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Abstract

M u l t i n a t i o n a l  e n t e r p r i s e s  are p o w e r f u l  e c o n o m i c  en ti tie s  
en jo y i n g  o l i g o p o l i s t i c  or m o n o p o l i s t i c  a d v a n t a g e s  in the 
less d e v e l o p e d  c ou n t ri es  w h e r e  they operate. Due  to s p e 
cial m a r k e t  a d v a n t a g e s  m u l t i n a t i o n a l  e n t e r p r i s e s  may be 
e x p e c t e d  to show b e t t e r  pr of it  p e r f o r m a n c e s  than their 
local c o u n t e r p a r t s  in host less d e v e l o p e d  co un t r ie s .  But 
a v a il a b le  e m p i r i c a l  e v i d e n c e  shows little d i f f e r e n c e  b e t 
w e e n  p r o f i t  rates of m u l t i n a t i o n a l s  and those of local 
firms in less d e v e l o p e d  countri es . It is p r e d i c t e d  that 
m u l t i n a t i o n a l  e n t e r p r i s e s  in less d e v e l o p e d  c o u n t r i e s  r e p 
ort d i s t o r t e d  p r o f i t  p e r f o r m a n c e  in p u b l i s h e d  acco un ts;  
this may e x p l a i n  d i v e r g e n c e s  b e t w e e n  e x p e c t e d  and r ep o r t e d  
profi ts of m u l t i n a t i o n a l s .  This p r e d i c t i o n  is s u p p o r t e d  by 
the fact that m u l t i n a t i o n a l s  in less d e v e l o p e d  c o un t r ie s  
appear to have m a ny  i n c en t i ve s  for u n d e r s t a t i n g  r e p o r t e d  
profits. One m a j o r  i nc e n t i v e  seems to be the n e e d  to avoid 
p o l i t i c a l  costs; it is b e l i e v e d  that m u l t i n a t i o n a l  e n t e r 
pr ise s r e p o r t i n g  low p r o f i t  p e r f o r m a n c e s  are less e xp o s e d  
to p o l i t i c a l  attacks. P o l i t i c a l  attacks may r e s u l t  in e x p 
ro pr i a t i o n ,  n a t i o n a l i s a t i o n  or toug he r contr ol s.  The h y p o 
theses and i m p l i c a t i o n s  of the study are set out below:

H yp o t h e s e s :  M u l t i n a t i o n a l  e n t e r p r i s e s  in less d e v e l o p e d  
co unt ri es a tt e mp t  to u n d e r s t a t e  r e p o r t e d  p r o f i t s  by m a n i p u 
la tin g a c c o u n t i n g  p o l i c ie s ,  an d /o r  by m a n i p u l a t i n g  t ra n sf e r  
prices. The fin di n gs  of this study do not lend sup p o rt  to 
the a c c o u n t i n g  p o l i c y  m a n i p u l a t i o n  h y p o t h e s i s ,  but the 
e m p i r i c a l  e v i d e n c e  su p p or t s  the t r a n s f e r  price m a n i p u l a t i o n  
h yp o t h e s  i s .

I m p l i c a t i o n s :  This study, by a n a l y s i n g  the i n t e r n a t i o n a l  e f f 
orts for s t a n d a r d i s a t i o n  of a c c o u n t i n g  p o l i c i e s  for m u l t i n a 
tional e n t e r p r i s e s ,  i d e n t i f i e s  a need for a c c o u n t i n g  s t a n d a 
rds to help co ntrol t r an s f e r  price m a n i p u l a t i o n  by m u l t i n a 
tionals in less d e v e l o p e d  countrie s.  It is ar gue d that less
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d e v e l o p e d  c o u n t r ie s  n e e d  to s t r e a m l i n e  and s t r e n g t h e n  
their a d m i n i s t r a t i v e  m a c h i n e r y  and m e c h a n i s m s ,  in c o n t r o 
lling the a c t i v i t i e s  of m u l t i n a t i o n a l  e n t e r p r i s e s ,  in 
or der  to m a k e  m u l t i n a t i o n a l  i n v es t m en ts  b e n e f i t  the e c o 
no m i c  p r o g r e s s  of their countries.
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1 .1

C H A P T E R  ONE
Introduction

1 . 1 B A C K G R O U N D

The r ap id  gr ow th and g e o g r a p h i c a l  s p r e ad  of m u l t i n a t i o n a l
e n t e r p r i s e s  in the past q ua r t e r  of a c en t ur y  has e vo ked
w i d e s p r e a d  p u b l i c  i n t e r e s t  in their o pe r a t i o n s .  A l t e r n a t i v e l y
w e l c o m e d  and sp u rn e d , p r a i s e d  and c on d e mn e d , c o n t r o l l e d  and
d e e m ed  u n c o n t r o l l a b l e ,  such e n t e r p r i s e s  h av e  b e en  at the centre
of g r o w i n g  de ba t e s in bo th d e v e l o p e d  and less d e v e l o p e d
coun tri es . One of the s h a r p e s t  debates i nv o l ve s  the impact of
m u l t i n a t i o n a l  e n t e r p r i s e s  on the e c o n o m i e s  of their host less
d e v e l o p e d  co unt r i es . On one side, there are those w ho see
m u l t i n a t i o n a l s  as ca t a ly s t s w h o s e  p r e s e n c e  is v i t a l  for the
rapid i n d u s t r i a l i s a t i o n  and e c o n o m i c  gr o w th  of less d e v e l o p e d  

1co un t ri e s ; on the other side, there are those wh o see these 
e c o n o m i c  i n s t i t u t i o n s  as an i m p o r t a n t  aspect of the i m p e r i a 
list p e n e t r a t i o n  of the less d e v e l o p e d  c o u n t r i e s  h e i g h t e n i n g  
their d e p e n d e n c y  and d e e p e n i n g  the pr o ce s s  of d e p e n d e n t  
d e v e 1 opmen t ,^

In spite of g r o w i n g  c o n t r o v e r s y  c o n c e r n i n g  the role of
m u l t i n a t i o n a l  e n t e r p r i s e s  they are o ft en w o o e d  by m any  less
d e v e l o p e d  c o u n tr i e s who vie for their c a pi t al  and t e c h n o l o g y
by o f f e r i n g  tax i n c e n t i v e s ,  s u b s i d i s e d  i n d u s t r i a l  sites

3and p r e f e r e n t i a l  customs tr e a t m e n t  for imports. The g o v e r n 
me nts  of these c o u n tr i es  try to m a k e  a t r a d e - o f f  b e t w e e n  the 
n a t i o n a l  in t e r e s t s  and the i nt ere st s of the i n v e s t i n g  m u l t i n a 
tionals. But in p r a c t i c e  such a t r a d e - o f f  ma y be d i f f i c u l t  to 
d e t e r m i n e  and thus c on f l i c t s  ma y grow b e t w e e n  the host countr y

1. For ex a mp l e , see: G. Ranis, The M u l t i n a t i o n a l  C o r p o r a t i o n
as an I n s t r u m e n t  of D e v e l o p m e n t , Yale E c o n o m i c  Gr o w th  
Center , D i s c u s s i o n  P a p e r  no. 123, S e p t e m b e r  1974.

