs may be available
at discretionary prices below ruling world prices,
enabling foreign firms to make profits 1n tax free
Ireland. Exporting firms are allowed duty free inputs
and this drives a further wedge bstween the lnput prices

faced by the two groups.

The effect of the differsnt industrial mix of the
two groups can be summarised as follows. The differencs
in exporting behaviour is due entirely to intra industry
factors - the superior exporting performance of foreign
firms within each sector. Sectoral diffcrances account

for a considerable part of the overall disparity in



purchases of domestic inputs but a large part is still
unaccounted for. However, several important caveats

nust be added. (1) The IDA disburse grants on the

basis thst new firms do not offer competition to indig-
anous producers on the home market. The comparability

of the two groups is thus reduced. (2) The sectoral
categories used are extremely broad and a much finer
industrial breakdown is necessary to establish dualism
with any force. The limited nature of the Irish indust-
rial sector makes this gll the more forcible. (3) Foreign
firms, although they would fall into the finest indust-
rial division with Irish firms, are often producing dissim-
ilar products. A narrow range of export products may
account for a large proportion of such a sector's output -
'emanating almost entirely from foreign firms.39 The
specialised inputs available tc foreign firms account in
large part for the advantage of foreign firms in such
fields. It may be argued thst the fact alone distinguishes
them from their closest Irish rivel in product category
items. (4) A further factor, to which we now turn, may

be the influence of sizse.

The _influence of scale factors

It is a plausible a priori belief that the reported
disparity in exporting and in the purchasing of Irish
inputs may be due to scale factors. Irish firms may be
smaller and thus face difficulties in exporting. It may

also be easier for Irish firms to supply the input needs




of smaller firms. Table 4.18 shows the results when all
firms employing less than 100 people in Ireland are
eliminated. '

Table 4.18 The Performance of larpe firms

% Material
Export % inputs obtsined
Number of Cutput in Ireland

Irish Foreign Irish Foreign Irish Foreign

Agriculture 12 13 53.0 56.1 83.5 759
based firms
(ICIP 01-15)

Non Agriculture 17 78 47.3 83.6 24,7 20.6
based firms '
Total 29 91 49.7 79.7 49.0 28.5

Source: Author's calculations from AFF survey.

The size factor does not appear to alter the exporting
coefficients to any considerable extent (compare Table
4.16). The largef foreign firms are slightly more export
orientated and the larger Irish firms slightly less so
than their respective groups as a whole. The size factor
is clearly of major importance with regerd to purchases
of Irish material inputs. The proportion of goods which
the largest 29 Irish firms obtain from domestic sources is
49.0% compared to the 68.3% figure of the whole sample.

By contrast the figure for foreign firms changes little
(28.5% for large firms as against the overall 31.5%) Scals
is clearly a factor in the pattern of input purchases. The
tendency of Irish firms not to seek out business from

foreign firms may in large part be due to-inability to




service the needs-of larger corporations because of

lack of capacity in the domestic sector.

The influence of other linkage effects

A further set of factors which reduce the force of
the dualism hypothesis are those concerning the linkage
effects crossing the ownership division. Spin-off
from the doméstic sector can occur by other means than
the purchase of domestically produced inputs in ways
which reduce the dichotomy. Taxes pald on wages and
other fiscal contributions are used to foster industrial
deveiopment as a whole. The fact of foreign firms
employing skilled labour (and keeping lsbour within

-Ireland rather than emigrant) creates gains, not all of
which can be appropriated by the foreign investor; for
labour mobility within Ireland means that some return from
the training will acerue to the domestic sector. The
demonstration effect of new technigues introduced by the
foreign sector may help improve productivity throughout
the economy. The reinforcement of the industrial sector
by new foreign firms helps to create an industrial ethros,
bolstering hopes for future industrisl development.

Finally, perhaps the most beneficial long run influence
reducing the division is the creation within Ireland of a
pool of skilled management. The interchange of such manage-
ment and the effect of new management techniques is of
great long run importence for the development of the domest-

ic secteor. An 2ddivional benefit is the a2ftrzction back



to Ireland of emigrant managers. The entry of new firms
is also felt to have the effect of a salutary "jolt" on

gomnolent domestic firms.

The following section takes a wider look at the
contributions of the output of foreign firms to the Irish

gconomy .

Section 5 The Retzined Value of Foreign Firm's

Operstions in Ireland.

One rather crude method of estimating the proportion
of output which may be considered beneficial to Ireland
is the calculation of "retained value" (RV). RV is the
proportion of output which is spent in Ireland or which
accrues to Irish factors. First round effects only are
considered; multiplier effects are excluded together with
indirect taxes, re-investment and depreciation (the latter
two must be considered as accrulng to the capitalist,

largely foreign).

Tdeally RV should be calculated for two perlods, the
investment period and the opsrating period. However,
because of data deficiencies,only the operating period can
be considered. 1In the operating period, retained value 1s

estimated sccording to equation 4.1.

RV = W +P +L + 7T (4.1)
I I I
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(4.1) where W
T

wages pald to Irish labour

P = profits accruing to Irish capitalists
I or state bodiss

L = first round linkage effects;
purchase of Irish inputs
TI = direct taxes on foreign operations.

The calculation of RVs was czrried out on five major
sections for the yesr 1971 using IDA and AFF datsz. The
sample of firms used to provide the estimate covered 19k
foreign firms in the food, textiles, engineering/metsls/
electrical, plestics and chemicals sectors. Although .
these sectors are very broad, they serve to illustrate
difference in RV between sectors and they provide a large
enough sample to remove minor distortions. The results

of the exercise are set out in Table 4,19,

On this rather crude estimate an overall RV for the
first five sectors suggests that 33% of the gross output
remains in Ireland after first round payments. There is
a great deal of sectoral varilability rcunc this figure
with the food sector having by far the highest RV of 547
and plastics returning a very low prcportion of 21%. The
factor of wages carries most weight except for food where
the linksge effects are high and chemiczls which also hes
a larger share of linkage effects than wages in gross out-
put. As pointed out above, linkage effects are very low
except for the food sector where Irish raw mzterials are

much in evidence., Irish taxes snd the Irish share of the
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profits are extremely low because of the tax fres

export incentive provision and the preference of foreign
firms for wholly owned subsidiaries. Indirect taxes
alter this picture little becauss 6f export orientation
of foreign firms and the duty free imported inputs

provision for exporting firms.

Table 4.19 Retained Value as a percentage of the output of

foreign firms in five major sectors (1971)

Sector  Number of W +P + L +T = RV
Foreign Firms I I I

Food 23  RVp=0.11 + : + O42 + 2 = 0,54
Textiles 54  RV¢=0,22 +- 0,02+ 0.13 % 0,01= 0,38
Metals and 76 RVp=0.21 + 0,01+ 0.08 + 0.01= 0.31
Engineering . .
Plastics 30 RVP=O.14 + : + 0,05 + 0.,02= 0.21
Chemicals 11 RV,=0.12 + : + 0.1+ + ¢ = 0.26
Overall 194 RV_=0.18 + : + 0.13 + 0.0l= 0.33

Five Sectors

Source: Author's calculations from confidential IDA
data and An Foras Forbartha survey.

¢ = less than 0.,01%

Ways to increase RV

There are several policy measures which could be
implemented with the aim of retaining a higher share of
gross output in Ireland. All of these measures are likely
to reduce the inflow of FDIkinto Ireland and so the
benefits of increased RV must be weighed against a diminished

inflow of investment.
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These means arée: (1) stipulate employment of Irish
labour in foreign firms thus raising W;. This however,
has been ruled out because it was felt to encourage in-
efficiency. Labour intensive techniques are not usually
employed by foreign firms and a move in this direction
may damage the inflow because of the high cost of adapt-
ing to labour intensive techniques. (2) Encourage the
establishment of joint ventures. Many foreign firms do
not welcome minority mode of operations and U.S. firms in
particular prefer to operate wholly owned subsidiaries.
The IDA attempt to gain equity psrticipation has so far
produced very minor results. Therse is a further drawback
in that joint ventures have proved more unstable than
wholly foreign owned firms.ko (3) Increase the tax rate
on foreign firms. Such a move would obviously cause a
decrease In the inflow of foreign investment. It would
also conflict with the objective of encouraging exports
as the tax relief on export profits would be nullified.
(4) Increase linkagecs by special tax relief linked to
purchases of Irish inputs. Such a policy would be either
expensive 1if the tax relief were higher than now or detri-
mental to the inflow 1f it fell below current relief. 1In
addition, it would be of uncertaln impact because in
many cases, the specialised high quality inputs are avail-
able'only from outside Ireland (often only from other units

of the international firm).

Glven the elasticity of the supply of foreign capital +

+ The high elasticity of foreign capital to changes in

domestic incentives was shown in Chapter II.
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and in particular the elasticity in the supply of
foreign capital in the hiligh technologically intensive
sectors, a rapid fall in the inflow of FDI may be
expected from the implementation of any of the above
measures. This decline may be greater in terms of the
loss of benefits to Ireland (employment, balance of
payments effect) than the benefit from the increased RV
which appears to be inelastic given the characteristicé
of FDI (capital intensity, high technology input, export
orientation) and of the Irish economy's difficulties

in supplying the kind of inputs needed by foreign firmg.

Two further measures may be suggested which may not
affect the supply of foreign capital in this way (5)
sectoral differentiation of grants (6) attempt to divert
higher order functions to Ireland. The first of thess
two measures is conceptually sound but again is likely to
decrease caplital inflow because high linkages exist in
the sectors where the world's sector specific stock of
foreign investment funds is low. This policy, is therefors
likely to decrease the FDI inflow. An attempt to encour-
age higher order functions has begun with the establishment
of a Research Park at Naas. Again such a policy will be
expénsive in terms of grant aid becauss such incentivses
must overcome the strong centralisation tendencies for
such activities which exist within the modern corporation.

The gains are uncertain and the cost is likely to be high.
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There are however, reasons to believe that RV will
be increasing over time. The opportunities for indige-
nous enterprises to supply foreign firms will be siezed
as familiarity increases and foreign firms will seek out
domestic suppliers as they adjust to the Irish environ-
ment. Some foreign firms will become more vertically
integrated as profits increase and reinvestment takes
place. The IDA policy of encouraglng joint ventures and
taking an equity share of new foreign firms will raise
RV (in those cases where foreign firms welcome domestic
partners). Finally, providing the permanence of forelgn
firms is proved, the reduction and eventual ending of tax

relief will also increase RV,

Conclusgions

This Chapter has shown that inward FDI in Ireland
has lncreased trade flows in both directions. The case
of Ireland is a good sample of the theoretical proposition
that trade and investment flows should be considered
within a single theoretical frameworkohl Almost half of
Ireland's Industrial Exports come from foreign owned firms
and thils proportion is increasing as foreign projects reach
full production. The Chapter also showed that foreign
projécts have a higher propensity to import inputs than
that of Irish firms. The implications for the Irish

balance of payments are discussed in the context of a

formal model in Chapter VI,
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The consequences of this finding méy be expressed
by the benefits of increased exports and the spin-off
from a dynamic sector on the one hand against the costs
of greater reliance on the world market and in terms of
the distribution of gains between the domestic and
foreign sectors on the other. The exports of foreign
owned firms are reducing depsndence on Ireland's tradit-
ional markets and directing trade much more towards the
EEC markets. Import substitution by foreign owned grant
aided firms wazs found to be of a small order of magni-
tude, although the small non grant aided foreign owned
sectprs have remained in existence even after the change

of policy towards freer trade.

- The section on duslism showed that despite the
useful insights which the concept affords, it cannot be
applied uncritically in the Irish context. The forelgn/
domestic ownership division is not sufficient, by itself,
to explain differences in exporting and input purchasing
behaviour, though it is clearly a necessary part of such
an explanation. The consideration of exporting must also
invoke scale factors. Othsr influences on the differencs
in exporting behaviour are historical factors such as
protectionism, the superior efficiency of foreign firms
and the inherént advantages of foreign firms in terms of
access to home markets, high level functions and special-
ised high quality inputs. The discussion of the importance
of imported inputs is of interest as regards the Goopsr

and Whelan argument that foreign firms do not procure as
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much loéally as they might.h? The present analysis
showed the importance of scale (and of the industrial

mix of the two groups). Large Irish owned firms pur-
chase much less in Ireland than do smaller Irish firms.
This suggests that the lack of capacity amongst Irish
suppliers may be a constraint on any attempt to increase
linkage effects. The reported unwillingness of Irish
firms to approach foreign owned firms is a further
barriér. In addition, certain provisions of the Irish
tax system, in particular the duty free allowance on
imports for exporters and export tax relief force Irish
intermediate goods producers to compete on equal terms
with Imports. Finally, the unavaeilability of many of

the high quality specialised inputs required by foreign
firms helps to account for the difference. It is not
sufficient therefore to focus on the fact of forelgn
ownarship as a complete explanation for the disparity, =s
Government policy and inadequancy of the domestic indust-
rial framework are also important. A dualistic structure
appears to bse a concomitant of a large foreign owned
sector in any hostﬂcountryh3 largely because of the inevi-
table inequality of access to real resources between
foreign owned and domestic firms. FDI has therefore ~on-
tributed to the emergence of a dualistic structure in

Irish industry.
The examination of the "Retained Value" of foreign

firms is not presented as a complete cost-benefit analysis.

It does not value benefits except at market prices, does
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not relate benefit to cost (in particular 1t does not
express benefits per unlt of Government investment) nor
doss 1t completely encompass benefits - bal=nce of
payments effects, external economies and the opportunity
cost of grants are all omitted. However RV helps to
identify and quantify the areas of benefit to the economy
and to ascertain the distribution of’gains between the
host country and the investiné firms. A complete cost

bsnefit analysis is carried out in Chapter VII.

The discussion of RV is of interest with regard to
the Cooper and Whelsn view that grants should be more
closely related to value added in Ireland.uh RV 1is a
stricter condition that this because RV measures returns
.to Irish~-owned factors plus the secondary stimulus to
production within Ireland., Section 5 illustrated that
increasing RV (or attracting only those foreign firms
which can be expected to hsve a high RV) also has draw-
backs in that the total inflow of FDI would be reduced
and presumably job creation would suffer. It may also be
a valid criticism of the Cooper and Whelan postion that
low returns in RV are an inevitable cost of the restruct-
uring of the old industrial framework and the establish-
ment of new outward looking industry. This argurent is
more forcible in the early stages of industrialisation,
given the inadequacy of existing industry to carry out
this task. It should therefore not be overlooked that a

policy attempting to raise RV may have substantial negative
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effects on the inflow of new FDI. This trade-off
should be carefully investigated before the Cooper

and Whelan view 1f accepted.
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Chapter 1V. Appendix

Import substituting grant aided FDI and Tariff

levels 1966 snd 1972

Firm 1. Year ?. Nominal 3. ERP ¢ L, ﬁominal
number Established Tariff % 1966 Tariff %
1966 1972

1 1960 62 218 15

2 1961 29 120 6

3 1968 Free 19 Free

L 1968+ 26 87 Free

5 1967 Free ' - Free
6 1968+ Free - Free

7 1968 36 153 8

8 1968+ . 26 120 Free

9 1954 19 56

10 1970+ 31 120 ?

11 1959+ Mainly services-no tariff .
12 1966+ 18 131 Free
13 1967+ Nature of Product-no tariff
14 1960 L9 90 22
15 1968 %o 181 Free
16 1952 50 218 Free (7)
17 1959+ 26 120 Free
18 1960 19 120 18
19 - 1960+ 31 120 Free
20 1961 11 120 11
21 1963 Free - Free
22 1963+ 18 - ?
23 196k ? 100 2k
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Firm 1. Year 2., Nominal 3. ERP 4 L4, Nominal

number Established  Tariff % 1966 Tariff %
1966 . 1972
2k 1963+ 24 131 -
25 1965+ 18 - -
26 1967+ Nature of product-no tariff
27 1967 50 90 27
- 28 1967 Free - Free
29 1967 12 - Free
30 1968 39 87 ?
31 1970+ Foéd products~-support system
32 1968 6 - Free
33 1967 Free - Free
34 197+ 18 40 | 10
35 1971+ 2k 131 Free
36 1966+ 11 47 Free
37 1962 18 Lo 18
38 1967 28 88 5
39 1962 o 168 19
4o 1961 ok 118 10
L1 1967+ 23 78 '8
» 1966+ 23 78 8
43 1963 24 131 Free
Wy 1966 ol 131 ?
45 1966+ 29 75 7

source: Column l. Confidential IDA data
Column 2. Customs and Excise Tariff of Ireland (1966)
Crude average nominal origin:UK and LiC
Column 3. tcAleese (1971) op.cit.pp 19-21(By industry)
Column Y, Qusbens and Txeis: Tariff of Treland (1972)

Crufe aversge nominal origin:UK and n.C

+ Indicates 99 - 100% output for domestic markst.,
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Chapter V¢ The Efficiency of Foreign Subsidiaries in

Ireland - A comparative Analvsis with

their Irish Competitors.

The aim of this thesis 1s to 1solate the impact of
FDI on the Irish economy and to identify the mechanisms
by which the impact is transmitted throughout the economy.
The presenf chapter contributes to this aim by assessing
the efficiency (in the broad sense) of foreign firms as
compared to Irish owned firms. Hence the consequences
of foreign ownership and the meaning of this in terms of
economic performance are thrown into a clearer perspect-
ive. Several case studies of foreign owned projects are

included in the Appendix.

~ Section 1 Methodology.

An attempt to assess esconomic efficiency is a diffi-
cult task under any circumstances. The use of different
definitions of productive efficiency complicates this
issue. Efficiency is defined in different ways,but usually
depends on the relationship and ratio éf inputs to outputs.
Assuning normal maximising behaviour, the goal of the firm
will be to maximise profits and it may be suggested that
the most efficient firm will be the most profitable one.
However when efficiency is seen from a social point of view,
it is value added; the returns to both capital and labour,
which is used as the indicator of efficiency in most cases.
Refinements of these corncepts Lo remove distortions and

include social valuations are also necessary.
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Measures of Efficiency

Efficlency is a relative concept. Therefore the
problem of which yardstick to use arises when assessing
the efficiency of foreign owned firms in Irelanﬁ. There
are three such ysrdsticks by which their relative effic-
iency can be assessed. Each one poses problems in data

availability and in methodology.

The first way of measuring efficiency is by a
comparison of the subsidiary with the parent organisation
or some other brsnch of the firm., Extensive data is
required, which can only bhe obtained from the firm itself
and wvhich is generally regarded as confidentisl, Ths
internal orgsnisation of the firm may be such as to render
such comparlsons meaningless. The firm may be organised
on an activity basis with each activity located in the
country with the cheapest appropriate inputs so as to
minimise worldwide costs. 1In such a case, the production
of different components in different locations will |
result in technigques, outputs and inputs being vastly
different between units. Even if such a complete inte-
gration‘of processes is not the case, the allocation of
functions within the firm to specific locations may alter
the internal input-output relationships. The movement of
funds and transfer pricing within the firm will bilas
measures of efficiency. Conditions external to the firm
will also affect its observed behaviour - Governnent
intervention through tariffs, taxes and controls is a

major distorting factor. Finally the response of the
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various units to the different economic environments in

which they exist cannot be standardised.

The second way of measuring efficiency is to compare
the Irish unit with subsidiaries in another country
which has a similar level of development. Such a com-
parison, like the one sbove, requires data from another
country. The paramount problems here are those of
identifying. a similsr economic structure and locating
firms with equivalent operations to the Irish units.
There 1s no economy similar enough to Ireland to remove
differences in the level of development, sectoral make’
up and particularly Government policy (especially with
regard to incentives for industrial production). These
difficulties are combounded by the likely differences in
the internal policies of the firms in response to differing

host country conditions.

The third method available is comparison of foreign
subsidiaries with Irish owned firms in the same industry.
The major problem here is the identification of such
"pairs" of firms, given the differences in sectoral dist~
ribution and intra-sectoral behaviour analysed in Chapter
IT as & form of duslism. Such pairs of firms must be
prodﬁcing the ssme product and other factors must be, as
far as possible, standardised. A related obstacle 1is
that this approach is limited to thoss sectors and product
lines in which foreign and Irish owned firms cosxist,al-
though these firme may be atypical of the population of

foreign owned firms.

D
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Glven this set of alternatives, the best choice is
the last method: comparison of foreign subsidiaries with
Irish owned firms., The data problems of the first two
methods are intractable and the operation is made mean-
ingless by the allocation of activities within the firm
and by the response which even equivalent units would have
to the environment of an economy other than Ireland.
Evidence from earlier studies has shown the importance of
the. influence of the host economy on the performance of
foreign subsidiaries.1 There are still severe problems
with the chosen epproach, but attempts can be made to

minimise these as the remainder of the chapter shows.

Maessures of afficiency emploved.

The methodology of this chapter is based on ratic
analysis - the assessment of economic performance by
the construction and comparison of indices of economic
efficiency.2 The "pairing" of firms must be carefully
undertaken - the firms must be in the same product group
and should undertgke roughly the same stages of prod-
uction or activitﬁes, 8. an assembly'industry must not
be compared with one which manufactures the product
from basic raw materials. Material inputs must thsrefore
correspond in degree of "finish". Apart from these
factors the firms will differ in technique, scale and
markets served, It is the task of the analysis to determins
how far the factor of foreign ownership contributes to

these differencecz.
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The analysis proceeds in three major stages.
First "primary" ratios are calculated. These are:-

profits+per unit of assets (Profit), profits psr unit -
Assets
of sales (Profit) and sales per unit of assets (Sales) .
Sales Assets
In the second stage, attention is focused on factor

inputs separately and collectively. Partial product-

ivity indices for both capital and labour are¢ calcu-

lated together with the firms Capital ratio. Overall
Labour

efficiency indices relsting total factor inputs to net

outrut are constructed and compsred. Finally, the

determinants of these ratios are investigated by an

analysis of the role of scale factor, resesrch and develop-

ment, management and degree of foreign control and sales

efforts.

The type of analysis carried out is thus mid way
between a case study approach and a full sampling method.
However, it does have some of the best features of both,
allowing close examination of the firms and suggesting
tentative inferences about the populaticn of foreign

firms.

Section 2 The Diata.

(a) WMethod of Collection.

The enquiry was restricted to three major sectors of
Irish industry: plastics and pharmaceutlcals, metal

trades and electrical (machinery and applisnces). The

.

+ Gross profits are used heres
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starting point weas lists of addresses from the Committes
on Industrial Progress reports on the Metal Trades and
the Blectrical Industry and the Institute for Industrial
Research and Standards "Survey of the Irish Plastics
Industry", supplemented by IbA lists of Grant Aided
Industry.3 Requests were made to 121 firms in thesse
sectors for permission to interview an executive of the
f:l.rm.)+ Twenty five interviews were carried out in

March - April 1973. A questionnalre wes mailed to
respondent firms with whom ro interview could be arranged

and thirteen completed questionnsires were received,

The main thrust of the data collection both through
interview and questionnaire concerned figures on the
sales, net assets, pre-tax profit, labour force, payroll,
proportion of workers with skills, grants received, exports
and degree of foraign control of the firms. Information
was also requested on research and development (R & D)
expenditure, sales effort, relisnce on foreign parsnt if
applicable, the expertise of management, multiple shift
working, labour turnover and general cqmments on the Irish
economic enviromment., With one or two exXceptions the
interviews and complsted questionnailres were entirely
fruitful in obtaining this information. Whenever possibla
the information given was checked ageinst IDA Annual
Reports (for information on grants recieved), the An
Foras Forbsrtha survey and IDA data. Except where stated
the data refer to the financisl year 1972, If the

figures for this year wers atypical an average of past



figures and projections for 1973 were used. This was not

an important facltor however,

(b) The "Pairing" of Firms.

The information aveilable on 38 firms allowed 11
pairs of compzrable Irish and foreign firms to be
created.5 0f tne 11 pedrs, four are in plastics and
pharraceuticzls, four in the metal trades scctor, two
in the clectrical industry srd onz nair is outside these
fields. In ench pzir tle firms produce substantiazlly
the samo procuct - in tvo n-irs one of the firms named
the other zs » cormpetitor though this was not asked as
a direct quecstion. In all cases the firms take in their
raw materials in much the szme degree of "finish"j thus
the s=me activities are pecrformed. Technigues, scale
and markets served often differ. The extent to which
such factors are independent of ownership is discussed

below,

The raznge of the enguiry was restricted by the
discontinulty in the cross sectoral coverage of the two
groups. There are many traces and product groups where
there are foreign firms bul no compzrable domestically
owned ones. This i1s to be expected because of the
control of provrietry technology held within a restricted
group of interrantional firms. The exclusion of Irish
firms is perticularly noticezble in the sectors whers

foreiegn fipr, o cxvort 120 ¢ their ousnub. This type
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of FPI 1s therefore not represented in the comparisons
here and the sample is thus piased. The coverage by
nationality of foreign partner is as follows: 5 U.K.,
2 U.S.A.,; 1 German and three firms from other parts

of the EEC.

(¢) _The role of "Transfer Pricing".

Any firm with a production process whieh involves
bransporting semi-finished goods, components or raw
materials from one plant to another must, for accounting
purposes, set the price at which these goods are
transterred. The prices may be set on the pasis of
costs of productions, or at the going market price (“arms
length price" or what a third party outside the firm
would pay) or such prices may be "arbitrarily" determined
by the firm on due vasis of its internal objectives.
When the units are incorporated in different countries,
several extraneous factors will bear on this decision.
Amongst these factors will pe, different tax treztment
in the countries, varying competition, rate of inflation,
customs duties and attitudes of Governrment. The firm
may wish to concentrate profit for nationalistic reasons,
or to disperse it in order tu avoid criticism or to
spread risk. This extra degree of freedom to set
internal prices and to move funds, which is open to
international firms, is referred to as the use of transfer

pricing.



Several channels are available for the purpose of
woving tunds. The pricing of goods and services
transferred internally is an obvious one but also
interest. charges on debt to the parent, the pricing
of royalties and fees, for which there is no '"market
price" and the allocation of joint overheads are others.
Further avenues are the practice of "leading and
lagging" payments and the extreme case of smuggling.
This problem of transfer pricingris a serious one to
contend with when conducting comparisons on the basis
of subsidiary unit data. In an extreme case, the
figures of a single subsidiary unit becowe meaningless

except in the context of global company policy.

There are three sets of reasons however, which
suggest that the setting of transfer prices will not
have a serious distortionary effect when appliad to
the sample of fureign firms used in this enquiry.
Firstly, there isAche evidence of the firms themselves
on this issue. Flows of intermediate products from
the parent were of importance to only four firms
(foreign firms 1, 6, 9, 10 in Table 5.1) but machinery
was obtained from the parent in all but two cases
(F5 and F11)%, Little information could be obtained on |
pricing formulés, most firms when ssked stated that
market prices were used. Use of overcharging for R & D
and technical services was found in three ceses (includ-
ing both U.S. owned firms) - F4, 9, 10, In one case

the Irish unit s=id it was undercharged for services (F5).
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There 1s evidence from other sources that transfer
prices are set on cost of production or arms length
prices. A survey by Rook of 300 British companies
found that in all cases such criteria were used@ and
that none of the firms fixed prices for "profit
sharing purposes".6 A recent investigation of U.S.
companies alsd shows that international firms are much
more conservative in the use of transfer pricing than

7 One good |

was previously thought to be the cass.
reason for the use of arms length prices is the diffi-
culty of assessing the performance of the individual
units if arbitrary prices are used, An additional
factor is the bad effect on the morale of managemeht
of units from which profits are diverted. Conse-
quently the practice.may not be as widespread as was

thought.

Secondly, tax and reinvestment considerations make
it unlikely that this practice is widely used. Five
firms in the sample subsbtantially benefit from export
tax relief (F1l, F4, F7, F8, F9). Remittance of profit
from Ireland is unimpeded =nd so source country'tax
laws will have an important influence. European firms
will have 1little difficulty in transferring profits
becaﬁse of double taxation avoidance agreements. U.S.

firms may have problems because income for which tax

+ Throughout the chepter firms are referred to by the
nurber of the pair in Table 5.1 with & letter F(= foreign)

or I (= Irish) owned.
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relief is allowed 1n Ireland (export income) may not

be recognised as having been taxed when returned to

the U.5.A. One U.S. firm in the sample could transfef
income to another unit in Europs, should this be
desired., A btax minimising strategy for exporting firms
would lead to as much profit being made in Ireland as
possible so this may boost profit figures. Most of the
firms 2re angaged in expanding Irish operstions and
reinvestment of profits is an important source of funds.
Any effect transfer pricing has is therefore likely to
be small but insofar as it has an effect, this will be to

increase profits in Ireland.

Thirdly if nationalism is a factor in the distrib-
ution of profits it is unlikely that Ireland will be
damaged. Four firms are joint ventures (¥2, F3, Fi4, F5)
and Irish shareholders thus have an important influence
in running the company. In theses firms plus six others,
the board of directors contains at least one Irishman.
All management personnel are Irish in six foreign owned
firms and in three others a majority is Irish. 1In only
two firms is the bulk of the top management foreign (in
one U.S. firm it is entirely so). If nstionalism is a
factor in company policy therefore it is unlikely to

damage Ireland.
In the analysis that follows, where transfer pricing

1s identified, allowance is made for its effects. It is

POssible that this influence has not been completely
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removed and that distortions have resulted. The above
factors do not eliminate this likelihood, but they

considerably reduce it.,

Section 3 The Finding of the Anslysis

(a) Primary Ratios.,

Table 5.1 shows the evidence on the three "primary

ratios" which are as follows: Table 5.la Profits 3
v Net Assets
which shows how successfully a company is utilising 1ts

capital, Table 5.1b Profits which assesses the ratio
Sales
of income to expenditure and shows how successful the

firm is in keeping costs down, and the Sales which
Net Assets
shows how intensively capital is being used (it also

'helps to explain Profits Y« The final column of each
Net Assets
table shows the "score" - the number of times that the

best result in each pair was achieved by an Irish or a
foreign owned firm. In all three ratios of course, the
higher the ratib, the better is the performance of the

firm,

It will be seen that foreign firms gain a better

rating on each criterion than do Irish firms.

The superior profit rate (Profit) is explained
(Net Assets)
both by a more effective use of capital (Sales) )

(Net Assets)
and by increasing profit on sales (Profit). It must be
(Sales)

borne in mind however that this may reflect market structurec,

It is in the last indicator (P) that foreign firms achieve
' S
the best rating suggeshing that further investigation

should look at input costse.
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To derlve sectoral results from such a small sample
is perhaps dangerous but it is necessary to assess the
possibility that all the superior foreign results are
concentrated in one area. Sectorzl scores are derived
in Table 5.2. Pairs of firms 1 - 4 are plastics and
pharraceuticals,y, 5 - 8 are metal trades, 9 - 10 electrical

and pair 11 1s outside these fields.,

Table 5.2 Primary Ratios : Sectorsl "Scores".

Sector P/NA P/S P/NA
Irish Foreign Irish Foreign 1Irish Forsign

1 Plastics/

Phermaceuticals 1 3 0 L 1 3
2 Metals 1 3 13 1 3
3 Electrical 1 1 1 1 0 2

ource: Table 5.1

e

Table shows the number of case in whieh the Irish

or Foreign owned firms have the "better" performance.

The results are fairly uniform across the three
sectors, which it should be noted, are sectors mainly

dependent upon modern technology.

A final point to note 1s that the results in
Table 5.1 were checked for stability over time. Only
firm F10 suggested that the guoted results was atypical -

it wss attributed to a large fall in demand from the




firm's maln customer, who was in a near monopsony
sitvuation. This made the profit figure unusually

low for the period covered. No adjﬁstment was made

to this figure because the firm was undergoing reorgan-
isation and could make no firm forecast of future profits
due to several uncertain factors. The loss maker was in
this position in 1971 also and expected losses to con-

tinue through 1973. This firm was =2 new one,

The pfimary ratios provide only a starting point
for the analysis. They are incomplete indicators of
efficiency. P/NA is a pertial ratio reflecting only
the input of caplital and the returns to that factor.
The P/NA ratio however, is the most important indicator
of private profitability for it measures the incentive
to invest and the rewards for doing so. It is an
interesting starting point, that foreign firms record
superior performance on this and the two other primary
ratios. The analysis now continues to look for the
reasons behind these results and to look for better

measures of efficiency.

(b) Capital/Labour ratios

The valuation of capital is alwsys a problem in
studies of efficiency. Cspital is throughout this chapter
valued in replacement value terms as estimsted from the
firm's insurance valustions. Capital is defined as fixed
assets plus inventories plus "other curr;nt" assets.

Capital/Labour ratios are then expressed on this basis.
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Capital 1s valued in £000s and labour in numbers

employed. The results are shown in Table 5.3.

A priori expectations would suggest that foreign
firms will utilise more capital intensive techniques
and overall this is so. 1In seven cases out of 11
the foreign firm is more capital intensive than its
Irish counterpsrt. A difficulty encountered here is
that of separating out working capital. In most cases
this causes little distortion in the comparisons.
However firm F6 carries a very high level of inventories
and 1t appears that the major role of this firm is that
of an importing agency for goods from the parent firm.
In this firm the manufacturing role 1ls secondary.
"Removal of inventories from the capital valuation is
difficult in this case, but it is clear thet the firm is,
on its manufacturing operations alone, much more capital
intensive than its Irish rivsl. This firm was not a

recipient of IDA grant aid.

