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Multinational corporations represent an enormous concentration of economic
power in the United States and the rest of the world. U.S. multinationals
themselves account for sales of $3.5 trillion and control assets of $4.2 trillion,
which is almost 60 percent of total U.S. business assets. They occupy a
dominant position in world trade. U.S. parents and their affiliates, for
example, are associated with 79 percent of U.S. exports and 46 percent of U.S.
imports; they alone account for about 18 percent of world trade.’

How might the presence of such large multinationals affect the behavior of
the exchange rate? The typical business executive would probably find this
question easier to answer than the economic theorist. The executive would
probably point out that there has been a revolution in international financial
markets over the last decade. Securitization, globalization, innovation, and
deregulation have resulted in an explosion of new instruments and trading
volume. The structure of multinationals’ liabilities have changed dramatically,
and today’s investment projects are financed in ways that were difficult to
imagine only a few years ago. The executive's view might be that the real-time
fungibility of financial resources in today’s hectic markets may, in the large,
make exchange rates less manageable, more volatile, and increasingly
unpredictable. He would probably add that the undisciplined behavior of the
dollar during the 1980s has done nothing to assuage his concerns.

The source of these concemns probably lies more in the role of corporate
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In order to establish a way to think about this problem, we first examine the
effects of financial market innovation under the assumption that capital
markets are perfect. (We discuss below just what we mean by “‘perfect."”)
Under these conditions we show that Modigliani and Miller’s (1958, hereafter
MM) first proposition implies that changes in firms’ capital structures should
have no effect on exchange rates. We then discuss evidence which suggests that
international markets are nol perfect, and that the MM proposition fails.
Specifically, we address the concerns of those observers who argue that
financial innovations have had adverse effects on exchange rate volatility. We
argue that the most important financial innovations for large firms are new
markets for securitized corporate borrowing and security swaps. These
facilitate trading at longer horizons. We then review, but find no evidence to
support, the hypothesis that these particular innovations have tended to
destabilize exchange rates.

MM'’s famous proposition | demonstrates the irrelevance of a firm's choice
of debt and equity in a perfect capital market. The logic of their irrelevance
proposition is, however, very general, and does not apply only to simple debt
and equity instruments.> The proposition applies to any combination of
financial instruments, no matter how complex. The basic intuition for
irrelevance is very simple: a firm cannot change the total value of its securities
by splitting its cash flows into different streams. The value of the whole is
always equal to the sum of the values of the parts—the principle of value
additivity. There is also a second, less obvious point in MM: the allocation of
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prices. Suppose that r; is the return on a portfolio of assets which is
independent of consumption and the returns are normally distributed. Then

equation (1) can be rewritten as:*®

ar

El
(2) Eir) — Elr,) =

EW] cov|r;,c).

Because equation (2) holds for any asset or portfolio, it must also hold for the
world market portfolio, w,,, the shares of each asset in the world portfolio:
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where r,,; is the return on the world market portfolio, deflated by the ith
investor's consumption price index. Combining equations (2) and (3) yields
the standard consumption CAPM for the investor:

(4) E(ri) — Elr;) = Bi[E rn,) — Elrl],
where
_ cov(ricl
F cov lrlll.l"".J_

A similar equation would hold for RoW:

(3) Elrigew) — Elrjrow! = BirewlElrmprow) — Elrjrowl],

where

cov(r; pow Crow!
Bisw &
COV(r,, pow Crow)

All securities continue to be priced by the same rule as they were before the
swap. If the investor and RoW were initially not at an optimum, equations (4)
and (5) would contain additional terms reflecting the swap of assets f and j (i.e..
[dUldwldw; + [dUldw;]dw,), and then there would be a first-order effect on
equilibrium prices. But as long as equation (1) holds for all investors, real
required returns and the world capital market equilibrium are unaffected by the
swap.