2. For e xa m pl e,  see: a r ti c l es  in H. R a d i c e  (ed.) , I n t e r n a t i o 
nal Fi rms  and M o d e r n  I m p e r i a l i s m , P e n g u i n  Books, M i d d l e 
sex (En gland), 1975.

3. For ex a mp l e , see: " B a n g l a d e s h  Lu res the I n ve s t o r " ,  Far 
E a s t e r n  E c o n o m i c  R e v i e w  (Hong Kong), 23 N o v e m b e r  1979,
p .55; and ^ B a r g a i n i n g  on the Free T ra de  Zones" , N e w  I n t e r 
n a t i o n a l i s t  (London), N o . 85, M a r c h  1980, p p . 12-15.
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and the m u l t i n a t i o n a l  i n v e s t o r( s ) . The f o l l o w i n g  qu ote f r o m  
4V e r n o n  (1977) h i g h l i g h t s  the concern:

". . . One group of le aders in the d e v e l o p i n g  c o u n tr i e s
tends to see the linka ge  ofthe n a t i o n a l  e c o n o m y  to 
f o r e i g n ~ o w n e d  e n t e r p r i s e s  as a b e t r a y a l  of the n a t i o n a l  
i nt er es ts.  Ot h e r  groups tend to see such links as o p p o r 
t uni ti es  for n a t i o n a l  growth, p r o v i d e d  the links are 
p r o p e r l y  m a n a g e d  and c a r e f u l l y  ex pl o it e d . . . . The
i nt e r es t s  of g o v e r n m e n t s  and those of f o r e i g n - o w n e d  
e n t e r p r i s e s  in d e v e l o p i n g  c ou nt ri es are u s u a l l y  c o m p a t i 
ble in some degree; bo th  sides, at any rate, u s ua l l y  
think they w i ll  gain by a c o n t i n u a t i o n  of the r e l a t i o n 
ship. But e l e m e n t s  of co n fl i c t  are always pr e se n t ,  in 
the sense that one or an ot h e r w o u l d  like to acq u ir e  
more of the a v a i l a b l e  p i e . ”

In o rd e r  to creat e an e n v i r o n m e n t  such that m u l t i n a t i o n a l  
e n t e r p r i s e s  can c o n t r i b u t e  to the e c o n o m i c  d e v e l o p m e n t  pro c e ss  
in less d e v e l o p e d  co u nt r i es  w i t h o u t  c au s i n g  any ec ono m i c,  
social and p o l i t i c a l  ills, d i f f e r e n t  i n t e r n a t i o n a l  and s u p r a 
n a t i o n a l  o r g a n i s a t i o n s  have in the last de ca d e  f o r m u l a t e d  
v ar i o u s  codes of c o ndu ct  for c o n t r o l l i n g  the a c t i v i t i e s  of 
m u l t i n a t i o n a l s .  The U n i t e d  N a t i o n s  C o m m i s s i o n  on T r a n s n a t i o n a l  
C o r p o r a t i o n s ,  the I n t e r n a t i o n a l  L a b o u r  O r g a n i s a t i o n ,  the 
O r g a n i s a t i o n  for E c o n o m i c  C o o p e r a t i o n  and D e v e l o p m e n t  and the 
E u r o p e a n  E c o n o m i c  C o m m u n i t y  are among those e n g a g e d  in d e v i s i n g  
i n t e r n a t i o n a l  codes of co nd u c t  and g u i d e l i n e s  for m u l t i n a 
tional e n t e r p r i s e s .  But it is d i f f i c u l t  to p r e d i c t  that these 
codes of co nd uc t w il l be u n i v e r s a l l y  a c c e p t e d  and g iv en legal 
force. N o n e  of these codes are m a n d a t o r y .  Onl y n a t i o n a l  laws 
and p r a c t i c e s  can set real limits on m u l t i n a t i o n a l s  and alter 
their re l a t i o n s  w i t h  the host n a t i o n - s t a t e s .  In p ra c t ic e ,  
a m u l t i n a t i o n a l ' s  i n v e s t m e n t  or o p e r a t i o n a l  b e h a v i o u r  in this 
or that c o u nt r y  is u l t i m a t e l y  d e t e r m i n e d  by s t r a i g h t - f o r w a r d  
b a r g a i n i n g  w it h  the g o v e r n m e n t  conc ern ed . And in order to 
a c c o m p l i s h  e f f i c i e n t  n e g o t i a t i o n s  w it h the p o t e n t i a l  m u l t i n a 
tional i n v e s t o r s ,  the host co u n t r i e s  n e e d s u f f i c i e n t  k n o w l e d g e

4. Ve r n o n ,  R., "The P o we r  of M u l t i n a t i o n a l  E n t e r p r i s e s  in 
D e v e l o p i n g  C o u n t r i e s " ,  C.H. M a d d e n  ( e d . ), The Case for 
the M u l t i n a t i o n a l  C o r p o r a t i o n , P r a e g e r  P u b l i s h e r s ,
N e w  York, 1977 , p . 165.
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of the role of these e n t e r p r i s e s  in their n a t i o n a l  ec on o mi e s .  
In the case of less d e v e l o p e d  c ou n t ri e s  this need is even 
mo re pr es sin g.