Sectoral differences appear to bq important with
respect to capital intensity as Tabtle 5.% shows. In
the plastics and pharmaceuticals industry, two Irish firms
are more capital intensive than their foreign rivals.
The relative hewness of the firms (two of the Irish
firms in this sector are under four years old) and the
technology which is new and therefore more flexible are

important determinants of this situation.
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Capltal in general will be available on easier
terms to the foreign firms, as outlined in Chapter IV.
The subsidisry has the resources of the parent to fall
back on and hes the parent's support in raising debt on
easy terms. However there are several counter-balancing
factors in thet foreign investors have a desire to
minimise their capital outlay, not least because of the
higher imputed risks attached to foreign ventures. One
other factor is the role of the grants scheme, which
clearly eases the capital constraint, which it is hypo-
thesised will be more severe for domestic firms. It
does not seem that the grants scheme has hed a differ-
ential effect on forelgn znd Iricsh firms from the evi-
dence of this sample. In most "pairs" the type of
grant received and the rate of grant was the same for

the Irish firms as for the foreign firm (Tabls 5.5).

The grants system is not designed to discriminate
between Irish and foreign owned firms because of the
differences in the availability of capital to the two
groups and clearly does not do so. The capital intensity
issue is clearly of some importance to’the role of
FDI in the Irish economy 1n view of the concern for
Job creation and the subject is now investigated on g
more general 1éve1. The finding from this sample is that
foreign firms tend to be more capital intensive but that
this is not necesssrily the case as examples from plastics

ahd pharmaceuticals show.
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Table 5.5 Grants Received - Type and Rate

(% Fixed Capital).

Pair Irish Firm ’ Foreign Firm
(N.I.G.) |

1 New Industry Grant 25% N.I.G. 20%

2 Small Industry Grant 25% NeI.G. 25%

3 - - R

L N.I.G. 25% N.I.G. 33%

5 Adaption Grant 8.3% Adaption Grant 12%

6 N.I.G. 15,29 Anco only

7 N.I.G. 1%.6% N.I.G. 25,2%

8 N.I.G. 39.6% N.I.G. 12,5%

9 N.I.G. 9.3% N.I.G. 25%

10 Adaption 12% : N.I.G. 25%

11 - ,‘ Requipment 4%

Source: Interview and questionnaire data.
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The Capital Intensity Issue ~ a wider Perspective.

In countries with surplus labour which play host to
foreign direct investment, foreign projects are often
accused of being over capital intensive. Capital
intensity is judged in this situation relative to ths
host country's resource endowment. Where labour is
unemployed and underemployed and capital is scarce, the
best use of available resources is schieved by labour
intensive techniques. Foreign firms do not employ
such techniques for two main reasons; firstly imper-
fections in the pricing system (rigidity in wagss,
unrealistic interest rates) and the perception of prices
by firms, secondly limitations in existing technology

and in the structure of demand.9

The perception of the relative prices of factors
faced by foreign firms may differ from domestic firms.
Foreign owned firms have a wider perspective result-
ing from the fact that they operate in more than one
country. They may find difficulty in adjusting to a
new set of factor prices and may apply the cultural
norms of the source country (with regard to such con-
cepts as "a living wage"). Factor prices may be
distorted by unrealistic interest rates and by imper-
fections in the labour market - particular groups in
the labour force may restrict entry and induce capital

for labour substitution.
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Where the foreign owned firms have been operating
in conditions of capital abundance - such firms may
continue to regard labour as a scarce factor and to
economise on its use. The technology that the foreign
owned firms use may not be amenable to adoption of
techniques to changed conditions of factor scarcity.lo
The amount of flexibility in substituting labour for
capital will very according to the particular process

under consideration and how adaptable the demeand for the

product is.

A further perspsctive on the‘probiem arises from
congideration of the distribution of the benefit from
FDI. The "internal" geaing to the host country arise
only from that pert of net output which is paid
(ultimately) to domestic factors. Thils is what was
termed "Retained Value"(RV) in Chapter IV. As Chapter
IV showed, & large pert of RV is labour remuneration.
The payment to capital is mainly to foreign owners.
Consequently more labour intensive production mesns a

larger domestic share of net output - inereased RV.

In the perticular case of Ireland, the factor
intensity issue has attracted more attention because
of the supposed effect of the incentive scheme on
factor proportions. It hzs been suggested that tieing
grants to the amount of fixed capital investment |
encourages greater capltal intensity. This hypothesis

may be cast either as (1) capital intensive industries



are attracted to Iréland, or (2) the firms which are
establishad employ more capital intensive techniques
than they would have done if other forms of inducement
had been avallable. It is the second hypothesis which
is more usually put forward. The first hypothesis
requires many assumptions smongst which is the view that
only capital or even mainly capital is the resource
transfer and that only returns to capital enter the
decision variables of the foreign investor. The second,
more restricted, hypothesis is tested below, albeitvin
a pertial way. Bafore this however, it is worthwhile

to consider if there is anything to be said in favour

of attracting capital intensive projects.

The first point in favour of caspital intensity
is that the only alternative to such a project may
be no project at all. The particular production
function may be totally rigid and may not allow for any
labour for capital substitution. (This is not, however,
an argument for increasing the capital intensity of
projects). Secondly, the more labour intensive sre new
projects, the more vulnerzble they =re to failuré
because of rising labour costsall Indeed a stated ob-
Jective of Irish policy is to close the wages differ-
ential which exists between Irsland and the U.K. Thirdly
when indirect usage of labour is sccounted for, capital
intensive projects may have as great an employment effect
as those which appear to be albour intensive. This

however is not a persuasive argument in Ireland becauss
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of the generally low value of linkage effects.

Fourthly, it 1is usually the case that capital intensive
projects are more skilled labour intensive and therefore
if it 1is desired to raise the level of employment then
such projects have a definite benefit. We now turn to

some empirical examination of these 1ssuses.

Ideally, investigation of the capital intensity
of foreign owned projects should compare capitals labour
ratios in the foreign owned sector with those of the
domestic gector of the same industry. In Ireland,
hovever, this is not practicabls beczuse of the complete
absence of information on the capitsl stock of Irish
industry at anything approaching the industry 1evel.12
‘Bven if adequate dats were available, such comparisons
could be very misleading because of the fundamental
differences between Irish owned manufacturing industry
and foreign ownsd projects. The non comparability in

product groups and in other factors is documented in

Chapter IV and in this chapter.

The result of the small matched ssmple used in this
chzpter is thst, where Irish snd foreign firms coexist
in product groups, the presumption is that foreign firms
will employ mdre capital per man, but this is by no
means necessarily the case., It 1s dangerous to extrap-
olate from these results to a general statement on
capital intensity because the bulk of foreign projects

are in product groups where no compasrable Irish investment



exigts. (Also, there is no basis for believing that
Irish firms have an optimal capital’: labour ratioc
but the presumption would be that domestic firms will
have a lower capital : labour ratio because of better

adjustment to domestic factor prices).’

Soma partlal evidence can be invoked on the question
of whether the capital grant induces foreign projects -
to be more capltal intensive than they would otherwise
have been. The practice of giving higher grants, other
things being equel, in the Designated Areas allows a
comparison within the foreign sector of high grant areas

with Non-Designated Areas.

At an overall 1éve1, the past record of capital
grant per job crested (both msasured in terms of the
projections cf foreign firms) is shown in Table A2.2
Over the years 1952-1970, there has been a lower grant
per job created in the Designsted Areas than in thse

Non-Designated Aress. This is true a_fortiori for
1970~1971 where the grant per job (projected) in the
Designated Arees wes roughly half of the figure for Non-
Designated Arers. (1969-1970 is the exception teo the
rule). However as such comparisons completely miss the
effect of the different industrisl mix in the two areas,
13)

this comparison is not of great value (see also McAleese

+ This could be nmullified if the domestic sector sub-

stitutes capital for scarce skilled labour.
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An sttenpt was ﬁade to refine this test by comparing
foraign projects not only in the same industry but also
withih broadly similar product groups. A thirteen
industry comparison was made for the year 1971, The
comparison is really between product groups becauss it
was felt that large variations existed within the SIC
classification which would affect the compsrison. The
data are derived from the IDA figures and from the An
Foras Forbartha sample., The sample covers 13 sub-

gectors and 101 firms and the results are presented in

Table 5.6.
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The removal of working capital allows a better
index of capital intensity to be obtained. After working
capital has been removed, the results are inconclusive.
In seven subsactors, firms in the Non-Designated Areas
are the most capltal intensive, whilst in six other
groups of firms producing broadly the same products,
the firms in the Deslgnsted Arsas are more capital inten-
sive, It therefore seems to be the case that there are
other determinants of capital intensity-determinants
which are more important in the choice of techniques
than is the level of grant., I$ would indeed be expected
on a priori grounds that a short term factor subsidy
cannot alter factor proportions in a lasting or signifi-

cant fashion.

In a situation of imperfect factor and product
merkets, it is difficult to conclusively assess the
effect of a short term subsidy on factor proportions. It
appears that the foreign firm's perception of host
country factor prices =nd technological rigidities, which
mske 1t difficult to adopt techniques more than slightly
in the face of different factor prices, are more
important. It is therefors unlikely that an employment
subsidy rather than a capital grant would have mich
effect. Moreover its ceritics consider that efficiency
would be damaged. The fragmentary evidence which 1is
avallable - that presented here for Ireland and Chisholm's
study on U.K. Development Areaslh has sc far returned a

15
verdict of "not proven". There has begn a recent call ?



for a short term labour subsidy to be introduced, in the
Designated Areas only, wlth the object of reducing
unemployment, redressing the "current capital bias"16 |
of the wage sbtructure and to help with high running
costs in the early yoars of operation. The admittedly
crude methods used here suggest that such a measure
would have doubtful impact on the capital : labour
structure of forelign owned projects. Its effects in

the labour market would need further study.

(¢) Partial Productivity Indices - Labour.

Labour input may be messured by numbers employed or
in efficiency units. Efficiency unlts sre estimated by
agsuming that each employee is paild s wage equivalent
to his marginal value product. Thils allows firms the
option of choosing more productive workers and paying a
higher price (wage) for those workers. Therefore on the
assumption that the wages of labour are a good approxi-
mation to marginal value product, the payroll can be
taken as the input of labour in terms of efficlency
units.17 There are many possible exceptions to this ruls:
trade union powsr and managerial inefficiency being two,
but this measure of labour input appears to be an lmprove-

ment on the crude indicator of numbers employed.

Three indicators of labour productivity are presented
in Table 5.6'. The crudest indicator relates output (in
£000s) to labour employed (numbsr of workers); Qubnub

_ Labouy
Table Y.6a. On this indicabor foreign firms appear to



utilise labour much more efficiently than domestic
firms. The two Irish "successas" =re in the plasties
and pharmaceuticals sector. A similar picture emergeé
from Table 5.6c where Value Added per Unit of Labour
is the indicator of labour productivity. However when
efficiency units of labour (WL = payroll) are used,
foreign superiority is less marked. The conclusion
drawn from this is that foreign firms pay relatively
higher wages than do Irish firms.
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If our zgsumptlon above 1s correct and wages are a
fair reflection of marginal value product, then the higher
wages paid by foreign firms will be a measure of higher
skill levels in thelr workforces. The measurement of skills
in a workforce is g difficult job, fraught with problems
of definition. The measure suggested to the managements
of the firms inberviewed was that skilled labour should
mean treining "eguivalent to sn apprenticeship or above",
additiongl efforts were made to ensure that within each
pair of firms a standardised mezsure wes being used. A
crude indicator - tha percentage of the direet production
workforce with san "apprenticaﬁhip-equiValént" level of
skills was derived. The result is containsd in Tabls 5.7,
Table 9.7 Skilled Labour (Apprenticeship-Equivalent) as g

Percentara of Direct Production Workforce,

Pair Irish Firm Foreign Firm
1 23% 25%
2 10% 12%
3 2L 22%
N Na
5 Na
6 Na
7 25% 27%
8 7% | 11%
9 17% 33%

10 4% | 9%

ll__‘_ | ’ Na |

"Score" “"";~“ 6

-

Sourcea s Calculated from interview and questionnaire data.
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On thls crude indicator foreign firms appear to be
more skill intensive. This supports a finding by McNamara
and Sainsbury that U.S. firms are more skill intensive
in the plastics conversion industry than is the average
Irish company.18 The prasent sample contains no U.S.
owned firm in this industry. Two other factors may also
affect the higher payroll costs of foreign firms - multiple
shift working and the distribution of ths workforce between

production and other activities - both are examined below.

Labour productivity is a functlon of ths amount of
capital which is avallable to combine with labour. The
level of skills is also assoclated with capital-intensity.

The firm with the highest Capital ratio has the supsrior
Labour

Qutpnt ratio in sevan out c¢f eleven casus and the bast

Labour

Quitput ratio in six out of eight cases.

Efficiency units of Labour

In genzral the capltal intensity factor favours the foreign

firm. Intensity of labour in conjunction with capital may
also be a factor hers. One way of more effectively using
capital is multiple shift working. Three shift working

was observed for both firms in palr two and for foreign
firms four and ten. In both cases where only the foreign
firm is engaged in shift working, all three labour product-
lvity indicators are significantly higher than the Irish

counterpart.
In addition to skills and quality of physical capital

several other factors may be adduced to affect labour

productivity. These are, lavour, turnover, labour relations
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and general worker's welfare or working conditions.

Labour turnover in the sample is low (below 8% per annum

in all cases overall), it 1isg however concentrated in
particular skill groups and regional locations. Attractions
of labour rather than turnover 1s perhaps s better descript-
ion of the problem facing ons or two firms. The turnover
problem 1s an acute one for Irlsh firm 7, which could not
expand or fulfil all its orders Lecause of a shortage of
skilled toolmskers - which the firm itself tralns. Several
Irish firms felt that trained labour was being bid away

from domestic firms to the foreign ssctor by higher wages

(a suspicion supported by the evidence here). This

applied particularly to skillsed toolmskers. The foreign
firm in pair 7 had difficulty in attracting labour, but

this related to rather below average wages (unusual for a
foreign owned firm). Regionally, turnover was higher in and
around Dublin and this presented firm 195 with shortages of

female lzbour.

Labour relations were generslly felt to be good by
most of the firms - including those surveyed but not
included in the paired compesrisons. Unions generally were
sé8n as helpful and fair. Only two firms have been sffected
by industrial disputes in the past five years. Both are
foreign owned. One firm (F2) was affected by an inter-union
dispute on the manning of machines which did not seriously
disrupt production. The other case, however, was a seriocus
unofficial strike over a pay dispube. The managemant

created a graded system of payments according to skill levels.

ro
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Although the offer exceeded compzrable rates in the area
and was in ling with the Netional Wage Agreement, a
gserious disruption occured. The firm, which is U.S.

owned threatensd closure and this course of action was
seriously contemplated. (See Case Study 1 in Appendix to
this chapter). The dispute was settled with union help
and production returned to nozmal, and very profitable
levels, An carlier strike also caused the firm some prob-
lemg but was quickly resolved. There 1s a feeling amongst
some Irish managers and administrators that U.S. owned
firms "do not understznd" Irish workers and this may be

in evidence in this case. It is also noticesble that U.S.
managers are less fulsome in their prdise of Irish workers
than European managers (particularly Germans) though this

observations 1s based on a very small sampls.

In terms of the general welfare of workers, it was
suggested by an Irish personnel manager of a foreign
owned firm that foreign firms treat their workers in a
better fashion than do domestic firms. An example of this
is that all the foreign owned firms visiﬁed had workers'
canteens and some extra facilities for workers (social
club etec.) whercas it is the exception to find Irish firms
providing facilities in these fields., (One Irish firm in
the pléstic gector is an outstanding exception to the
general astatement). Casual observations of working coné
ditions bore this out also - seversl Irish firms were
operating in eramped, inadequate premises which were not

cornducive to good working conditions. Yaternalism is
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certainly stronger amongst continental European investors.

The effect of these better conditions on lgbour
productivity remalns an impondersble. However this, in
conjunction with a greater quantity of physical capital
to work with, higher skill levels and better rates of
pay, contributes to better foreign performance on pertial

indices of labour productivity.

(d) Partial Productivity Indices - Capital

Indlces of capltal preductivity require g valuation
to be put on thg services of capital in the pefiod under
analysis. Estimates of (1) the gross value of the capital
stock and (2) a rate of return measurement of the services
of capital are required for such a valuation. In the
present analysls, the insurance valustion of the firm's
capital (replacement cost) is utilised as the gross value
of the capital stock (K). To this figure an opportunity
cost rate of return of 15% per annum (p) is applied, on
the grounds that this represents the true cost of capital -

what 1t could have earned elsewhers.

Two indicee of capital productivity are constructed

from this valuation on the services of capital. They

are Qutout (0) and
Opportunity Cost of Capital (Kp)
Value Added (V&) - Table 5.8.

pportunity Cost of Capital (Kp)
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Foreign firms are clearly superior on the first indicator
but their superiority declinss when vziug zdded is used
jnstead of output. This 1s because their greater capital
intensity carries more welght when coupered fo value added -
also the removal of materisl inputs becomes important and
in general the materisl inputs of the foreign firm are of
better quality and spscificstion. In cons or two cases
where exact equivalonce of activities pzrforzed by the
Irish unit of a foreign firm with the domssticzlly owned
firm is not achieved, these inputs will be a clossr approx-
imation to the finished article. It was suggested in
Chapter II that access to better inputs wazs a major factér
in the better achievements of foreign firms. However this
is not such an important factor in these comparisons
because efforts have béen made to ensure that the firms
perform the same activities. Quality of inputs will still
be reflected in the price, thus decreasing value added,
however, The removal of three pairs of firms because of

lack of data probably bisses the "score"™ towards Irish firms.

Productivity of capitsal is relazted to the intsnsity
of use of that capital. In this respect, it has been
noted that multiple shift working 1s more prevalent in ths
foreign group. A further indicator is capacity utilisation.
A diffiéulty here was that firms looked upon full capacity
in different ways and so no conclusive results could be ob-
talned. Three firms,all foreign, reported non full capacity

+ .
vorking., Ons was the loss maker (F?). Firm F1l0 was

+ The definition of full capacity was lsft to the intervievce.



returning to full capacity working after a slump in

demand. Firm F4 was also not at full capacity but this
firm performs well on almost every criterion of efficiency.
It therefore seems that below full capacity working is

not necessarily detrimental to overall good performance

(in a relative sense). Full éapacity working is plaus-
jble for the remainder of the foreign firms and for Irish
firmg 1, 2, 8 and 11 because they have expansions in
progress or expansion plans to be put into effect in the

next two yesars.

A further factor is the age of the capital stock.
New machinery and plant will tend to embody improved
technology and can therefore be expected to yield better
results. In both groups most of the machinery dates from
post 1964, the exceptions to this being Irish firms 1, 10
(where the interviewee admitted that some of the machiner;
was archaic) 15, where modernisation was slowly taking
place and 13 where factory reorganisation was in progress.
Some o0ld machinery wes utilised by both firms in peir 11
but replacemsent was in both csses taking plrce. Apart from
the last case, the squipment in 21l the foreign firms could
be considercd up to date, the bulk of it post 1968. The
effect of this new machinery and production techniques is
clearly reflected in the results of the foreign firms. The
contribution of the technclogy embodied in the machines is

returned to in a later section.

Having considered pertial indiccs of preductivity,

the next section goses on to attempt to construct general
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indices of efficiency and to evaluate the firms on these

eriteria.

(e) Overall Efficiancy Indices

Desplte the differing formulations of efficiency
cfiteria, it is universally recognised that efficiency
relates output to inputs. The numérous formulations of
efficiency criteria derive from valuation and definition
of these two concaptss The overall efficiency indices
praesented in Table 5.9 are arranged by degree of sophisti-

cation,.

Index a (Table $.9a) relates total‘gross output to
total factor inputs. Factor inputs are measured by payroll
plus capital services valued at the 15% opportunity cost
rate of return imputed above; This index takes no account
of the importance of material inputs. Thils index suggests
that foreign firms in toto are more efficient thzn their
Irish competitors but that exceptions to this rule do exist.
(In this, as in the other two overall indices the omission
of three pairs of firms is likely to blas the "score" in
favour of the Irish firms).

Index b (Table 5.9b) presents net output (value added)
per unit of input. The pilcturs 1is substantially the sams,
Foreign firms are in the main better performers but this is
not overwhelming. In the sample, the proporticn of valus
added by the foreilgn firms is similar Yo that of their Irish

cempetitor - this shiould not be adduced zs8 evidence on the



whole population of forelgn firms however as this was a

condition of equivalence of the pairs.

The final index, Table 5.9c, may be termed an index
of social efficiency. Net putput is compared to an
opportunity cost valuation of factor inputs. As above,
capital services are priced at 15% per rate of return.
However labour is now priced at the shadow wage return of
£ 850 per annum. Thils wage 1is presumed to represent the
alternative earnings of employed labour, it ié derived in
a full cost-beneffit freamework in Chapter VII. Together
(Kp + W’L); vhere W* is the shadow wage rate, represent
the social costs of the factors employed. To bé complete,
the index should include other social bensfits in ths
numerator and other soclal costs in the denominator.19
External economies and éiseconomies should thus be included.
Because of the difficulties of quantification, such factors
have been excluded. However they are brought up again
belows On the index actually used, foreign firms perform
better than the Irish owned onesj only the loss maker records
a lower return per unit of social cost than its Irlsh counter-
part. The higher wages of foreign firms here do not con-

stitute a cost as in the other indices for only the opportun-

ity cost of labour employed is imputed as a coste.

The above sections have shown that foreign firms can
ba considered more sefficlont than the closest equivalant
Irish firm (in terms of product field and range of activity)

on almost any indicator of performance.
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The remalnder of this Chapter attempts toAlocate
the reasons for this phenomenon. A number of factors
may be responsible for the better showing of foreigh
firms including access to better technological inputs
emanating from greater expenditure on research or
relisnce on the forelgn parent for knowledge, superior
managerial inputs or a stronger sales and marketing effort.
Alternatively much of the observed differences may be due
to the factor of large scale production. Each of thaese
factors is examined in the light of its possible contrib-

ution to the differences observed agbove, ;

{£) The Role of Scale Factors.

It may be suggested that the findings of the analysis
are not the result of factors related to the difference in
ownership, foreign or Irlsh, but to differences in the
scale of production of the pair. The role of scals can be
examined with the aid of Table 5.10. Row 1 of the table
shows which of the firms in the pair is larger - the criterion
of assets or s=2les dogs not aslter the situation in any pair
of firms (i= Irish firm, f= Foreign firm). The remainder of
the rows show which firm performed best on seven different
indicators of efficiency (row 2 - 8) and row 9 shows which

firm was the most capital - intensive.

The final column of the table shows the number of
times that scale factors would predict "the most efficient

firm" on that criterion. The final column of row 9 shows
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the surprising result that the largest firm in the
pair is in six eases out of eleven, the least capital
intensive., From the results of this’column it is

apparent that scale is a good predictor of efficiency.

However, the role of scale factors falls into a
better perspective if the table 1s summarised in the
following way. If the scale fsctor were a perfect
indicator of efficisncy, the 26 cells in rows 2 to 8
(inclusive) of Table 5.10 should be 'i'. That is to
say all the indicators in columns 2, 3, 5 and 7 should
show a superior efficilency rating for the Irish firm.

In fact, of these 26 cells, only 12 display a superior
result for the Irish firm. Similarly, all the efficiency
indicators in columns 1, 4, 6, 8, 9, 10 and 11 should
indicate superior performance by the forelgn owned firm.
This 1s 45 cells in all. Forty-two of these cells do
contain superior performance by the foreign half of the
pair. The role of scale can now clearly be seen to be
often outweipghted by some other attribute of foreign
owned firms (in the cases where the scale advantage liss
with the Irish firm) but playing a suppﬁrting role in the

cases where the foreign owned firm 1s larger.

As an adjunct to this hypothesis, it should be noted
that scale cannot be considered to be independent of
the ownership dichotomy. Scale is a function of the

availability of factors and technology. The foreign firm

has distinct advantages in raising capitalj sccess to



parent's funds, credit worthiness and greater ease in
ralsing equity capital. The availability of know-how
may constitute a constraint on domestic firms. Reluct-
ance to expand (becsuse of fesr of loss of control or of
risk) was noted on the part of the mansgement of more
than one Irish firm, but was absent from the foreign

group.

In conclusion it may be sald that as an independent
factor, scale is not of sufficient importance to override
differences between foreign and Irish firms though it
exercises some influence on efficiency. Other possible

sources of such differences are now examinsd.

(2) _Research and Development

Evidence on the amount of expenditure on R & B by
Irish firms and the foreign subsidisries 1s presented in
Table 5.11. As a percentage of turnover, foreign subsid-

laries spend more on R & D within Jreland than do the

Irish firms. In addition, all of the foreign firms rely

to some extent on technical information and know-how

from their psrent firm - the product of past R & D¢ The
form of this asslstance varies - it may be blueprints,
formulae, patents or embodied in machinery and intermediats

inputs from the parent.

n
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Table 5.11 Research and Development
Pair |R & D in Ireland Notes on Foreign Firm
as a % Sales
Irish Firm Foreign Firm
Deve%opment Payment to parent for
1 6% 4%  Only basi¢ ressarch
2 1% 2-3% " Payment for know-how
: from parent
3 L% 2% "R & D technical &
royalty paymentsg"
b 0 1-2% 2% turnover psid fer
services
5 0 o] R &P from parent -
nominal payment
6 1% 0 R & D embodied in inputs
from parent
i 0 5% Payment for technical
services
8 2% 8% Payment for techniecal
information
9 3% 0 Payment for R % D,
drawings - 10% sales
10 0 5% Mainly 3% sales payment for
Design R &D
11 0 1% R &D from parent -
No overt payment
Score 4 6 NB '0!' = less than 1%
; sales
Source: Interview and questionnaire.
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Payment to the parent for R & D is g difficult ,
question to broach because of the difficulty of gilving a
price to knowledge, which has costs of creation, but
once created has the characteristics of a free good.go‘
It has been suggested that one source of advantaga of a
foreign owned subsidiary is that R & D will be available
to 1t at a price equal to the marginal costs of creating
the knowledge, whereas an outsider must pay a price
gquivalent to average costs to obtain the same good. As
marginal costs of this type of knowledge are usually low,
this will constitute a major advantsge for the foreign
subsidiary. Also much of the knowledge 1s "proprietory
knowledge", encompassed within a firm but unavailable to
units outside the firm - brand names, secret ingredients

21 A frea market

and special technliques sre of this typse.
price for this kind of knowledge doss not exist becauss

of barriers both natural (the knowledge is embodied in

a process) and artificially created by the owners. Two
criteria possible for the evaluatioh of the worth of

R & B transferred are (1) its cost of production, (2) its
economic worth to the recipient (and the latter 1is necess-
arily a subjective judgement). As no data were available
on the costs of producing the transferred information, the
subjective judgement of the recipient firm's executives

was used as the measure of the value of the transferrsed

information.,

A1l eleven foreign ownsd firms rely to some extent on

the parent for R & D in addition to the research they carry




out in Ireland. 1In some cases the transfer represents a
subsidy to the Irish unit. 1In one case (F11) no payment
at all is mede, intra firm knowledge having the classie
characteristics of a free good. Firm F5 pays only a
nominal sum which is less than the worth of the knowledge
to the firm and may repreéent an amount equivalent to

the marginal costs of the R & B. In thrse cases, F4, F9,
F10, the execubive interviewsd confirmed that the payment
was unrelated to the worth of the transferred kncw<how and
represented an over-payment to the parent. 1In one case,
this was the result of a fixed payment having been agreed
at a time when the services ware "worth" the amount paid
by the subsidlary and this payment was maintained after
the expertise had hecome less important to the Irish unit.
The other two explalned that this was a method of moving
profits within the firm and that the payments werae not
related at all to any notion of economic worth or costs,

vhether average or marginal; to the parent.

Despite this reliance on the parent, foreign firms
overall appsar to carry out a greater smount of R &D in
Ireland than do their Irish competitovs; The picture of
R & D presented here is reflected at national level -
research is divided into 82% on development,; 15% on applied
research and only 3% on basic research (1972).22 This
of course is a reflection of technoleogical dependenca, a
major feature of which is the large proportion of foreign

firms in the high technology sectors of Irish industry.

(See the following discussion). The patbtern of this small
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sample 1s also repeated with regard to the low R & D
spending of Irish firms at national level. If future
performance is related to present RA& D expenditure,
then Irish firms are liable to fall further behind
their foreign competifors who have access to ongoing

R &D. This discussion of R & D needs to be set within
the wider framework of t he overall technological impli-

cations of DI to Ireland.

() The technological implications of FDI

The technology factor underlies many parts of the
foregoing analysis. This section aims to make the
importance of technology more explicit by analysing three
major issues in the Irish context. These issues arej
(i) the strength of the "technological multiplier", (ii) the
phenomenon of technological dependence and (iii) an analysis
of Ireland's technological "needs" and a review of the opt-

imal means of obtaining technology.

Technology has been identified as a crucial element
in economic growth. Denison, in particular, referred to
the importance of growth due not to an increase in the
guality of physical factor inputs, but to an improvement
in the knowledge content and technigue of production (the
reslidual factor in economic growth)%3 The production
of technology is an awkward case for welfare economics -
the production of knowledge requires large inputs of
factors befors it can be realiscd and thererore knowledge

producers must receive a prospective reward. However,
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once knowledge has been created, optimality requirements
are that it should be freely avallable, because use of

1t by one producsr does not preclude its use by others.2
In the modern capitalist world, producers of new know-
ledge are rewarded by a (temporsry) monopoly position.
Control of technology is thus a vital feature in the world
gconomy, because of this monopoly situation. Because of
monopoly rewards, the return to the creator of knowledge is
influenced by the size of the market availabls %o him 25 .
also because of the large quantity of resources requirad
and the large inherent risks, blg firms and organisations
are favoured. Hence the dominant position of U.S. firmé
in knowledge creation derives from the large market (and
the importance of Government patronage) and the fact that

they can marshall vast quantities of speclalised resources.

Punning has given the name "propristary technclogy"
to knowledge owned or controlled specificszlly by
particulsr institutions°26 Such technology is transmitted
almost entirely by FDI or by licensing agroements. Non-
proprietary technology is more easily available through
technical assistence, invitation, purchases of goods
and so on, but it is less importsnt becsuse 1t is not so
clossly linked to vital production processes, techniques
and maﬁagerial control as is proprietary knowledge. It
is the closeness of the links between technology, prod-
uction processes and managerial techniques which provide
the unigue advantages of international firms. It is also
proprietary technology which is the most jmportsnt feature

in technological dependence.
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(1) The technological multiplier

The previous chapters have shown that FPI 1ig
directed into growth sectors, that it can incorporate
several beneficial features such as market access,
modern production processes and efficlency and that it
has helped to ease certain severe policy problems such
as employment creation. Concern is here not with the
internal efficiency and growth of the foreign sector
but with the transmission of technology to the domestic

sgcbor.

In theory the importation of technology through
FDI will (1) increase éfficieney and productivity through-
out those sectors in which it is employed, (2) reduce
factor costs for the users of the output, (3) stimulate
other innovation and (4) encourage further R & D to
maximise the benefits of the innovation, The access of
the international subsidisry to the research of the parent
firm, frequently at below arms-length prices, (the price
for the subsidisry will be equsal to the marginal cost of
the resesrch rather than asverage cost which an outsider
would have to mset) is an important part of the success of

internatiocnal firms.

However, transmission of this knowledge through the
economy has been less successful. Within the same sector,
dualism has provided a barrier to improvement of the

domestic sector. Domestic and foreign firms do not in many




cases produce the same products and cannot be said to be
in direct competition bsecause foreign firms service the
export market whereas many domestic firms are engaged.
in import substituting. Wesknesses 1in the domestie
economy deriving from small scele firms and unresponsive-
ness to change alsgo inhinits transmission. Transmission
of nev technology through input-output links is inhibited
because of ths weakness of such linkage effects. The
output of foreign firms is exported and in the main 1s not
in intermediate goods production or producer's capital
goods except whare these are desiined for other units
within the firm. These are scme examples of Irish firms
having to improve standsrds in order to supply foreign

firms,27 but such examples are few,

Stimulation of domestic research through effects via
demonstration, competition, radistion and encouragement
have been small because of the small scale of Ireland's
research e¢ffort; which is in some part a consequence of
rellance on FDI, Considering first the private sector
R & D in Ireland, Table 5.12 shows that this is mainly
development, with basic research in Ireland being limited
to the food and drink sectors. This is moreover severely

concentrated as the list beslow shows:

Percentages distribution of total expenditure on

R&D (1969)
First b4 companies 43.,3%
First 8 companles 51.8%

First 20 companies  69.0%

First 40 companies 81.9% 28
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Table 5.12 Business enterprise sector - expsnditures on

R &D activity by industey grouns 1969 (£000s)

Industry Group

Typs of R & b activity (x £1000)

Basic Applied | Experimental|Total
Research | Research | Development
Mining & Peat - 13.0 82.4 95 .1t
Electrical,Blectronic | - 36,0 296.9 332.9
Chemicsls & Brugs - 61k 174.6 236,0
Transport Equipment - - 10k ,2 104 .2
Fabricatsd Metal

Products - - 79.2 79.2
Machinery - - 15.8 15.8;
Food & Drink 67.0 1k5.3 LOO L 61247
Textiles - 5ok 73.5 78.9
Rubber & Plastics - 10.1 6.1 7.2
Stone, Glass, Clay,

Cement - i4.0 71.9 85.9
Paper & Printing - 9.0 5742 66.2
Wood & Furniture - - 8.2 8.2
Other Manufactures - 15.9 113.8 133.7
Utilities - 49.6 289,k 339.0
Construction - - 16.9 16,9
Transport & Storage - -- 66.2 66.2
Communications - 5.0 40,0 45.0
TOTAL 67.0 368.7 | 1,954.7 249390k
Per cent (all groups) | 2.8 15.k 81.8 100.,0

Sources

Dovelopmant in Ireland” 1969,

Table 5.4t page 35
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Irish industry is heavily dominsted by small firms (who
cannot command the resources necessary to carry out
their own R & D) and by foreign owned firms (who have
strong reasons to centralise R & D facllitles and there-
fore perform no basic ressarch in Ireland). Despite the
fact that foreign owned firms in general spend more on
R & D than their Irish competitors within Ireland

this is basically development expenditure as Table 5.12

verifies.
Borrowing of know-how is very important as Table 5.13

shows. How much of this is contracted by foreign firms

cannoﬁ be ascertainsd.
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The reported total of £ 0.93% million was an increase
of 73% on the 1967 figure (£0.539m) which shows an
inecreasing Irish deficit on the "balance of tachnology".29

This picture is further strengthened when the Govern-
ment sector is introduced; Ireland has had little reason
to engage in the large scale ultra expensive resesrch that
the "superpowers" hsve uvndertaken. Nor has the state had

occasion to farm out R & D to the private domestic sector.