We have obviously made several strong assumptions to get these results, and
we focus on these below. First, we assumed that international capital markets
are integrated. By this we mean that all investors are informed of and have
access o assels traded anywhere in the world. Second, we assumed that
transactions costs are zero and that there are no taxes. And finally, we assumed
that the multinational’s choice of financing does not affect the value of its
investment project, an assumption which we also relax below.
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In spite of these unrealistic assumptions, the results above are very general.
International asset pricing models are much more complicated than standard
assel pricing models. They explicitly allow individuals in different countries
to have different consumption baskets, and in any case, to use different nu-
meraires to appraise real returns. Under these circumstances, the usual touch-
stone portfolios, such as the minimum-variance portfolio and the mean-variance
efficient portfolio, are no longer very useful for describing the world capital
market equilibrium, since different investors will define them differently. The
usual separation theorems will fail. Yet, in spite of this kind of heterogeneity
across investors, the above example and model continue to hold. Small
changes in the financial structure do not alter the allocation of resources, and
therefore, the world capital market equilibrium, no matter how complicated,
remains unaffected.

8.1.1 Financial Innovation

Few economisis would argue that the international capital market is perfect.
Certainly, markets were far from perfect before the last decade’s dramatic
changes in the financial tools available to large firms. In this section we look
briefly at how financial innovations affect firms' costs and choices of
financing.® Our interest in these innovations is to see whether they have
eliminated important market segmentation (by cutling transactions costs and
reducing regulations and capital controls) and to identify new instruments
corporations use to hedge risks and finance investments.

Twenty years ago corporations borrowed predominantly from banks,
usually in domestic currency. Transactions costs were higher than they are
today. International bond and currency markets were essentially undeveloped.
The domestic capital markets of the largest developed countries (the U.S.,
Germany, France, Japan, and the U.K.) were largely separated from each other
by a variety of capital controls.

The growth of the international currency market is a useful benchmark for
the speed of financial innovation. Transactions costs have fallen to the point
where on an average day the difference between the bid and ask rates in New
York on the DM is about 0.05 percent! In 1973, the average bid/ask spread fc.r
the DM was slightly more than twice as large, 0. 11 percent. Over $250 billion
changes hands in currency markets around the world each day, roughly an
order of magnitude greater than a decade ago. Indeed, some observers express
concern that there may now be ““too"" much trade. Goodhart (1987) has found
that only about 10 percent of daily trades in the foreign exchange market are
between a bank and its customers, the remaining 90 percent are trades between
banks.

A number of restrictions in the 1950s and 1960s on capital flows affecting
multinationals stimulated the growth of the Eurobond market. Imposed in
1963, the U.S. interest equalization tax made it difficult for foreign affiliates
of U.S. corporations and other foreign borrowers to issue debt in the U.S.






DUNK DOITOWING Nas lallen dramatically over the past decade. Even though
many U.S. corporations view the Eurahond market as a financing subslitute
for the U.S. domestic market, domestic debt issuance has also grown at a rapid
rate. Indeed, recent growth has been large relative (o the growth of both GNP
and equity financing, as shown in table 8.2,

Along with securitization and the fall in trunsactions cosis has come an
expanded set of debt instruments. While traditional fixed-rate debt still
dominates, [loating rate bonds and convertible bands now account for almost
35 percent of total international issues. The growth of these instruments is
shown in table 8.3. In addition, financial futures and options have grown
quickly. While these instruments are redundant in that their payoffs can in
theury be duplicated by trading other instruments, they have drastically
reduced the costs of execuling many trading strategies.

Perhaps the most important and newcst instruments available to multina-
tionals are currency and interest rate swups. These have changed the interna-
tivnal capital market in two respects. First, they allow the hedging of inlerest
rate and exchange rate risk al horizons far longer than were previously possible
on forward markets. Swaps therefore contribute to more efficient risk sharing.
Sccond, swaps help reduce inarkel segmentation. Swaps exploit the compar-
ative advantage of one firm'’s ability to borrow more cheaply in one market
compared with another firm, relative to both firm’s borrowing costs in a second
market. To the extent that these borrowing differentials are due (o local market

1AME B..5 MEW LESWES ON WL FRLCTIEUAMIAE DULI VLAVRUL [IF0 LIRI RISy N1 LIP3 8

Instruments 14H2 1953 | | GRS 1986 1987
Fived Rate 516 57.6 56,4 4.8 141.5 123.8
Floating Rate and CDs 15.3 138 18.2 8.7 51.2 o7
Convertible 2.6 o 10.9 11.3 26.9 g
Crther - —_ —_ 5.4 6.2 335

Total 75.5 171 1075 170.2 2358 1771

Sowurce: Financial Morket Trends, varions issues.

differences in information or perception, swaps help reduce segmentation in
the international capital market.