1.2 THE P R O B L E M

Th e m e a s u r e m e n t  of the p e r f o r m a n c e  of m u l t i n a t i o n a l s  
co mp a re d  w i t h  the p e r f o r m a n c e  of local e n t e r p r i s e s  seems to 
be an i m p o r t a n t  step in a s s e s s i n g  the role of the f or me r  
e n t e r p r i s e s  in a n a t i o n a l  economy. The l i t e r a t u r e  on f or eig n  
p r i v a t e  i n v e s t m e n t s  in less d e v e l o p e d  c o u n t r i e s  has de v o te d  
a great deal of a t t e n t i o n  to the " p e r f o r m a n c e "  of fo re i g n  
af fi l i a t e s  as con c e rn s their use of te c h n o l o g y ,  their 
b a 1 a n c e - o f - p a y m e n t s  effec ts,  p r o d u c t i v i t y ,  p r o f i t a b i l i t y  and 
so on. Yet there still re ma i n s a large grey  area of s e m i 
ign or a n ce ,  in large part b e c a u s e  of the i n h e r e n t  p r ob l e m s  
in m a k i n g  a m e a n i n g f u l  a s s e s s m e n t  of the p e r f o r m a n c e  of m u l t i 
n a t i o n a l s  in less d e v e l o p e d  countries. I d e n t i f i c a t i o n  of 
these p r o b l e m s  can be of great he lp in bo th  o v e r c o m i n g  them 
and in m a k i n g  more  u n d e r s t a n d a b l e  the " p e r f o r m a n c e  m e a s u r e 
ment" of m u l t i n a t i o n a l  e n t e r p r i s e s  in less d e v e l o p e d  c o u n 
tries. T h e s e  p r o b l e m  areas give rise to a gr eat m a n y  p o s s i 
b i l i t i e s  for f u r t h e r  r e s e a r c h  c o n c e r n i n g  o p e r a t i o n s  of m u l t i 
n a t i o n a l s .  But it ma y be also h e l p f u l  to sort t h ro u g h  this 
c o n f u s i n g  p l e t h o r a  of p o s s i b i l i t i e s  and focus m or e  c le a r ly  on 
a p a r t i c u l a r  topic.

A n y  p a r t i c u l a r  to pi c may ap pe a r  d i v i s i v e ,  b e c a u s e  it 
can lead to e n d l es s  d eb ate s on the " c o r r e c t "  choice. The 
p r e s e n t  study at t e m p t s  to e va l u a t e  the p r o b l e m s  of m e a s u r i n g  
the p r o f i t  p e r f o r m a n c e  of m u l t i n a t i o n a l  e n t e r p r i s e s  in less 
d e v e l o p e d  c o unt rie s.  Th ere may be a r g u m e n t s  and c ou n te r  
a rg u m en t s  ab out c h o o s i n g  this p a r t i c u l a r  topic. Such a d e ba t e  
has b e e n  d e l i b e r a t e l y  av oi d e d in the p r e s en t study. It is 
h op e d that w h a t e v e r  fi nd in g s come out of the s tu dy that w o u l d  
throw  some light s on the e f f i c a c y  of p u b l i s h e d  a c c o u n t i n g  
repor ts of m u l t i n a t i o n a l s  as the basis for th eir " p e r f o r m a n c e  
m e a s u r e m e n t "  in less d e v e l o p e d  countrie s. It n e ed s  to be 
m e n t i o n e d  he re that p u b l i s h e d  a c c o u n t i n g  re p o r t s  are the
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p r i n c i p a l  (perhaps the only) form al sourc e of i n f o r m a t i o n  
about m u l t i n a t i o n a l  e n t e r p r i s e s  av a i l a b l e  in h o s t countries.

It is of t en  p r e d i c t e d  that m u l t i n a t i o n a l  e n t e r p r i s e s  
o p e r a t i n g  in less d e v e l o p e d  c ou nt r ie s  sh ou ld  be m o r e  p r o f i t a 
ble than their local c o u n t e r p a r t s  in these ho st countri es.  
M o n o p o l i s t i c  or o l i g o p o l i s t i c  c h a r a c t e r i s t i c s  of m u l t i n a t i o 
nals, c ou p l e d  w i t h  their h i g h  capit al i n v e s t m e n t ,  ad v an c e d  
tec hn o lo g y , i n n o v a t o r y  m a n a g e m e n t  and i n t e r n a t i o n a l  d i v e r s i 
f i c a t i o n  of dire ct  i n v e s t m e n t s ,  su pp or t such p r e d i c t i o n s .  But 
very li m i t e d  e m p i r i c a l  e v i d e n c e  is a v a i l a b l e  to s u b s t a n t i a t e  
the h y p o t h e s i s  that m u l t i n a t i o n a l  e n t e r p r i s e s  are more p r o f i 
table than local e n t e r p r i s e s  in host less d e v e l o p e d  countri es .  
The d i v e r g e n c e  of r e p o r t e d  pr o f i t s  f r o m  e x p e c t e d  p r o f i t s  of 
m u l t i n a t i o n a l  e n t e r p r i s e s  o p e r a t i n g  in less d e v e l o p e d  c o u n t r 
ies gives rise to a p o s s i b i l i t y  that the r e p o r t e d  p ro fit s  
m ig h t  be d i s to rt e d.  This p o s s i b i l i t y  calls for an i n v e s t i g a 
tion into the p o t e n t i a l  sou r ce s  of d i s t o r t i o n s  in r e po r t e d  
pr of i t  p e r f o r m a n c e s .  The p r e s e n t  study seeks to a n a l ys e  some 
p o s s i b l e  s ou rce s of d i s t o r t i o n s  w h i c h  pose p r o b l e m s  for the 
m e a s u r e m e n t  of p e r f o r m a n c e  of m u l t i n a t i o n a l  e n t e r p r i s e s  in 
ho st  less d e v e l o p e d  c o unt rie s.

1.3 D E F I N I T I O N  OF M U L T I N A T I O N A L  E N T E R P R I S E

The d e f i n i t i o n  of a m u l t i n a t i o n a l  e n t e r p r i s e ,  or, a l t e r 
n a t i v e l y ,  m u l t i n a t i o n a l  c o r p o r a t i o n  or t r a n s n a t i o n a l  c o r p o r a 
tion, is s ub j ec t  to some d e b a t e . ^ S o m e  c o n s e n s u s  seems to 
ex ist  that a m u l t i n a t i o n a l  is a fi r m w h i c h  e x e r c i s e s  m a n a g e 
ment c o n tr ol  over e n t e r p r i s e s  o p e r a t i n g  in m o r e  than one 
n a t i o n a l  m ark et.  E x a c t l y  w ha t  c o n s t i t u t e  m a n a g e r i a l  control, 
h ow e v e r ,  is an issue over w h i c h  there is some debate. Th er e 
w o u l d  be littl e d i s a g r e e m e n t  that an e n t e r p r i s e  h e a d q u a r t e r e d  
in one c o un t ry  can ho l d m a n a g e r i a l  co nt rol  over  f or e i g n  
b r a n c h e s  or w h o l l y  ow ned  s ub s i d i a r i e s .  It may, h o w e v e r ,  be

5. A h a r o n i ,  Y., "On the D e f i n i t i o n  of M u l t i n a t i o n a l  C o r p o 
r at io ns " , Q u a r t e r l y  R e v i e w  of E c o n o m i c s  and B u s i n e s s ,
V o l . 11, N o . 3, A u t u m n  1971, p p . 27-38.
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a r g u e d  that e f f e c t i v e  m a n a g e r i a l  control can be e x e r c i s e d  by 
an e n t e r p r i s e  over its for e ig n a f f i l i a t e s  in w h i c h  it has 
but a m i n o r i t y  in ter es t , or even over f o re ig n  firms in wh i c h  
it ho ld s no e q ui t y  but o p er a t es  via a m a n a g e m e n t  c o nt r a c t  or 
li c e n s i n g  of p a te n t s and trade marks.