State R & D has been concentratzd mainly in the agri-
cultural sectors as Tables 5.14 and 5.15 show.
Table 5.14% Government Sector - R & D expenditure by fields
of activity 1969 and 1967 (x 1000)

Field of R & D activity R & D expenditurs
Agriculture, Forestry,

Fisheries 3,100.3(65.7%) 2,240.1(70.6%)
Construction 193.2(4.1%) 101.9(3.2%)
Transport (inc.Meterology) 153.0(3.2%) 71.7(2.3%)
Telecommunications O k(~) O.U(-)
Health 45.8(1.0%) 15.4(0.5%)
Incustry 671.6(14.2%)  385.7(12.2%)
Development Areas + 195.2(4.1%) 191.4(6.0%)
Miscellaneous ' 93.5(2.0%) 43.2(1.4%

Sub Total I, 535.0(94.4%) 3,049.8(96.1%)
Social Sciences 262.5(5.6%) 122.8(3.9%)

TOTAL 4,715.5(100%)  3,172.6(100%)
* within the state. e noinly physical planning

(An Foras Forbartha)

Sources Murphy and 0'Brolchain (1971) op. cit.
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Table 5.15 _Govermment Sector - Total Intrsmursl R & D

expenditure by the main agencies (1969) £ million,.

Agency 1969 R & D % of
Expenditure Sectoral Total

-

An Foras Taluntais 2.45° 52,0

Institute for Industrial R

Research and Standards* 0.73 154

Department of Agriculture s

and Fisheries 0.72 1543

An Foras Forbartha' 0.30 6.4

Forestry Divigion '

(Dept. of Lands) 0.12 2.6

Fishsries Division (Dept. | |

of Agriculture & Fisheries) 0.09 1.9

Geological Survey (Dept.

of Industry & Commerce) 0.0k 0.85

Central Bank . 0.035 .0.7
 Bord Iascsigh Mhara (Sea

Fisheries Bosrd) 0.026 0.55

Meteraloglical Service (Dept.
of Transport & Power) 0.02 0.5

¢ Figures include all technleal work and services (apart
from R & D) performed or provided by the respective
research institutes. i
+ R & D expenditure has increased markedly sincé 1969
and provisional estimates (by the bodies themselves) for
1972-73 are - An Foras Taluntais £ 3.60 million

| I.I1.R.S. £ 1.67 million

An Foras Forbartha £ 0.50 million

Source: National Science Council (1972) "Irelsnd - backeround

ATt

report on Science and Technologsy'. Compiled by

Dairmuid Murphy.



The above factors prove the point that the incentive
to invest in R & D in Ireland and the ability of the
private (and to a lesser extent) the public sector to do
this have been very weak. Investment in R & D for the
agricultural sector is an exception to this and it may be
said that investment in R & D has reflected static
comparative advantage. However Ireland is manifestly
attempting to break awesy from this situation by indust- -
rialisation. She may be characterised as a sociaty that
is technologically dependent in the new fields into which
the developmant strategy is leading. The phenomenon of
technological dependence is the next stage in the analysis

of technolcgical features of FhI.

(ii) Technological Dependence

The centralisation and concentration of R & D (as
well as wealth producing capital, marketing skills and
so on) in several advanced natibnal economies has led to a
feeling of insecurity amongst the "pefipheral" nations;
this feeling is expressed as a fear of technological
dependence. Thsare is a large element of mere nationalist
feeling in this concept. There is also, however, the fear
that national eccnomie growth may be inhibited by the
control of technology exercised by the international firm,
As well as the problem of reliance on "outsiders", concern
i1s also expressed at the barriers to entry in many industriss
which 1s the consequence of control of technology. Control

of technology is likely to be a major part of the globsl



competitive strategy of the international firm.3o As
this is linked to global marketing control, most
countries fear the imposition of restraints on their
freedom to manoceuvre or the necessity to accept
ngonditions™ such as restrictive export licenses.
Concarn is also expressed as to the price to be paid for
the technology; particularly as there are a few guides
to what a competitive price, let along a "just price"

should be in this field.

In the case of Ireland, additional and rather more
concrate problems also arise. The "brain drain" problem
is clearly linked to the small proportion of econonmic
activity requiring high level scientifie manpower. A
recent survey estimates thet about 60% of Irish graduates
leave the country permanently.31 Such a loss of human
capital, with no counter-balzncing inflow of income
represents a severe economic, as well as social, loss to
the country. It is a direct result of the increasing
spatisl inequality in the distribution of productive
resources, in particular of production ?equiring high
level skills.32 This problem is a major factor requiring
attention in Ireland's development strategy, in particular

with regard to means of obtaining technology.

The second concomitant problem 1s that technology
derived from advanced nations embodies a reaction to
thelr factor price structure, and therefore is usually
too capital intensive in relation to the factor endowment

of the recipient. This problem has been reviewed above.
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(111) _Ways of obtailnine technology

Sevearal strategies can be suggested towards
technology:- (1) a country can pérform its own R & D
and technology, (2) licensing of technology from foreign
producers either by state or private firms can be
encouraged, (3) FBI with a technological background
can be accepted, (4) goods can bs imported and (5) the
country can go without technological advances. Each of
the above courses hes 1ts own Implications and cosgts
and each may in some circumstanceé be the appropriate

course to followe.

The last course of action (5) sbove is ruled out
for many countries because of the close connection felt
to exist between growth aad technological advance (ths
view that much of this growth is spurious or undesirable
must not be allowed to obscure the belief of many
countries and policy makers in this connection).33 Tha
problem thus becomes transmognified intec the question of
how to obtain technology rather than whether or not to
obtain it. Dunning correctly puts the view that it is
not the production of technology but the way the know-how
is used which determines economic developmento3u This
however is to sbstract too much from the problems of
control and the political implications of economic develop-
ment. Economic development is not a one-dimensional con-
cept and self-control of the country's development strategy

is an important facet.
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A second course could be the importation of goods
embodying technological advance, in particular capital
goods. Thils 1s not a feasible method of obtaining
proprietary technology, as such knowledge cannot often
be embodied in capital goods. It is more frequently
expressed in forms such as blueprints, formulae or
contained within a caucus of skilled personnel.

However this presents a relatively cheap method of
obtaining technology in those fields where it can be
found. These fields tend to be those with stable fixed
techniques which are not the fastest growing sectors or
those where internstional competition ié limited (sectors

such as textiles, metal smelting, wood and apparel).

In the advenced technology fields the cholcee is
thus threefold: to carry out R & D, to license know-how
from foreign owners and thus retain national control of
its application or to encourage FDI. The costs of each
nethod are crucial. In many fields the costs of domestic
R & D, even if funded by the state, are prohibitive
(nuclear power, computers for small states). Competition
with the U.S., across the whols range of scientific know-
how is impossible for any single state in the West.
Consequently if this means is to be followed it must be
concentrated in s small area. The question of exactly
where this research comparstive adventage "lies" is an

extremely difficult one to answer.

Licensing is frequently felt to be as expensivs as

recaiving FDI in terms of returns to the foreign owner
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and in addition licensing raquires complementary
domegstic factorss management and marketing skill., Many
domestic Irish firms have licensing égreements with
foreign firms as this chapter snd Table 5.13 demon-
strates. Unfortunately, a full scale comparison of

costs of licenses with FDI csnnot be undertaken here
because of the lack of information. The type of know-
ledge transferred may also be of a different nature.
Where a domestic firm is esgtablished in a particular
field, licensing may be a good means of maintaining that
firm's advantage and payment for the license should
raflect its worth to the licensee and assuming on approx-
imation to competitive conditions, to the recipient
country also. An important asdvance in this field may

be modelled on Nitrigin Eirsann Teoranta (WET) - the
state owned nitrogenous fertiliser industry. NET received
licensed technology from abroad and established a plant
to supply the domestic market. It may well be that with
state finance and bargaining powsr backing advantagecus
terms were forced. This form of solution may be a good
model where a stsble home demand is pre;ent. However the
risks and lack of marketing experience and know-how and
lack of overseas distribution facilities, as well as

management skill, may limit the spplicability of this model.

The encouragement and acceptance of FDI wiil often
be the only means available of gaining access to new
technology. Control of technology and marketing outlets

areé two key factors in the international company's strategy%’




Because these are significant entry barriers, loss of
control means increased compstiticn, loss of markets
and the loss of the opportunity to schieve returns on
past investment in R & D. The choice must often be
either to do without advanced technology industries or

to accept FDI,

To return to ths spacific Irish sciencs policy,
or the search for an area of research comparative
advantage,; sectoral reviews are being undertaken and
the area of microbial fermsntation ls under spscial

36 It is clearly impossible at this stage to

analysis.
suggest exactly where the alternative (to FDI) strategy
should begin by implementing Irish R & D but several
pointers can be derived. Agriculture based research
is elearly important and an extension into food technol-
ogy is a logical step which is belng encouraged. Other
areas must clearly be of a footloose nature as no other
large natural resource base-is extant in Treland (migeral
technology may be attracted by the recent discoveries
but this is an area of fairly stable technology). This
policy of search should be continued as'in the long term
the possibility of ressarch bssed industry (probably with
extensive state support) in ons area presents a possibility
of reducing thé brain drain.37

In most areas however, Ireland will continue to rely
on foreign technology. Both the form of the acquisition

of know-how and the terms on which it is obtained will




continue to be important. As the domestic industrial
sector develops and as new areas of home demand become
apparent, the trend will be from FDI towards licensing,
with the role of the state being very important. As the
EEC pulls closer together, pooling of Buropean resources
in R & D may lead to more reliance on ELC projects (with
somg Irish inputs and presumably benefits for Ireland).
However, despite the search for selective areas of tech-
nological advantage there will remain many areas where the
chief assimilation of technology into Ireland will remain

through FDI,

(3) Management and Control Factors

It is frequently suggested that foreign owned firms
owe their superior performance over domestic firms
largely to better management. Ssrvan-Schreiber suggested
that the superiority of U.S. corporation in Europe was
due to organigational skill,38 Caves modified this
suggestion and made it more relevant to prcductive enter-
prises by describing the foreign firms' advantage as
being knowledge about how to serve a market or differ-
entiate a product.39 The exlstence of such knowledge
within t he management body means that the advantage

becomes transportable across national frontiers whilst

remaining within the firm.

In contrast, the Committee on Industrial Progress
"General Report" (1973) criticises managers of Irish firms

as being unadventurous, over-orientated to production and
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constrained by directors who resist change of factor
prices.ho The quality of management is a very difficult
concept to measure. Educational attainments are a verj
poor proxy for managemient ability and management techniques
are difficult to compare and evaluate unless a vast amount

of information is available.

Casual observation shows that managers of foreign
firms are better qualified, and although some of the
Irish firms employed ycung and well qualified managers,
these were a minority. Management techniques, organisation
charts, training schemes for managers, market research and
so on were only just gailning acceptance in the Irish group,
vhereas such techniques were an integral part of all the
foreign firms' operations. Two instances were encountered
of over-conservative directors inhibiting the expansion of
Irish firms. Ons case of outright hostllity to any modern
management techniques was also met in the Irish group.
Beyond such observations no attempt was made to compare
management techniques because of the problems above and

because of confidentiality problems.

However within the foreign group, an attempt was
made to discover if profitability could be related to the
degree of foreign control., Two proxy variables were used
to measure the closeness of control of the parent over the
Irish unit. These are (1) the pesrcentage of the directors
of the subsidiary who are non-Irich nationality, (2) the

percentage of squity of the Irish unit held by the foreign
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parent (or parents). The sample was extended to 14 by
the addition of three firms not included in the "pairedn

comparisons.

Table 5.16 Profitability relsted to the Percentage of
Foreign Directors

1 2 3 L
4 of Foreign Number of Weighted Average %
Directors Firms Average + Exports
Profitability
0'25 1 507 0
26-50 6 14,2 ' 22.1
51-75 3 11,4 38.3
76-100 4 14,6 86.5
Total 14 14,1
+ Total Profits = 1k
Sum of Net Assets 2 Pi
L=1
14
Z  NAi
L=1

Where i is the firm in question (L= 1,2, ...1lh)

Source: Aubthor's calculation frcm interview and
questionnaire.

As Table 5.16 shows the degree of fcreign control, as
measured by this indicator, varies greatly. It is possible
to make only a very tenuous cass that greater closeness of
control within the foreign group leads to higher profit-

ability,
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Table 5.17 Profitahility related to the Depgrece of

Foreign Control (Equity Ownership)

1 2 3 k
Proportion of Number Welghted Average %
Equity Foreign of Firms Average Output
Owned Profitability Exported

50-99% 6 14,00 33.k
100% 8 4.2k 52.1
14 14,10
gource: Author's calculation from interview and

questionnaire,

On the second proxy variable, equity ownership, it is
by no means convincingly shown that 100% owhership
producés better performance. However it is a surprising
by-product of the analysis that both the proxy variables
of control are closely related to the proportion of output
which is exported. It may be felt that sales on the
domestic Irish market are facilitated by Irish directors.
It should also be noted that 100% exporting firms are much
less likely to have local shareholding (perhaps becauss
they have a more integrated sales strategy) as these may

pProve an unnecessary encumbrance.

An additional finding is that foreign firms employ a
large number of Irish nationals as managers. In the
"paired" sample of eleven foreign firms, seven have an
Irish genecral manager and in all but one foreign firms,
thers is at lgast one top policy making post held by an

Irishman.

270




This policy of employing Irish executives is an
important finding 1n view of the concern within Ireland

b1

that foreign firms are creating only "low grade jobs",

(k) saleg and Marketing

The sales strategy of a unlt within an internaticnal
firm depends, to some axtont, on the overall policy of
the firm. This can vary from a fully integrated world
naetwork with markets allocated to particular subsldiariss
by the head'office, to a loose form of division whereby
each unit sells to any market in which 1t gazins a foot-
hold, In the sample the foreign firms sre more export
orientated than their domastic counterparts as Table 5.18
shows (the fipures are for 1972). The sample of foreign
firms is however much less expert orientated than the
population from which it is drawn. This arises because
of the lack of comparable Irish firms where foreign firms
are entirely export orientated. 1In the present sample
four pairs 5, 6, 10 and 11 are producing purely for the

home markete.

The sales strategy of the firms within the foreign
group varied greatly. A comprehensive global marketing
strategy exists for firms F9 and F10. In firm 10,
the unit in Ireland has not been assigned any e xport
markets from head office and'therefore produces only for
the Irish market. Whether this was for reasons of cost
could not be gscerteincd. PFirm FQ hos no sales departzont

(except for spares) and therefore hes no selling cocsts,




Sales, and the destination of exports are therefors

completely controlled by the parent.

Some Irish subsidiaries felt that they operated
with considerable autonomy within a global policy con-
trolled by head office. This applies to firms Fl, F2
and F7. Firm F7 has a sales department for Ireland only -
export sales are handled by the parent firm. A looser
structure is evident for firms Fl and F2., Fl has a
separate sales and marketing department and has consider-
able discretion within a group policy. The manager sald
that real control over sales was in the hands of the ‘
subgidiary itself. Firm F2 operates roughiy in this way
but the group co-ordinates sales actively - this means
that units arg given fesponsibility to gell their own
products though competition between the units is avolded -
also one unit does not sell the production of another
unit. It is interesting to note that the manager of this
firm believed that market trend information from the parent
was more valuable to the Irish Unit than was technical know-
how. Notification of trends and swift response to this
information he felt to be vital ingredlents of business

Success.,
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Table 9,18 The Export Orientation of the 22 Firms (1972)

Pair % of Outpﬁt Exported {1972)
. Irish Firm Forelgn Owned Firm

1 90 | 70

2 0 4 2

3 55 - 2

ly 0 Y5

5 0

6 0 -0

7 2 60

8 %0 98

9 18 96
10 0 0

11 0 1
1Scors! 2 6

Source: Author's calculation from interview and
questionnaire.

The other firms F3, Fit, F& and F1ll were given
autonomy in sales matters. Firm F1l felt that its
independent sales effort was very important in the
company's success (1t is however noteable that little 1s
exported), Firm F4 relies on the parent firm for sales
outlets as the bulk of this subsidiary's sales are to
thé parent's home market. Tha sales departments in
pairs 5 and 6 were unimportant because of the nature of

the products and so the foreign parent's role was minimal,
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In making a gensralisation from the above details,
it should be borne in mind that "market access" is
frequently held to be a factor in the package of advantages
that foreign investors carry. The present set of firms
are not the best from which to extrapolate because they
are unrepresentative in their export content., However
the reliance on the parent for sales information and out-
lets 1s important. Not all are part of a global strategy
but use of the parent’s outlets and sales department is
an important constituent of success. For the import
substituting firms, sales departments for Ireland are seen
as a vital aid to successful operation as the following

paragraphs help to show.

A comparison of the sales efforts of foreign firms
with their Irish competitors shows that the former group
devote more attention and resources to this part of the
business. The division of manpower within the firm is
taken as a proxy of the total resources devoted to the
various activities. Table 5.19 presents the distribution
of manpower between managerial/administrative tasks, sales

effort and direct production in five pairs.
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Table 5.19 The Diviéion of Manpoweyr in five pairs of firms.

Pair| 1 % of Manpowsr in | 2 % Manpower | 3 % Manpower
Management Devoted to Directly engaged
Administration sales effort in production
Irish | Foreign Irish|Foreign | Irish Foreign
firm firm firm |firm firm fivm

1 25.0 15.0 6.2 [10.0 68.5 73.0

2 16.k 194 .6 J11.1 71.8 65.2

7 15.9 22,9 3.0 5.7 82.0 714

8 10.0 5.8 2.5 2.5 87.5 91.8

10 16.4 23.7 3.3 4.9 78.7 71,4

Sourca: Author's calculation from interview and
que stionnaire,

In four cases out of five the foreign firm devotes a
greater proportion of personnel to sales - in the other
case the allocation is the same. The low level of sales
effoert in the Irish group reflects the situation through-
out Irish owned industry according to the Committee for
Industrial Progress.h’2 The sales efforts of foreign firms
are often aided by the use of well known brand names
(a demand side analogue of patents) which create areas of
monopolistic advantage. As part of seliing costs, foreign
firms spend heavily on advertising within Ireland: eleven
of the top 20 spenders on advertising on television are
foreign - as are nine of the top 20 on radio, including

43

the top spender in each category. This 1s however a
vast understatement 6f the advertising effort of foreign
firms who spend heavily on the U.K. msdia (press and

television) which is availzble in Ireland. The sales

275




effort of foreign owned filrms who produce for the hone
market create a strong stimulus to demand and this
represents a further source of advantage over their Irish

competitqrs.

(1) Mechanisms of Transmission of Efficigney to the

Domegtically Owned Seckor.

This chapter has so far been glmost exclusively
concerned with what may be termed "internal éfficiency".
Thus it has been shown that foreign firms may be viewed
as more aefficient than their Irish counterparts on
various indicators. They will thus ralse overall average
gfficiency when included in an aggregate with Irish firms.
However it remains to show if forelgn firms themselves
éontribute anything to the efficiency of the Irish owned

sector,

The first pqssible set of mechanisms are thoss
vhich operate through the normal input output transactions
natrix of the economy., The output from a foreign firm
used as an input to the Irish firm may raise efficiency
by forcing the adoption of new techniques or simply by
being of high quality, caunsing less waste or embodying
technical advances. Alternatively by demanding high
quality or up to date inputs from the domestic sector,
efficiencies may be improved. Such meéchanisms are limited
however by the export orientation of foreign firms and
the low linkags effects between the foreign and domestic

sector (chapter IV). In the swall sample of this chapter,




none of the Irish firms supplied a sizeable amount of

output to forelgn owned firms in Ireland,

However one mechanism that was in operation is the
creation of a pool of skilled managers within Ireland
vhich encompasses both the foreign owned and the domestic
sector and betwaen which groups a flow of maﬁagers is
developing, in both directions. Many innovations in the
domestlcally owned group have been brought about by
managers who have worked st some stage for a foreign
owned firm in Ireland. (Four instances of this transfer
from the fcreign group to Irish firms was found, but
this seems too high a figure to be repeated at the level
of the population of firms). Transfer of course occurs
the other way also. This phenomenon has had a further
major benefit -~ a "reverse flow brain drain" of Irish
born managers back to Ireland, perhaps at first with a
foreign company, who eventually transfer to the domestic
sector., Such people often became entrepreneurs in the
sense of launching new business ventures. This supports
the hypothesis that Irseland has not lacked entreprensurs
but rather has lacked the conditions for the channelling
of entrepreneurial abllity. Howsver such entrepreneurs

were trained abroad.

Two other areas of efficiency spin off may also be
isolated., Firstly (and partly as a consequence of the
creation of a cross-ownership pool of managers) managerial

techniques in the domestic sector have profited from the
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demonstration effects from the foreign owned sector.
Secondly the entry of foreign firms has lowered the
search costs of finding profitable opportunities for

new entrants and established firms. Areas of opportunity
for future profits have been pointed to by these new
entrants. Observation and invitation of both management

techniques and technology at close hand is of this kind.

Technological transfer has been limited by the
weaknass of the domastic sector and by the pervasivensss
of proprietary technology in the internationgl firm
(technology owned or controlled by the specific institution).
| There.are examples, in the plagtics and metals gector
where the domestic sector has taken advantage of non-
proprietary technology by licensing agreements, demon-
strations and so on and has acquired technology from foreign

firms or after a stimulus from them.

Finally the increased competition (and demonstrations
of success) from foreign firms has provided a "salutory
Jjolt" to the domestic sector - in the words of an Irish
firm's manager. This has, in the main;-been limited to
very few sectors becsuse of ths different sectoral bias of
the two groups, but in one or two areas it hes proved an
effective means of increasing competition. The deeline
in protection however has in most areas done more towards
this end than has the entry of new firms, although 1t 1is
possible that new entrants have a more immediate galvanising

effect,




To conclude this section, the judgement must be
that the efficiency inecreasing impact of foreign firms
on the Irish owned sector is limited. It is limited
by the lack of sectoral overlap between the two groups
and by the low level of linkages between them. In the
long run howaver the demonstration effects through the
close contacts which exist between the mgnagers of the
two groups and the interchange of executlves, may have
an important beneficlal influence on the efficiency of
the Irish sector. The technological inflow may also
prove of use tc the domestic sector if problems of the
proprietary nature of much of the information can be
overcome and if the technology is acquired in the most

suitable way = which may not be FDI,

Section 4. Conclusions.

Any conclusions about the efficlency of foreign
owned firms in Ireland which derive from the above data
nust be hedged by consideration of the small and biased
sample from which the conclusions are drawn. The need
to pair firms to draw cbhservations from firms producing
the same product meant that many foreign firms had to be
excluded, This 1s particularly trus where the foreign
firms are exporting 100% of their output. This non

comparability problem reduces the scope of this chapter.

The analysis dogs show that there is no mystical

element in the superior performance of foreign firms and
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that the plecture is not one of unalloysd foreign
superiority. The evidence suggests that some difference
exists in the production functions of the two groups.
Such differences exist in the combination of the primary
factors, capital and labour and in the use of inputs.
Foreign firms tend to be more capital intensive and to
use a nore advanced technology, deriving from a greater

R & D input. Labour too tends to be mors highly skilled,

Material inpubs into foreign firms are of a higher
quality; technological know-how is more freely available
because of information flows within the firm, such know-
how may alsc be avalilable at a price squivalent to its
marginal cost, whereas outsiders to the firm (non ownsrs
of the propristory technology) would have to pay a price
equivalent to average cost to obtain it. The importance
of intermediate inputs is shown by the difference between
output ané value added, but there is little evidence that
the foreign firms in the sample are low value added firms -
per unit of input they add a higher proportion of value
added than do the domestic firms. Such’specialised high
guality inputs contribute to the differences between tha

two groups.

The investigation confirmsd expectations on R &D
and sales effort. Foreign firms rely on the parent firm
for R & D, However they also perform more R & D per unit
of output in Ireland than do Irish firms. The value of

the R & D suppiied from the parent cannct be judged by




the price that unit pays or by the cost to the parent.
However such intra firm information and the adaption work
dons within Ireland are of great importance to the Irish
unit. The sales effort of the Irish subsidiary is tailored
to fit the overall strategy and structure of the foreign
company to which it belongs. Nevertheless a large share

of the resources of the Irish unit is usually put into

the sales effort. FEmphasls on the importance of this sales
and marketing effort serves as a corrective to seseing
efficiency purely in supply sids terms. This sales effort
is not confined to firms selling directly to the final
gonsumer; intermediate and capital goods suppliers in the

foreign group also record large sales efforts.

The role of management was found to be difficult
to isolate. Through its function as co-ordinator and
combiner of resourceg,; management clearly ié responsibls
for the performance of the firm. However no separate
indicator of management ability could be devised to compare
the two groups. Although the degree of foreign control
was not strongly related to profitability within the foreign
group it was, interestingly, strongly related to the degree

of dependence of the foreign firmn on exports.

Scale factérs and capital intensity were generally
more important in the foreign group. However scale
factors were seen as determinants of efficiency only when
they were not overridden by other advantages, such as

embedied technology, capital intensity and presumably
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bettor management., Foreign firms in geheral used more
capital intensive technologies but this was by no means

always the case,

The contribution of the forelgn sector to the
economy in terms of afficiency was found to be limited
by structural factors within the economy and by the low
linkage effects of the foreign sector. However, management
contacts both formal and informal and the creation of a
pool of skilled managers within Ireland, were found to
have produced some spillovers of efficiency and this was
expected to increase in the future throﬁgh interchange of

ideas and personnel.




Appendix T to Chapter V - Case Studies of Foreien

Investmant in Irsland

The -following cases are not necessarily included in

the paired sample of the preceeding chapter,

Case 1
Nationality of Parent Firm - UeSo

% Foreign Ownership 100%

Location - Non Designated Area,
large town

Industry - Electrical Machinery

Sales - £1,200,000 (1972)

Employment - 230

This wholly owned subsidiary of a large American
parent company vwas founded in the period between 196% and
1966. It is almost entirely export orientated (96% of
production in 1971) and supplies mainly the European
market, although there have been occasions when exports
have been directed back to the parent company. There is
some division of production between the U.S. parent and the
Irish subsidiary. The Irish unit has no selling organisation,
sales are arranged from the U.S. and there 1is also a
selling organisation in the U.K. and one othsr in the E:C,
The firm thus has no selling costs. Also no R & D is
carried out in Ireland, all drawings and specificatlons
come from the U.S.A. The company was considering trans-

ferring scma development ard modification work bto Iveland.
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The parent-subsidiary relationship is very close -
the subsidiary sends full accounts monthly to the head
office. There is a strict percentage (of sales) payment
from the subsidiary to the parent for "general services",
Profits are made and held in Ireland -~ a large share of
profits are at the momsent being ploughed back and the
interviewee explalned that the rest is held in Ireland,
though in what form was not specified. Expenditure
transfers within the firm are looked at from the "group
point of view", which means that transfer pricing is used
to allocate funds within the group and to avoid tax.

The finances and tax bill of the group is seen as an inte-

grated whole.

The subsidiary haé faced quite sovere labour troubles
in the past. The manager suggested that the parent firm
had seriously considered liguldating its Irish unit in
the face of an unofficial strike (which may later have
become official - there was some confusion on this point)
over rates of pay, (this coincided with a trade downturn).
However a new pay package was agreed anq under the National
Wage Agroements of 1971 and 1972 labour problems have
been averted. The manager interviewed sald that the unions
were most helpful and no further difficulties wers
anticibated. Howsver the manager (who was Irish) felt that
some of his American superiors had failed to understand
Irish wvorkers and suggested that U.S. techniques of labour
relstions and man-managemsnt would have to be revised if

continuing industrial peace was to be achieved. He felt
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that a more flexible approach from above would be
beneficial. There was no significant labour turnover
however and the supply of workers was more than adequate
except in one or two narrowly defined skills. Between
one third and one half of the labour force is skilled
(defined as a four year apprenticeship or equivalent)
and it was suggested that rates of pay wsre superior to
local domeéstically owned firms. This was not in fact
the case at that time, but the new agreement just being
brought in by the subsidiary made it so later in the

yeare

Raw materials were largely imported mainly from the
U.K. (steel), although some castings and gears were

‘purchased from Irish companies.

The firm had suffered a severe downturn in trade,
largely due to a recession in the States and during this
period contract work was taken in from the U.K. and
Ireland thus increasing the share of output going to the

local market,

The subsidiary clearly saw itself as permanent and
és part of an integrated global network of control. The
magjor future pfoblem appears to be inflexible management
and possibly there remains some resentment from past
troubles. This aside the firm is now back to healthy
profitability.
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Casse 2,

Nationality of parent firm ‘- German

% Foreign Ownership - 1l00%

Location - Designated Area,
large town

Industry - - Household Appliances

Sales - £2,000,000 (1972)

Employment ' - 630 (480 women)

This subsidiary began production in 1964 and has
expanded production steadily from that time (with the
aid of extension grants). Production is almost entirely
for export, sales go all over the world, although the
U.K. constitutes an important shzre. Sales on the Irish
market are small but are considered valuable for employse
satisfaction - "it helps for our employess to see their
products in the shops". (This is indicative of the care
taken with labour relationsj; a comprehsensive policy of
paternalism is followed and labour relations are clearly
excellent). All sales and marketing are carried out in
Germany, although the subsidiary maintains a small sales
department for Ireland only. All desigh ang research is
carried out in Germany. The value acded in Ireland 1s
high, the subsidiary takes in raw materials unprocessed
and produces the final goods; there is no integration of
production on process lines batween Germany and Ireland.
The Irish factory produces a smaller range of products
than the German on®., In the main the processes may be
considered labour intensivej; mostly unskilled labour is

used,
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Labour relations.are excellent but there is a
high rate of turnover of female labour for reasons
unconneéted with working conditions. The firm is justi-
fiably proud of its training schemes. Wages are high
(the managing director suggested that they were amongst
the highest in the province). No labour problems have

occured.

The subsidiary is closely integrated with the German
firm in finance, marketing, design and R & D. Accounts
are sent to Germany on a two monthly basis ("for our own
benefit"). In Germany a monthly basis would be required.
However the management felt that it was reasonably autono-
mous and, more important, could influence the decisions
taken by tha head office. It was felt that in this way
Irish interests were better safeguarded than in a situation
of more autonomy. There were ten German personnel in the
subsidiary, but particular posts (with,; for the moment,
the exception of the managing director) were not reserved
for Germans. German and Irish managers were integrated
(a statement agreed to by the Irish personnsl manager).
Organisation costs were high, work study and industrial

engineering were placed at a premium.

The location of the plant was chosen with a view to
closeness to transport facilities (airport, harbour),
availability of labour and the desire "for a good grant",.
Container traffic was not extensively used and the transport

facllities aspect was much leszs importante.
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Asked what differences he had found betwsen operating
in Germany and Ireland, the managing director enumerated
the following points ~ (1) It is easier to obtain workers
in Ireland, although there were certain problems with
female labour. (2) It 1s not as easy to buy materilals in
Ireland. Purchaslng has to be from the U.K. "at lsast",
German suppliers are more quallty conscious and more aware
of the necessity to meet delivery détes. The nationalised
companies of the U.K. are "not the best suppliers". (3)
Transport conditions are more aifficult in Ireland and of
course there is the problsm of shipping parts back and fro
to Germany. (4) The trade union system is different. In
Ireland each separate company has to deal separately with
the unions, whereas this is organised on a provincial
basis in Germany. Nelther system, he felt, was necessar-
ily better, there was room for adaptlon and the system
depends so crucially on those who operate it. (5) There
was, he felt, a problem with the Irish educational system
which is not geared to industry, although this was beginn-
ing to be recognised. The secondary schools were useless
for him because they still thought of training for tradit-
ional jobs. In addition they are also public service
orientated. Certain erucial skills are not being developed

and in particular engineers are not good enough.
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Casg 3

Nationality of parent - UK,

% ownership of foreign firm 66%. Part of project is

a joint venture.

Location - Dublin (main location).
Industry - Plastics

Sales - £2,000,000

Employment - Lk

This British/Irish joint venture has several plants
throughout Ireland, (only part of its production = the
part analysed in the chapter is referred to above), Tha.
plant was originally established in the early sixties to
take advantage of the pfotection afforded to the Irigsh
market., The plant was thus intended to service the
domeéstic market only. Part of the production was handled
by a joint venture between the British firm (1/3rd interest)
and an alrcady established Irish firm (2/3rds interest). A
different product line was handled by a wholly owned
subsidiary.

The joint venture exports 45% of its output and the
export outlets are obtained by the British parent., Most of
the exports go to the U.K. but many countries are served.
The entry into the EEC has apparently made little differencs
to the project.