There is little data on swap volumes because swaps are an agreement between
two parties and lack a clearinghouse mechanism and because current accounting
standards (reat swaps as off-balance-sheel ransuctions. Oulstanding currency
swaps grew from zero in 1982 to about $100 billion at the end of 1986. The
outstanding volume of interest rate swaps is about three times larger.

8.1.2 Financial Innovations and Volatility

Many observers see financial innovations as reducing transuctions costs, com-
pleting markets, improving, international risk sharing, and pushing authorities
toward financial libcralization. " Under this view, recent inmovations are closing
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see 8 positive relationship between FDI and direct investment inflows in the
balance of payments.

Consider a small country which is completely elosed to FDE and lureign
portfolio capital. What criteria will a firm operating in that country use to
determine the investiment projects it should undertake? [T it can issue sceurities
only to domestic residents, then the firm’s cosi of capital will be determined
in part by the domestic capital market. Because domestic residents are not as
well diversified as foreign investors (who have uccess to the world capital
marker), domestic residents will demand a higher return than farcign investors.
Global firms which have access to international capital markets will have a
lower cost of capital, and therefore will undertake more investinent projects,

An cxample may help to show this effect. Under the Capital Asset Pricing
Modcl (CAPM) and assuming no taxes, a firm's cost of capital ix equal to the
riskless rate plus a term measuring the firm's systematic risk:

(6) Elr] = rp + pQu,

where 1, is the riskless rate of return. p is the market price of risk tequivalent
to the coefficient of relative risk aversion), {3 is the & % N covariunce matrix
of sccurity returns, and w is an ¥ % 1 veetor of market portfolio weights.'”
The relevant sel of N securities included in equation (6) will depend on which
investors arc purchasing the firm’s securities. We assume that domestic
residents hold N securities in their portfalios and that world residents hold «
disjoint set of A" securities,

For sirmplicity, we let each asset comprise an equal share of domestic and
world portfolios. In order to obtain bullpark estimates of the cost of capital,
we lge the fact that the average return covariance of two securities from the
same country is about 1 percent (per year), and the average own variance of
relurns is about 15 percent. Bascd on these numbers and equation (). the firm's
cost of capital from domestic residents is

(7) Eirt =g+ i_l{ﬂ.ﬂll.-\” - 1) + 0.15].

Under the assumnptions thart p, the coefficient of relative risk aversion is ? and
that r, = 0.07, equation (7) implics that the cost of capital from domestic
residents is 11.8 percent for & = 10 and 10.1 percent for N — 25,

The cost of capital for werld residents can be caleulated in the same way,
There arc only two changes. First is thal the average covariance between
securilies across countries is Jower, about ¢).5 percent. Second, world residents
can hold betler diversified portfolios, The firm's cost of capital in the world
inarket would then be 8.3 percent it N*° = 100 and 8.0 percent if &' = =,
A global firm with access (o the world capital market would find projects with
returns between 8 and 1) percent to have positive net presenl value (NPY),
whereas the purely domestic firm would find them to have negative NPV, Thus

T
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access 10 the world capital market is likely to lower a firm’s cost of capital and
increase investment when capital markets are segmented.

Inthis way, both the glohalization of firms and the liberalization of domestic
linancial markets will tend Lo raise domestic investment. As with any olher
positive goods market shock, the effect is o generate a real appreciation. In
this case. however. the increase in investment spending is associated with 2
capital inflow. Countries with foating currencies will expericnce # rise in
inferest rates (for a given monetary policy) and a currency appreciation. For
fixed rate countries. the mechanism is that of the **Dutch disease'': an increase
in domestic spending Jeads to higher interest rales and 4 balance of payments
surplus, which in wrn raises the domestic price level, Either way, us the
barriers of a restricied domestic capital market fall, real appreciation is likely
to be the result.