For the p u r p o s e  of the pr e s e n t  study, a m u l t i n a t i o n a l  is 
de fi n e d as an e n t e r p r i s e  h a v i n g  equ i ty  i n t e r e s t s  in m a n u f a c 
turing e n t e r p r i s e s  in m or e  than one country. T hi s  d e f i ni t i o n,  
a do p t ed  by the U n i t e d  N a t i o n s  study ( 1 9 7 3 ) 6 , does not e n c o m 
pass the f o r e i g n  owned f i n a n c i a l  i n s t i t u t i o n s  and trad ing  
conc ern s in a host country.

A c c o r d i n g  to the d e f i n i t i o n  of a m u l t i n a t i o n a l  e n t e r 
pris e used in the pr e s e n t  study, 20 m u l t i n a t i o n a l  e n t e r p r i s e s  
o p e r at e  in B an g l a d e s h .  A ll  these m u l t i n a t i o n a l s  are stu d ie d  
for the p u r p o s e  of an e m p i r i c a l  e x a m i n a t i o n  of the h y p o t h e s e s  
set out in the p r e s e n t  study. Of the 20 m u l t i n a t i o n a l s  in 
B a n g l a d e s h ,  2 are w h o l l y  f o r e i g n  owned  s u b s i d i a r i e s ,  2 have 
f o r e ig n  o w n e r s h i p  b e t w e e n  40 and 49 per cent, and the r e m a i 
ni ng  16 have f o r e i g n  o w n e r s h i p  ra n g i n g  b e t w e e n  52 per cent 
and 7 6 per c e n t .

1.4 H Y P O T H E S E S

The goal of this study is to i n v e s t i g a t e  the p o t e n t i a l  
l oo p h ol e s  in a c c o u n t i n g  rep o r ts  of m u l t i n a t i o n a l  e n t e r p r i s e s  
o p e r a t i n g  in less d e v e l o p e d  co un tr ies . The n u m b e r  of h y p o t h e 
ses to be e x a m i n e d  is limited. It is a n t i c i p a t e d  that the 
fi ndi ng s w o u l d  g e n e r a t e  n ew  d i re c t i o n s  for f u r t h e r  research. 
F r o m  the e x p e r i e n c e  of past r e s e a r c h  w o r k  it is h y p o t h e s i s e d  
that m u l t i n a t i o n a l  e n t e r p r i s e s  in less d e v e l o p e d  co unt r i es  
may tend to d i s t o r t  their r e p o r t e d  a c c o u n t i n g  n u m b er s  ei the r  
by m a n i p u l a t i n g  a c c o u n t i n g  p o l ic i e s  or by m a n i p u l a t i n g  t r a n s 
fer pr i ce s ,  or both. The e c o n o m i c  i n c e n t i v e s  for such m a n i p u 
la tions are a n a l y s e d  and the f o l l o w i n g  two h y p o t h e s e s  are 
d e v e l o p e d  in ch ap t e rs  6 and 7 of the p r e s e n t  study:

6. U n i t e d  N a t i o n s ,  M u l t i n a t i o n a l  C o r p o r a t i o n s  in W o r l d
D e v e 1o p m e n t , UN D e p a r t m e n t  for E c o n o m i c  and So ci al  A f f a i r s ,  
N e w  Y o r k  , 19 7 3 .
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H y p o t h e s i s  1 : M u l t i n a t i o n a l  e n t e r p r i s e s  in less d e v e 
loped c o u n t ri e s  m a n i p u l a t e  a c c o u n t i n g  
p o l i c i e s  in order to u n d e r s t a t e  r e p o r t e d  
pr of i t  pe r fo r m a n c e .

H y p o t h e s i s  2 : M u l t i n a t i o n a l  e n t e r p r i s e s  in less d e v e 
lo ped co u nt r i es  m a n i p u l a t e  t r an s f e r  
prices in o rd er to u n d e r s t a t e  r e p o r t e d  
p r o f i t  p e r f o r m a n c e

1.5 M E T H O D O L O G Y

The p r i n c i p a l  r e s e a r c h  m e t h o d  was the c o l l e c t i o n  of 
data t h r o u g h  a series of i n t e r v i e w s  w i t h  the f i n a n c e  e x e c u 
tives of 20 m u l t i n a t i o n a l  and 10 local e n t e r p r i s e s  in B a n g l a 
desh, and w i t h  hi gh  r a n k i n g  o f f i c i a l s  in d i f f e r e n t  D e p a r t 
ments of the G o v e r n m e n t  of B a ng l a d e s h .  The 20 m u l t i n a t i o 
nals fo r m  the total p o p u l a t i o n  of m u l t i n a t i o n a l  e n t e r p r i s e s  
in B a n g l a d e s h ,  and only 10 local firms co ul d be i d e n t i f i e d  
as the local c o u n t e r p a r t s  of those m u l t i n a t i o n a l s .

For an e m p i r i c a l  e x a m i n a t i o n  of the " A c c o u n t i n g  P o l i c y  
M a n i p u l a t i o n "  h y p o t h e s i s ,  the com p u te r  p r o g r a m m e  D I S C R I M I N A N T  
was used to make a d i s c r i m i n a n t  ana l y si s  of the incom e e f fec ts  
of a c c o u n t i n g  p o l i c i e s  u s ed  by m u l t i n a t i o n a l s  and local firms 
in B a n g l ad e sh .  The " T r a n s f e r  P r i c e  M a n i p u l a t i o n "  h y p o t h e s i s  
was more d i f f i c u l t  to test e m p i r i c a l l y ,  la r g e l y  b e c a u s e  
i n t e r n a l i s e d  t r a n s a c t i o n s  (leading to t r a n s f e r  pricing) 
c o n s t i t u t e  one of the m o s t  se c r e t i v e  o p e r a t i o n s  of m u l t i n a t i o 
nal e n t e r p r i s e s .  H o w e v e r ,  a l i mi t e d am o un t of e m p i r i c a l  
e v i d e n c e  on t r a n s f e r  p r i c i n g  was c o l l e c t e d  in Ba n g la d e s h .  This 
i n f o r m a t i o n ,  c o u p l e d  w i t h  the a v a i l a b l e  e m p i r i c a l  ev i de n c e  in 
the l i t e r a t u r e ,  fo rme d the ba sis  for e x a m i n a t i o n  of the 
tr an s f e r  p ri ce m a n i p u l a t i o n  h y p o t h e s i s  in the p r e s e n t  study.