The joint venture is profitable and all the units
in the group make a "reasonable contribution" to overall

profitability. Howsever the Irish plants are not operatlng




at full capacity - this appears to be at least partly due
to a changed structure of demand to which adaption was
slowly*taking place. The firm has experienced no labour
trouble and the manager felt that the national wage

agreements were "working well",

The arrangement between the U.K. parent and the
Irish subsidiary has changed over the life span of the
project. The agreement that the U.X. parent should take
a sizeable proportion of output still remains, However,
on the technical side there have been changes. Origin-
ally, the technical knowledge and expertise of the pareﬁt
was important, particularly in getting production going.
At this stage the toP‘enginaer and several foremen waras
sent to Ireland from the U.K. and several Irish employees
vere sent to the U.X. for training. A technical agreement
was reached at a fixed payment (£5,000 p.a.) to the U.K.
parent. At the time this payment vas, according to the
interviewee, an underestimate of the value of the trans-
ferred knowledge and expertise., Howsver, this payment
M"hgcame unrsalistic" once production had been underwvay
some years because the flow of knowledge and expertise
was now two-way. Consequently when the company undervent
some organsiational changes, the payment was ended. Ths
manager conceded that "certain services" were still ob-

tained from the U.K. firm but no payment was now made.

The role of grant aid for this firm is interesting.

An original grant was paid but the firm has since expanded




without grant ald. It is possible that the project would
orlginally have gone ahead even if grant aid had been |
refused, but in this case it is likely that the original
plant would have been smaller. One project was under-
way when a grant was awarded and this eased the cash flow
situation but made little material difference to the
expansion. Grant aid 1s not instrumental in the decisions

of this firm to establish in Ireland, or in its expansion

plans.

Case k4.

Nationality of parent firm - German

% foreign ownefship - 100%

Location - Designated Area,
small town.

Industry - Metal Trades

Sales - £1,000,000

Enployment - 223

This wholly owned German subsidiary was established
with an IDA grant in 1961, The firm produces precision
metal products from raw materials which are almost
entirely imported. Machinery is from Germany or the U.K.
The unit in Ireland has its own sales organisation in the
U.K. and BEC, Output is 98% exported, of which half goses
to the U.K. and half to the U.5.A.

Thé Irish unit has only one German employee - the

general manager, all the remainder are Irish. The firm

has encountered no labour problems, although the general
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manager sald that he found it difficult to have more than
one union to deal with, unlike Germany., In thé early
years of operation, labour turnover was a problem, but
this ceased to ba the case when g settled labour force

was found. There are some problems in obtaining certain
groups of skilled workers (toolmakers were particularly
mentioned) and the firm is attempting to train some of its
own workers in speciflic skills. The interviewes, (general
manager) said that he felt thers was a potential for more
skills in the workforce. This is in accord with all the
German-owned firms in the sample, all of which were full
of praise for the aptitude of Irish workers. The managef
also stated that a further advantage of Ireland was working
with a homogensous workforce, whereas the German situation
involves problems with'"guestworkers" of several nation-
alities., He felt that the Irish education system was not
good but that this was_not too much of a problem. Many of
his workers had their first industrial job in the factory,
and although this had disadvantages in that the need for
precision and exactness were not always appreciated, it
also meant that the workforce had not picked up any bad
habits. He sald that wages were nearly equal to the rates

for the same job "in Birmingham”.

The location was chesen in order to gain the highest
possible rate of grant aid, with an eye to transport needs
and in order that the factory should become an integral
part of the local communnity. This desire for identification

with (and perhaps domination of ) the local community is a
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much noted trait amongst German investors in Ireland,
The firm 1is expanding with the aid of an IDA extension

grant.

The Irish unit relies on R & D from the parent firm,
although it is virtually autonomous on the sales side.
The profitability of the Irish unit is considered to be
good, The Irish unit pays the German company for tech-
nical services. How this was paid could not be ascertained,

although the payment was sald to be "reassonable".

Case 5?

Nationality of parent - European (not German)
% foreign ownership - 50% (joint venture)
Location - Dublin |
Industry - Plastics.

Sales - £553,000

Employment - 72

This joint venture began production in the late
1950s. Exports are unimportant, runningrat approximately
2% of total outputs. Capacity has sfeadily expanded.

The original grant was not important in setting up but 1s
important now. A new extension was grant aided and this
help was vital, given the increased technicality of the

Processe.

The Irish unit is integrated within a group of com-

panies. The Irish unit has its own sales department and
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the unit is "fundameﬁtally controiled" by the local
management. However the overall sales are co-~ordinated

by the'group of firms of which the Irish unit is a part.
The units do not however, sell each other's products.

In the early stages of the project (the first five years),
technical know-how from the parent was very important.,
However, the Irish unlt now employs its own plastic
technologist and there is little reliance on know-how from
the foreign parent. What the foreign parent does con-
tribute 1s market trand information, which the parenﬁ is
ideally located to provide, The (Irish) manager inter-
viewed said that this was of paramount importance. Infér -
ation on products and rachinery was also given from the
foreign parent and was almost equally valuable, Instruct-
ions on marketing froﬁ the foreign parent were taken
(through a free exchange of information) and this helped
greatly as the product had to be geared to the latest
‘trends in marketing. Therefore product change and innovation
and the exact determination of markets was decided by the

foreign parent because of its access to supesrior information.

The profit history of the Irish unit is interesting.
After profitability was achleved (and the last seven years
had generated reasonable profits), for the first few years
they wére ploughed back in the Irish unit, presumably to
ensure stability and to expand capacity. 'The policy after
this was to share the profits throughout the group.



The Irish unit had experienced some labour troubles.
The unit was totally unionised but had run into demarkation.
problems through inter-union rivalry ébout the manning of |
machines. The unit employed three shift working for men
and two shift working for women. Wages were sald to be
couparable to those of the source country. The main
difference between labour costs in Ireland and those in the
source country arose bscause of the social welfare contrib-
ution element (approximately 5% of labour costs in Ireland
but up to 30% in the source country). Being located in
Dublin most of the labour had industrial experience and
there was an increasing labour turnover problem. It was’
felt that there was a constant battle to get labour to con-
form to the rules and regulations of the unit. The firm
paid the Anco levy and had appointed training officers
largely it seemed to justify paying the levy; the manager
felt there was a compulsion to train labour but he was

sceptical of the benefits of the schems.

Case 6.
Nationality of parent firm - U.S.
100%

% foreign ownership

Location - Non-Designated Area,
large town

Industry - Electrical Machinery
and Apparatus

Employment ‘ - 350

This wholly owned subsidiary of a U.S5. multinationzl

firm was seét up in the early fifties by a company of a
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different nationality which was later absorbed into

the U.S. firm. The Irish unit was in the course of
digestion when the interview was carried out. The Irish
unit produces electrical goods, both capital goods and
consumer goods. Originally the unit enjoyed tariff
protection, but thls has now disappsared. The firm

does hardly any exporting because of shortage of capacity,

vhich is fully smployed with home narket sala.

The manager was not sure exactly what rational-
isation would be carried out by the U.S. firm and so he
described the situation with the prévious foreign parent.
The Irish unit had a selling agency in Dublin and also
imported and sold the products of the parent firm. The
design and manufacture side was carried out in Ireland and
there was an R & D section in Ireland, although in gﬁe main
the foreign parent was relied on for basic research. The
chief designer was from the source country. Sales were
"helped" by the foreign parent., The U.S. company which
took over exercised .close control over monthly accounts
but in the main, the local management was left free to run
the business. A payment of 3% on all sales was paid to
the head office for tschnical assistance, but the manager
said that this was a gross overpayment which was a means
of transferring profits cut of Ireland. The aim of the
company was to expand the export side of the business of
the Irish unit, both to take advantage of the tax free export

profits provision and to remove the constraint of the small

home market .

N
O
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The location was chosen becauss of Government
persuasion and inducements (and policy on rural elect-
rification), transport reasons and because a site in
excess of lmmediate requirements could bs purchased at
a lowsr cost than in the locality of Dublin. The plant
was located near a port which was an advantage because
most raw materials come from the EEC and U.K. and

machinery mainly from Germany and the U.K.
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Appendix TI to Chapter V. Questionnaire to Firms

STRICTLY CONFIDENTIAL

NAME OF COMPANY
MAIN PRODUCTS MADE
1, ORIGINAL INVESTMENT MADE IN - (Year)
2. GRANTS RECEIVED AMOUNTS . Year
e.g. New Industry Grant
Small Industry Grant
Anco
Re-equipment
Other (please specify)

3. TOTAL ASSET VALUE OF COMPANY (1971, 1972 or 1973)

Is it possible to give a breakdown of this figure
(e.g. fixed/current etc.) ?

L. TURNOVER (1972 or 1973)
Is it possible to give the trend of this figure ?

5. % OF OUTPUT WHICH IS EXPORTED:



6., Please Indicate export markets if any, and their

importance.

7. PRE OR POST TAX PROFITS (Please state which)
1971, 1972 or 1973.

8. TOTAL EMPLOYMENT ¢

Male Employment s Female Employment:
Diredt Production wO:kerss Office Staff:
(of which number "skilled": )

9. What psrcentage of costs are labour costs ?

(or payroll amount )

10.Does the company carry out any Research and Development 7
(if so please give some indication of the impoftance

of this funection):

1l.Doeg the company have a separate SALES DEPARTMENT ?
(if so please indicate its importance)

r

(Questions 12 -~ 1k to foreign subsidiaries only)

12,Does the Irish company rely on the foreign parent -
(a) for technical services ?
(b) for sales and marketing ?
(¢) for any other function ? (please state)

Are payments made for these services ?
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13, Please gilve the Nationality of the Directors of the
firm and of the Heads of Departments of the Irish

Company.

14, Are there any comments you can make on the Irish
Economic Environment ?
(e.g. production difficulties, differences in
methods of operation as compared to the parent
firm. Are there any particular shortages ? -

e.g. skilled labour).
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chepter VI: The Bffect of Forelgn Direct Investmant on

the Balance of Paymonts of the Irish Republic.

Section l. Introduction

The preceeding five Chapters have analysed FDI using
observed market prices only. The analysis of the balance
of payments effects of FDI in this Chapter and the social
cost-benefit analysis of the following Chapter move into
the realm of shadow pricing by utilising prices of inputs
and outputs derived from the ruling "world price" or

"international price".

The effaects of FDI on the balance of payments of host
countries has been a subject of controversy. It could
be argued that the balance of payrents is a general E
equilibrium phenomenon and therefore doas not merit separats ‘
treatment. The balance of payicents isthe result of the
interaction between the domestic economy and the rest of the
world.l An analysis of the effect of FDI on domestic
income would suffice as it would imply the effect on
external payments. Valid though such an argurent may be,
there are compelling reasons for regarding the balance of
payments as a worthy object of independent scrutiny.
Firstly, imbalances in external payments may be difficult
or impossible to remove by Government policy measures.
Adjustzent mechanisms do not function automatically.
Inzdequate policies and incomplete adjustwent can result
from distortions and structural rigidities within the econcmy,

from iuperfactions in competition and from restrictions
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on flows of information. The full range of corrective
policy weapons 1s often not available to Governments -

this applies to Ireland, whose monetory and exchange rate
policy is closely tied to those of the U.K. Secondly,

even if the above does not apply, policiles may have to

be adopted to correct external payments imbalances which
impose costs on the sconomy. These costs may be more
difficult for the domestic economy tc bear than are external

payments imbalances. Thils is true a fortiorl where the

external balance can be characterised as a cpnstraint on
national development. Shifting resources into uses which
increase the generation or Saving of foreign exchange ma&
be a costly and difficult process. Thirdly, the above
difficulties are compounded when the economy is small and
open like that of Irelénd. Lack of control of key policy
instruments means a loss of room to manoeuvre., Also,
government staterents view the balance of payments as an
independent policy target. This is perhaps best 1llustrated
by the major policy shift of the mid-fifties away from
protectionism towards freer trade in the face of a payments

imbalance, (documented in Chapter II).

Foreign Direct Investment snd the Balance of Payments.

Thers are several compelling reasons for examining
the effect of FDI on the host country's balance of payments.
Firstly, international flows of capital and goods are not
indeperndent; strong relationshlps exist between flows of
goods and of factors internationally.z This was clearly

illustrated in the case of Ireland, in Chapter IV. Seccndly,



because of the problems and costs of achieving external
balancae, the question whether foréign investment produces
the foreign exchange to service the &ost nationts debt

has been a major point of contention amongst sconomists .
This raises the 1issue of "the correct way" to assess the
balance of payments effects of FDI, Thirdly, where

foreign investment 1s concerned, we are dealing with

market imperfections because such imperfections are the.
source of the foreign investor's advantage and so the
assumption of an automatically equilibriating external
balance can no longer be upheld. This requires alaboration.
Within the ngo-classical medel, évery investment produces
the resources required to pay for the factor inputs used.
Perfect compstition in every industry produces a uniform
rate of return on capital and the "adding up problem" dces
not exist (the equality of total revenue and factor rewards
throughout the economy is ensured). Imperfections in the
capital.and labour markets however destroy this neat
equality. Because of the monopolistic competitlion element
in FDI, super-normal profits may be sarned by foreign
factors. The return earnad on foreign capital and technology
will in this situation be greater than Eheir opportunity
‘cost. In normal circumstances this would present a dist-
ribution problem for the host Govermment. However such
returns earned by foreign investors may be remitted to the
source country imposing a loss on the host. The reallo-
cation problem imposed on the host country is thus that it
has to shift resources in order to earn the forelgn exchanga

to finance such remittances. Thils problem can 1lncroase
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over time if the foreign sector grows through retained
earnings and then remits a large proportion of its
earnings. ©Secular growth of remittances from foreign
owned firms 1s a constant fear of host Govermments. This
reprgsents an important source of instability in the
balance of payments of maﬁy countries and deserves invest-
igation in the Irish case. It requires an examination of
the dividend policies of foreign firms. Fourthly, the
balance of payments takes on a politicsl dimension also.
Host nations have a tendency to attribute great importance
to balance of payments effects. Vernon suggests that this
concern is due to balance of ﬁayments consequaences being
regarded by host Govermments as a proxy for the loss of
host national control over the industries where direct

3 Thus the balance of

foreign investment is important.
payments impact of the FDI becomss imbued with political

repercussions.

The Assessment of the Effscts of FDI on the Balance of

Payments of Host Countries,

The balance of payments effects of FDI can be examined

from the point of view of the host country, the sourcs

country or in terms of the investing firm's interunit (subsid-

lary to parent or subsidiary to subsidiary) transfers. Such

effects can be quantified at a mecro or micre (individual
firm) level., Thers has been a great deal of controversy
concerning the "correct way" to estimate the balance of

payments effects of FRI., In this Chapter the remainder of
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this section examines the above controversy. Section 2
analyses a model of balance of payments adjustment which
has special relevance for FDI, Section 3 approaches the
balance of payments from an intra firm viewpoint and
gection 4 presents quantitative estimates of the effect

of FDI on the Irish balance of payments.

We are concerned here only with the effect of FDI
on the host country's balance of payments. The ecrucial
theoretical issue in this context is the so called
"glternative position assumption". This assumption is
simply usad to answer the question of what the situation
would be if the particular foreign investment had not
taken place. The results of all the studies carried out
on this issus are very much influenced by the particular
alternative position which they assume. There are several

conflicting viewpoints on the "correct™ alternative position.

The view adopted by Streeten and others is that the
correct way to examine the effect of FDI on the external
balance is to calculate "direct effects” only.l+ Direct
effects are thosa inflows and outflows thch actually cross
the exchangss. Thus the comparison 1s betwesn (capital
inflows, esquity and foreign loans together with the exports
of the project) and (debt servicing costs, dividends and
royalties pilus imported inputs). The implicit alternative
position assumption is that a domestic project with exactly
the same productlon conditions but domestically financed

would have rsplaced the foreign owned project if no feralgn
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investment had taken place. It further implies that

all "non-direct" effects would result from any project

be it foreign or domestic. The opposing view to this

is the assumption that non-diredt effects do differ betwasn

foreign and domestic projects,

An_oppoaing view is taken by Little and Mirrlees5
by the Pearson Commission and by the UNCTAD study,7 who
suggest that the impact of FDI on the balance of payments
should include non-direct effects which may differ
between foreign and domestically owned projects. Non direct
effects which are expected to differ bstween the foreign
project and the alternative domestic project are: the
remuneration of labour, the cost of capital over time, the
impact on the production of non traded goods and the output

of the project which substitutes for imports.

Streeten's argument rests on the twofold proposition
that a domestic project (or a demestically financed one) is
always an alternative and that the domestic alternative
will always have the same "indirect” impact on the balance
of payments. Even if the first part of ‘the proposition is
accepted, the result does not follow because an alternative
domestic project may have different indirect effects arising
from differences in the cost of technology and management,
effects arising from the foreign subsidiary being part of a
larger organisation and from differences in the timing of
flows (for t he choice may be betwsen a foreign projsct at

time t or a domestic one at time (t + n) where n is the lag



which enables the domestic economy to assemble the
requisite package of resources). It seems likely that
the production function of a domestic alternative firm

will differ from a foreign subsidiary.

A rather different approach is adopted by Hufbauer
and Adler.8 They suggest four sets of assumptions con-
cerning the effect of direct foraign investment. They refer
to this problem as the "substitution question". The
different suvubstitution assumptions are (1) the "eclassical
assumptions" - direct investment supplements host country
investment and completely replaces source-country investment,
(2) thé "revarsa classical assumptions™, direct invaegtment |
substitutes for host country investment and does not affect
source investment, (3) ths "anticlassical assumptions" are
that no substitution t akes place at source or abroad and
finally (4) the "reverse anticlassical®" assumptions - over-
seas investment occurs at the expsnse of source country
investment and displaces host country investment. The fourth
assunption is put in for symmetry only as it implies that
direct investment actually decreasss world capital formation,
which is extremsaly unlikely. The choicé amongst the other
three wvhen we consider only the host country, as in this
study, is between complete replacement of host country invest-
ment (reverse classical) and addition to host country invest-
ment (classical assumption). Therefore the assumptions
in the literature have varied.9 The view taken here 1s that,
as no correct answer is at hand, a numbser of alternative

situations mast be considerad. Thess must be realistic in
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taking account of the nature of FDI and the conditions of
the host economy. Further, the non direct areas of impact
nust be explicitly accounted for because there is no

guarantee_that they will "cancel out" when the alternative

pogition assumption has been fixed.

The following section moves on to consider the
relevance of a recent theory of balance of payments adjust-
ment to the cass of Ireland. We return to the question of
estimating the balance of payments effects of FDI in the

sections after that,

gection 2. The "Common Cause" Theory and the Irish

Balance of Pavments.

It is difficult to isolate causality within a general
equilibrium framework, particularly when this involves the
ex post accounting relationship of the balance of payments.,
Howsver, an attempt to explain the balance of payments
adjustment prccess, wnich may be relevant to the case of
Ireland and to the analysis of FDI inflows, is provided by
.Marina von Newmann Whitman.lo This is the "common cause"
theory of external adjustment. The theory postulates that
in a small, open economy facing a large capital inflow,
movement of t he currsnt and capital accounts are not accommo-
dating to each other but that both are the result of a
common cause, namely a movement in the marginal efficlency

of capital scheduls (M.E.C.) in the export sector.
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The common cause theory is concerned with the |
explanation of balance of payments adjustment (traditionally,
the balance of trade 1s the centre of theoretical attention).
In the common cause approach, long term capital movements
are specifically considered as autonomous elements rather
than being lumped together with short term flows as
naccommodating movements". Capital mobility is an import-
ant underlying assumption. The theory also includes

Keynesian income effects, capacity and output effects.

The causal chain embodied in the theory runs as follcus.
An upward shift in the MBEC schedule of the export sector,
the "common cause", induces an increase in investment in
that sector. Domestic investment increases and switches
to that sector and there is an inflow of long term foreign
capital into the exporting sector because of the increassd
rate of return. An increase in exports occurs which,
through the multiplier process, leads to an increase in
income. The income increase is also fired by the increased
investment. This leads into the famillar spiral of real
wage increases (or decreased unemployment) increased imports
and a secondary rise in consumption andrimports. The effect
of capacity increase in the export sector is to induce a
secondary increase in exports. Thus the theory suggests
that export«led‘prosperity may co-exist with a deficit in

external payments.

The primum mobile is a shift in the anticipated rate

of return in the export sector which attracts long term



foreign capital. The theory in its basic form suggests
that such a change will arise from an increase in demand
for export products. In the Irish caée however, a change
in the expected rate of return in the export sector may
have arisen from changed cost as well as demand factors.

On the cost side, the generous incentive package to foreign
owned firms is the major factor. Also in a dynamic sense
the cost conditions of Ireland become more favourable as
long as the cost of Irish labour doss not increase as
rapldly as in competitor nations. The rate of return in
the export sector of Ireland thus_has increaéed because of
falling costs relative to other locationsg in the periocd we
are analysing. On the demand side, the removal of British
tariffs (through the AIFTA) and the reduction of EEC tariffs
have resulted in an incressed demand for Irish export

products,

Ireland thus seems to fit the assumptions of the theory.
Changing cost and demand conditions have meant that the
prospective rate of return in the export sector has lncreassd
over the period, particularly for foreign firms. The
substantial inflow of foreign capital iﬁto the exporting

sector is crucial to the theory.

Here we can subjeéct the theory only to rudimentary
tests. The theory predicts that a positive relationship
will exist betwegen the level of exports and the level of
domestic investment because both, according to the theory,

are functions of shifts in the MEC schedule in the export
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gsactor. A simple test of this relationship showed this to

o+
be the case.

The theory also predicts that an increase in exports
should be accompanied by an increasing deficit in the

balance of trade. Tests of this proposition also confirmed

+ Where ¥ 1s G.D.C.F. and Xl is total exports and X2 is

industrial exports, the following relationships were

found for time series data 1956-70,.

2 = 0.9654

(1) ¥ = -32.318"" + 0.001"" x, K =
(0.00001)
++ + 2
(2) Y= 48,151  + 1,220 ¥ X, R = 0.9695

(0.058)

++ indicates that the coefficient is significant at the
1% level (n = 15).

Figures in brackets are standard errors.

The association is stronger where industrial exports
is used as the independent variable. This is because
of the closer definition of the relevant "export sector”,

The strong positive assocation is clear.



+
the predictions of the theory. The strong nsgative

relationships found are in the opposite direction to

a priori belief.

Finally, some fragmentary evidence can be assembled
to support the crucial assumption that ths inflcw of
foreign long term capital into the experting sector is

sensitive to shifts in the MEC schedule of that sector.

+ Using y; as balance of trade, y, as total current
balance together with exports (xl) and industrial exports

(x0) for time series data 1956-70.

(3) y; = -10.64+ - 0.0005"*x;  ®® = 0.8k08
~ (0.00001)
%) yo = 19.995 _(8'8OO§;+X1 R® = 0.4173
000
2
(5) yp = 52.363*1(8.8%2;* x, R = 0.8456
(6) 7. = 4,746 = 0.2347* x RZ = 0.4234
2 (0.070) 2

** indicate significance at the 1% level (n = 15)

This set of results produce consistently significant
negative results., Again, the most accurately defined
relationship in terms of the theory - (5) is the most

significant relationship.
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shifts iIn the MEC can only be inferred from more readily
quentifiable changes (which affect ex post returns rather
than anticipated returns), such as changes in the
incentives to exporting and widening market penetration
opportunities. The sensitivity of foreign capital inflows
to incentives is shown by-the upsurge of investment following
an increase in incentives, vide Table 3.1 years 1950
(following the establighmaent of SFADCo), 1967-8 (reform of
the IDA) and 1969-70 (1969 Industrial Development Act).
Similarly the prospect of t he opening of the U.K. market to
Irish exporters with the AIFTA agreement led to an upsurge
of foreign investment in that year. Such factors can be
expected to lead to an upward shift in the anticipated rate
of return of the foreign firm and, on the evidence of

Table 3.1 this leads to an inflow of FDI.

The importah&e of t he common cause theory for Ireland
rests ont he view that long term foreign capital is a
crucial factor in the balance of payments adjustment
mechanism. The inflow of foreign capital into the exporting
sector in response to a change in the prospective rate of
return 1s seen to have ramifications on,several crucial
areas of the economy. The hypothesis that the common cause
mechanism can be applied to the Irish case is not refuted

by the tests above.
This theory suggests that the behaviour of foreign

owned exporting firms is worthy of examination; not only

because their actions affect the capital inflow into
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dividend, interest and royalty payments outflows. All
these flows will vary with the typs of organisation
adopted by the firm. Chapters III and IV examined the -
trade flows of foreign owned firms in detail. However
such flows will be influenced by the firm's internal
organisation as follows. The export behaviour of foreign
owned firms 1s influenced by the extent to which the head
office allows the subsidiaries to service the markets in
which they are competitive on cost grcunds as against the
extent to which markets are allocated smongst units on
other than cost grounds. Export restriction clauses may
be a constraint on some subsidiaries. Similarly, on the
import side, subsidlaries msy be given autonomy to shop
around for the cheapest possible inputs from whatever source
or they may be forced to purchass inputs within the firm.
Transfer pricing is also an issue here ~ goods transferred
vithin the firm méy'be priced at other than "arms-length”

prices in order to transfer funds between units.

The importance of such arrangements is difficult to
evaluate in the Irish case. There is little evidence of
export restriction clausés belng a consﬁraint on the
behaviour of Irish units.12 Similarly, evidsnce on intra
firm purchasing and pricing is difficult to collect =
there is nc incentive to remove profits by transfer
pricing where the firm expopt§ a large proportion of output
because such profit is untaxgﬁ:and can be freely remitted,
The incentives to transfer pricing are low in the case of

Ireland.
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Ireiand and Irish exports, but also because of the
repercussions on the whole balance of payments adjustmant
procass. The stratsgy of foreign ownesd firme is

examined in the following section.

Section 3. The Strateey of Foreipn Owned Firms in

Irgland and the TIrish Balance of Payments.

The balance of payments position of the host counéry
is not per se a matter of importance to the foreign
investor. It will only occasionally enter the deciéion
variables of the foreign firm - in a situation where
"fundamental disequilibrium”" forces or threatsns to fofca
a change 1n exchange rate parities - for the strength of
the host country's currency may be important te the
investing firm. The firm's concern is with the relation-
ships between its separate units. The strategy of the
firm with regard to the transfer of goods, funds, technology
and the reinvestment of profits will be affected by its
organisation. Scme controversy has arisen over the form of
economic organisation likely to be adopted by international
firms - the major point at issue is the degree of inde-
pendence which foreign subsidiaries have in taking invest-

ment declsions.

Before entering this controversy it is necessary to
1ist those items which directly effect the balance of
payments of the host country. The major onés are imported

intermediate goods and exports, the capital inflow and
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0f more lmportance 1s reinvestment/dividend
remittance behaviour and here the theoretical 1literaturs
on the strategy of international firms has produced s
controversy. This concerns the independence or inter-
dependence between the various units of international
firms and this has direct relevance for the balance of
payments of host countries. The issue stems from the
characterisation of the earnings of foreign owned subsid-
jaries as analogous to the profits of a compulsive gambier
who constantly puts his winnings back into the game. Such
a "gambler's earnings hypothesisg" was suggested by Barlow

1 .
3 Edith Penrose extended the hypothesis by,

and Wender,
presenting it in terms of the organisational character-
istics and the "economies of growth" of the subsidiary

14 Such a hypothesis depends crucially on the

unit.
assumpbion of subsidiary independence (which Penrose

suggests is a result of economic distance, weight being

given o on-the-spot judgements and immobility of personnel’.
In terms of this hypothesis, investment goes on "long after

a comparison of rates of return on capital would attract

new investments in the absence of the existing subsidiary."ls
i.6. the establishment of a subsidiary induces a "commit-

ment" to continue investing in that unit,

The prediction is therefore that of a build-up in the
asset valus of the subsidiary, financed from internal
funds, eventually associated with a large reverse flow of

dividends. Such an eventuality is clearly important for

the host balance of payments because a large outflow of



dividends may prove destabilising. For a complete
formulatlion of the theory however, we must have more
information on tha dividend policy of foreign owned sub-
sidiarie;, particularly on the timing of such flows.

The hypothesls is dependent on the assumption that dividend
policy depands on subsidiary variables only. A fixed ratio
of profits remitted as dividends would suffice but a

strict verslon of "gambler's sarnings" implies that this
ratio nmust equél zero for some time after the subsidiary

achieves profltable operation.

Stevens suggests an alternative hypothesis viz:

(1) inve stment behaviour in foreign subsidiariés is not
different from domestic investment and (2) thils is best
characterissed by the maximisation of the global profit

of the organisation.16 A common 1lnvestment constraint,
operative on all units in the organisation is thus postu-
lated, The conclusion is that full interdependencs of
investment functions within the firm is the norm and so
reinvestment and dividend policy ars functions of "whole
firm" variables rather than of subsidiary unit variablss

alone,

It is difficult to test the competing hypothesis at
firm level in the Irish case as data on profits and
dividends over time are difficult to obtain., Disclosure
of such figures is not compulsory and firms will not
normzlly give such figures voluntarily. Attention is thus
turnsd to aggregative daba in an attempt to determine
investment and dividend. policy as 1t affects the balance

of payments.
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It has been suggested by Dermot McAleese that much
of the FDI in Ireland is financed by new capital inflows
rather than by the expansion of existing firms through

17

reinvestment. This suggests that profits are nof
continually reinvested and presents s reverse "oambler's
garnings" hypothesis at the macro level. The growth
stimulus thus arises from the atifrraction of new firms %o

Ireland,

This proposition can be axamined by looking at
extension projects. Extension projects are expansiocns
of existing firms in Yreland aidsd by IDA grant finance.
Of the 396 live foreign owned projects listed in
Chapter III, 69 or 17.4% of the total are extension pro-
jects. This includes fifteen firms which had carried out
two extensions and one firm which expanded on three
separate occasions. Extension projects are smaller than
the average foreign owned project; average investment in
extensions is £ 388,900 against £ 487,000 for all projects.
This means that the importance of extensions as measured
by capital investment at full production falls to 13.9%

r

of total FDI,.

The time profile of extensions must however be
considered. As Table 6.1 shows; the number of extensions
towards the end of the period covered increased rapidly

(the figure for 1971 may be incomplete).
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Table 6.1 Time Profils of Foreign owned Extension
Projects.

Year Number of Extensions Year Number of Extensicns

1961 1 1967 10

1962 1 1968 6

1963 3 1969 15

1964 3 1970 20

1965 2 1971 '7+ (including

1966 " 3 pending)
T fotal ;_ 72

* Figure may be incomplete.

gource s Auther's calculations from IDA data,

Taken in conjuncticn with the timing of the inflows of
foreign capital (Table 3.1) and the findings of the Survey
of Grant Aided Industry that the mean time for a grant
alded project to achieve profitability is 2.6 years’, ths
figures for 1967-1970 are very ravealing., There does appear

to be a significant re-invesgtment mechanism at worke.

Some supporting evidence for this cdntention is given
by the slow growth in dividend outflows from Ireland.
Table 6.2 shows that the "Igigﬁe from capital" entry in the
balance of payments accounts hag not registered a signifi-

cant increazss in outflows, compared to the growth of inflows,

+ Median time 2 years.



Howsver, these figures should be interpreted with

caution as they lncluds some entries related to banking.

Table 6.2 Income from Capital-Inflow and Outflow
(£ million)

1960 1965 1966 1967 1968 1969 1970 1971

Incoms

from ,

Capital-

Inflow 30,9 4,2 44,9 44,1 51.0 50.9 58,7 58.9

Income

from

Capital-

Outflow 18.7 24.5 27.5 27.7 27.4 32.4 39.3 L46.8

ource: Irish Statisticsl Bulletin. June 1970,

September 1971, September 1972,

There is little apparent acceleration in the figures
for outflows until 1969-1971, the same period in which
raeinvestment also incrsased rapidly. Both sets of observ-
ations may therefore be the result of the increasing profit-
ability of foreign owned firms and the fact that many of
them just reached full production. In view of this it seems
wlse to postpone a test of the hehavicur of foreign owned

firms until more observations bocome available.

In relation to the balance.of paymeénts, reinvestment
behaviour has been the subject of a great deal of attention
because of the distinction that is often drawn between FDI

financed from internal funds as agalnst that financed by an

o
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infloy of new funds from the source country. There is
conceptually no differencs between investment financed
from these two sources, However, it is often the case
that dividend outflow 1s compared to the original
capital investment rather than the foreign owned capital
stock extant at ths timeol8 The reallocation problem

to release foreign exchange for remittance may be a
serious one for the host country despite the erroneous
comparison made between dividends and original capital
investment. Thils may force the host country to resirict
domestic consumptionand investiment to gensrate the
required foreign exchange., Edith Penrose goes on to
suggest that this problem will be worse when the foreign
owned firms are export orientated hecause their sales
(and therefore profits) are more prone to fluctuations.
With regard to Ireland, this proposition, like the
"gambler's earnings hypothesis" must be regarded as not
proven. The problem of future dividend outflows causing
balance of payments and reallocations problems may be
ahead if the capital flow continues and conditions favour
high remittance rates. However, this spectrs has not

arisen yet and will not do so if profitable opportunities

for reinvestment remain open in Ireland.

mary

The strategy of international firms in moving funds
acroas the exchanges is a function of their organisational

structure., The Irish economy'is affected by subsidiary

2
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units! reinvestment and remittance decisions. On limited
gvidence, caused by the small number of observations over
time, 1t appears to be the case that a reinvestment
mechanism, alded by extension grants, is taking place.
Remittance of dividends has not yet precipitated any
shortages of foreign exchange. However, the build up of
foreign capital in Ireland may in the future produce a
large outflow of funds, causing reallocation problems,

~ Judgement on this issue must,; for the moment, be post-
poned« for the momernt, the "gambler's earnings hypothesis"

is not proven.

Section k., Quantification of the Balance of Payments

effects of Foreign Direct Investment.