Ot course, globalization is a slow process, reflecting the inexorable evolution
of technology and the reduction in costs of moving production sites, Financial
market liberalization, by contrast, can be sudden and deliberate, Thus countrics
that have liberalized rapidly have seen dramatic reductions in the cosLof capital,
und have witnessed simultaneous investment hooms, In Chile, for example,
investment went from |7 peceent of GNP in 1979 10 24 percent two years later
as the result of the liberalizarion of its domestic financial markets and capital
aecount, For Chile, as for several other developing countries, the tapid change
was debilitaling. as the real appreciation lead 1 expectations of depreciation,
and therefore to even higher domestic interest rates,

8.3.2 Exchange Rates, Taxation, and Investment

Financing and investment decisions inevitably become blurred in the Face
of corporate taxation. In this field, multinationals operate in an extremely
complex environment and spend a great deal of resources in tax planning.
Taxes create distortions in international financial markets by affccting bath the
after-tax cash Mows and the after-tax costs ol raising funds for one national
relative to another. Because tax eftects are project and financial-instrument-
specific, small changes in the tax code com lead to large changes in firms’
behavior, As improvements in technology, transportation, and communica-
tions make multinationals more mobile internationally, hame and host country
corpurale tax codes necessarily become more powerful government instru-
ments for inflluencing foreign investment by domestic multinationals as well
as domestic investment by foreign multinationals.’™ In this section we give a
briel pverview of how corporale tax codes affect multinationals' incentives for
FDI.

The most ohvious effect on firms® location choices comes from differing
marpinal tax rates across countries. By locating their headguarters in low-tax
rate “'havens,”” some [irms can pay far less income tax on earnings repatriated
from foreign affiliates. As one might expect. there is enormous variation across
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countries in effcetive corporate income taxation, ' Multinational corporations
in lax havens such as Bermuda paid an average ellective tax of 0.5 percent of
income in 1982, while those in Panama paid an average ol 19 percent. These
effective tax ratcs compare very favorably with the average rate across all
countrics of ahout 39 percent, and the 36 percent effective rate in the Unired
States.

The evidence that multinationals can increasingly take advantage of
international tax havens i1s presented in table 4.8.”" The shate of income of
foreign affiliates of U5, corporations that is carned in tax havens has almosi
doubled between 1968 and 1982 rising to aboutl 20 percent of (olal belore-tax
income. It is alse clear from the table that multinationals across difterent
industrics differ in their ability to exploit the advantages of tax havens,

One might guess that much of this income shifting is a result of creative
accounting, and that it does not primarily represent an increase in physical
investment in these countries. However, pross privale fixed investment did nise
in muost of the tax haven countries from 1968 to 1982, on average by 3.3 percent
of GNF. Yet in absolute terms, this does not represent a large amount of
investment.

It is likely that other tax practices have a greater impact on the choice of
location [ur subsidiary affiliales, The most overt atlempls o encourage foreign
direct investment come from explicit subsidies and project-specific tax breaks.
Host government financial incentive packages for investment arc extremely
common. For example, when Yolkswugen decided to locate assembly oper-
ations in the United States. it received subsidies valued at over 350 million
from local, starc, and federal governments, as well as a $1.00 per hour wage
concession from the U A W, . which was worth an additional $40 million. The
subsidies ineluded municipal interest tax subsidies, forcign trade zane tax
subsidies, and CETA grants.?' Mot all subsidies to investment and project
financing require negatiation, however. The province of Quebec in Canada, for
example, allows a 10 percent tas credit on salarics paid to research workers,
Another example is access to low-interest burrowing, which is a common
subsidy to multinational investment in less-developed countries.