1.6 AN O V E R V I E W  OF THE P R E S E N T  STUDY

The f o l l o w i n g  c h a p t e r  e xt ra c ts  give an i n d i c a t i o n  of the 
focus of the study:

C h a p t e r  2: A s al i e nt  c h a r a c t e r i s t i c  of the s t r u c tu r e  of 
the p o s t - W o r l d  W ar  II w o r l d  e co n om y  is the t e n d e n c y  for the
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b a s i c  e c o n o m i c  unit (the c o r p or a ti o n ) to o r g a n i s e  p r o d u c t i o n  
on an i n t e r n a t i o n a l  b as is and this has gi v en  rise to the 
growt h of m u l t i n a t i o n a l  e n t e r p r i s e s .  Of the total fo re ign  
i n v e s t m e n t  st oc k in the w o r ld ,  ab out one q u a r t e r  is in less 
d e v e l o p e d  c o u n tr i e s;  w h e r e a s  these c o u nt r ie s  h a v e  three- 
q ua r t e r s  of the w o r l d ' s  p o p u l a t i o n  living on one qua r t er  of 
the w o r l d ' s  income. M a n y  m u l t i n a t i o n a l s  h a v e  total sales 
three to five times g r ea te r  than the gross n a t i o n a l  p r o d u c t s  
of the c o un t r ie s  in w h i c h  they operate.

C h a p t e r  3: M u l t i n a t i o n a l  e n t e r p r i s e s  se em  to be m o t i v a 
ted to i nve st in f o r e i g n  co u n tr i e s by the ab i l i t y  to take 
ad v a n t a g e  of (i) m a r k e t  i m p e r f e c t i o n s ,  a n d/ o r (ii) risk- 
divers if i cat ion . O v e r a l l  m o t i v a t i o n  seems to be f u l f i l m e n t  of 
the o b j e c t i v e  of m a x i m i s i n g  global in t er e s t s ,  i.e. m a x i m i s i n g  
global p rof its . It seems that the o l i g o p o l i s t i c  c h a r a c t e r i s 
tics of m u l t i n a t i o n a l s  help the m in a t t a i n i n g  h i g h e r  p r o f i 
t a b i l i t y  th r o u g h  d i re c t i n v e s t m e n t  in f o r e i g n  countri es.

C h a p t e r  4: T h e o r e t i c a l l y  the m a r k e t  share  of c o r p o r a 
tions has an in f l u e n c e  on p r o f i t a b i l i t y .  A n u m b e r  of e c o n o m i c  
stud ies  have foun d that those i n d u s t r i a l  e n t e r p r i s e s  w h i c h  
are r e s p o n s i b l e  for h i g h  c o n c e n t r a t i o n  ha ve  h i g h e r  p r o f i t a 
b i l i t y  - h i g h  c o n c e n t r a t i o n  me ans  that a few top (two, four 
or eight) firms h a ve  a m a j o r i t y  share of the total m a r k e t  
for a pr od uc t . E m p i r i c a l  f ind ing s from a v a i l a b l e  s t udi es show 
that m u l t i n a t i o n a l  e n t e r p r i s e s  in less d e v e l o p e d  co u n tr i e s  
tend to be h i g h l y  c o n c e n t r a t e d  and that in m a n y  less d e v e l o p e d  
c ou n tr i e s two or three m u l t i n a t i o n a l s  d o m i n a t e  the m ar k et s  
for p a r t i c u l a r  p ro d u ct s .  This e vi d e n c e  leads to the p r e d i c t i o n  
that m u l t i n a t i o n a l s  in less d e v e l o p e d  c o u n t r i e s  wil l ha ve  
s u p e r i o r  p r o f i t a b i l i t y  than their local co u n t e r p a r t s .
M or e o v e r ,  it may be p r e d i c t e d  that b ec a u s e  m u l t i n a t i o n a l s  have 
w o r l d - w i d e  p r o d u c t i o n  f a c i l i t i e s  and s t r o n g e r  e c o n o m i c  and 
m a n a g e r i a l  r es o u r c e s  than their local c o u n t e r p a r t s  they are 
likely to be m ore  profitable.,. Ho w e v e r ,  the e m p i r i c a l  fi nd in gs  
fr om  a v a i l a b l e  stud ies  i n d i c a t e  that there is h a r d l y  any 
d i f f e r e n c e  b e t w e e n  the p r o f i t a b i l i t y  of m u l t i n a t i o n a l s  and
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their local c o u n t e r p a r t s  in less d e v e l o p e d  cou nt ri es .  This 
su gge st s that there mi g h t  be d i s t o r t i o n s  in r e p o r t e d  p ro fit  
p e r f o r m a n c e s  of such m u l t i n a t i o n a l s .

C h a p t e r  5: A c c o u n t i n g  repor ts  act as an i m p o r t a n t  source  
of i n f o r m a t i o n  to the p u b l i c  about the p e r f o r m a n c e  of an 
e nt e r p r i s e .  The e n t e r p r i s e  m a n a g e m e n t  ma y  d i s t o r t  r ep o r t e d  
pr of i t p e r f o r m a n c e  ei th e r  through m a n i p u l a t i o n  of a c c o u n t i n g  
po l i c i e s  or m a n i p u l a t i o n  of a c c o u n t i n g  inputs, or th r ou g h  
both. M a n i p u l a t i o n  of a c c o u n t i n g  p o l i c i e s  i n v o l v e  c h o o s i n g  
f ro m  am ong  a l t e r n a t i v e  a c c o u n t i n g  p o li ci e s th ose  po l i c i e s  
that he lp  to r e p o rt  p r o f i t  at a d e s i re d  level. M a n i p u l a t i o n  
of a c c o u n t i n g  inputs in vo l v e i n f l a t i n g  or d e f l a t i n g  p a r t i 
cular items of i nc ome  or e x p e n s e  - but i n c r e a s e s  or d e c r e a s e s  
in such items m us t  be s u p p o r t e d  by va li d  i n v o i c e s  or v o u c h e r s  
(i.e. " f i d d l i n g "  of a c co un t s does not fall un d er  this 
pu rvi e w ).  An e x a m p l e  of a c c o u n t i n g  input m a n i p u l a t i o n  mi g h t  
be " t r a n s f e r  p r i c e  m a n i p u l a t i o n "  by m u l t i n a t i o n a l  e n t e r p r i s e s .  
It follows, t h er e f o r e ,  that if m u l t i n a t i o n a l  e n t e r p r i s e s  in 
less d e v e l o p e d  co u n t r i e s  at te m p t to d i s t o r t  r e p o r t e d  pr of it s,  
they m i g h t  re s o rt  to a c c o u n t i n g  p o l i c y  m a n i p u l a t i o n  and/or 
t r a n s f e r  p r i c e  m a n i p u l a t i o n .