1, The model of balance of payments impact.

Any model of balance of payments impact must steer
a course between general equilibrium analysis, wheére paymeats

are balancing and self-correction nullifies disturbances,

and partial equilibrium analysis, where the ceteris paribus
assunption may eliminate certain important effects,t?
The model utilised here derives from the UNCTAD study of

Lall et al.20 The approach adopted is a micro-level study -
the impact is assessed on a firm by firm basis. The

effects isolated are at the margin, taking one firm at a time.
There are several adVantages:inherent in this micro approach.

Firstly, many parsmeters can be assumed unchanged by the

entry of one foreign owned preject. In this caltegory arve
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tastes, prices and wage levels. Secondly, Government
policy can be assuned to remain unaltered. Policy
conclusions can be arrived at for onse firm, or within -
small aggregations such as for a sector. Finally, a
separate assessment of the alternative position can be
made for each firm. This>is particularly important

vwhen the firms under congideration differ in several
important respects, notably given the varying difficulty
of replacing forelgn technology, skills and management

within, as well as between sectors.

The disadvantages derive from two main sources,.
Firstly, major changes of policy cannot be discussed in
this framework. Partial equilibriuvm precludes the
derivation of géneral equilibrium conclusions. Secondly,
there are serious omissions. The balance of payments
implications of "external sffects" emanating from FDI have
to be omitted and, as pointed out elsevhere, external
effects may be an important part of the impact of FDI
on the host economy. Linkege and secondary effects are
also omitted. 1In addition, the issus of technological
borrowing is dealt with in a cursory faéhion and the’diff-
iculties ¢f accurate measurement are subsumed in a "degree
of replacement” coefficient, which estimates the extent
to which the foreign project would have been replaced in

the alternative position.



2. The Daba

The data used combines that from IDA sources with
the An Foras Forbartha survey and data culled from the
author's interviews. The IDA data consists of projections
by the firms and is the most complete set covering all
live firms (firms pending and firms that have failed are
excluded from the balance of payments analysis). The
An Foras Forbartha and interview data are used to assess
the extent to which the IDA projections have been met
and to calculate a "fulfilment proportion" which is
applied to those firms of the same nationality and sector
wvhere. only the IDA projection exists., In most casss,
this could be estimated for all firms but in one or
two sectors, projections could not be checked adequately
énd such sectors are noted below; the estimates of balance

of payments impact for thess sectors are very tentative,

Coverage of the data over time, however, 1s very
limited because of t he lack of accurate data. No time
series data for the crucial parameters can be found.
Therefore t he estimation of balance of payments effects
could be made for only one year - 1971, (The UNCTAD
study calculated balance of payments effects for several
years and then averaged them). The danger remains that
1971 was an atypical year but this difficulty cannot be
avoided, The dangers of generalising from the exper-

ience of one year must be noted.
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3, Assunptions and Methodology

The two major factors discussed-heres are (i) the
.dasign of the model used to assess the balance of payments
impact of FDI (ii) the appropriate alternative position

assumption(s).

(1) Two models of balance of payments impact

The problems encountered in estimating the balance
of payments effects of FRI can only be tackled within
a coherent conceptual framework. Two such éonceptual
structures are utilised here; the "long run balance
model" (LRB) deriving from the work of Little and |
Mirrlees®l and the "internal balance model" (IB) which

22 Here we examine

relies on basic work by Max Corden.
both models with respect to an invariant alternative
position-replacement of the foreign project by imports.

Section 2 introduces alternative assumptions,

The Long Run Balance Model

The long run balance model is derived from the cost
benefit analysis formulated by Little and Mirrlees.
The LRB model attempts to evaluate the effacts of FDI
on the net income of the host country. In deriving
"income effects", all inputs and outputs of the project
are valued at international prices. Balance of payments
effects are therefore introduced by the valuation of
all inputs and outputs at an opportunity cost equal to

their tradeable valus.
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A central difficulty of such a scheme 1s that of
gstablishing the balance of payments impact of the
utilisation of non-tradeable goods (including labour and
non-transferable capital, i.e. buildings and land). The
eruclal assumption in the LEB model is that the Govern-
ment can, and always will, act so as to keep the supply
and demand for non-traded goods in "long run balance".
Consequently the full resource burden of producing non
traded goods falls on the balance of payments. The
diversion of resources from the production of traded
goods to non traded goods results in an immediate balance
of payments impact. éfThis assuﬁption and its conse-
quences mark the crucial difference from the internal
balance modsl_/ A further assumption of the LRB model
1s that, at gll times and in all sectors, full capacity
working is maintained. If thls assumption were violated,
the cost of increasing the output of goods from non full
capacity factories would not be given by their ostensible

opportunity costs.

Given this framework, every category of input and
output can be valued in terms of its imbact on the balance
of payments by the opportunity cost/international prices

calculus. The items are valued ag follows.

The sales of the project S (below the subscript L
refers throughout to LRB valuations) are valued at the
ruling world price for the product or products (f.0.b.).

In the Irish cass, where exports constitute by fer the



the largest proportion of the sales of foreign firms,
prices are those given by the firms. The rolg of

transfer pricing will be less important where such

exports are final goods because of the level of compet -
itlon in world markets. Where this is not the case,

and "transfer pricing” is suspected, then the price used
is the average price for t he good as computed from
External Trade Statistics.23 Where the output of ths
foreign firm 1s sold on the Irish Market the international
price is either the import price (c.i.f.) into Ireland
(from External Trade Statistics) or is t he domestic prica
reduced by the tariff (l.e. Sy, = fT%?) - where P 1is the
home merket and t the Irish tariff rate). The preferred
method is direct price comparisons between imports (c.i.f.)
and home price, which are us&d whenever possibla. The two

methods are equivalent under a series of restrictive assump-

tionsy; such as no "water" in tariffs.,

Traded inputs are similarly valued at c.i.f. prices

into Ireland. Transfer pricing may arise here but is

extremely difficult to eliminate.

Non-traded inputs, which under the assumptions of

this model, constitute a resource burden on the balance

of payments, are split up according to the Irish input-
output tablez!+ into traded goods sO that they too are
~Va1ued in terms of their béiénce of payments impact. Non-
traded goods are not an important factor in the Irish case

.

becausa (1) most gcods are traded and have a border price



(the exlstence of Northern Ireland as part of the U.K.
ensures this) (2) evidence suggests that the Irish exchangé
rate is not, and was not in 1971, gréatly o#ervalued. |
Where non-traded items are small, they can be valued by

the use of a standard conversion factor (SCF) which is

the ratio of the prices of a bundle of goods at external
prices to the same goods at internal prices (or the
inverse of the shadow foreign exchange rate)., The input
valuation Cj, is given by summing traded and non-traded

goods,

Factor-inputs are valued at opportunity costs. The

cost of capital is awkward because it must be measured over
time, Capital is first divided into two elements, foréign
capital and domestic capital. The balance of payments

cost of foreign capital is the amount of dividends,
interest and raepatriated funds which cross the exchangss.
These items are already denominated 1n terms of their
foreign exchange cost and are represented as D. The opportun-
ity cost valuation of domestic capital employed in a
foreign firm is the amount that such capital would have
earned had it been employed elssewhere iﬁ the economy. The
calculation is for a specific time period - 1971. The rate
of return chosen must reflect this timing. An opportunity
cost of 20% of the capital sbtock per annum was attributed
to the domestic capital used in thisway. The reason for
the choice of such a high shadow rental on capital is that

the input of Irish capital consists mainly of Govermment
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funds, channglled through the IDA to foreign investors.+
The second major domestic (Irish) source of capltal for
foreign firms 1s risk capital put up by Irish individuals
“and companies to create "joint ventures". In view of the
desire of Irish policy makers to Gevelop the domestic
industrial sector, this again has a high scarcity value.
A third source of funds from Irelandj local debt, is a
relatively unimportant source of finance for foreign
companies. If the rate of 20% is felt to be too high,
sensitivity analysis could be employed = a lower shadow
rental would give more favourable results for Ireland in
gvery case where comestic capital 1s employed - which m8ans
in all of the projects. The revised results will vary
in direct proportion to the size of the domsestic capital
share. The opportunity cost of using up domestic capital
is designated Op.

The same principles govern the balance of payment
impact of the remuneration of 1abour.25 The wage bill is
split into twoc elements: returns to "non scarce" labour
and to "scarce" labour. Scarce labocur is that which would
be emﬁloyed in the absence of éhe project. Non scarce
labour would, in the absence of the foreign project, be

unemployed (or emmigranﬁ). Returns to scarce labour are

* Chapter VII provides a cdst-bensfit analysis in which
benefits are expressed psr £ of public investment. The
cholce of 20% is clearly an arbitrary one - to use sensit-

ivity anslysis would however, unduly complicate the results.



valued at what the workers wonld have earned if the
project had not taken place (= L), Kon scarce labour
cannot be considered in this way because its éarnings
constitute a net incoms gain for the host country and its
spending has an adverse balance of payments impact (=4y).
The balance of payments improves only to the extent

that sgvings increase. The spending from the earnings of
non-scarce labour (W) thus causes income effects to
diverge from balance of payments effects. Representing
overall balance of payments effect with LEB assumptions

as B% and income effects by I we thus have:

Bg =1 -Hy (Equation 6.1)

When these effects are measured, the labour force must
be divided into scarce and non-scarce labdar and the con-
sumption of non-scarce labour must be estimated. An
estimate of the proportion of scarce labour has to be made

for ezach firm. However this estimabte rmust also reflect

~

overall macro-economic conditions (4% unszployment through-
out 1971 and continuing ezigration). Our assumption is
that skilled workers could find alternztive ezployment but
not the rest of the work-force., Where cdetzlled figures on
the skill profile for particular firzs are unavailadbie, an
average figure for firms in the same indusiry is applied.

The consumption of non-searce labour is assumed to egual its

income-savings of such labour. are assuzed to be naegligable.



The final element in the calculation of LRB effects
is the payments to the source country of royalties on
technical know-how and possibly on ménagement contractse.
These are direct payments and like dividends, are glready
valued at their "foreign exchange equivalent". Royalty
paymnents and all paymeénts for technological borrowing

are denoted by R.

Using the above symbols and the LRB assumptions
(with the alternative pogition, replscement by imports
being denoted by the superscript Ty tne estimating
equation is given by equation 6.2

I _ .

BL - S-(0L+CL+L+R+D)-WIVI (602)
vhere S is sales, OL 1s the opportunity cost of using up
domestic capital, C; is inpubt costs, L the payment to
scarce labour, K royalty payments, D dividends and WH
spending from the earnings of non-scarce labour, all as

defined gbove,

The Internal Balance Model

Several of the elements defined above enter the
internal model (IB) in exactly the same form as under LRB
assumptions., These are D and R, which are transferred
directly across the exchanges and the value of final output

S which represents in every case a tradeable good.



The crucial difference between the two modals ig
the assumptlon concerning the balance of payments impact
of non-trained goods. The IB assumption is that the
increased demand for non-traded goods caused by the entry
of a foreign firm is nullified by an exactly equivalent
reduction in the Government's own consumption of non-
traded goods. The assumption of the LRB model that the
Government maintains equality between supply and demand
for non-tradeable goods produces the result that such
goods have a balance of payments effect. This is because
resources have to be diverted from the traded to the non-
traded goods sector. The IB assumptions imply that no .
such diversion takes place as the Covernment simply
reduces its demand for non-tradeables by an equivalent
amount to the increase in demand caused by the entry of the

new projecte.

The balance of payments impact of the foreign firm's

consumption of non-traded goods is therefore zsro, This
does not ﬁe?n that the resource cost of producing non-
traded goods 1is zero - this is still given by the LRB
framework, but that this cost is not reflected in any
balance of payments effect. Overall demand for non-
traded goods is assumed not to change after the entry of a
foreign firm - merely the identity of the buyer changes
(from Government to the entrant foreign firm). Labour 1s
a non-traded good and therefore the input of labour and
its payment has no balance of payment effect (The Govern-

nent is assumed to reduce its demand for labour by an
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amount equivalent to ‘the employment of the foreign
project). In addition, the Government is assumed to act
s0 as to counteract the balance of péyments impact of

the increased spending of non-scarce labour, Only‘traded
goods inputs affect the external balance under IB
assumptions and such inputs (valued as under the LRB
gschemas) enter the aquation as Cy (where subscript 1

rafers to IB quantities).

The same shadow rate of return is applied tc domestic
capital but this rate applies to traded capital only.
Non-traded capital (buildings and land) is assumed to be
transferred to the foreign project from Goverrnment hands
and so no balance of payments impact results. The impact
of domestic capital on the balance of payments in

opportunity cost terms is thus given as Oi'

The estimating equation for the balance of payments

impact of foreign firms (B% ) is thus given by equation 6.3.
I
By = 8 =-(0y +C, +R+D) (6.3)
vhere S is the sales of the project, Oi'is the opportunity
cost of "traded capitsl®, Ci the impact of traded inputs,

R is royalty payments and D dividend payments, all valued

under -IB assumptions as outlined above.

The Rslevance of the two Models

Prima faclie, both sets of assumptions are unrealistic.

The LEE assumptions ¢an be challenged on the grounds that

3 oy ‘\2



no Government can ensure that the supply of a
heterogeneous group of industries producing non-traded
goods will exactly match in a frictionless way the
changing demands for such goods. Full capacity working
throughout the economy is an extremely heroic assumption.
In the IB model, given thé rigidities in producticn
Government administrative procedures and the aim of
attaining other socilal objectives, it is impossible to
expect a Government to continuously accommodate increasing
demand by cutting back 1ts own demand for non-traded

goods. Such a policy would be intolerable,

The two cases can be seen as extreme assumptions
between which the true position will be found. The UNCTAD
sbudy suggests that the true position will be much closer
to the LRB results.26 Government policy is clearly a
most important determinant of which assumptions are more
close to reality. In a situation of unemployment and
potential emigration like that facing Ireland in 1971 the
IB assumptions, requiring the Govermment to reducs its
demand for non-tradeable goods, appear to be unrealistic.
The LRB assurptions seem to be a closef'approximation to
reality bubt this can be no mors than an approximation,
given rigidities, excess capacity in several industries,

the imperfection of information flows and the inadequacles

of Government response.
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2. The Alternative Position Assumption

Three alternative position assumptions are utilised.
Assumpﬁion I is that in the absence of FDI, an exporting
firm is replaced by no project at all and that the foreign
firm which sells to the domestic market is replaced by
imports. (The discussion of the two models above was
predicated on this asssumption). This applies to firms
which sell to hoth markets pro rata with sales.

Assumption II is replacement of the foreign projsect
by a domestic project similar in every way, except that‘
the replacement project is completely financed from
domestic sources. Alternative III recognises that II may
be unrealistic from the point of view that all inputs may
not be avallable from Irish sources. Therefora (1) the
cost of technology and management may differ (2) the replace-
ment (Irish) firm may bo deficient in certain respects
vis-a-vis the foreign project and that it may not be pcssitle
to replace the whole of the cutput of the foreign project.
A degree of replacement (less than or equal to 100% of the
output of the project) coefficient is thus applied to

encompass such a situation.

The degree of change in balance of payments impact
as we move from assumption I to II will depend on‘the
comparative cost of foreign versus domestic financing. The
change will thus depend on the magnitudes of D (payments

. . . . ~ALI .
in respect of foreign capital) and O L 3 the opportunity
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cost of the Irish capital needed to replace the foreign
share of the capital stock. Thus equation 6.4 shows the
tfinancial replacement" alternative.

I I
Bi - Bi’ = D -o0il (6.1)

In many caseés, financlal replacement may be
conslidered unrealistic, in particular because of the
interrelated nature of the foreign company's "contrib-
ution", This is espsctially true in sectors where Irish
management is weak and technological dependence is greab.
The reason for including "financial replacement” is not
'for its realism but to differentiate betwsen the purely
financial contribution (capital provision) of foreign
firms and itg contribution in cther areas, In a real
world situation this may be altered by the different
cost (in the extreme, complete unavailabllity) of foreign
technology, management, market outlets and organisational
skill which faces an Irish firm as compared with:-a foreign

affiliate.

Assumption IIT is adopted in the hépe of capbturing somea
of t he cost differentials mentiohed above. The assumption
is made that the replacement firm would utilise the same
technology as the foreign firm - which may well not be the
case, The Irish firm therefore would usually pay a greater
amount for the technology than the affiliate. The pricing
of technology and managemeént 1s extremely difficult to

estimate where no "objective criteria™ (such as suggested
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arms length values by the firms where interviews were
carried out or established prices) could be found. In

these cases, the highest level of royalty payments mads

by a foreign firm to its parent in that sector was

imputed on the grounds that such a figure rspresents

an approximation to the market price of the knowledge
transferred. The degree of replacement coefficient
represents even more estimation problems. Such a
coefficient can ba expected to vary from 100% in areas

like simple food processing to almost zero, where tech-
nology, patents and know-how are uwnavailable outside a

tiny group of large firms and where the level of verticsal
integfation is very high. The degree of replacemsnt is

thus an estimate of a very tentative nature. The estimzte
1e mainly based on the existing strength of the domestically
owned sector - the proportion of output controlled by

wholly Irish owned firms. This can be expected to be directly
proportional to the ease of entry for Irish firms into the
sector. Many caveats are necessary when an estimate of
degree of replacement is made and in some sectors no

attempt was made to provide an estimatse.

Assumpbtions II and III are utilised only in terms of
the LRB model. This is because (1) the LRB framework
appears more valuable for the Irish case, (2) it was
found that IB did not discriminate between firms and sectors
as effectively as LRB. LRB allows differences to be shown
in a clearer light and (3) to limit the number of results

to be presented.
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The above discussion highlights the limits to
quantification. It 1s clear that several important
variables have been completely exclu&ad; notably
external economlés and diseconomies; and that other
guantitles such as the cost of technology, cannot be
established with any real degree of certainty. It is
hoped however, that the results go as far as is possible
at the moment and that:they give some useful insights

into the effects of FDI on the Irish balance of payments.

L, The Results

Balance of payments effects are calculated for each
firm separately. The Appendix to this Chapter presents
the results at individual firm level. Results were obtained
for all the firms in the IDA data seét for which a complete
range of data is available. The coverage was 233 from the
396 "live" firms., No attempt was made to compubte balance

of payments effects for failed firms or the other categories.

The results are in all cases presented as a percentage
of sales for the year 1971, Table 6.3 shows the outcome of
aggregating individual firms to sectoral level., The
figures in Table 6.3 are thus percentages of sectoral out-
put. In terms of the numbers of firms within them, the
sectors are rather uneven. Further aggregation was not felg
to be justified, although a separate figure was derived

for the food industries in aggregats (SIC 201-7),



The threa slternative. position assumptions

Alternative I (replacement by imports) is calculated
on both LRB and IB assunptions, In the LRBR framework,
most séctors contain not only projects which contribute
to the Irish balance of payments but also some with
negative balance of payments effecis. (see Appendix Tablse)
However, the sectorally sggregated results show in mosst
cases positive balance of payments effects i.e. with LEB
asswunptions, t aking replacement by imports as the relevant
alternative pogition criterion, foreign projects havé in
most cases improved the balance of payments. Five sactors
have negative effects and 21 positive effects with such ‘
assumptions. Negative results are given by paper an
paperboard (SIC 264/5) metal cans and heating apparatus
(8IC 342/3), spscial industrial machinery (SIC 354) other
electronic equipment (SIC 365) and "other and unknown"
products (SIC 19). Our results mean that had such prcjects
not been undertaken the Irish balance of payments would

have been improved (on this set of assumptions).

When Alternative I is computed with IB assumptions,
the balance of payments effect of every firm is poéitivs
(one firm has a zero result however). The difference
batwsan the two models arises becauss of t he transfer of
the burdesn of non-traded goods (including non-traded factor
inputs) away from the balance of payments on to the
Government., The importance of non-traded goods,; particularly
labour services can be seen in the change in the resuvlts as

. ) )
we have from Bi to B§ . Almost g1l Bi résults 1lis in the
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range + 307 to + %0% : the very low figure for sector 19
reflects the low value added accruing to labour in thig
grouping = many of the firms are packaging or finishing
operations at Shannon Free Airport. The figures illustraie
the immense burden which would be placed on the Government
if i% had to act according to IB rules, For the other two
alternative position assumptions only LRB assumpbtions are

ubilised.

The "finanecial replacement" alternative II yields
16 negative results and 10 positive oneés sactorally.
The negative results mean that in these sectors, Irish "
capital, at the margin, is less costly than the continued
payment of dividends. However,; this result ignores the
fact that FDI represaﬁts a package of elements, ircluding
managexent skills, market access and technology as well &as
capital. It is a false positiocn to ssparate returns to
capital from these complementary feabures. The heavily
negative results derive from those sectors where profits
have been high, Indeed, differential profit{ earnings
across sectors ars a major influence on the resulés. Such
returns may be better imputed to technological borrowing
or managexsnt skills. The partial picture given by the
results under this a2lternative is shown up by the number
of technology intensive sectors which return negative
results. The results of these sectors improve by the

transition to Alternative III.
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Alternative IIT attempts to allow for technical
and royalty payments by including such payments explicitly
and by entering a degree of replacement coefficient to
show the extent to which t he project could be replaced
froﬁ Irish resources. The quantity of information required
to satisfactorily carry out this transformation is immense
and so estimates must be made. Several high technology
sectors had to be excluded because of the difficulty of
obtaining informaticn. In all remaining cases, the results
under Alternative III improved on Alternative II. This
wag true even in the food sector, where it was necessary
to make some allowance for brand names and patehts. The.
difficulties, in all sectors, of allowing for the impact
of product diffsrentiation and estimating the correct "arms
length" price of technélogy are enormous. Some information
was available for some sectors from questionnalres and
somé publications but this information was scant.g"7 The
remedy chosen was often the imputation of the highest
percentage of sales represented by royalties of any firm
in the sector to all firms within the sector. This was
hoped to represent an approximation to arm's length prices.
Overall results, for the reduced couple of sectors; for
Alternative I1I was 12 positive returns and nine negative

ones.

Results by Ssctor

The most beneficial balance of payments results are

found in the food sectors. This 1is surprising in view of




the low technological dependence 1in this sector but this
factor is over-compensated for by the abundance of Irish
inputs which lowers imported inpubts and raises Retained
Value in Ireland {see Chapter IV). The best results

for any éingla industry is given by dalry products (SIC 202)-
a result which would be suggested by the theory of com-
parative cost, given Ireland's resource endowment. The
aggregate rasult for the food industry (SIC 201 - 7) is
better than that of any other sector on bothlB% and BIg,
although it is not the best when technclogical borrowing,
product differentiation and cdegree of replacement are
brought into the calculus. Other ssctors recording strong
positive effacts are wood and furniture (SIC 24), printed
matter (SIC 27) and drugs, soap and cosmetics (SIC 283/4).
The wood industry and drugs production becomeé nsgative in
the financial replacement alternative II becauss of high
profitability. Highly negative results occur in metal
cans and heating apparatus (SIC 342/3), special industrial
machinery (SIC 354) and the paper and packaging industries
(8IC 264,265)., High returns and oversubsidisation (a

concept to which we shall return in Chapter VII) account

for these results.

Several sectors (wood (SIC 24), printed matter (SIC 27),
non-ferrous metal products (SIC 382,334,335)) record
very high results on Bia This is the result of the weight-
ing given by IB assumptions to the non-traded component.,

Such sectors are labour inténsive = the burden of labour

payments is removed from the balance of payments by IB

— .. 351 |




g5t

H G= 3 (€9€) seouetrddy proyesnol
&= 12 6 (22) se1IaxXe]
L L 8 (€e) Teaeddy
€ Al '/ (682 182) STBOTWAYD TBTI4SNPUI
AN € 9 (452%+e) 8InjTuanyd » poopm
€T e [4 (402) £IBUOT308JUOD
T R R (®/€82) soTqsuwson » fdeog ¢s3naq
§= T € (42) Ie833BW PBYUTIJ
T 61 g (102) sionpodd gjeen
c 6= T (202) saonpoig Aiteq
e - (o (la) aut
1 sapmaety 1 empmusorzy | Zeqmy 018

[/ "9AT3e38u 03 eAT3TSOd umuQMﬂs woad_7

SUITd POUMO-US L0404 JO 300JJ6 SAUBUABG JO OSOUE[EY A(Q S4050835 40 SULHUBY :rm ERC AT




1349

61= (0} oz (14€) SeIOTUBA JC3OH
H1 11 61 {(90¢) PooJ psUUER)
01 @H w.m Ammv SpoohH UDTSTOoedLd ¥ S14U mEShpw.QH
91 2e FAS (2g2) s0T39Uluig » SOT9seld
FA 8T 91 (H8E€) squoeumIqsul TBOTpei
12 8 ST (TOE ‘0f) saxdAr » Jeoqqny
€e e 41 (EnE¢enE) Snolasd-UON I8U30
‘1e1eK POUTIBY » PpPajITaus

6T= 6 €1 (46E) Axsutyoey Jurqndwo) %» 8OTJIO
o) 0t AN (GECEREE 2EET1EE) sTBYaN

_ SN0JII9-UON ‘12899 ‘uoar

6 €1 11 (heE€f12E) 29s8I0U0D
¢sse1d ‘Ae1D fsU04g

1 T 1 IequmN 9IS
HHm nHmv a1 AHmv a1 PUB J090885

“PENUTILOD H'Q BLUEL]



*sUOTSSTWO Jo ssmeonq peptacdd 1 g Jor Sutiuex oz.

IIT

ui13

*€*9 elqe] WoIl pesAtIaq

..Amjm ¢1#£) smnasaeddy

e ST 92
SutqesH ‘sued TB36K
9¢ H1 ge (kh6E) ALasutyorW TBTJISUPUI Teroedg
62 A He (692 *+gg) sIsuteqUO) ¥
sexodg ‘pavoqredeg » asdeg
[ 92 €e (61) S30NPoId UMOUNUJ PpuB I8UY0
8T 134 2e (95€ “964€) Axsutuoey
ieTI3supul Tedeusd
22 ée Te (69€) uswdndy DTUOILNBTH I8UZ0
1 I g ZequmN DIS
HHm AHmv ar AHmv quT pue JI0903%

*PeaULiuUCy) H°'9 6idel



agssumptions. Indeed the results overall reflect the
differing input structures across sectors. As Alternative I
with IB shows the impact of non-traded goods and in
particular labour input, so Alternative II shows the effects
of remitted profits and differential profitability.
Alternative IIT shows the impact of an attempt to account

for technological borrowing in the widest sense.

Table 6.4 shows how the rankings of the balance of
payments effects of the different szctors change as we
alter the assumptions. The change from Column 1 %o 2
shows how the rankingsalter when the payment to labour is
considered as a benefit rather than as a cost. Labour
intensive sectors, such as printed matter (SIC 27), wcod
ahd furniture (SIC 2%, 257) and Smelted and refined matal
(SIC 342/3) move up the rankings whilst more capital
intensive sectors move down the rankings. The change from
column 1 to column 3 involves a change in the alternative
position, from réplacement by imports to the financial
alternative replacement. Here the relative amounts of
foreign to domestic capital, and profitability are the
factors which alter the ranking. Sectors in which high

profits are earned and remitted move down the rankings.

Comparison with other studies

The results above would be more meaningful were it
possible to compare them with results from countries with

similar economic strauctures. However the Hufbauer and




Adler and Reddaway Reports are concsrned with the
balance of payments impact on the source country and

provide no help to this studye28

The studies conducted for UNCTAD by a team led by
Streeten and Lall are concerned with countrles at a

much lower level of development than Ireland.29

However,
several features common to the UNCTADR studies and the
results derived here are worthy of note. First is the
importance of Government policy and particularly tariff
and protection policy. It should not be surprising,; given
the methods of assessing balance of payments impact, that
tariff~1evels affect the result. Indeed it appears to be
the case that the absence of heavily negativs results such
as those found by Lall et al for India are largely absent
from the case of Ireland because of the liberal tariff

policy (and other inducements to free trade) adopted by

Ireland.

A second common feature is the unimportance of the
" financial contribubtion” of foreign cwned firms. The
major contribution of FPI is in both caéés,_to be found
elsevhere. The most influential single factors in the
UNCTAD study of India and Iran were raw materials, valus
of output and the cost of replacement capital. In the
Irish case, the first two factors are very important but
the last one 1is not of major significance. (Compars

Alternative I with II under LRB assumptions).




Finally and most important, both studies emphasise
very strongly that each firm must be assaessed on the
merits of its contribution. Generalisation is not
recommended in either case. Varlability within sectors
is very strong in Ireland as in the UNRCTAD study.
Attempts to look for "rules" on balance of payments
effects appear bound to fail, The UNCTAD study attempts
by statistical methods to isolate outstanding factors
to provide policy guidelines. However all such attempts
are shown to be unsuccessful and the policy must be one
of case by casa@ pragmatism. Such is also thé case for

Ireland.

wmmar

Balance of payments results, calculated according
to two different analytical frameworks, with three
alternative position assumptions, provide an interesting
diversity of results and insights. The IB set of
assumptions, which assumes that the Govermnment follows a
myopic, anti-growth policy of reducing its purchases of
non-traded goods asg the private sector increases them,
was given less attention because of the inappropriate
nature of its assumptions. However, if we consider that
2ll payment to labour should be counted as a benefit and
not as a balance of payments burden, then this is the more
appropriate model to use. The LRB assumption in which the
full resource burden of non-traded gcods falls on the
external balance, was judged to be a closer approximsticn to

reality,



The results were sensitive to the alternative
position assumption. The three alternativess; replace-
ment by imports (or no project if the foreign project
is éompletely export orientated), financial replace-
ment by an exactly similar Irish firm and replacemsnt
by an Irish firm as far as 1s feasible in terms of the
contribution of FDI in technclogy, managament and so on
where chosen to highlight various areas of contribution

of the foreign owned sector,

The results were variable within, as well as between,
sectors., The most favourable results were given by the
food industries and by some of the more technology
intensive sectors. However even sectors with highly
favourable overall results contalned several firms which
had negative effects on the balance of payments (sea
Appendix Table). The clear implication is that an gx ante
study of the balance of payments effects of forsign owned
projects is necessary and such a study must be made on a
pragmatic, firm by firm basis. No general guidelines on

sectoral lines can be justified,
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gection 5. Conelusion

This Chapter has investigéted the relationship
between Foreign Direct Investment and the Irish balance
of payments in both qualitative and quantitative terms.
Earlier Chapters have established the importance of FDI
in the Irish economy and it was suggested that the
functioning of the balance of payments adjustment mech-
anism according to the paradigm of the "Common Cause

Theory" made the investigation even more important.

Moving from a macro to a mlcro approach, it was
found to be difficult to test the behavicur of foreign
owned firms with regard.to such theories as the
"Gambler's Earnings Hypothesis" because of the lack of
suitable data. However a nascent reinvestment mechanism -
was felt to be at work and the data that are available
do conflict with a strong version of the Gamblers

Farnings Hypothesis.

Balance of payments effects were quantified at
individual firm level for 1971. The results obtained
were shown to be sensitive not only to the model of
impact used but also to the alternative position assumpt-
ion. The results were also variable within as well as
between sectors. It is possible to establish some
general propositions ex post on the kind of project that
yields beneficial results but ex ante appraisal must be

done on a firm by firm basis. Overall, the varilous models



gave positive or negative results as presented in
Table 6.5. / The Bg model gave entirely positive results
because of the trestment of labour payments as a benefit

rather than a burden on the external balance._/

Table 6.5 Number of projects giving posiltive or negative

balance of payments impact under the long run

balance model with different alternative

position assumptionss

Model Positive impact Negative impact N.A., Total

B 150 | 83 | - 233
Blg 98 135 - 233
B Y 107 95 31 233

Source: Appendix Calculations.

The replacements by imports or no project alternative,
Bg shows on ratio of favourable effect: unfavourable ones

of almost 2:1. The " financial replacement™ alternative

II
L

from which we can conclude that, considered 1n isolation

position B shows more negative results than positive,

from other influences, foreign capital is more expensive, in
terms of its cost to the balance of payments, than is
domestic capital. Finally, when we make some allowance for
the technological contribution of FRI, the positive results

outwaeigh the negative onssj; albhcugh this result must be



treated with caution given the uncertainties of measure-
ment. There are also 31 cases where no estimate could

be made using this assumption.

The effect of FDI on the balance of payments of the
host country is an importént parameter, both for analysis
and for policy. In addition, such results help to define
accurately the foreign sector's contribution to the
domestic economy. However, the results should not be used
as the final arbiter of the costs or benefits of FDI.
Many factors are excluded from the calculus when evalu-
abting balance of payments impact and we must also account
for the trade offs between balance of paymentg objectives
such as domestic efficiency, growth and distribution.
Chapter V attempted to assess efficiency effects and the
following Chapter provides the means towards a full cost

benefit appraisal of FDI,



Chapter VI. Appendix,

Individual Firm Results.

i

Key: Bg. Balance of Payments effect under Alternative I

(superscript) and Long Run Balance (subscript L)

Internal Balance (subscript i)

i

I
By
Firm 221 = Sector 22, Firm 1 etc.

All figures are % of sales.