Table 8.8 Fraction of Before-Tax Farminps of Forcign Afflintes of U.S,
Multinativnals Located in Tax Havens

Industry 1903 1972 195G 182

Al Industnes 11.0 12.8 14.0 22

Finance, insurance ond renl esiate .4 5.5 42 5 NA

Whalesale trade 1.5 41 224 A

Services 19.2 1%.2 1458 MA
6.2 6.2 MA

her mdustries 1.3

Sonree: Kenudjian (1986),
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Direct subsidization of investment, either explicitly or through lower
marginal tax rales is an overt means of altering incentives. There are, however,
more subtle and potenrially more important wavs 1hat taxes can elfect
multinational investment decisions. For example, the United States and many
other developed countries grant to foreign aftiliates of home corporations a tax
credit on foreign income taxes paid, To s firs) approzimation, the foreign tax
credit (FTC) may be thought of as adding w the incentives for home cor
parations fo invest abroad, However, this 3s only u lirsl approximation because
the meenbive to invest inany given host country is a function of both the
hame and host countries’ corporale income lax codes, When the host and
hame countries deline income dilferently, luxes paid may not result in taxes
credited, ™

These tax credits have several imporiant elfects on multinationals and
sovernments, First, governments interested in foreign direcl investment have
an incentive o levy high income taxes—in order to provide foreign frms with
a larger FTC—while al the same time offenng offsetting non—income-hased
subsidies on investment. These subsidies may either lower the cost of capital
for the investment project. or may directly reduce the after-tax cost of
investment. Countries (such as some in Western Furope) which rely heavily on
valuc-added taxes (VATS) effectively reduce the incentives for toreign invest-
ment, since YATs are not usually refundable through [oreien tax credits,

Secand, FTCx bias foreign corporations’ incentives toward investment in
heavily income-taxed investments. The U.S, affiliate of a fareign corporation
can pet no foreign tax credil on domestic investments that are sheltered from
income taxes. Yet, because these investments are preferred by domestic in
vestors, they have lower rates of return. Thus il the foreipn affiliate invests in
tax-preferred items, it pays an fmplic ax. Intemational economists will rec-
ognize this as an example of comparative advantage: becansc of the foregone
FIC, tax-preferred investments have a relaiively higher opportunily cost (o
foreign investors than to domestic investors

One implicaton of the FT'C is that changes in the domestic tax code which
discourage domestic investment in a certain type of assel, encourage [ereign
investment in that same asset. For example, the U5, Tax Reform Act (TRA)
of 1986 rcmoves several investment tax credits and highly accelerated
depreciation rates. For LL.S. corporations this makes many invesliment projects
less attraclive in comparison with passive investments (such as C1s). Yet the
incentives tor foreign multinationals to undertake those investmenl projects
improve. Schaoles and Wolfson (1988) present data which indicate that in the
four quarters following the 1986 TRA, mergers and aequisitions in the United
States by foreigners ran al an annuul rale of $46 billion.™* In the year prior to
the tax reform act, mergers and acquisitions by foreigners came to only $12
hillion. Over the same period, mergers and acquisitions of U, 5. companies by
U5, residents fe!l by $33 billion, or about 16.5 percent. This would suggest
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&l ST Syl 1981 tax change) are associated with a change in the composition of inflows
o ?"") toward portfulio investment and away from direct investment. FDIL inflows
il have nnt kept pace with purchases of U8, bunds by foreigners.
i I: Maturally, some argoe that the 1.5, external deficits should have been
| 3 ' financed entirely by borrowing instead of by the sale of U.S. corporate control.
I'"h } d‘! They think that the FDI inflow should not vary with totzl U8, borrowing,
= o o, 0 T Malcolm Forbes is on the record as saying, “'1t's one thing for Japanese and
E os | Fer “.I_. @l [ Germans and others to buy U.5. Guvernment bonds Lo finance our huge trade
s il | :I?Ij = imbalances . . . butit’s a whole and torally impermissible other thing for them
| ' to use their vast billions of doellars to buy great chunks of America’s big
0.8 businesses. . . """ Even though the stock of FDI in the United States has risen

o

rapidly—going tram 2 o 6 pereent of GNP from 1979—87—it is still below
the level of muany other countries in which the United States 15 the major
foreign investor,