C h a p t e r  6: It is p o s s i b l e  to report a f irm 's income in
d i f f e r e n t  w ay s ,  each d e t e r m i n e d  a c c o r d i n g  to g e n e r a l l y  
a cc e p t e d  a c c o u n t i n g  pr i n c i p l e s .  A n u m b e r  of e m p i r i c a l  studies 
in the sixti es  and early se v en ti e s a t t e m p t e d  to e x p l a i n  that 
the " i n c o m e  s m o o t h i n g "  o b j e c t i v e  of an e n t e r p r i s e  ma y be an 
im p o r t a n t  m o t i v a t i o n  b e h i n d  a c c o u n t i n g  p o l ic y  choice. A re c e nt  
series of ar t ic l e s  has r e - e x a m i n e d  the t h e o r y  of a c c o u n t i n g  
p o l i cy  choice, and s u g g e s t e d  that there s e e m  to be other 
e c o n o m i c  r e a so n s  b e h i n d  a c c o u n t i n g  p o li c y  choic es ; ba se d  on 
these studies, an a t t em p t  has been made to i d e n t i f y  some 
p o t e n t i a l  facto rs that ma y m o t i v a t e  an e n t e r p r i s e  to c hoo se  
those a c c o u n t i n g  p o l i c i e s  w h i c h  u n d e r s t a t e  r e p o r t e d  profits. 
T he s e p a r t i c u l a r  fact or s (of w h i c h  p o l i t i c a l  cost a p pea r to 
be p r e d o m i n a n t )  seem to m o t i v a t e  m u l t i n a t i o n a l  e n t e r p r i s e s  in 
less d e v e l o p e d  c o u n t ri e s  to choose in c o m e - r e d u c i n g  a c c o u n t i n g  
p o l i c i e s .
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C h a p t e r  7: O v e r - p r i c i n g  or u n d e r - p r i c i n g  of goods and 
s er vi ce s t r a n s a c t e d  b e t w e e n  the af f il i a t e s  of a m u l t i n a t i o n a l  
e n t e r p r i s e  ma y be used as an st r a te g y  for r e p o r t i n g  d i s t o r t e d  
p r o f i t  p e r f o r m a n c e s .  An an al ys i s  of the f ac t or s i n f l u e n c i n g  
t ra n sf e r  p r i c i n g  de c i s i o n s  su ggests that m u l t i n a t i o n a l  e n t e r 
prise s o p e r a t i n g  in less d e v e l o p e d  c o u n t r ie s  s e e m  to have  
m o t i v a t i o n s  for r e p o r t i n g  lower p r of i t p e r f o r m a n c e  th ro ug h  
m a n i p u l a t i o n  of t r a n s f e r  prices. T he se m o t i v a t i o n s  arise f r om  
the o b j e c t i v e s  of m a x i m i s i n g  pr of i t s a n d/ o r m i n i m i s i n g  risks 
in less d e v e l o p e d  co un tr ies .

C h a p t e r  8: M u l t i n a t i o n a l  e n t e r p r i s e s  o p e r a t i n g  in 
d i f f e r e n t  i n d u s t r i e s  in B a n g l a d e s h  ha ve  b e e n  found to enjoy  
ma rk e t  power. In the p h a r m a c e u t i c a l  ind us t ry ,  o 1 i g o p o 1istic 
a d v a n t a g e s  e n j o y e d  by the e igh t m u l t i n a t i o n a l s  m i g h t  be 
e x p e c t e d  to ma ke  them ve r y  p r o f i t a b l e  by c o m p a r i s o n  wit h  
local e n t e r p r i s e s .  In ot he r p r o d u c t i o n  se ct ors , m a r k e t  d o m i 
n an c e  of singl e m u l t i n a t i o n a l  e n t e r p r i s e  could be e x p e c t e d  to 
give each of these e n t e r p r i s e s  m o n o p o l i s t i c  a d v a n t a g e s  wh i c h  
sho ul d  e n a b le  them to earn s u p e r i o r  p r ofi ts . But the av a i l a b l e  
e m p i r i c a l  e v i d e n c e  on p r o f it  p e r f o r m a n c e s  of the m u l t i n a t i o 
nals and local e n t e r p r i s e s  appe ars  to i n d i c a t e  that m u l t i n a 
tionals do not earn h i g h e r  pr of it s  than th ei r local c o u n t e r 
parts. The d i f f e r e n c e  b e t w e e n  the r e p o r t e d  and e x p e c t e d  
p ro f i t s  of m u l t i n a t i o n a l  e n t e r p r i s e s  in B a n g l a d e s h  helps 
a d v a n c e m e n t  of the h y p o t h e s i s  that m u l t i n a t i o n a l  e n t e r p r i s e s  
in less d e v e l o p e d  c o u n t ri e s  m i g h t  u n d e r s t a t e  r e p o r t e d  pr ofits.

C h a p t e r  9: In o rd er to e m p i r i c a l l y  e x a m i n e  w h e t h e r  or
not the m u l t i n a t i o n a l  e n t e r p r i s e s  in B a n g l a d e s h  m a n i p u l a t e  
a c c o u n t i n g  p o l i c i e s ,  the income effec ts  of the a c c o u n t i n g  
p o l i c i e s  used by m u l t i n a t i o n a l  and local e n t e r p r i s e s  in 
B a n g l a d e s h  w e re  analy se d.  Four a c c o u n t i n g  p o l i c i e s ,  viz. stock 
v a l u a t i o n  m et h o d ,  asset  r e v a l u a t i o n  p ol icy , d e p r e c i a t i o n  
method , and c o r p o r a t e  tax p r o v i s i o n  polic y,  w e r e  c o n s i d e r e d  
for this an al ys i s . E v i d e n c e  shows that m u l t i n a t i o n a l s  and 
locals can be c l a s s i f i e d  into two groups on the b as i s  of the 
income ef f e c t s  of the a c c o u n t i n g  p o l i c i e s  used. But ev i d en c e
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does not s ug g e st  that the a c c o u n t i n g  p o l i c i e s  used by m u l t i-  
n a t i o n a l  e n t e r p r i s e s  ha v e i n c o m e - r e d u c i n g  e f fe ct s  any d i f f e 
rent f r o m  that of local e n t e r p ri s e s.  It thus seems that the 
e m p i r i c a l  e v i d e n c e  does not lend support to the a c c o u n t i n g  
po li c y m a n i p u l a t i o n  hy p o t h e s i s .