Firm No 224 22, 223 | 22h 225 226
Bé 124 224  15.3% -4.3% 8.20  12.5%
Bi 4Y1.54 47.7% 32.4% 417,74 34.6%  59.5%
11 | B )
B L 8.5% 2907% -41.2% -1103% Sol('/v 1.572’
III o « L] 7 o 24
B . 8.5% 29.7% -41.2% -10.8% 5.4% 1.5%
Firm No 227 228 229 2210 2211 2212
I - .
By, ~7.6% 16.4% C5.9% -15.5%  3.3% -8.3%
I ,
By 36.84 56.,1% 37.3% 52.09 L0.0% Lo ,3%
BII 13.6% 10.8% 4 a o 8,37
L - 30 -~ 00 /9 -2.010 "2030,‘0 “700;0 - .3/0
BT 13,28 11.4F 0 2,08 -18.08 -7.05  -8.37
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Firm No 223 22y, 22, 22, 22, 22
B -8.07  20.8% 25.5%  2.8% 26.7% 0;3%
B 66,07  38.6% 65.1% 46.8%  30.5% 19.3%
Bl -8.0%  14.6%  9.4% -10.5% 28.1%  -0.3%
B 8.0 14.6F 12.0% =7.7% 28.1% -0.3%
Firm EO 2219 2220 2221 2222 2223 2221{-
By, 5.66  17.5% 13.2%  8.3%  -6.5% 12.9%
B, 37.3%  36.8%  37.8% 49.7%  32.1%  39.67
B 0.7% 7.7 <057 7.9% -10.3%  -7.1%
BIIE ~0.7%  7.7%  2.6%  8.9% 0%  2.9%
Firm No 22,5 e 2, 2,5 2, 22,
B 0.7 12.5% -18.62 ~-5.3%  9.6% 25.84
Bi L2.0% 28.4%  57.1% 21.6% 37.8% 34.3%
B 5.3%  2.5% -22.9% -5.3%  7.6% 2.22%
BIIg «2.0%  7.5% =12.9% -5.3%  7.6% 23.1%




Firm No 22 22 22 23 23 2
31 32 33 1. 2 33

Bg 14.2%  ~0.3% 16.0% | -14.04 24.5¢ 28.2%
. .

By 25.6% 27.5% 32.5% 33.2% 59.5% 42.0%
Ig 8.9% 4,97  7.0% | -18.0% 26.04 27.4%
IIT _ ‘

B 8.9% <4.9% 7.0% | =17.2% 26.0% 29.7%

Firm No 23, 235 236 237 238 239

Bj 2.74 -18.04  7.9% -13.0% 12.0% -3.6%
I

By Yo 4%  L40.0% L46.5% 60.0¢ 48.2% L49.4%

BIE 500% -2103?‘0 008% ‘13.0% “'396% '“1.1‘9%

B L 50 +/3 "'dlc3/J 0.8/0 “13.0% "'1.0/0 ""190 o

Firm N | 2 2 2 2 2
rm No 2310 311 312 313 3l‘+ 315

B% -905% 1505% 200% -18.5%, -909% 1900%
I P

By Lo.6% 52.0% 42.7% 47.0% 47.0% 55.0%

BIg -17.2% 45,54 <1.,9% ~23.0% -10.2%  6.0%
III . p

B L "'70 7% ’ 5005% -006% —2205/0 'oos% 11 00/0
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'm No 2 2 23 2 2 2
Firm 316 317 318 319 320 3‘21
Bﬁ -14.9%  7.3%  22.7% -43.1% 17.9% - 13.8%
Bi 48.9% 34.7%  57.7% 22.6% 29.5% 26.1%
BIE 26.3%  -0.7%  8.6% -49.8%7 14.2%  16.09

III o rs « I 74 ; d
B 1 =22 oo/ﬂ ~-0. /% 806/9 "'-0.2,90 111‘02% 1600/0
Firm No 2k 2L 24 - 24 24 2L

1 2 3 Y 5 6
By 5.29  10.3% -95.9% 13.8% 32.6%  6.7%
By 28.9% 41.3%- 42.4% 60,25  85.M4% kg

II 7 7A A 7 L4 7
B L "'O'l% -3007 “1190“‘3‘0 "’2.8% )‘l'0~0/:9 50170
BIIIIJ "’0.1% "‘1 007 -117.1?‘{‘ +2 08% LFO.O% 5.1%
Firm Ko 27 27 30 30 30 201

1 2 1 p) 3 1
B, 8.8% 28.0¢ | 0.7%  7.8% -0.9%|  3.0%
Bi 49.7%  86.3% | 32.6% 20.4%  90.5% 26.8%

II )

B I.l "209% 1608% "906% 508% -l+7087€,’ 12.6%

III )

B 4 5.8% 20,0% - - - 12.6%

Lo

N




Firm No 201 201 202 202 202
| 2 3 1 3 L
B 11.3% 47,25 | 7.3 59.6%  2.8%
B; 17.7%  67.4%  |28.0% .26 16,65
1T o o 7
B 14,08 Lh,0% 3.1% 56.6% ~1.8%
III ,
B 12,66 24.0% | 3.9 56,65  -1.8%
Firm No 202 202 202 202 202
5 6 7 9 10
B «2.3%  5.7%  37.8% 32.5% 22.8%
I . |
By 56.6% 39.8% L4.9% 53.2%  58.1%
II , .
B -3608% 1.0% 1*003% 1501‘{'70 201%
111 _
B -21.5%  1.0%  39.2% 15.4%  2.1%
Firm No 206 206 206 206 206
1 2 3 5 6
B 27.3%  52.08  -4.0% .98 -12.4%
I _, .
By 49,04 68.3% 18.0% 52.9% 43.7%
B 22.9%4 52.9% -13.3% 12.5% -14.0%
C_ITI .
B 2209% 5209% “1303% -12.5/0 "2.5%
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Firm No 2067 207 207 207 26k4/5, 264 /5
1 2 3 2
By =9.1% | 7.9% 14N 17.5%  -30.2%  22.3%
Bi 23.,9% [4h.0%  17.8%  50.6% 12,49 72 1%
II
B o ~5.7% | 4.7% =13.2% 21.3%  -60.3% = -21.6%
111 4 L . ,
B oo -5.7% | 4.7% -10.6% 21.3%  -55.2% 4 4%
Firm No 264/5 26k4/5 264/5 281 281 281
3 4 5 1 2 3
Bl 3.72  =3.3% 20,68 |11.08  6.68  -1.1¢
I
By 73.5%  35.6%  32.4%  |61.5% 34.3%  36.2%
BII]J: "2‘*""0875 -5.1% "’"1"1 02% "‘50 970 1 03/‘% “3 n)'*%
III
B L "3508% 1.1% L}'l 02% - - -
Firm No 281 281 281 281 281 281
4 6 7 8 9
By 33035 6,19 -17.4% b 9,99 15,99
I
Bi 78.8% 25°1% 31{'05‘% 20907{\; 5009% 3599%
1T ‘ /
B 35.3%2 -2.,0% -31.7% 16.7% -8.2%4 21.9%
III
B - - - - - -
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Firm No 2821 282 282 282 282
2 3 L 5 6
B{ ~12,0% -27.1% 30.9%  7.5%  6.0% 20.0%
. ,
B, L2.3% 16.8% 62.2%4 4k.8% 31,04 L42.0%
11 d a o o
By  =33.0% -11.2% 3L.k  -0.7%  -h.0f  18.9%
III P Vag . .
L ""27-0/0 "‘""czé 33@1/ 1.0/3 6.8% 20.8/0-
Firm No 282 282 282 282 282 282
7 8 9 10 11 12
By B.7% -16.3% -10.9% 0  9.3%  26.07
By 43.3%  30.4%  34.06  22.5%  25.3%  62.5%
II ‘ o o
L ‘“103% “'2605% ~9.7% O 1.8% 2707
III o o 9 o AT
L 903% "2108/& "5c2/0 Ocl/O 608/0 3100/L
Firm No 282 282 282 282 282 282
13 1k 15 16 17 18
B 1,85 1.12  -0.6%  2.9%  2.1% 19.3%
T
By 30.6%  31.0%9 23.2% 34.6% 24.8%  50.9%
1T p p » P
B L ) ""'08% "703% "800//9 8. 7/(’) "2.0’,"3 800/'0
III - ' , B
L -0.8% -0.6% +2.0% 18.7% 2.1% 11.9%
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Firm No 282l 282 282 282 282 282
9 20 21 22 23 ol
B{ -19.2% 1.8% 0% 5.7%  13.3%  -7.8%
I | |
By 60.0%  36.4%  31.5%  49.3%  39i6%  19.7%
BIE -52.5%  -10.6%  -17.1%  -k,3% 4,7%  =15.6%
BIIE -18.3% 24,2%  -10.9% 5.7%  14.6%  -11.7%
Firm No 282 282 282 282 282 282
25 26 27 28 29 30
B{ -16.19 8.24  4.0%  13.1% oF .78
B 37,66 M5 27.55 2028 16.28 17,95
II V |
B -20.5% -9.0% 5 .0% 4.2% ~7.4%  <27.4%
R T 1509 6,08 12,25 2.66 174
Firm No 283/4 283/4 283 /4 283/4  283/4
1 2 3 L 7
B, 23,48  4.5% 27,35~ -2.2%  5.6%
B% 63.8% 5346% 51.0% 25.6% 33.3%
IX .. , ot i
B L 10.6% "15(8% 2""’00/0 "2000/’0 "12.8/0
gIII } _ _ _ -
L
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Firm No 283/4 32%l 32%2 ;2%3 3241+ 324
B; 15.6% | -3.24  18.4%  5.1%  8.9%  4.6%
I
By 29.3% | 83.2%  60.4% 25.4% 28.7% 34,74
IT -
B L -2.2% "1.9% 11.6% ’"7@6% 100% 609%
3t - | .9 15.68 2.5 108 9.
Firm No 331, 331 331 331, 3315 331,
Bi 6.0 -2.7%  B8.0% -56.7% 25.0% 1l.5%
B} 43.7% W75 39.6¢  23.3%  62.0%  33.0%
5L 16,07 3.3%  6.5% -50.0% 29.0%  4.8%
III o o ) o . o %
BT 16.0%4 10.0f 8.4%  -43.3% 31.0Z 12,8
Fi 1 1 1 1 1 331
rm No 33 ) 33 5 33 5 33 10 33 1 3 12
B 1142 -9.3% 1.6 -11.3%  7.3%  -3.1%
By w570 29.2% 38.4% 25,08  W4.0F  16.9%
Bl 2.9% 13.5% -2.7%  -16.3%  -0.63  -8.3%
II1 ) ; ﬂ .
L 12.9% -2.5% -2.7% -10.8% 10.5% 0.8%
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Firm No 33113 3311l+ 3321 %322 3323 332h
Bg ~1.1%  -22.0% 10.3% 4ho2% 15.8%4 =76,9%
Bi 5045% 35-3% 49.0%  75.0%  72.0% 0.1%
Blg ~5.3% =26,0% 1.0% 4.2% -18.1% -168.5%
Blli 5,30 16,08 2.7% .28 -16.2% -148,1%
Firm No 332, 332, | 3% 3422 3%23 3h2%
BE -16.7% 12.2% | 0.5% %.2%  -10.0%  11.1%
B} 38.0% 61.6% [29.2%  46.7% 44,65 Wh,19
BIi -6.7% 52,08 |-6.28  -1.0%  -h.6%  3.3%
BT 0F -B.2% |-5.5%  6.98 467 3.3%
Firm No 31+25 M2, 32 354 35%2 3543
Bg -31.9% ~1.0% -50.0% Jh.s%' -127.5% =41.2%
Bi 27.2% 64.8% 55,08 | 4.2%  27.5% 62.5%
BIE -62.7% =16.2% ~49.0%( 5.0% -95.0% =71.0%
lez 47,3%  -10.5% -40.0% | 12.5% =65.0% =68,1%
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Firm No  35%, 354, 3546 3547 356l 3562
BIIJ -6.0% 0%  -k.9%  14.L% | 9,2% -37.7%
B} 59.06  49.3% | M.67  38.2 [h.2%  b0.0%
Blﬁ -6.0%  -2.0% -43.4%  6.7% N3.2% -30.3%
BI{E -6.0% 0% ~24%.9% 11.19 [23.2% =20.3%
Firm No 3563 356,+ 356 357 357 357

5 2 3
B C6.8% 7B 7.0F | 5.8 36.6%  35.5%
B} 27.8% 35.3% 41.0% |16.1%  79.4%  70.bg
B S11.6%  -2.04  3.0% |-10.8%  28.6% 31,74
B ~5.64 8.0 13.0% - - -
Firm No 357)+ 3575 3576 3577 3578 3631
B] 5.5%  3.8%  5.% -10.4% 23,774 -42.5%
B, 39.72 26,87 41.0f  3w.g 10.87| 20.0%
BIg 2.5% 18.8% -11.6% -18.9% ~6Q;§ﬁ ~50.0%
.BIIi - - - - - | -50.0%
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Firm No 363 363 363 363 363 | 36

Y 2 3 N %5 6 )
BI]j “15.1% "1600% 29@1% "1600% 0.2% 26.4%
B, 51.2% 149,08 51.8% 35.5% 23.3% | 64.3%
B (12,03 -16.0F 25.9% -23.07 -8.2% | 28.6%

III o o e
B L “2.2% °600% 25.9% “130010 "1.9/0 2800%
Firm No 365 365_ 365 365 365 365

2 3 y - 7’5
By 11,08 6,55 0F  -11.3% 3.95  -5.67
B] 39.5%  53.5% 89.0¢  Y6.% U5.64  33.3%
BIIIJ "21.5% "‘11.5% O% “l+8085'; "‘17.1/0 2.1‘1‘%
B:[IIIJ -1205% "2.8% 10'0% -28.8"; “702% 2.“’%
- » z 8

Firm No 3711 3712 3?13 371 381 3 5
By 1.0 -7.5%  13.7%  -7.3% [29.5% 0

I
By 46,02  27.0% 30.0% 23.3% [54.7% 37.8%
B -10.5¢  -9.0% 10.0% -28.7% |29.5% 1.8%

I1T
B L -10.5% 1.0% 13.7% -18.7% 34.7% L 47
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Firm No 383 38}_* 385 386 387 388

B -55.02 13.8%  11.7% -8.3%  1o.4%  17.3%

By 72.0% 55.08  42.08 42.06  40.9% 41.8%

BIL  -67.0% 1%.0%  W.3F A7 -8.7% 1453

BT -65.0% k5% 9.3% -0.3% - -

Firm No 3?9 3810 3811 3812 3813 3841

B% L. 0%  0.7% 343% -2,3%  0.7% | -2.3%

B 22.9%  33.3%  48.8%  49.3% 22.4% | 49.8%

BI{ 2.4% 0%  -19.0% -13.7%  0.7% | -39.4%

Bl 1.0% - - - 0.7% | -16.5%

Firm No 381+2 ,38%3 38hu 384 381+6 38%7

Bf 1248 17,38 %0F 0.7 3.3% 2438

B] 40,95 41.8% 22.9% 33.3% 48.8%  49.3%

BIE -8.7% 14.5%  2.4% 0% =-19.0% -13.7%

il -5.2%  19.1% 11.9%  9.1% 4.0  -3.0%
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Firm No 191 192 193 l9b, 195 196

B 0.7%  -6.2%  -38.7%  O.M%  -10.7%  -27.0%

Bi 22 44 0% -32.0%4  9.9%  18.3%  11.3%

BIE C0.7%  -1.2%  =26.7%  =5.9% =18.3% -41.0%
III . p o o 7

B L 0.7% 2500% -25¢3/0 "206{'3 "17.3/0 "LI‘]..O/O
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Chapter VIT: Cost-Benefit Analysis of Foreign Direct

Investment in the Irish economy.

gection 1 TIntroduction

The preceeding Chapters have attempted to identify
and quantify the effects of FDI on the Irish economy.
The aim of t his Chapter is to bring these effects
together in a coherent framework in order to provide a
decision rule so that future decisions can be taken oh a
mutually consistent basis to obtain thé maximum possible

benefit to the economy.

Commenting on the incentives given to FDI in Ireland,
Cooper and Whelanl corfectly specify the problem when
they stats that their
"Criticisms are directed to the question whether
the substantial amounts of Irish investible
resources devoted to industrial programmes could
have been ussd in different ways with higher net
benefits." 2

This is a very valid means of assessing the cost to the

economy of FDI, Howsver only one cost (Irish investible

resources) is included in the debit side of the calculus,

therefore t he credit side should show net benefit (i.se.

benefits minus all costs except investible resources).
Cooper and Whelan then follow this up with several deduct-
.ions about the effect of FDI on the Irish economy, derived
from casual empiricism. Their main conclusions may be

summarised as follows.
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(1) Value added, in particular value added accruing
to Irish factors is a small proportion of the
total output of foreign owned firms,

(2) Linkage effects from foreign owned firms are small.

(3) 1Irish capitalists are starved of capital becauss
of grants paid to foreign capitalists,.

(W) A low level of vertical integration exists in
foreign firms.

(5) A "shallow industrial structure" has resulted as
a consequence of (1) and (&).

(6) More resource-based investment is needed,

- particularly in the food industry.

‘ Points (1) and (2) were quantified in Chapter IV
under the analysis of "Retained Value", It is to be
noted that "small" and "low" are relative terms and the
Cooper and Whelan article makes no comparison of valus
added in foreign firms relative to Irish ones or to other
quantities, It is contended here that such measures of
benefit must be compared to costs if any sense 1s to be

made of the findings. -

From these propositions, Cooper and Whelan derive
a set of partial criteria to be used for the assessment
of foreign projects. The criteria are that the projects
should be vertically integrated exporting firms with
sizeable linkage effects and a high value added sharse in

Ireland., The criteria suffer from the following defects.

}...]
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(1) No explicit attentlon is paid to costs, although
emphasis is given to grant payments.

(2) No attempt is made to value benefits except in
terms of market prices and such benefits are not
related to costs so as to provide a decision rule.

(3) Although the alternative to grant aid for foreign
owned firms is specified as strengthening of the
domestically owned industrial sector, no explicit
alternative position assumption is specified.
(Despite this an interesting proposal to strengthen
the domestic sector through mergers and concentration

- 1s given. Perhaps ths creation of a body like the

former U.K. Industrial Reorganisation Corporation
(IRC) is envisaged. This is worthy of more attention

and is considered in the conclusion).

This Chapter examines the whole contentious area in a
more coherent framework than the partial ecriteria
suggested above.. The following section examines several
methods of cost-benefit appraisal,Section 3 presents the
two cost-benefit methods felt to be most appropriate for
the appraisal of FDI in Ireland, and Section Y4 gives the

results of this apprsisal.

Section 2 Methods of Cost-Benefit Analysis

The cost-benefit method chosen must be flexible enough
to incorporate the peculiar difficulties associated with

FDI and must operate well in the face of severe data
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constraints. This Section presents the justification for
the use of t he two methods chosen: Domestic Resource

Cost Analysis and Net Benefits per £ of Public Investment.
The possible alternatives to these two methods are now

analysed and their deficiencies noted,

1., Profitability

The use of profitability as a decision rule for the
acceptance or rejection of foreign projects raises the
question of private versus social profitability. The
criterion of private profitability rests on the acceptance
of the market valuation of relstive scazrcity amd benefit.

In a non-optimal situation with distortions caused by
monopoly pover, tariffs and controls, such a valuation may
not be acceptable, especially where unéerexployment and
underemployed resources are extsnt. MHoreover, foreign

owned firms have considerable discreticnary power in pricing
those goods and services which are transferred within ths
firm and in the allocation of joint overheads, Market prices
are unreliable and hence the necessity for shadow pricing.
Externalities and other social benefits, including distrib-

ubional factors, are ignored.

A further serious objection to the use of this criterion
is that the "benefit" which it measures (profit per unit
of capital employed) cannot be considered as solely accru-
ing to the host country. The bulk of the profits may in

fact be appropriated by the foreign investor, Ths
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proportion of profits retained in Ireland may be

very small. Also in this scheme, a major source of
benefit to the host, which is the creation of employ-
ment, is treated as labour gost. Thus, by treating
gains as private rather than social gains and ighoring
their distribution, this method completely mis-specifies
the benefits and costs of FDI to the host country.

2. .The Measurement of Secondary Multiplier Effects

Hans Singer argues that the only truas test of the
integration of FDI into the domestic econcnmy is the
size of the secondary stimulus given to the host economy
via linkage effects.3 Moreover, he suggests, on the
premise that FDI can only be a benefit if it is absorbed
intec the domestic economy, that this is the proper test
of the benefits of FDI. Although the danger of enclavse
growth makes the basic point a valid one, the method does
not present a good means of appraisal because it ignores
the overall contribution of the foreign firm to the growth
of real output and its contribution to other social
objectives such as the employment or emmigrant resources

and to the balance of payments.

An extension of this concept leads to an appraisal
based on "retained value" (RV) as in Chapter IV. Howsever,
even such an extension canncot be considered a complete
evaluation method because it ignores the cost of achiev-

ing this proportion of retained valus,.
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R.V. i1s however useful as an adjunct to a more
complefbe cost-benefit analysis because R.V. includes
first round linkage effects and helps to isolate the

benefits of investment which accrue to the host nation.

2, The Labour Intensity Criterion

The tendency of foreign owned projects to be
capital intensive is a major issue of discussion as
Chepter V showsd. It is natural for the host country
to appraise inward investment in terms of jobs created
because this may be the major benefit of FDI. However,
the creation of such jobs is achieved at a cost which

should be related te the benefits.

The labour intensity criterion gives a simple
decision rule - establish projects in order of job creat-
ing capacity, until the budget constraint on grant aid
is exhausted, However, over time a high failure rate may
result as rising wages (a stated aim of Irish economic
policy) increase costs more than proportionately in labour-
intensive firms. Other objections centre on the unbalanced
and inconsistent shadow pricing system which is employed.
The criterion rejects the market's valuation of labour
but accepts market prices for inputs of capital and inter-
mediate goods and for final products. The system is
inconsistent because labour is an input into each of these
other elements. Many other benefits and costs, such as

balance of paywents effects, the remittance and distribution
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of profits and social costs and benefits are ignored.
It 15 also worthy of note that industries established
and expanded under such a rule are likely to be ones |
wlth less than average spillover and demonstration
gffacts for the skill and technology content will tend

to be smaller than in more capital intensive projects.

The employment effect must be lncorporated in any
cost benefit analysis because it is on extremely important
areas of benefit. It should not however, be seen as the
only benefit, nor should employment creation be regarded
as costless (improvements in employment should not be
regardéd as if they were achieved at minimum cocst). The

criterion is partial and lgnor¢s many important effects.

4o The Little and Mirrless (OBCD Manual) Technigue of

Apprajsal.

The Little and Mirrlees (LM) schema is superior to
the methcds above because it provides a self-consistent
integrated approach including a suitable method of
shadow pricing. Any coherent scheme of - cost-benefit
ahalysis is merely a means of valuing the activities of a
project or group of projects within a mutually self-
consistent framework. The cost element is the using up
of factors of production which have alternative uses
(opportunity costs). Benefits consist of the increase in
value of the (processed) inputs. The problem of valuation

of costs and henefits 1s great. lost means of assessment



utilise market prices as the correct valuation. However,
domestic distortions, price rigiditigs and divergences
from optimality introduced on policy grounds (such as
tariffs) mean that market prices are not true indicators
of the relative scarcity of goods and factors. Conse-
quently, the analyst must utilise some alternative

valuation system,

When foreign owned firms are under analysis, thers
are ssveral speclal factors which the framework must be
able to incorporate. The alternastive position must be
stated.q Also, not all the benefits of the activity
accrue to the host country - part of the valus added 1is
remitted as profits to non-nationals of the host country.
Part of the resources'used up are contributed from out-
side the host country. Provided such resources do not
displace host country factors, they represent an addition
to the available resources of the host.s They do not
therefore have an opportunity cost to the host - their
cost is borne by foreigners who forego other alternatives

in order to invest abroad.

The Little and Mirrlees method (L¥) as set out in
the CECD Manualé, provides a framework which is well
suitea to coping with thess problems. All inputs and
outputs to the project are valued in terms of their
contribution to earning or saving foreign exchange.

Traded goods are valued at border prices; exports f.0.b.;
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imports c.i.fe Non-traded goods are valued on the same
basis by using the input-output table to split non-
traded goods into traded goods equivalent. In the LV
schema, factor inputs are valusd according to the
following rules. Capital goods are treated just like any
other input. Capital is valusd according to its foreign
exchange equivalent - it is split into traded goods and
imputed to cost in the year in which the cost arises.
Labour is valued at a shadow wage rate (SWR) ﬁhich reflects
not only the loss in production elsewhere due to employ-
ment in the foreign owned project, but also the increased
commitment to consumption induced by its employmént in
the project,+,(thus introducing society's time prefercnce

into the SWR).

Benefits and costs are then discounted by the
accounting rate of interest (ARI) which represents the rate
of return to the marginal project. This rate of return is
chosen, therefore; to exhaust the investment fund.7 Costs
borne by foreigners can easily be eliminated, as can
payments abroad (the latter are particularly easy to remove
as they are already in "foreign exchange equivalent®

values).

The difficulty in applying the LM method is in this
case lack of adequate data. The LM method is designed to
evaluate a small number of projects on which a complets

sat of data can be estimatad over the whole life of tha

+ See Section 3.b (i3) for a full exposition of ths calecu-~
lation of SWR.



project. However data of such quality proved to be
unobtainable; even the detailed interviews did not
produce data which covered the whole time span of the
project. Consequently a method had to be evolved which
incorporated the best features of the LM analysis but
allowed application of the method to a large number of
projects on which data over time are severely restricted.

Such a method 1is described in the following section.

5., Domestic Resource Cosh Avpralsal.

The most crucial constraint on the analysis of
FDI is that data over time is non existant. The method
chosen must be suitable for the analysis of a largs
number of projects on which data is available for only
a limited time period. Such a method is thé domestic
resource cost (DRC) mode of analysis, which was orig-
inally utilised by Anne Krueger to evaluate protect-

ionist regimes.

Essentially, PRC analysis gives a cost-benefit ratio
over a certain ﬁime period; it is thus ideal for the
analysis of FDI in Ireland. The ratio compares the
domestic cost of an activity (DC;) with the value added
at international prices accruing to Irish owned factors
(National Value Added (NVA;).) The domestic cost of an
activity is simply the opportunity cost of the use of the
domestic factors employed in that activity. The benefits

are defined, as in the LM framework, as value added at
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international prices. Only that part of value added
which accrues to Irish owned factors is included, thus
removing problems of the distribution of benefits,

The cost benefit ratio for activity i1s thus DRCy = Dci

(7.1) NVA;

This method, which may be described as a truncated
(or data constrained) LM method was one of two cost
bqnefit analyses applied to FDI in Ireland. -Problems
of methodology and of application are discusssd in

detail below.

6. Benefits per £ of Public Investment

In the general case, this criterion is relatively
easy to apply. It simply requires the formulation of the
ratio Net Benefit (7e2)

Input of Government Funds
Projects with the highest ratio of benefit to public

funds are chosen, in order until the budget is exhausted.
However; in the calculations below, data deficiencies

meant that the ratio could be calculated for only one year.
It is necessary therefore to reduce ongoing capital costs

to that year only, which presents very real problems.

Section 3. Methodology and Operational Problems

1. Definition,

(a) Domashtic Resource Costs.

DRC 1s a ratio of the opportunity costs of domestic
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resources use to value added at international prices.
Therefore DRCL = DCi (7.1) where NVAi is value

NVA]
added accruing to domestically owned resources,

Operationally, DRC is defined according to (7.3)7

DRCi = %1133 + dni Vih =3 (7.3)
, i -~ ZMJ iP5 -% :
igi jljl i frfvfi Ri

where Vji is the amount of the jth domestic factor used
as an input into activity i.
S) 1s the shadow price of the jth domestic factor.
dnl 1s the amount of the nth non traded good used
in the production of i.
Pi, Pj are international prices of output 1 and
input j.
ql 1s the quantity of output i.
Mji 1is the quantity of input j into output i.r
ry 1s the repatriated return to the fth foreign
factor,
Vgqy 1s the amount of foreign factor f used in
activity i,
Ri 1is the royalty payment abrcad for activity 1.

This definition raises several issues, Firstly,
valuaticn of inputs and outpubks. Two valuations are
used, one with observed market prices, the other on shadow
prices derived according to assumptions set out below.
Secondly the problem of non-traded inputs arises. The
denominator of (7.3) represents the improvement in the

balance of payments brought about by the operation of



domestic factors in co-operation with foreign owned

oneés in a foreign project (on general equilibrium
grounds). It is therefore necessary to include non
traded goods in the numerator because such geods are
intrinsically related to this balance of payments.improve-
ment. This can be seen to be closely related to the
analysis of balance of payments effects of Chapter VI.
In the discussion of Chapter VI the two alternative
models took non-traded goods as a resource burden;

either on the balance of payments (long ruh balance) or
on Government resources (internal balance). In both
cases, it was a cost deriving from the change in the
balance of payments. The transport cost barrier prevents
non-traded goods from entering the traded goods sector,
but the production of non-traded goods useés up rgsources.
(Thus in DRC analysis non-traded goods inputs must be
included as a cost because in this sense they are an
essential part of the activity). In the case of Ireland
this is a very minor problem quantitatively - because of
the existence of Northern Ireland and the close links
with the U.K. economy, almost all goods are traded and
therefore have a "border Price". (Thus the factor

é% dni Vjh SJ in equation (7.3) is usually minute),

(b) Net Benefit per £ of Public Investment

This criterion is applied according to the following

formula; Net Social Benefit (7.2)
Input of Government Funds
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Net benefit is definad as value added aceruing to

Irish factors from the operation of foreign owned

firms at appropriate prices. The formula is first
computed using market prices and then shadow prices.
Ideally the full sacondary stimulus to the host economy
should be included in net-sacial benefit. In practice,
first round linkage effects are included as an approx-
imation to the full stimulus. Shadow prices are applied
only to Irish capital and labour - no attempt is made

here to revalue other lnputs or output.

The following saction investigates the serious

operational problems encountered by both methods.

2. Operational Problems.

(a) The Alternative Position

The usual premise of cost-benefit analysis is a
"with project" versus "without project" decision rule.
This formulation implies that a foreign project is not
replacing an exactly similar domestic project. However,
the foreign project is drawing Irish re;ources away fron
alternative uses elsewhere in the economy and such inputs
have an opportunity cost. It is the valuation of these

opportunity costs with which the shadow pricing frame-

work 1s concerned.

The discussion in Chapter VI suggested that direct
replacement was not a liksely alternative position and
that a "without project™ alternétive was justified in

many cases.
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(b) shadow Pricing of Inputs snd Outputs

i. Material Inpubs and Oubputs

In the Net Benefit per £ of public investment (NBI)
appraisal, all material inputs and outputs are valued at

market prices only,.

As shown above, the DRC method values secondary
inputs at the value of equivalent imports (c.i.f.) and
outputs at the equivalent export price (f.o.b.) Non-
traded goods are split into traded goods equivalent by

the use of the input output Tableolo

ii. The Shadow Wage Rats (SWR)

The method used for deriving the SWR follows Little
and Mirrlees.l1 This method is well suited to the DRC
approach because benefits are defined in the same way as
the 1M approach. The results of the calculation of SWR
are also applied to the NBI analysis.

The SWR should reflect, not only the decrease in
production elsewhere through labour being drawn into the
project, but aiso the effect such employment has on con-
sumption levels in the economy. If the Government wishes
to attach a high value to savings then it will choose a
SWR which reflects this by attaching a high (negative) value

to the consumption of labour. his will raise the accounting
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price of labour relative to capital and will lead to
lass labour intensive projects being chosen. The estim=
ation of the SWR should provide a value for firstly the
loss of production elsewhere and secondly a relative

valuation of consumption vis-a-vis saving.

The SWR measures the opportunity cost of the input
of labour into the project. Therefore we need to know
the use to which labour would be put in the absence of
the project. Under the alternative position adopted here,
that of no alternative domestic preoject, the labour would

remain in agriculture, emigrate or remain unsmploysd.

Unemployment is a‘major problem in Ireland. As
Table 7.1 shows, unemployment has, since 1968, not bean
below 5% of the labour force. In May 1973, it was 5.9%
(66,000).

Table 7.1 Unemplovment in Ireland 1968-1973

1968 1969 1$70 1971 1972 1973

_ May May
Unenployment as % .
Labour Force s 5,1 6.0 6.0 6.1 5.9
Unemployment -
Thousands 61 58 68 68 72 66

Source: 1968-1971 "Review of 1¢71 and Outlook for 1972"
Table 10 and Tabls E.

1972-1973 "Business and Finance" 31lst May 1973.
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Emigration, particularly of skilled and educated

workers, has long been a problem for Ireland.

Indesd,

a major reason for the policy of encouraging FDI was

the hope that such investment would create jobs in

Ireland.

However, the trend of emigration figures is

downwards and the absolute size of the flow is small in

relation to unemployment, despite its social significance.

The opportunity cost to be ilmputed to an emigrant

1s the amount he remits to the country he leaves.

Table

7.2 shows the number of migrants and total remittances

1960-1970.

Table 7.2 Emigration and Remittances 1960-1970

Year 1960{1961]{1962 196311964 1965|1966 (1567 {1968 {1969 {1570
Emi-

gration | 6994{5721{ 5428 1613315791 15088 {4h17 {478 14385 | Na | Na
(a)U.K.

Remitt =

ances ;

£000 58831659 6326156625607 5726170175766 | Nas | Nag | Nas
(b)Other

Count-

ries

£000 231 7423] 7384 1 74k9 1 7865 18789 18164 {10999 Nas | Nas | Nas
Total 13306 13891112 710113111 13472 {515 115181116765 20200 2100 Zod
£000

Source: Statistical Abstract of Ireland : Various Issuss.
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Although remittances in total are an'important item
in the Irlsh balance of payments, totalling £ 23.9 millions
in 1970, remittances per emigrant are low. The U.K.
Census (1971) showed that 720,985 residents of the U.K. were
born in the Irish Republic. On the assumption that the
U.K. ¢ Rest of the World emigrant proportion was the same as
in 1967 (the last year in which a distinction was made in
the statistics), remittances from the U.K. were £ 7,966,600,
Remittances per head per year from Britain therefore were
oniy £ 11. 40. The effect of emigration on the SWR there-

fore must be very small.