] dﬁplrﬁhﬂ# _N-:.'.R_’. we lum to .5, FBI outflows. Figure B.6 shows U8, FDI abroad as
|" g a fraction of total .S, private capital omtflows. The steady downward trend
is upain a source of concerm to some. But note the contrast with figure 8.7,
which shows U.5. FDI abroad as a percentage of U.S. GNP, Strikingly, the
FDI outflow is, by this measure, larger than twenty-five vears apn. The
conclusion is that U.S. direct investmenl abroad has sulfered no secular
decline. The downward trend seen in tigure 8.0 is instead an indication thal
i U.5. residents are taking advantage of foreign financial market liberalization
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Fig. 8.4 Foreign direct investment inflows into the U.S. (as n percent of
11.5. GNP)
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Notes

1. See Lipsey (1988) for a survey of U5, multinational trade and investmenl. .

2. Tt is interesting to note that it wok economists a long time to understand this
apparently obvious point. Mehra (1974) was the first to prove that the MM propositions
alsa hold for a two-country capital market with stochastic cachange rates.

3. Motice that borrowing and lending is not the only way fot the investor to achieve
payoffs cquivalent to Es. He could take a long position ina DM futures contruct, which
would replicatz borrowing £ dollars and lending the equivalent dollar amount of DM.

4, See Frankel [1982), Froot (1988), Froot and Frankel (1989), and [lodrick (1987),

5. In going from equation (1) to equation (2) we use the fact thal for normally
distributed random variables, cov] ftxky] = fF'(xcov(xy) See Rubinstein (1976). We
would per the same result even without normality if trading takes place continuously.

6. bor a complete survey of international Anancial innovation, see Levich (1988).

7. These restrictions included penalties on U.S. hanks for new loans made 1o
foreigners and mandatary controls on capital trunsfers for 1.5, corporations ta their
foreign affiliates. The controls discouraged both foreign borrowing from U.3. sources
and repatriation of U.S, profils from foreign sources. _ _

. Mahajmm and Fraser ( 1986) also find the average differentiul to be nepative. In their
197583 g;lmpl::, however, the difterential is not statistically different frn cero.

9. Sec Instirurional Tnvestor (1984, 19335). :

10. See Cooper (1986) for an in-depth discussion of financial market innovation.

11. See, for example, Shiller (1981), Campbell and Shiller (1986), and Froot [L9BE).
Of course, these findings can never be conelusive because fundamentals may be moving
in ways not captured by the models heing tested. biasing the results toward finding
“excessive’” valatility.

12. See, for example, Black [1986),

13, See Stein (1987), who presents 4 model in which the introduction of rational
speculators destabilizes prices and lowers the welfure o uther agents in the model.

14, Continuous-time stochastic processes are of unbounded variation, which means
that as the sampling interval shrinks w zero. the fraction of price variation duc to
stochastic changes converges 1o one.

15. See Feankel nnd Froot (1988) for tests of these propositions

16. See Baldwin and Krugman (1987) and Krugman (1988).

17. Equation () can be rewritien in the more fumiliar CAPM form as follows. Mul-
tiplying equation (6) by w', the vector of porifolio weights, gives Elr,) =r, +
pw'{lw. Using this expression, eguation (&) becomes

{hw
w' {lm

Elr) — 1y = (E(rml = ry] = BIEIra) — r¢l;

where B, is the usual covariance of the ith assel with the market divided by the variance
of the market.

|&. For an interesting discussion of these issues sce Blumenthal (1987},

19. See the discussion in Himes (1988), from which some of the following material
is drawn,

20, In this table, countries designated as tax havens are the Bahamas, the Netherlands
Antilles. Bermuda, Fanama, Hong Kong, Likcria, Luxembourg, and Swilzerland.

21. See Baldwin (1986) for a detailed analysis of the Volkswagen case,

27, Canada, for caample, permits generous depreciation allowances on fixed
investment. Because the U. 8, law is stricter, a portion of 8 Canadian affiliates” incomne
would not be considered income in the United States, and therefore the FIC for

KRN Multinational Corporations, Exchange Rates, and Direct Investment

investments in Canada 15 less valuable than it would be for investments in other
countries. Even leaving these factors out, the ultimate effects on foreign investment of
foreign ax are sensilive 1o a variely of assumptions. See Hortman (1983) and Hines
i 1988),

23. This is the total value of publicly traded stock purchased by {oreigners in mergers
and acquisitions of U, S, companies, To the extent that some of this was borrowed from
third partics, the amount of FDI recorded in the balance of payments is smaller.