C h a p t e r  10: Some e m p i r i c a l  e v i d e n c e  f r o m  a v a i l a b l e
studies on t r a n s f e r  price m a n i p u l a t i o n s  in less d ev e l o p e d  
co un t ri e s  has b e e n  as se mbl ed . The f i ndi ngs  of the B a n g l a d e s h  
case study has p r o v i d e d  a d d i t i o n a l  i n f o r m a t i o n  on the t r a n s f e r  
p r i c i n g  p r a c t i c e s  of m u l t i n a t i o n a l  e n t e r p r i s e s  o p e r a t i n g  in a 
less d e v e l o p e d  country. Based on the e m p i r i c a l  e v i d e n c e  it 
does not se e m u n r e a s o n a b l e  to su gg es t  that, m u l t i n a t i o n a l  
e n t e r p r i s e s  in less d e v e l o p e d  co un tr ie s , h a v e  the a b il i t y to, 
and p r o b a b l y  do, u n d e r s t a t e  r e p o r t e d  pr o fi t s  by m a n i p u l a t i n g  
t r a n s f e r  prices.

C h a p t e r  11: The i m p l i c a t i o n s  of the f i n d i n g s  of the
p r e s e n t  st udy are r e f l e c t e d  t hr o ug h  a p r o p o s a l  on the d e v e 
lo pme nt  of " A c c o u n t i n g  St a n d a r d s  for M u l t i n a t i o n a l  E n t e r p r i 
ses in Less D e v e l o p e d  C o u n t r i e s , "  A n o r m a t i v e  an a ly s i s of the 
a c c o u n t i n g  s t a n d a r d  se tt ing  pro c e ss  in less d e v e l o p e d  c o u n 
tries, w i t h  the aim of s u g g e s t i n g  p o t e n t i a l  d i s c l o s u r e  r e q u i 
r eme nt s for m u l t i n a t i o n a l s  in less d e v e l o p e d  c o u n t r i e s ,  leads 
to the c o n c l u s i o n  that a " p o l i t i c a l  p r o c e s s "  w o u l d  be hel p f ul  
in s e t t i n g  a c c o u n t i n g  s t a n d a r d s  for m u l t i n a t i o n a l s .  F u r t h e r  
r e s e a r c h  is r e q u i r e d  to d e v i se  such a c c o u n t i n g  s t a n d a r d s  that 
can help co n t r o l  t r a n s f e r  price m a n i p u l a t i o n  of m u l t i n a t i o n a l  
e n t e r p r i s e s  in h ost  less d e v e l o p e d  co un tri es .

C h a p t e r  12: The study c o nc l u de s  wi th  the r e c o m m e n d a t i o n
that e f f e c t i v e  m e a s u r e s  n e e d  to be taken by the p o l ic y  m a k e r s  
in less d e v e l o p e d  co unt r i es , in order to c o nt r o l tr a n sf e r  
pr ic e  m a n i p u l a t i o n  and to s t a n d a r d i s e  the a c c o u n t i n g  p r a c t i c e s  
of m u l t i n a t i o n a l  e n t e r p r i s e s .  This may be e x p e c t e d  to a l l e 
vi ate  the p r o b l e m s  of m e a s u r i n g  the p e r f o r m a n c e  of m u l t i n a 
tional e n t e r p r i s e s  in less d e v e l o p e d  co un t r ie s .
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C H A P T E R  TWO
Growth of Multinational Enterprises

2.1 I N T R O D U C T I O N

" S i n c e  the b e g i n n i n g  of the I n d u s t r i a l  R e v o l u t i o n  
there has b e e n  a t e n d e n c y  for the r e p r e s e n t a t i v e  
f i r m  to i n cr e a se  in size from the ' w o r k s h o p ’ to 
the 'factory' to the 'nati ona l c o r p o r a ti on '  to the 
'mu 11 i - d i v i s i o n a l  co rp ora t i on '  and n o w  to the 
' m u l t i n a t i o n a l  c o r p o r a t i o n ’ . This g r o w t h  has b e en  
q u a l i t a t i v e  as w e l l  as q u a n t i t a t i v e .  Wi t h  each step, 
b u s i n e s s  e n t e r p r i s e s  a c q u i r e d  a m or e c o m p l e x  a d m i n i 
s t r a t i v e  s t r u c t u r e  to c o o r d i n a t e  its a c t i v i t i e s  and 
a la rg e r  b r a i n  to plan for its s u r v i v a l  and grow th. "

- Hy me  r (19 7 2 ) ^

The late n i n e t e e n t h  centu ry  and e ar ly t w e n t i e t h  c en tur y
saw m any  of to d ay ' s  m u l t i n a t i o n a l  e n t e r p r i s e s  e s t a b l i s h i n g

2fo r e i g n  a f f i l ia t es ,  but the go lde n age of m u l t i n a t i o n a l s  
be ga n  at the en d of the S e c o n d  W o r l d  War. In the p r e - 1 9 1 4  
peri od,  the m a j o r i t y  of the capital m o v e m e n t s  across bo r d e r s  
w e r e  in the form of p o r t f o l i o  i n v es tm e nt s .  A f t e r  the Fi rs t  
W o r l d  War, the w o r l d  e c o n o m i c  scene st a r t e d  changing. The 
Great D e p r e s s i o n  of the th irties b r o u g h t  a t u r n i n g  p oi nt in 
the p a t t e r n  of i n t e r n a t i o n a l  in v e s t m e n t s .  D u r i n g  this time the 
gener al r e c e s s i o n  p r o d u c e d  ch r on ic  p r o b l e m s  for i n t e r n a t i o n a l  
capi tal  flows. E x c h a n g e  con trols, c o m p e t i t i v e  d e v a l u a t i o n s ,  
tariff b a r r i e r s ,  m a r k e t - s h a r i n g  and p r i c e - f i x i n g  cart el s we r e  
all sy mp t o ms  of the bad e c o n o m i c  climate. The m a r k e t i n g  of 
p o r t f o l i o  ca p it a l  b e c a m e  very d i f f i c u l t  due to the p r e v a i l i n g  
e c o n o m i c  c o n d i t i on s.  C o n s e q u e n t l y  i n t e r n a t i o n a l  p o r t f o l i o  
i n v e s t m e n t  s u f f e r e d  b a d l y  and the i n t e r n a t i o n a l  i nv e s to r s  from  
E u r o p e  and N o r t h  A m e r i c a  s t a r t e d  s h i f t i n g  fr o m  p o r t f o l i o  i n v e 
st men t to di r ec t  for e i gn  inv es tm e n t.  The real g row th  of f o r e 
ign p r i v a t e  i n v e s t m e n t  b e g a n  in the p o s t - S e c o n d  W o r l d  War

1. Hymer , S., "The M u l t i n a t i o n a l  C o r p o r a t i o n  and the L aw of
U n e v e n  D e v e l o p m e n t " ,  in J. Bh a g w a t i  (ed.) , E conomi cs an d
W o r l d  Or d e r  from the 1 9 7 0 ’s to the 1990's, M a c m i l l a n ,
N e w  York, 1972, pp. 113-114.