The SWR should reflect the decrease in production
elsewhere caused by the labour being drawn into the project
under analysis and the effect this has in increasing con-
sumption. Most of the labour, if not employed in the indust-
rial sector, would be employed iﬁ agriculture. The oppor-
tunity cost of t hls section of the labour force is thus the
marginal productivity' of labour in agriculture (AMPL).

The AMPL is estimated by the minimum weekly wage in agri-
culture (this is more satisfactory than equating AMPL with
average productivity in agriculture as ¥ suggests because

we can assume that the margin, the minimum wage, is equal to
marginsl productivity). In December 1971, the minimum

weekly wage in agriculture was £ 16. 27 or £ 813.50 per
annum.12 The figure of £ 813,50 per worker was imputed as
the opportunity cost of labour - the fall in preduction else-

where in the economy.



The SWR should also account for the effects of
the increased consumption to which the extra employ~-
ment gives rise. If a comparison is made between a
- situation where an equal addition to output without
the employment of an extra man and the situation with
the extra employment, then the increase in consumption
is equalnto the consumption of the wage earner. In other
words, the employment of an extra man causes a national
decrease in the amount of funds available for invest=-
ment by an amount (C - AMPL), where C is the consumption
level of the wage earner. The SWR is therefore calcu-
lated as the consumption of the wage earner minus the
extent to which thé Government wishes to weight the increass

in consumption thus caused against savings.

Formally therefors,
SWR = consumption benefits of employing one more worker
in the project minus the extent to which the Government
wishes to discount consumption in favour of investment

i.ee SWR =C - 1 (C=-AMPL) (7,4)13
Go

where Go = Government's relative valuation of consumption
against saving.

C, AMPL as above.

To estimate C, we need to know the earnings of labour
and the savings proportion. Average weekly earnings (Dec-
ember 1971) were £ 21. 79, or £ 1,089,5 per annum. In
1970, personal savings wers £ 145 millions from a National

income of £ 1,47% million. The imputation of a savings
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proportion of %bth gives an average consumption figure,
per wage earner, of £ 981.

The factor Go must be deduced from Government policy
statements and action., The "Third Programme for Economic
and Soclal Development 1969-72", IDA policy statements
and the "Review of 1971 and Outlook for 1972" show that
efforts have been made to increase the proportion of invest-
maent in GNP as a deliberate aim of policy.lu' This has
been attempted under New Industry, Small Industry and Home
Industry Programmes. Such statements however, give no |
guide §o the quantification of such a preference for savings.
The relative valuation of investment to consumption was

chosen as 4/3 and 5/l+ , on arbitrary grounds. Applying

these proportions gives -

981 - 1 (981 - 813.5) = £848.5 (from 7.4)

SWR
5,

!

and SWR £ 855.8 (from 7.4)

8l ~ 1 81 - 813.

9 .573 (9 3.5)
Given the low zero) opportunity cost of unemployed and
emigrant labour, a figure of £ 850 per annum was chosen

to reflect the relative likely proportion of unemploy=ent,
emigration and agricultural employment. This fiigure rep-
resents the opportunity cost of a man-year of workj; conse-
quently care has to be taken to standardise for part time

workers (mainly female labour),
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1i4. The_Sghadow Rental of Capital

In the full LM analysis, capital is split into
traded goods equivalent and imputed in the year in which
it arises.as a costs The social rate of time preferencs
igs included via the SWR, as above, where it determines
ths relative values of consumption and saving. Digcounting
is then carried out by the Accounting Rate of Interest =
the rate of return of the marginal project or the opportunity

cost of capital.

In the truncated form presented here therefore, the
valuation of capital must reflect not the social rate of
time preference, which is already 1ncluded in the SWR, but

the opportunity cost of capital.

Only the usage of Irish domestic resources should enter
the cost-benefit calculus - the cost of foreign inputs are
borne by foreigners. Irish capital inputs consist of the
grants received by the foreign firm, Irish capital in joint
ventures and debt raised from Irish sourcese.

A high shadow rental should be imputed ﬁo domestic
capital. "High" is a relative term and here it is used
relative to the commerical returns on domestic capital. The
capital used, it is suggested, has a scarcity value in
excess of that attributed by the market. The IDA grant
represents a direct allocation of Governmental funds for

productive use. Such funds in Govermment hands are highly




flexible and can, in principle, be allccated across a

wide range of activities to promote the perceived "social
good". Alternative uses are: the strengbthening of the
domestic 1ndustrial sector, Government enterprise or a
state holding company. Such funds have therefore a high
social opportunity cost. Similarly, in jolnt ventures,
Irish equity 1is employed. The obvious alternative use
here is Irish owned enterprises and we should again impute
a high shadow rental. It may be argued that the rationale
for employing a shadow rental greater than the market

rate depends on the existence of channels, other than the
foreign firm to transform these funds into productivs

investment. However, gt the margin, such channels do exist;

Irish firms, state enterprise and the small and home
industries grant scheme., This does not however prejudice
the alternative position assumption, which is merely that no
identical domestic project is replaced, In other'words,

a "with" and "without" compsrison does not imply that the

opportunity cost of inputs is zero.

Ideally, sensitivity analysis should be employed to
see how much difference the choice of vaéying shadow
rentals on Irish capital makes to the results., However,
it was decided not to present such a plethora of results,
given the large humber of projects analysed., A shadow
rental of 20% was imputed on the basis of the consider-
ations above., Soms experimentation with rates of 15%
and 30% was carried out, but this was found to meke littls

difference to the calculated cost-benefit ratios.
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iv. The Distribution of Benefits and possible Omissions

In the same way that only Irish-owned inputs enter
the cost side of the account, so only thoss benefits
which accrue to Irish factors enter as benefits. It may
be argued that the analysis as conducted here gives
insufficlent emphasis to cther aspects of distribution.
It would be possible to weight the benefits in a system=~
atic way according to who received them. Tax revenue and
the income of lower pald workers could be highly weighted.
It was felt however that in view of the problems encountered
in devising such weights (with scant help from Government

pronouncements), it was not a fruitful exercise.

The treatment of re-invested foreign profits is a
facet of this prcklem. If such profits are re-invested,
they should bs considered as part of investment and not
imputed as costs to the host. To assume that all profits
are remitted induces a blas against FDI., An industry
average reinvestment ratioc was therefore applied to all
firms in the industry. This ratio was calculated from as

many firms, and time periods as were avallable.

Earlier sections of t his work hava shown that external
econcmies and diseconomles may arise from the operation of
foreign owned firms. Such gains and losses ars very difficult
to quantify and are therefore excluded. Conceptually it is
possible to include such factors - in the DRC analysis
externzal benefits should be added to the denominator and
external social costs to the numerator and in the NBTI gnalysis

net external social benefits can be added Lo the denominator,
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gsection 4 Results

(a) Domestic Resource Cost Aralysis

The results of the DRC analysis are presented in
Tables 7.3 and 7.4 and Appendix I, Appendix I shows
individual firm DRC results. Table 7.3 gives these results
aggregated on a basis similar to the Irish Census of
Production Classification (which is presented as Appendix
II) to allow comparison with that Census. Tabls 7.3
presents the calculation of DRC at market prices and at
the shadow prices derived above. The classification used
in Table 7.4 is the Standard Industrial Classification.

(Here the coverage is more complete).

It was hoped that it would be possible to calculate
the DRC of the total Irish industry; thus providing a
standard of comparison against which to measure the
foreign owned firms. Such estimates could however not be
made because of the difficulties in obtaining data on the

capital sotck of Irish industry.

The "non=-fulfilment of targets" columns in each
table require explanation. 1In most cases, the results
achieved by the foreign firms, judged by the AFF Survey
results, are quite closs to'the projections which the firms
made to the IDA., Where this'is not the general rule,
allowance can usually be made from AFF and IDA information

for cases where projections have not actually been achieved.



However in three SIC groups, chemicals, plastics and
synthetics and rubber products, there is svidence that
several (usually large) projects have failed to achieve
their targets and the available sources of information

on these projects is less reliable. In thess sectors

an estimate was made on the basis of other IDA information
and the AFF Survey where appropriate- however such estimates

are lass reliable than for the rest cf the sample.

A simple decision rule for accepting or rejecting
projects ex ante can be derived from consideration of the
DRC results. It will normally be the case that, with
satisfactory shadow pricing, all projects with a DRC equal
to or less than 1.00 should be accepted. Costs are less
or equal to benefits. If data are available over the
duration of the project, then a discounting procedure should
be adopted, However, if such data ére not available, then
the method of analysing the DRC of the project at a year of
full production is a good approximation, provided that an
agreed valuation of capital can be devised. Investument
decisions with limited amounts of capita; to employ (capital
rationing) should be carried out by ranking the projects by
DRC and implementing them in order from the lowest upwards.
This will give the highest bensfit-ccst ratio possible for

the limited resource.

The 233 live projects analysed in this section (Appendix
I) give results as followss- 100 give a DRC greater than

one, including two with a negative result (which means that



the valuation of both inputs and outputs at international
prices and the deduction of returns to foreign factors leads
to a negative NVA, 1.e. the value of output is less than
value of input at shadow prices), four give a result equal
to one and 129 have a DRC less than one. On a striect
interpretation of the rule, ignoring linkage effeckts and
external.economies, only 133 of the projects operating at
full production result in benefits exceeding costs (58% 6f

the total).

On a sectoral basis the 26 sectors in Table 7.4
divide as follows = 17 give a result less than one and
nine are greater than ons. Howsever three sectors; Food
products (0.98), Motor Vehicles (0.99) and other Electron-
ic Equipment (1.0l) are very close to the dividing point
where benefits equal costs. A margin of error must be
allowed in calculations such as these and these three
sectors cannot be unequivocally assessed because of this

margine

The difference between DRC at market prices and at
shadow prices is shown in Table 7.3. This differencs
arises because of the differences in valuation of material
inputs, outputs and the inputs of capital and labour., All
the market price DRCs are greater than one because of the
influence of tariffs and domestic distortions. Foreign
firms which export all their output will be operating very
close to the point where LC = Value Added at international

prices because they pay no import duby on inputse. Returns



to foreign capital must be deducted from this and in

many cases high profitability will raise the DC fraction,
In such 100% export cases, material inputs angvgutputs
will have already been valued at international prices.
When foreign firms are evaluated at shadow prices the most
important change 1s usually in the valuation of labour
services., Forelgn firms pay higher wages than do domestic

15

firms and the "non-cost" part of the wage bill at
shadow prices (i.e. that above £ 850 per annum per full

time employee) 1s usually the most important factor.

On the other hand, shadow pricing imputes a higher
valuation than the market rate to the ssrvices of capital.
This 1s not usually of a large enough magnitude to out-
weigh the wage factor. However cases of "oversubsidisation”
do occur. Capital intensive firms relying heavily on
domestic capital are the exceptions to this rule. The
influence of tariffs, domestic distortions and comparative
advantage are all influences on the relstionship of inputs
to output,which exercise an influence on DRC. These comments
lead to a survey of the reasons why some results, both at
firm and industry level were greater thah ong, i.e. why

costs exceeded benefits.,

No singls feason can be given for those cases where
costs exceed benefits, but ssveral factors are important
in bringing about these results. The major contribution
of foreign firms to social benefit is through the provisicn

of jobs, This benefit is reflected by the SWR which is

-
o)
(92N



below ruling market wage rates. Thils reduction in
measured costs 1s usually great enough to counter-

balance the increased cost of domestic capital when

valued at the shadow rental. There are, however, three
distinct cases where this does not apply.

(1) Where the foreign firm is highly capital intensive.
Consequently a large part of value added accrues to
foreigners and payment to labour is small. This tendency
towards capital intensity was discussed above. The IDA
attempt tTo encourage labour intensive industry but where
growth prospects are good, capital intensive projects

are aided. (2) Where foreign profits are high. This

need not necessarily be cohfined to capital intensive firms
and indeed it was noticed in a sub~sector of the focd
industry. Foreign profits are excluded from NVA (the
benefit part of t he DRC fraction) and where high profits
are combined with a large proportion of capital from
domestic sources (érant, debt) it will cause the DRC rates
to exceed one. (3) The case of oversubsidisation. 1In
addition to the capltal grant, the IDA may give rent subsid-
ies, interest subsidies and other help from ths panoply of
incentives at its disposal. Labour training grants are also
available.from AnCo and grants towards exporting from Coras
Trachtala. The nebt result of this input of Irish funds
(valued at the shadow rental) is in some case€és to raise
domestic costs above NVA (little of this Irish capital
receives a direct return from the foreign firm) and DRC

again exceeds one.
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Table 7.4 Domestic Resource Costs of Foreign Firms at

Shadow Prices = SIC Classification

1 sector and SIC Number 2 Numbsr 3 BRC 4 DRC -
. of Firms Shadow Non-Fulfil-
Prices ment

Meat Products (201) 3 0.21 -
Dairy Products (202) 10 0.31 -
Food Products (206) 7 0.98 -
Confectionary (207) | 3 0.49 -
Textiles (22) 33 0.73 ' -
Apparel (23) D3 0.67 -
Wood & Furniture _ '

(2% & 257) 6 0.70 -
Paper & Paperboard, Boxes

& Containers (264,265) 5 1.21 -
Printed Matter (27) 2 0.62 -

Agricultural & Indust-
rial Chemicals

(281,287’289) 9 - A 1960
Plastics & Synthetics

Drugs, Soap & Cosmetics

(283, 284) 6 0.55 -
Rubber & Tyres (3,301) 3 - 1.42

Stone, Glass, Clay,
Concrete (321/4) 5 . 0.73 -

Iron, Steel, Non-ferrous
Products, Other Non-
ferrous metal (331) ik 0.76 -

Smelted & Refined ‘ '
Metal (332,334%,335) 6 0.89 -

Metal Cans, Heatin%

Apparatus (342,343 7 1.90 -
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Table 7.4 Continued

1 2 3
Special Industrial : ‘
Machinert (354%) 7 1.65
General Industriagl

Machinery (356) 5 1.30
Office & Gomputing

Machinery (357,358) 8 0.53
Household Appliances

(363) 6 0.82
Other Electronie

Equipment (369) 7 1.01
Motor. Vehiclss (371) 4 0.99
Instruments & Precision '
Goods (38 minug 384) 13 0.79
Medical Instruments

. (384%) 7 0.63
Other & Unknown

Products (19) 6 . 1.08

TOTAL 233

Source s Author's calculation from IDA and

AFF data.



A further cause of excess domestic costs occurs
more systematically within an industry simply because
the cholce of project is wrong. Such cases occur in the
following sectors: Industrial Chemicals (281, 287, 289)
Rubber and Tyres (3,301) Metal Cans, Heating Apparatus(342/3)
and Specilal Industrial Machinery (354%) . This may be
because the firm br industry operates at low value added
and, more importantly, low NVA within Ireland. It may be
because t he protective wedge of the tariff structure
encecurages inefficlency or because certaln necessary
supporting facilities (interlinked industries, external
economies) are unavailable in Ireland. In a nutshell, such
firms dr industires have a DRC greater than one because
even with subsidisation and additicnal help, they have no
comparative advantage when opering in Ireland and this
shows through in the DRC ratio., Degpite the result that
the influence of comparative advantage is dominant, the
sectors in Table 7.5 are widely defined and so within
sectors product specialisation and scale effects mean that

this does not apply to all firms.

To return to the results at industry level (SIC
Classification Table 7.4), the best results are achieved
by three industries in the food sectors; meat products,
dairy products and confectionery, followed by office
and computing machinery, drugs, soap and cosmetics, printed
matter and medical instruments. The worst results are
recorded by the three sectors where non-fulfilment of

targets is serious (agricultural and industrial chemicals,



plastics and synthetics, rubber and tyres, where the
rasults are very tentative) in addition to metal cans

and heatling apparatus and special industrial machinery.

Analysing which of the above factors fits these
cases is no easy task. However two generalisations are
possible with regard to the good performers; firstly, in
the food sectors, printed matter and drugs, soap and cos-
metics there is vigorous competition from the domestic
sector which may have both stimulating effects and external
economies. The second generalisation is that for computing
machlnery and medical instruments (and to some extent for
food) there is a truly European market and vigorous com=
petition on that market. Generalisations fer the poor
performers fit into the‘discussion above (DRC results
greater than one). Capital intensity 1s a common feature
and in the rush to attract advanced technology industries
(with future growth prospects in mind) it is likely that in
some cases, oversubsidisation has occured. The non-fulfilment
of projections given to the IDA by large firms‘in the three
sectors of Column 4 Table 7.4 may be a tgmporary phenomenon
but for the moment poor results are being recordad. High
remittance of profit and royalty payments in these sectors
(particularly 354, 356 and 342/3) is a feature which increases
DRC. Ih summary, it seems that the "traditional" explanations
of successful performance - competition and "comparative

advantage" remain forceful,
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Table 7.5 MNet Benefit per pound of Public Investment

of Foreign Firmg - SIC Classification

1 sector and SIC Number 2 Number 3 Market 4 Shadow
of Prices Prices
Firms

Meat Products (201) 3 6.0 4.9

Dairy Products (202) 10 6.1 4,8

Food Products (206) 7 Lk, 6 3.6

Confectionery (207) 3 4.9 3¢9

Textiles (22) 33 5.1 k,6

Apparel (23) 21 L7 4,5

Wood & Furniture (2%,257) 6 L. 3.8

Paper & Paperboard, Boxes

& Containers (264,265) 5 3.2 3.0

Printed Matter (27) 2 5.3 4.1

Industrial & Agricultural

Chemicals (281,287,289) 9 (2.6) (1.9)

Plastics & Synthetics (282) 30 (2.1) (1.9)

Drugs, Soap & Cosmetics

(283, 284) 6 2.8 2.8

Rubber & Tyres (3,301) 3 (2.9) (2.4)

Stone, Glass, Clay & .

Concrete (321,4) 5 3.3 3.6

Iron & Steel (331) 14 3.1 2.7

Smelted & Refined Metal

(332,33%,335) 6 3.k 3.k

Metal Cans, Heating

Apparatus (3"?3/3) 7 2.6 2.1

Special Industrial

Machinery (354) 7 2.9 2.4

General Industrial

Machinery (356) 5 4.0 3.6

-



Table 7.5 Continued

1 2 3 L

Office & Computing

Machinery (357,8) _ 8 5.2 4.9

Household Appllances «

(363) . 6 3.8 3.6

Other Electronic Equip-

ment (365) 7 2.6 2.7

Motor Vehicles (371) 4 3.2 2.9

Instruments & Precision 4

Goods (38 minus 384%) 13 540 5.1

Medical Instruments (384) 7 4,9 4.5

Other & Unknown

Products (19) ' 6 2.0 1.7
TOTAL 233

Source: Author's calculations from IDA and

AFF data.



(b) Net Benefit per £ of Public Tnvestment

The evaluation of net benefit per pound of public
investment proceeds on the lines set out asbove. Net
benefit is defined as value added accruing to Irish
domestic factors and the input of public funds is calcu-~
lated per annum. Capital grants are capitalised over an
(arbitrarily chosen) 20 year period and under shadow
pricing, the shadow rental of capital is used. The results
are shown with both market prices and shadow prices in

Table 7.5.

The figures in Table 7.5 should ideally be taken in
comparison with benefits accruing from alternative uses of
public funds, such as encouragement of domestic enter-
prises, valued on the same basis., As they stand, however,
they sllow only cross-sectoral comparisons within the
foreign group. The figures reveal a wide disparity between
industries. The best results are found in the food, tex-
tiles, and precision goods (357, 358, 38) sectors. The
worst results occur in those sectors where non-fulfilment
of targets is most serious =- figures in’brackets in Table 7.5

and in some sectors of the metale and engineering industriss.

The importénce of the amount of annual subsidy to the
calculation should be emphasised. As the denominator of
ﬁhe net benefit per pound of public investment, the amount
of subsidy carries a great deal of weight in determining

outcomes, Those sectors which are over-subsidilsed relative
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to their net benefit give a low fraction and those sectors
where the subsidy is small relative to generated benefits

give a high one.

The use of this criterion would involve an a priori
calculation of net benefit and the calculation of the
annual subsidy équivalent of the grant and concessions
to be given, before approval of t he project. This would
both provide a rational criterion for the amount of the
capital grant, related to the bensfit to the economy and

would eliminate the danger of oversubsidisatioh.

(¢) The two methods compared

Table 7.6 shows the ranking by industry given by the
two appraisals. It appears from this Table that the
rankings are similar and this is confirmed by a‘rank
correlation analysis (Spearman's rank correlation coeffic-

ient r = 0,851, which is significant at the 0.01 level).

The differences in the rankirgsarise because of the
differences in the shadow pricing systems involved and
because of the re-ordering of costs and benefits., In the
DRC system, all inputs and outputs are valued at inter-
national price equivalents, whereas the NBI system only
values primary inputs; capital and labour at shadow prices.
The DRC gsystem presents a pure cost benefit ratio BC : NVA
whereas the NBI system singles out one important element -

-

input of government funds as the danominator of its cost



benefit ratio, puttiﬁg all other elements into a net
benefit ratio. This has the effect of giving extra weight

to the‘input of Government funds.

Although ranking by the two methods does not signif-
icantly affect the overall ordering by sectors, thers are
some factors which are worthy of comment. The most spectac-
ular change is that of instruments and precision goods
( 38 minus 384) which moves from 13th rank by DRC to first
rank under NBI - partly this change is due to the bhénge
in the value of inputs, particularly as inpubts are mainly
imported and more significantly they are largely importéd
from other units of the same firm. Such inputs may be
under-valued in order to make profits in tax-free Ireland,
thus valuation at true free market prices increasss costs.
More significantly, such firms are entirely foreign owned
and perhaps surprisingly, have received a lower level of
subsidisation than sverage - perhaps becauss they are
generally capital intensive. The reverse case of "over-
subsidisation" applies to drugs, soap and cosmetics (283,284)
which moves from 5 to 18 under NBI and to iron and steel
(331) which moves from 12 to equal 19th. This oversubsid-
isation appears to be the result of a desire to establish
these two industries in Ireland, even if the costs were

higher than normal.

1
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Table 7.6 The ranking of industries by DRC and NBI

appraisal, at shadow prices.

1 Sector and SIC Number 2 DRC 3 NBI
Ranking Ranking
Meat Products (201) ; 1 =2
Dairy Products (202) 2 ' L
Food Products (206) 16 =12
Confectionary (207) 3 9
Textiles (22) - =10 5
Apparel (23) 8 . =6
Wood & Furniture (24,257) 9 _ 11
Paper & Paperboard,
Boxes & Containers (264,265) 20 . 16
Printed Matter (27) A 6 8
Industrial & Agricultural
Chemicals (281,287,289) 2k =2k
Plastics & Synthetics (282) 23 =2
Drugs, Soap & Cosmetics A
(283,28%) 5 18
Rubber & Tyres (3,301) 22 =21
Stone, Glass, Clay,
Concrete (321,32h4) =10 - =12
Iron & Steel (331) 12 ’ =19
Smelted & Refined Metal ‘ 15 15
Metal Cans, Heating '
Apparatus (342/3) 26 23
Speclal Industrial Machinery
(354) » 25 =21
General Industrial Machinery

(356) 21 =12
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Table 7.6 Continued

1 2 3
Office & Computin

Machinery (357,355) L 2
Household Appliances (363) 14 =12
Other Electronic Equipment (365) 18 =19
Motor Vehicles (371) 17 =17
Instruments & Precision

Goods (38 minus 384) 13

Medical Instruments (38k4) 7

Other & Unknown Products (19) 19 26

Source: Column 2 from Table 7.4t Columns 3 & %

Column 3 from Table 7.5 Column kL

Note: Spearman's rank correlation coefficient

rg = 0.851 significant at 0.01 level.
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ggetion 5  Conclusions.

S e Cussi—

The results of a cost-benefit anélysis cannot be
consldered in isolation from the methods used to derive
those results. Such methods must cope adequately with
conceptual problems and be suited to the constraints
imposed by lack of adequate data. There are also special
problems when FDI is being investigated. In this category
is the correct choice of "alternative position" and the
division of costs and benefits hetwsen the foreign partner

and the domestic economy.

The major problems which a cost-benefit analysis
nust solve are the ildentification and valuation of costé
and benefits. When market prices are inadequate indicators
of social‘valhes ~ and this must generally be the presumption
where unemployed resources show evidence of a serious
resource imbalance - a system of shadow prices must be
devised. The identification of pational costs and benefite

is complicated where foreign resources are used,

Two methods of cost-benefit analysi; wersg suggested
above as being appropriate methods given the particular
stringent data constraints. As applied, nsither method
can be considered a complete analysis because changes over
time are not adequately allowed for - no means of discount-
ing costs and benefits can therefore be utilised. (This
arises because of data constraints and is not an inherent

difficulty of either modsl).



External effects and 1inkage effects are dealt with only
ppripherally, or not at all. However, both methods allow
computation of host country benefits and costs in ways
which lead to simple declision rules. The DRC analysis
allows projects to be ranked in order of desirability and
facilitates the comparison of foreign projects with
domestic ones or with the domestic industry as a whole
(though this exercise could not be carried out because of
the lack of adequate data.) DRC ratios can be aggregated
from the firm level to the industry level in order thét
sectoral comparisons can be made. This allows deductions
to be made as to the "nearest to optimal"” distribution aﬁd
magnitude of FDI. The NBI criterion allows comparison of
the net benefit derived from an input of Government funds
into foreign-owned projects with alternative uses of such
funds - thus allowing a rational allocation of scarce

resources to be made.

It is believed that these two methods offer a better
means of evaluating the benefits and costs of FDI than
other possibilities because they present neither a single-
value objective function (profits, labour intensity, linkage
effects, outflows versus inflows on the balance of payments)
or a set of partial criteria (as for instance suggested by
COOper.and Whelan). The criteria used in fact identify costs
and benefits consistently and provide a means of comparing
costs with benefits in a manner which is flexible enough to
allow changes in crucial parameters such as the alternative

position and policy changes.
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The results of the cost-benefit analysis show a wide
variety of results at the individual project level. As
a post hoc means of assessing performance, foreign projects
performed well, under both criteria in the following
sectors; the food industry, textiles and apparel, medical
instruments, office and computing machinery and instruments
and precision gooGs (although the last gave very different
results under the different systems). However, in a large
number of cases, according to DRC measurement, many projects
have 1lmposed a greater cost on the sconomy than their con-
tribution to it, unlass they have generated unusually large
external effects., Many of these cases have arisen because
the préjects have not achieved the performance which they
forecasted they would attain. Such cases are concentrated
in the plastics and syntheties, industrial chemicals and
rubber and tyres sectors: they tend to be 1a:ge projects

and therefore have a large influence on the sectoral results.

Overall, the DRC appraisal gives 133 individual
projects whose benefit is greater than cost frem 233 surveyed.
This is a 58% "success" ratio of those projects analysed.
This is not a complete picture becausse fbreign firms which
failed or were taken over before failing are excluded (be-

cause of lack of information).

The NBI eriterion is not amenable to dividing projects
into "good" or "bad" as it is a relative criterion. The
variation in success of the projects appears just ag force-

fully as in the DRC results. We need much more information
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to utllise this criterion properly however - namely the
yield on public investment from other uses of funds. All
we can at present show from the calculations is the rel~

ative yléld of sectors and the dispersion in returns.

Both sets of results suggest that a more rigorous
and systemative cost-benefit appraisal should be made by
the IDA before giving a grant to foreign owned projects
(this applies equally to Jrish owned grant aided firms.)
Such an appraisal would not require much more vata than
the 1DA receives already and although it could not remove
those cases where projections are not fulfilled, it would
ensure a better use of Irish investable resources, Firms
which did not meet targets could be penalised by receiving
1bwar proportionate grant payments or other benefits from
the state (tax relief for instance). Such a policy could
be linked specifically to the relationship between projected
and actual employmentj though labour subsidies are not

recommended as an overall policy.

such g policy of rigorous ex ante appraisal by the
IDA would require an input of expertise but this should be
a small problem given the skills within the IDA and the out-
put of suitable Irish gradustes, The appraisal could bs
conducted at first at the maero level using the NBI criterion
to evaluate the benefit of the total amount of investable
funds as compared with other uses of Government funds and
then at the micro level, using a DRC criterion. This

evaluation would increase selectivity in grant-giving and

Lok



would cut down foreign projects accepted for grant aid
(indeed all acceptances) in the short run, but it would
gnsure that the benefits of FDI are maximised for a given
outlay of Irish domestic resources. It would not necessarily
lead to a more lgbour intensive production structure

within the foreign firm. However, the employment of labour
would not be outweighted by costs but would be correctly

evaluated in relation to other bensfits (given an agreed

shadow wage).

The fact that 42% of live foreign owned projects are
not beneficial to the economy in a cost benefit sense shoﬁld
be a sufficient stimulus to a more careful and rigorous
screening of foreign projects. However, this figure should
not be applied without dualification to present day projects.
Many such projects wers accepted when Ireland was in an
inferior bargaining position, than she is now, vwhen experience
of the incentive level necessary to build a scund eccnomice
framework was limited and before Irish entry into the EBEC.
A much tougher bargaining attitude can now be adopted, whilst
still maintaining an attractive programme of incentives.

Future policy is considered in the concluding Chapter.
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Appendix T Industrial Firm Domestic Resource Costs:

Shadow Prices

sIC Ssctor Number Domestic Resource Cost
of of Individual Firms
Firms
201 Meat Products 3 0.21, 0.35, 0.17.
202 Dairy Products 10 0.69, 6.38, 0.10, 0.60,
1.20, 0.80, 0.31, 0.96,
OOL{'S’ 00280
206  Food Products 7 0.29, 0.12, 1.43, 1.81,
1.13, 1.39, 1.31.
207 Confectionary 3. 0.69, 0.23, 0.75.
22 Textiles 33 0.61, 0.79, 0.39, 1.53,
. 0063’ 0071?‘ 8060, Oe63)
.79, 1.60% ¢.88; 1.23,
1,14, 0.27, 0.39, 0.89,
0.56, 1.02, 0.81, 0.25,
0.40, 0.79, 1.2k, 0.28,
0.98, 0.55, 1.37, 1.25,
0.72, 0.%2, 0.63, 1.01,
, 0.k7.
23 Apparel 21 1.56, 0.47, 0.20, 0.77,
1056’ 0075’ 1059) O'SZS
1010, 1’39, 00‘61, 0093‘;
1051, 1.2”‘, Ool"'l, 10)"{9)
0.67, 0.46, 4,21, 0.39,
0.49,
2k, Wood & Furniture 6 0.74, 0.56, 6,00, 0.56,
257 0.59, 0.82.
264, Paper, Paperboard, 5 0.79, 4.88, 0.15, 0.82,
265 Boxes, Containers 1.09, 1.12,
27 Printed Matter 2 . 0.665 0,54,
281,  Industrial etc. 9 1,88} 0.6k, 1.267 1.09,
289 Chemicals 1.22, 2.117 2.57, 1.80,
0e6 L]
282 Plastics & 30 1.17, 1.75, 0.51, 0.59,
Synthetics 0.52, 0,49, 0.69, 2.21,
1015, 1.0.)"}’, 0033, 10897
0082? 0091'5’, 1009, qu‘j,
1.34';.2@5i 0.72, 1.0L,
0083‘; 1087, 103)’3:; 1..3'%157
2,117 0.90, 0.83, 0.43,
1.00, 1.25.




Appendix T Continued

- 8IC Sector Number

Domestic Resourca.Cost
§§1m of Individual Firms
'ms
28 Drugs, Soap 6 0.36, 0,81, 0,28, 1.0
Y1 Cosmetics ’ 0.83; 0.kl » 4409
3, " Rubber & 3 1.407 1.66% 1.02.
301 Tyres
321 Stone, Glass 5 1.05, 0.54%, 0.65, 0.48
32%’ Clay,’Concrege 0.833 ’ 73 -
331 Iron, Steel,
Non-ferrous Prod's. 1k 0.87, 1.04%, 0.58, 18,00,
0.56, 0.39, 0,63, 1.56,
gogg, %ogg’ 0056’ 1.029,
L] , L] L d
32/ Smelted & Refined 6 0.61, 1,00, 0.56, 1.6%,
/5 Metals 0.60, 2.38.
342, Metal Cans, 7 0.93, 0.87, 1.30, 0.51,
343 Heating Apparatus 1 Neg, 1.02, 2.00.
354 Special Industrial 7 1.75, 6.10% 2.37, 1.13,
Machinery 1.00, 1.49, 0.hk2,
356 Generzl Industrial 9 0.70, 2.16, 1.64, 0.63,
Machinery 0.76.
357, Office & Computing 8 1.88, 0.46, 0.59, 0.71,
358 Equipment 0.79, 0.39, 1.51, 3.15.
363 Household 6 3.83, 1.36, 1.3%5, 0.35,
Appliances 1.49, 0.99.
365 Other Blectronic 7 0,51, 2,29, 1.16, 1.02,
Equipment 6.2937 1.09, 0.83.
371 Motor Vehicles L4 0.9%, 1.16, 0.66, 1.31.
38 Precision Goods 13 0.28, 1.00, 2.10, 0.72,
& Instruments 0.60, 1.25, 0.52, 2.25,
é.gé, 0.53, 0.53, 1.50,
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Appendix I Continued

sIC Sector Number Domestic Resource Cost
of of Individual Firms
Firms
384 Medical 7 1.38, 0.19, 0.46, 0.69,
‘ Instruments 0097, 0066, 1.0)0
19 Other & 6 0.50, Neg., 4.1k, 0.71,
Unknown Prod's, 6.35, 1.ﬁ3.
TOT AL 233
Author's calcﬁlations from IDA data.

gource s

+ Unfulfilled targets - figure tenuous.
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Appendix IT The Irisn Census of Industriasl Production

0l
02

03
Ok

05
06

07
08
09
10
11
12
13
1k
15
16
17
18

19

20
21
22

Classification

Industry Classification

¥ining and Quarrying.
Turf Production and Bog Development.
Bacon Factories,

Slaughtering, preparation and preserving of meat
other than 03.