24, Canto ( 198%) woes so Qar as (o argue that changes in marginal tax rates explain
the clollar's entire 1981 -84 appreciation, parl of its 1985 87 depreciation, and all of
its mid- 1488 appreciation.

25, Mergers and eeguisitions by and of U.S. firms doubled between 1980 and 1981,
See Gilson, Scholes, and Wollzon [ [987).

26. The FIM cdata on inflows report ancreases in forcign ownership of LS,
establishments that are either vwned or ueguired by Toreigners, An establishment is
considered foreign owned 1f a foreign enlity owns more than 10 percent. [ncreases in
ownership are defined net of all borrowing, unless the borrowing is done through the
foreign parent. Tax changes will not create capital inflows to finance forcign direct
investiment if the cost of capital to Toreign Grms is lowest in the Uniled States.

27, Owoted in lolchin (1988).

28. See Scholes and Wollson (19EE)
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will of course tend to offset the decline in the dollar’s value. Frool and Sicin
suggest that this increase in FDI is the result of the greater ability of loreign
firms to obtain external financing for their investments when the dollar value
of their equity rises as a result of the [all in the dollar exchange rate.

When multinationals enter foreign-currency markets in their role as pro-
ducers, either to invest abroad or to repatriate earnings, they are likely ta be
mativatad by factors other than cxchange rate speculation of 1o lean against it
Hines and Hubbard (1990} have shown that tax considerations dominate the
timing of repatriation of foreign profits by 1.5, multinarionals. Under 1.5,
law, profits earned abroad are nol taxed unbl they are repatriated. Hines and
Hubbard found that U.S, multinationals waited to bring their overseas prolits
home until they could use foreign tax credits to minimize the taxes owed o
the U.5. government. Repatriation was thus not sensitive to fluctuations in the
value of the dollar but ruther depended on their profits and tax liahilitics at
home and abroad.

As Frool points vut in the present puper, the possibilities of international
coordination of tax policies may be at least as greal as the possibilities for
international coordination of exchange rates, Without coordination, nultina-
tionals and other owners of capital can exploit international ditterences in tax
codes to minimize their taxes, Countrics that are toa small to he important
producers or consumers of the products of multinationzls can scrve as fax
havens that allow these frms o aveid taxes in all countries. A failure to

TRE B0 E0ORONTY, LIMICAED. UNIVETSITY Of L.Nicagd Fress,

Comment J. 5. Flemming

This wide-ranging paper touches on many relaled issues to which it contributcs
either analytical insights or novel data. It thus clarifies areas which are subject
o widespread confusion, mystery, and prejudice. Its range does however
diminish the structure of the argument and the eoherence of its canclusions
which are scattered through the lext,

I have half a dozen comments, some on what Kenneth Froot has said and
twn on themes he might have been expected to address but did not—al least
explicitly.

Among the financial developments of recent years has been an increase in
securitization as the LDC debt problem reduced the credit worthiness of many
banks relative to their corporate customers. This has led to disinterrmedialion
s the margin available to hanks narrowed or disappeared. Notice, however,
that a guaraniee even Irom an inferior source adds to the value of any security
as long as there is a chance that the guarantor will survive some events leading
to default by the primary issuer.

I. 5. Flemming 15 an Exzcutive Direclor of the Bank of England.
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This is the basis of the acceptance business on which the London merchant
banks were built and also plays an important role in explaining modern
currency and interest rate swaps.

Froot argues correctly that exchange rate instability militates more strongly
against trade than foreign direct investment, but he does not draw out the point
that much of the undeterred FDI displaces the deterred trade. Moreover, FDI
itself is likely to be reduced to the extent that in the absence of exchange risk
a UK. firm might have planned to meet Pacific demand from a U.S. plant.

Again, in the risk area, the comparison of open and closed economies is not
straightforward. In a closed economy with limited scope for diversification,
people may save more and depress the return on safe (or indeed any given risk
level of) investment below that available elsewhere, contrary to Froot's
implicit assumption of a uniform safe rate.

It is sometimes suggested that because multinational corporations are more