Creamery butter, cheese and other edible milk products.,

Canning of fruit and vegetables, manufacture of
preserves, jam etc.:

Grain milling and animal feeding stuffs.

Bread, biscuit and flour confectionery.

Manufacture and refihing of sugar.

Manufacture of cocoa, chocolate and sugar confectionery.
Margerine, compound cooking fats and butter blending.
Miscellaneous food preparations (including fish).
Distilling.

Malting.

Brewing.

Aerated and Mineral Waters,
Tobacco. g

Worsted and Woollen (excluding clothing) Linen and
Cotton spinning, weaving & manufactures.,

Jute, canvas, rayon, nylon cordage & miscellaneous
textiles.

Hosiery.
Boot and shoe factories.:f

Clothing manufacture of made up textiles except apparel.




23
2k
25
26
27
28

29
30
31
32
33
34

35
36
37

38
39
40

41,

s
il

Indvstry Classification

Manufacture of wood & cork except furniture
Manufacture of furniture & fixturés, brushes & brooms.
Manufacture of paper and paper products.

Printing, publishing and allied trades,

Fellmongery, Tanning and dressing of leather,

Manufacture of leather and leather substitutes
except footwear.

Fertilisers,

0ils, Paint, Inks and Polishes.

Chemicals and Drugs.

Soap, detergehts and candles. .

Glass and glassware, pottery, china and earthenware.

Structural clay products, asbestos, plaster, gypsum
and cement,

Metal trades (excluding machinery and transport
equipment ). .

Manufacture and assembly of machinery except electrical
machinery.

Manufacture of electrical machinery, apparatus and
appliances.

Ship and boat building and repairing.
Manufacture of railroad equipment,

Assembly, construction of mechanically propelled
road vehicles. i .

Assembly etc. of vehicles other than mechanically
propelled road and land vehicles,

Miscellaneous Manufacturing industries,
Laundry, cleaning and dying industry.
Plast ics )
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Chapter VIIT Conclusions

This Chapter is divided into three sectionsf
The first reviews the nature and magnitude of FDI in
Ireland. The second section analyses the most
important areas of impact of FDI on the host economy.
The final section provides an overall assessment of
the effect of FDI on real incqme and draws together

the policy conclusions.

Section 1: Forelgn Direct Invesﬁment in Ireland

The Irish Republic has received a substantial and
increasing inflow of FDI from the mid fifties onwards. |
At the end of 1970, total investment under foreign
control amounted to £ 144,3 millions. Foreign firms
accounted for 8% of Gross Fixed Capital Formation in
1970. This proportion, by international standards, is
high but not outstandingly so. However, foreign invest-
ment represents a much higher proportion of fixed

capital in the manufacturing sector.

The importance of FDI is perhaps best illustrated
by its share of output. Foreign owned firms accounted
for 13.3% of the output of the Transportable Goods
Industries in 1970. When food, drink and tobacco are
excluded, this proportion rises to 17.4% of output.
Foreign owned firms have made a major contribution to

employment which is crucial for Irish economic policy




making. Eumployment in foreign owned projects was

estimated to be around 40,000 in 1972,

Foreign projects are mainly ekport orientated - over
81% of their output goes to foreign markets. The
exports of foreign owned firms in 1970 were estimated
at 29.5% of total Irish exports and at 46.1% of exports
when food, drink and tobacco are excluded. This is a '
contribution to the trade balance, but other balance of
payments effects, such as the import bill of foreign firms

must also be considered.

Such increases in output, employment and gxports
have not been achieve@ without costs. There has been,
from the late 1950's, a substantial programme of
incentives to foreign investors. The institution of
this programme went hand in hand with the move away from a
policy of sconomic protectionism towards one of fresr
trade. This programme has involved taX relief on profits
eéarned on export sales and capltal grants to newly estab=-
lished projects as its two major incentives. From the
inception of the programme uvp to the end of 1971,'thar6
have been capital grants of £ 49.2 millions to foreign
ownsd firms. Grants to foreign firms have, in recent years,
averaged over 75% of the total industrial grants disbursed
by the Govermment, reaching a maximum proportion of 85%
in any one year, Over the same time period, total tax

revenues foregong under the export tax relief scheme has
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been £ 39.9 millions of which at least £ 18.4 millions

was relief to foreign owned firms,

An examination of the foreign owned sector of Irish
industry at a micro level reveals several important
characteristics. The foreign owned sector is not domin-
ated by any one source country. The UK. and U.S.A.
are the moct important countries of origln, with roughly
equal numbers of projects. Germany is almost as well
represented by numbers of projscts and there is also.a
considerable number of Dutch, South African and Canadian
owned projects, The 'Japanese¢ invasion' had not achieved
any significant incursions at the time of this investi-
gation. Taking into account the size of investments,
rather than just the ﬁumber of projects, U.S. investment
is the most important because U.S. projects are nuch
larger than U.. and German ones. There are also some
very large projects amongst the 'other nationalities!

group.

When the foreign sector is divida@kinto industry
groups, no on8 industry or get of industries is pfedom-
inant. The market orientated 'horizontal! investment
type considerably outweighs the supply orientated 'vertical!
invesﬁments. Raw materlal based foreign investments occur
in the focd industry and in the extractive industries,

The vast majority of investmenis however are export
market orientated; the major markets which are serviced

from Ireland being the U.K. and EEC, 3everal high
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technology areas are well represented in the dist-
ribution of foreign firms by industry, notably: plastics
and syhthetics,'drugs and pharmaceutical, industrial
chemicals, industrial machinery, instruments and pre-
cision goods. More traditional areas with considerable
foreign investment are textiles, apparel and areas of the

metal trades.

Most foreign investors prefer 100% ownership of
their Irish subsidiaries. However, pressure from Irish
sources, particularly the IDA, has led to an increasing
proportion of joint ventures within the foreign sector..
This is an important development and one which opens the
possibility of greater benefits to Ireland. The draw-
back appe%rs to be thé greater instability of joint ventures,
which has led to a failure rate of 15.2% - well above the
overall failure rate of 11l.7%. Increasing equity partici-
pation by the IDA may go some way towards counteracting

this tendency.

The several regional disparities which exist in
Ireland we}é examined in Chapter.  I. Foreign inveétment
was envisaged as playing an important role in the allievi-
~ation of this disr~1i6ye Tn praclice, over 36% of {
ong?;»}» -+ Toreign owned projects were located in Desig-
nated Areas. Further invéstigation showed however, that
the least developed areas were completely neglected by
foreign investors and that within the DAs there was av

large disparity which had been left untouched. Inter-

“~
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mediate areas, on the other hand, benefitted from

foreign investment and the employment thus created,

In summary, the foreign owned projects established
in Ireland exhibit a great deal of diversity. 1In
total however, their importance to the economy is
significant mainly because of their dual role as

enployers and exporters.,
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Section 2: The major areas of impact of FRI on

the TIrish economyl

Forelgn direct investment of the magnitude
indicated gbove must have a2 subsbtantial impact on
the host economy. This section reviews the most
importaht areas of impact, viz. domestic economic
structure, employment, entrepreneurship, technological
and efficiency implications, the impact on trade and
the balance of payments, finally, control and policy

implications.

(1) The domestic sconomic structura

The influx of FRI into the Irish Republic has
influenced the industrial make-up of the manufacturing
sector; in addition FDI has led to some important

developments within industrial grocups.

The 'modern' sector of Irish manufacturing is
dominated by foreign owned firms, producing largely for
export. The allocation of funds frem Gévernment sources
has largely favoured such foreign-owned firms. Two
possible dangers exist for the domestic sector: firstly
that domestic firms will be displaced by foreign owned
projects and secondly that existing domestic firms may
be starved of crucial inputs, particularly capital and

skilled labour,




The state of the manufacturing sector strongly
suggests that displacement may have been minimal,
even non existant, Little evidence‘can be adduced to
show that projects which could have been carried oub
by domestically owned firms have been pre-empted by
foreign owned ones. This is reinforced by the IDA
stipulation that foreign owned firms in receipt of grant
aid should be non competitive with domestic ones. This
applies of course to existing domestic firms but
cognisance is taken by the IDA of future developments
}(particularly since the start of the new enﬁrepreneurs
programme ). The weakness of the domsstic sector after °
the period of protectionism and the alleged lack of
entrepreneurial stability (examined in detail below)

add further weight to this argument.

The second danger, starvation of resources in the
existing domestic sector, is a different case. Con-
centration on the encouragement of new projects, particu-
larly export orientated ones, and the financing of the
grants scheme have placed a considerable burden on the
domestic ssctor. As shown above, the érants and tax relief
schemes involve a transfer of funds from existing manu-~
facturing industry to new export orientated projects.

Upon the establishment of the new projects, there is
competition between the 'new' and the 'old' sectors for
scarce resources. The Small Industries and Home Industries
programnes do not appsear to redress the balance of the

competitive disadvantage which domestic industry faces in
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attempting to attract capital. Foreign subsidiaries
can rely on their parent firms both for supplies of
capital and as guarantors for loans. Several domestic-
ally owned firms, particularly those producing for

the héme market, undoubtedly are constrained in théir'
expansion plans by lack of capital. The competition
for resources is also acute in certsin areas of the
market for skilled labour. Competition from foreign
owned firms, who are able to pay bstter wages, has led
to curtailment of expansion plans or to an increase‘in
costs for several domestically owned firms. Again the
activities of state bodies, notably Anco are to some
extent a polliative, but these efforts have so far proved
to be insufficient to prevent these constraints from

operating on the domestic sector,

A rather different aspect of the problem of the
co-existence of foreign owhed and domestic firms is the
emergence of a dualistic structure in Irish industry.
The evidence presented in Chapter IV shows that thé
existence of the foreign owned sector has contributed
to such a structure. The dichotcomy is shown by the
pattern of exporting and the importing of inputs. To
some extent the disparities are accounted for by the
inflﬁence of the industrial mixvand of scale factors but
dualism is mostly due to the differences in behaviour
within industries. This division is endemic because
linkage effects between the domestic and foreign sectors

are small. This is at least partly due to deficiencies
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in the domestic sector, in that it is unable %o

supply the quantity and gquality of resources needed
by the foreign investors at competitive prices. It

is also due to the preference of foreign investors
for dealing with traditional suppliers. In general,
foreign subsidiaries do not perform the full range of
functions within Ireland and they import material
inputs and services from other units of the firm,
Substantial linkage effects emanate from the food
~industries but the rest of the foreign sector approii-
mates to enclave growth. Consequently the secondary
stimulus to the domestic sector from the foreign firms

is small,

(2) Enployment

FPI in Ireland has created 40,000 jobs within
foreign firms in 1972, This is very close to a net
figure of direct job creation because we can assume that
displacement was not great. Constraints on expansion
of the domestic sector caused by diversion of resources
to the foreign sectors may have cost some jobs, but in

comparison this appears to have besn minor.

Despite this job creation in new industry, the
employment situation remains grave. Unemployment is
still at 6% of the labour force and the decline in
the numbers at work in agriculture continues to pose

problems for the achievement of full employment. The

Lo
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decline in traditionél import substituting industry
means that new industry is the major employment
creatihg force in the state, Nevertheless, FDI has
proved to be a major force in bringing about the

reduction in emigration.

The type of employment created by foreign firms
is also of interest. Foreign owned firms have created
employment in the unskilled, semi-skilled and clerical
type managerial categories. In addition, the entry.of
foreign firms has created excess demand for certain
cabegories of skilled labour. FDI has increased the
ratés of pay for skilled labour, Ths main gap in the
Job creation spectrum.is in the highly trained scientific
workers, technologists and research workers. The tendency
of multi-national enterprises to centralise certain
functions, in particular R & D and marketing, has led to
there being little increase in demand within Ireland for
such workers. This 1s of particular concern because of
the brain drain from Ireland. The efforts of thae Govern-
ment to attract such facilities to Ireland seem likely to
achlieve only limited success, given the strengthvof the
centralising tendencies within the multinational firm,
In the long term,'more success may result from moves
towards a science policy which can keep such workers in

Ireland;

The foreign contribution to employment in the

lagging regions of Ireland has been of conslderable

43




importance. Precisely because many functions are
performed zbroad, foreign subsidiaries are often more
footloose than their domestically owned counterparts.
The declared aim of Govermment policy, to provide
employment in the DAs, has beaen facilitated by this
characteristic of foreign-subsidiaries - reinforced of
course by higher rates of grant aid. Over 36% of foreign

projects are located in the DAs.

There are however, ssveral qualifications to be
made., Firstly, failure rates of foreign projects have
been greater in the DAs, Secondly, a closer examination
of location patterns shows that some of the most needy
areas, in employment terms, have been ignored. (Transport
limitations, lack of infrastructure and other external
diseconomies have overwhelmed the attraction of the higher
grant in such areas). Thirdly, there is still a concen-
tration of foreign owned firms on the East coast and around
Dublin in particular. The proposed counter attraction of
the West has only been important in the Limerick-Shannon
region, N

14

(3) Entrevreneurship

There is a view, strongly held in Ireland, that a
major constraint on development is the lack of entre-
preneurial ability. It is ceértainly the case that, in
the past, entry into the church or the civil service has
been favoured socially to the detriment of the business
profession. Other traditions, such as that of emigration

to gain experiencé.ahd as a proof of manhood have drained
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Ireland of skilled entrepreneurs.

However, antrepreneurship is a function rather
than an attribute of a particular group of people.
Up to the late fifties, conditions favouring the
exercise of this function were lacking. The protect-
ionist policiles and thg anti-competitive outlook of
Govsernment policy makers are the root causes. The size
of available markets and the cost structure of the
economy meant that the rewards for risk taking and
innovation were small., Consequently, innovations were
few and directors and managers were conservative and

often pessimistic about expansion opportunities.

The switch of policy towards freer trade and an
'open door! policy to FDI has done much to release
these constraints on the exercise of the entrepreneurial
function., The return to Ireland of Irish born
Managers, who have laid the basis of a successful career
elsewhere, is tes?%mony to the fact that talent has
been latent in Ireland for some time. .These Managers
are the veginning of a pool of talent cubbting across
the ownership division between foreign owned and Irish
firms. In the long run, the creation of a cross-owner-
ship pool of Irish executives and managers should prove
to be a major benefit from the inflow of FDI. The
conditions for the successful exercise of the entrepreneurial

function, with rewards commensurate with it, are emerging.



This will benefit the domestic sector in particular -
especlially as the IDA programme to foster young entre=-

preneurs 1s also reaching take off.

(4) Technology

FDI is one way of obtaining proprietary technology.
It may not however be the best or the cheapest way of
obtaining such knowledge. The alternatives for a
country such as Ireland are licensing and Government

undertakings.

‘A national strategy based on licensing requires a
strong domestic sector containing firms able to absorb
.and effectively use the technology. Up to now, this
has not been a feasible alternative except in very
restricted areas (though it has been used when allied to
Government support as in the easse of N.E.T.) It should
become feasible over a widening range of industries

as the domestic ssctor develops.

Major technological innovations require a long
mobilisation of resources, which must be sustained over
a long time period., Often, recourse to the capital
market is insufficient and Govermment funding is required.
This alternative has proved successful in the case of
N.E.T+ It would be unwise to believe that this alternative
is feasible across the whole range of industries, given

the limited commitment of the Irish Government in this
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direction. Further development of the Government's
role in fostering domestic technologlcal advance
could prove a successful complementary policy to the

continued importing of foreign technology.

In many fields across the industrial spaetium,
FDI will continue to be the most important way of
obtaining technology. Given this, it is vital to assess
the effects which have so far been evident. The
introduction of foreign technology by foreign firms has

had both 'internal' and 'external' effects,

Internal effects - those affecting the foreign
subsidiary - derive from the fact that foreign technology
.often gives the subsidiary a competitive advantage.
Technology based subsidiaries are cxport orientated in
the main and are able to combine foreign technology with
relatively cheap Irish labour. Together with the
incentive package, this constitutes a formidable compet-
itive base.

The external effects howejer give cause for concern.
There appears to be little 'spinoff'! or t'spillover!
of technological advances from the foreign owned to the
domestic sector. This 1s partly because of the weakness
of the domestic sector, but is mainly due to the nature
of modern technology. Most important (and profitable)
knowledge 1s in the form of proprietary knowledge, ownad

and contrelled by a particular corperation. The
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corporation thus keeps a close hold on this income-
creating asset. It is therefore unreasonable to
accept FDI and to expect a great deal of diffusion from

subsidiaries.

However, some diffusion of benefits can be
observed if we define technology somewhat less rigour-
ously. Perhaps the most important spinoff is the
creation of an industrial ethas within Ireland. The
transfer of labour and management referred to above also
transfer ideas and practices. Other 'embodied! transfers
may take place with the sale of blueprints, formulae

and alter ideas by forelgn subsidiaries to domestic firms,

(5) Trasde, Trade Policvy and the Balance of Pavments

The impact of FDI has been most pronounced in the
trade sector. Foreign owned firms accounted for almost
one half of Irish industrial exports in 1970. Some
sector's exports are completely dceminated by foreign
dwned«firms. The g%owth of exports has been dependenit
on the inflow of FDI. Indeed, Irish exports have been

growing at a more rapid rate than the markets they serve,

The rapid rate of export growth has enabled the
country to expand its lmport bill. It should also be
noted that foreign owned firms import a highsr proportion
of inputs than do domestic firms., Foreign owned firms
have been instrumented in tieing Ireland more closely

to the BELC - an estimated 38% of foreign subsidiaries
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output goes to the old LEC of the Six and a further 37%
to the U.K. The growth,amount, destination and sectoral
composition of Irish exports are critically dependent

on inflows of FBI. This trend can be expected to con-
tinue, particularly given the advantages of foreign
subsidiaries in exporting; viz: access to information,

marketing facllities and channels of distribution abroad.

The export orientation of foreign owned firms
encouraged by the incentive scheme has meant that Irish
tariffs have been only a minor irritant. The switch in
trade policy hasg been almost fully completed but the
earlier protectionist policy has left a small group of
foreign owned firms which engage in import substitution.
Inward oriented FDI has been limited by the small size

of the domestic market.

Despite this overwhelming export orientation, it
is not necessarily the case that foreign projects con-
tribute positively to the balance of payments of the
host country. The propensity of foreign firms to import
and the payment of returns to foreign c;pital may be
important and we must consider what the situation would
have been without FbLI, The formal models constructed
to express these sffects at the firm level showed an
enormous diversity of results - within as well as betwaen
secters. This emphasises the wisdom of analysis on a
case by case basls when considering suitability for grant

aid. The results varied according to the alternative

2

Ly



position assumed, but taking the view that the correct
alternative is no project, positive results out-
numbered negative results by just under 2 : 1. On this
basis FDI has contributed positively to the external
balance - but this contribution could have been much
greater had a more carseful project selection procedure

been followed,

(6) Control and policy effects

When foreign owned firms constitute an important
part of domestic industrial structure, host Govern-
ments frequently fear a loss of control of the domestic
economy. Two main dangers are feared. Firstly that
foreign owned firms will be unresponsive to host Govern-
ment policy so that additional 'persuasion costs! will
be imposed on the host Government. Secondly, there is
the danger that the source country Government will inter-
fere in economic policy through the agency of the subsid-~

iary.

The organisation of the MNE is felt to sxacerbate
this control problem. As shown above,'functional specu-
lation makes the MNE in many cases akin to a network,
part of which cannot function effectively in seperation
from the whole; In some cases, the concentration of
key parts of the enterprise in the source country allows
the subsidiary little freedom of action. Such a view is
based on an idealtype of the !NE, which does not fit all

cases, However, many re¢strictions can be, and ars, placed



on the Irish subsidiary by the parent. Export
restriction clauses may prevent the subsidiary from
serviqing all those marketé which 1t 1s capable of
reaching, dual loyalties may affect the decision
makers and the subsidiary may be an agent of the
extraterritorial application of source country laws
and practices. MNEs can also avoid host country
policies by access to the facilities of their parent.
For example, host monetary policy can be avoided

by a transfer of funds within the MNE and by transfer
pricing of intermediate goods and services. A new source
of uncertainty may thus be attached to the pclicy

decisions of host countrises.

Theseé sources of power are potential rather than
overt, ‘it is difficult to find examples of such
practices by MNEs in Ireland - but this is not surprising
as use would be covert. On the other hand, there are
indications of the responsiveness of subsidiaries to
Government policy - regional incentives are a good
example, There have been occasions of threats of closure
by certain foreign owned subsidiaries and although such
threats are not unknown by national firms, the footloose

nature of IMNE subsidiaries makes this more potent.

It has been suggested, by Raymond Vernon amongst
others, that fears of loss of control to foreign firms
can be reduced by the establishment of joint ventures.

This involves a trade off between the commitment of
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domestic capital and the amount of real control gained
(this may be illusory, especlally if technology remains
under foreign control). In addition an extra degree of
instability may be injected - a fact reflected by the

greater failure rats of jolint venture projects.

In the rush to attract FRI to Irsland, there has
been little attempt to evaluate the impact of foreign |
control on policy making and execution. Up to the present,
there has been little conflict, for policies which favour
FDI have been seen by the host Government as optimal for
the Irish development. The extent of the control of
foreign investors will be seen only if there is a radical

change of Government policy.
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gection 3¢ Overall assessment of the effects of FDI

on the Irish economy and policyv conclusions

(i) The means of assessment of FRI

A maln theme of this thesis has been that a form-
alised cost benefit appraisal should be applied to
prospective foreign (and Irish) projects wishing to
receive grant aid. The criteria applied by the IDA are
designed to ensure viability but they also include
some soclal bensfit valuations. Emphasis is also given
to employment creation. The IDA criteria can be listed
as follows: (1) the market for the product must be an
expanding one, (2) long term sfability (a low risk of
technological obsolescense), (3) a high male content in
total employrent, (4) high value added when the full
impact of the project on national income is accounted
for, (9) ease of exportability, (6) low capital require-
ment per job created or good links with the rest of the
economy.1 Such criteria, coupled with a list of 'priority
areas' allow a very large range of projects to qualify
for grant aid. In fact, those projects which have been
refused grants are usually turned down on grounds of
'weak finance! or 'lack of adequate marketing facilities! -

features relating mainly to the parent firm rather than

to the prospective Irish subsidiary.

A more formal set of criteria, with a coherent
decision rule, are necessary in order to ensure that the

gain from the project catweighs the costs. TFurther it

1 nAUSV L Dvetogibnt cw LYZ P
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should ensure that all the gains are not appropriated
by the foreign investor. Two possible methods of
analysis to ensure this were utillsed in Chapter VII.
Analyses of this type can be carried out with the
information available to the IDA on an a priori basis.
Changing pollicy and conditions can be reflected in
changing shadow prices and assumptions. Seperate
employment effects need not be considered as these
effects are aiready included and valued., The IDA a®e
indeed now following a policy of greater selectivity

in giving grant ald to foreign owned projects. This is
basically correct; except that the selsction process
should be founded on general benefit cost criﬁeria rather
than on the selection of 'priority areas' which is a

-second best procedure.

Tdeally, this suggestion should be tied together
with a change in the grants scheme. Grants should be
linked directly to the net benefit of the project to
Ireland. Thus the locational differential should be
subsiemed within a sliding scale of grant aid. In
addition, grant aid should be made confingent on the
completion of the project as presented to the IDA, a

procedure which i1s implemented in France.

Finally, more information on foreign projects
should be made available to the IDA and to policy makers.
Disclosure of annual records by firms in receipt of

grant aid should be obligatory and more analysis of such

Lyl'jl{,



projects should be‘available to policy makers in the
IDA and in Govermment. An ongoing review of the
efficiency of FRI in achieving Governmental targets
should be an essential part of policy. Such a review
could keep in balance the degree of dependence on IDI
and the increasing strength of the domestic sector so

as to allow the latter to increase in importance.

(2) The effect of FRT on real income and growth potential

The results of the cost bensfit analyses of foreign
projects shows a great variability of results, as
perhaps would be expected, Aggregation from the firm
level to the foreign sesctor as a whole is difficult but
1t appears that the overall effect can be described as
beneficial, although not outstandingly so. Table 8.1 is a
schematic presentation of costs and benefits, both direct

and indirect,

455



\O
N\
Py

ATUo TRUCTACN 4+

UOTANOTIASTA BWOOUI JO UOT3I04STd

§49500 TeOTIOTOUUDD]

Awouoos OTQSBWOP JO TOJIJUOD JO SSOT

$7500 TBJUBUUOITAUS® pU® UOTANTIOd

(spoTad JpJSUBIY) SOSEBEJIOUT @OTIJ

JO908S OT3SRWOP
YaTM §BOINOSBI J0F UoT}Tqedwod

seTpisqng
spuny Jo MOTJIN0

+mpomm0ha oTassmop Jo quswedeldstq

2WOOUT JO UOTANQIJIISIP TBUOISAH
JOJISUBIY TTIINS pu® TBOTIOTOULOS [
queme Aoxduy sqjuswhied Jo sodouered
£909831J9 23eqUIT

Sututeay JurpnTout JIoutds

$908JJ8 UOTjBIJSUOUR{

4+ S8S®8J00p 90TId
$p0Janos USTJII 09 S3TJoad
pTed saxe]

spsTadaoque u3TexoJ Jo Ss3eM

JOTYIANI

IOWIA -

SIS0D

SIIHaNTd

PUE[84] UL I(J JO S3[J6UB0 PUE $5500 JO UOLJeJUBS6dd OLjewsyos 1°g BL4Zd



An increase in feal income for the hest country
can come about only by the non-appropriation of all
the behefits of investment by the foreign investor.
This has occured in Ireland in four main areas. Firstly,
employment has been increcased (over the diternative
position). Secondly, transmission effects to the domestic
sector has occured in various forms: linkage and
demonstration effeéts, secondary cmployment creation,
profits to joint venture partners and a small tax payment
element. Thirdly, the operations of féreign firms have
gone some way to reducing regional income disparities.
Finally, the overall beneficial effe&ts on the balance
of payments have averted costly reallocation problems.
Other possible benefits - notably price decreases - have
been minimised because of the export orientation of

foreign projects,.

There have been significant costs imposed also.
The domestic sector has been squeezed by its inability
to compete for score rescurces in certain limited
crucial areas - skilled labour and capital in particular.
Although actual displacement of dorestic projects-by
foreign ones has been adjudged to be small. A useful
, addition to policy would be a scheme to identify and help
indigenous firms in such cases. Other major costs ars
tha obvious ones -~ the outflow of funds in respect of
FDI (dividends and royalties) and the cost of subsidies.
An increase in prices due to transfer pricing of inter-

mediate goods with the MNE may have affecﬁed Ireland's
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import bell and tax revenuss to some extent. Indirect
costs arise from pollution, widening of the distribution
of income when higher wages and salaries are involved
and technological costs. The possible political costs

of loss of control must alsc be includesd.

The cost benefit analyses, earried out by valuing -
as many of the above effects as possible, showed a
positive contribution to real income on the assumption
that a stralghtforward summation of individual projects 1is
a true guide. This result occured because the major gain’
was wages pald to workers who would otherwise be unemployed
or underemployed and this gain outweighed directbcosts
which were mainly subsidies plus the cutflow of funds,
The extra weighting applied to exports also contributed

to this result.

Several provisos must be added., Despite an overall
contribution to real income growth, several bad foreign
projects have been accepted for grant aid. This applies
to some which have failed but alsc to many live projects
which cannot be justified on a cost benefit test. What-
ever the net gains have been, they would have been greater
had such projects begen rejected at the outéet. Sore
would not have given a negative result had the grant been
contingent on achieving projected results, as suggested
above, Others, even at.full output, are a net cost to the
economy and these are the ones which must be rejected when

they apply for a grant.



Secondly, the permanence of the foreign owned sector
of Irish industry has not yet been proven. It has been
suggested that the termination of the export tax relief
_scheme in 1990 will result in many foreign owned firms
closing down and leaving Ireland. It 1s unlikely that
most of the firms in Ireland have so short a tiha horizon,
even if some other form of inducement under the EECs
reglonal policy is not applied. Moreover, those firms
wlth heavy fixed capital equipment would have to take
a very heavy loss in leaving. An informed gusss wouid
put the proportion of firms which will close under such an
eventuality at below 10%, affecting a much lower proportion

of investment than this figure.

Thirdly, thera are several effects of FDI which have
not yet been.witnessed in Ireland because of the relative
newness of most investment. The most important of thess
effects is the outflow of dividends from Ireland. The
time to achieve profitability together with a relatively
high rate of reinvestment has limited outflcws up to now.
Reinvestment rates will probably remainrhigh with the EEC
market expanding rapidly, although the outflow of funds
can certainly be expected to increase. It is unlikely that
Latin American proportiions will be reached for many, many
years,‘if aver, provided that currency stability is main-

tained.

The effect on growth potential depends on the nature

of the development of the domestic sector.’ Here, much mors



attention must be devoted to maximising the 1inkége
effects with the domestic sector and reducing imported
inputs. Partly, this can be achieved by the domestic
sector itself, in that it has in the past failed to
make the most of its opportunities of selling to
foreign owned firms. Soﬁe consolidation and rétion—
alisation of the domestic sector with a programme of
(Government inspired) mergers would help overcome the
scale barrier and the new breed of entrepreneurs are
much more aware of the opportunities of selling to forasign
subsidlaries., Time, IDA pressure and more careful
project selection will also help. It will however be
some time before the dualism even begins to decline.
%#In this sense,FDI must be viewed as a 'bridging loan?
until the domestic sector can undertake self generating
growth in the more open economy and in the 'modern!

sectors

(3) Future develorment strategy

several broad.alternative strategies can be’
delineated for the future development of Ireland.
Industrialisation can be followed by continued reliance
on foreign investment, with possible dangers of
“dependenoe, over capital intensive industries and large
outflows of funds. Alternatively, industralisation can
be pursusd by reliance on domestic resources, with

either the privabte sector or public enterprise being
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given the leading roie.+

Sble reliance on the domestic sector has problems:
the historical record is against the success of a
strategy based on domestic private industry alone. More-
over, there are severe obstacles in the way of |
obtaining technology and gaining access to the large
foreign markets which are necessary for efficlency. The
domestic capital market is not strong enough to support
demands for large scale projects and skilled labour is
still at a premium. Reliance on state enterprise means
expanding the range of solutions similar to Nigritin '
Eireann Teoranta, which has proved a mest successful
experiment. State undertakings have been criticised for
a failure to adapt quickly and such a solution seems best
suited to areas with a stable technology and an estab-
lished home market rather than competition in a Europe-

wide market .

+ (A final possibility - that Ireland should not

attempt to industrialise further, bul develop tourism

and agriculture only to becoms the 'rest centre of Lurope!
has not been considered because it does not appear to
reflect the wishes of the population. Such a solutien also
condsmns Ireland to being a low income, depopulated country,
dependent on tourist receipts. The real question 1s how
best to achieve further industrialisation and how best to

nirnimise its bad effects.)



Therefore, a mix of the three solutions is the
way towards defining a strategy. FDI can be regarded
as filling a gap in many areas until a domestic enter-
prise can be created. Much more effort should be
devoted to‘encouraging domestic solutions and to
develop a domestic structure which maximises spin-off
benefits from the foreign owned sector. In mahy
sectors, FDI will continue as the major element because
the package of resources it provides are available in no
other form, or at least only.at a higher cost. In many
areas no forseeable domestic alternatives are évailable
in the near future. Much depends on the Governments
choice of discount rate for the future - industrialisation
quickly must mean FPI in many sectors, a low discount rate
implies a larger domestically owned share, but slower
growth, The policy of greater selectivity of foreign
owned projects and a formalised assessment of net benefits
means a lower foreign share than the present poliey. But,
this policy together with a fostering of nascent domestic
firms and a strengthening of links means a more integrated
domestic economy, with a fuller realisation of the potential

benefits of ¥DI.

No future development strategy can ignore the develop-
ment of the EEC. The Treaty of Accession of the Irish
Republic to the EEC included a special appended protocol
for. the maintenance of state alds to be as effective in
promoting industrial development zs the present system. T¢

sgems likely that there will be no extension of the export



tax relief scheme after 1990, A review of state aids
within the Community is likely to find that this schema
contravenes Article 92 of the Treaty’of Rome which

states that alds should not 'distort competition'. Aids
must also be transparent - that is, readily quantifiable.
Until an agreement is reached on this point, the IDA can
offer full relief until 1990 and all projects already
accepted under the scheme will be allowod relief until
the completion date. A full review of regional aids is
at present underWay. Limits on staste aids were imposed
on ‘central areas' in 1971. Ireland has beén designated
as a less developed'peripheral' area and will bs able to
give largsr incentives to attract industry. Help will be
forthcoming in the form of Community funds such as
Buropean Investment Bank loans (loans and loan guaranteesy
for the provision of infrastructure and direct aid to
industrial enterprises), the BEuropean Interest Rebate
Fund (designed to cushion repayment on loans financed by
the Community), cash grants for the provision of jobs and
access to the Buropean social fund, which provides for

retraining and resettlement grants,

The c¢evelopment strategy which Ireland is likely
to choss, will therefofe be moulded within a Eurcpean
| system} It will be tb Ireland's bsnefit if the Comnmunity
can prevent countries competing against each other to
attract subsidiaries of MNLs. The EEC is unlikely to
severely curtail the incentive scheme, although it is

likely to be changed and the export tax relisf system



replaced by a more transparent aid. Being part of a
wide European Market has been of tremendous value to

Ireland's development strategy, and will continue

to be so.
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