2. S t o p f or d,  J . M . , J.H. Du n ni n g ,  and K.O. H a b e r i c h ,  The Wo r l d
D i r e c t o r y  of M u l t i n a t i o n a l  E n t e r p r i s e s ;  M a c m i l l a n ,  London, 
1980, Pa rt 1, p.xviii.
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period. The m i d - t w e n t i e t h  c e ntu ry also saw the e m e r g e n c e  of
m u l t i n a t i o n a l  e n t e r p r i s e s  as a p o w er fu l  e c o n o m i c  i n s t i t u t i o n

3in the w o r l d  economy. M o r e  r ec ent ly , D u n n i n g  (1974) comments:

11 In every respe ct , m u l t i n a t i o n a l  e n t e r p r i s e s  are 
a mon g the m o st  p o w e r f u l  e c o n o m i c  i n s t i t u t i o n s  
yet p r o d u c e d  by the pr i v a t e  e n t e r p r i s e  s y ste m."

The e c o n o m i c  p o we r  of m u l t i n a t i o n a l  e n t e r p r i s e s  has
a t t r a c t e d  severe  cri tic i sm s  t h r o u g h o u t  the ye ars of their
growth. Th e r e was g r o w i n g  o p p o s i t i o n  to i n v e s t m e n t  from
ab ro a d  in C a n a d a  and A u s t r a l i a  in the 1920s and 1930s. The
same was true in E u r o p e  in the 1950s, w h e n  A m e r i c a n  inflows
of pr i v a t e  for e ig n  in v e s t m e n t s  w e r e  at their p e a k  and E u r o p e a n
ou tf l o ws  w er e  still n e g l i g i b l e .  Ja pan si mp l y  ke pt  f or e i gn  

4in ves to rs  out. The a t t i t ud e s  m  less d e v e l o p e d  c o un t r ie s  toward 
m u l t i n a t i o n a l  e n t e r p r i s e s  h a v e ra ng e d  from cauti ou s to p r o h i 
bitive. M a n y less d e v e l o p e d  c o unt ri es  n a t i o n a l i s e d  the assets 
of f o r ei g n  c o m p a n ie s in m i n i n g  and p u b l i c  u t i l i t y  service  
sectors. H o w e v e r ,  the de si r e  to i n d u s t r i a l i s e  in many less 
d e v e l o p e d  c o u n t r i e s  made a new f o r m  of i n t e r n a t i o n a l  i n v e s t m e n t  
a t t r a c t i v e  to b o t h  m u l t i n a t i o n a l  e n t e r p r i s e s  and host c o u n 
tries. The host c o u n t r i e s  w a n t e d  to a cq u i r e  t e c h n o l o g i c a l  and 
m a n a g e m e n t  skills, w h i l e  the m u l t i n a t i o n a l s  w a n t e d  to p r o t e c t  
their m a r k e t s ;  this has led to m u l t i n a t i o n a l s ’ e x p a n s i o n  into 
less d e v e l o p e d  countries.

A d y n a m i c  p i c t u r e  of h ow  m u l t i n a t i o n a l  e n t e r p r i s e s  hav e
5grown, has b e en  drawn by Hy m e r  (1972) by s u b s t i t u t i n g  the 

wor d " m u l t i n a t i o n a l  c o r p o r a t i o n "  for " b o u r g e o i s "  in the 
f o l l o w i n g  qu ote fr om  'the C o m m u n i s t  M a n i f e s t o ’ :

" T h e  n e e d  of a c o n s t a n t l y  e x p a n d i n g  m a r k e t  for its 
p r o d u c t s  chases the m u l t i n a t i o n a l  c o r p o r a t i o n  over 
the w h o l e  s u r f a c e  of the globe. It m us t n e s t l e

3. D u n n i n g ,  J.H., "The D i s t i n c t i v e  N a t u r e  of the M u l t i n a t i o n a l  
E n t e r p r i s e " ,  in J.H, D u n n i n g  (ed.), E c o n o m i c  A n a l y s i s  and 
the M u l t i n a t i o n a l  E n t e r p r i s e ,  Ge or ge A l l e n  & Unwin, London, 
1974, p . 13.

4. B i l l e r b e c k ,  K., and Y. Yas u gi ,  P r i v a t e  D i r e c t  I n v e s t m e n t  in 
D e v e l o p i n g  C o u n t r i e s , W o r l d  Bank St aff W o r k i n g  P a p e r
No, 348, The W o r l d  Bank, W a s h i n g t o n ,  1979, p.l.

5. H y m e r  (1972), op .c it ., foot note ( p . 136).
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e v e r y w h e r e ,  sett le  e v e r y w h e r e ,  e s t a b l i s h  c o n n e c t i o n s  
e v e r yw h e re .  The m u l t i n a t i o n a l  c o r p o r a t i o n  has throu gh  
its e x p l o i t a t i o n  of the w o r 1 d- m a r k e t  give n a c o s m o p o 
litan c h a r a c t e r  to p r o d u c t i o n  and c o n s u m p t i o n  in every 
country. To the great c hag rin  of r e a c t i o n i s t s ,  it has 
drawn f ro m un d er  the feet of in d us tr y  the n a t i o n a l  
g r o un d  on w h i c h  it stood. All o l d - e s t a b l i s h e d  n a t i o n a l  
i n d u s t r i e s  have b een  d e s t r o y e d  or are daily b e in g  
des tro y ed .  Th ey  are d i s l o d g e d  by n ew  i n d u s t r i e s ,  w h o s e  
i n t r o d u c t i o n  be c o m e s  a life and deat h q u e s t i o n  for 
all c i v i l i z e d  na t i o n s ,  by in d u s t r i e s  that no longer 
w o r k  up i n d i g e n o u s  raw ma t e r i a l ,  but raw m a t e r i a l  drawn 
fro m the r e m o t e s t  zones; in d u s t r i e s  w h o s e  p r o d u c t s  are 
c o n s u m e d  not only at home, but in e ver y q u a r t e r  of the 
globe. In pl a c e of the old w a nts , s a t i s f i e d  by the 
p r o d u c t i o n  of the co untry, we find n ew  w a nt s ,  r e q u i r i n g  
for th eir  s a t i s f a c t i o n  the pr o d u c t s  of d i s t a n t  lands 
and climes. In p lac e of the old local and n a t i o n a l  
s e c l u s i o n  and s e l f - s u f f i c i e n c y ,  we h a v e  i n t e r c o u r s e  in 
ever y di r ec ti o n,  u n i v e r s a l  i n t e r d e p e n d e n c e  of na ti on s .  
And as in m a t e r i a l ,  so also in i n t e l l e c t u a l  p r o d u ct i o n .  
The i n t e l l e c t u a l  c r eat ion s of i n d i v i d u a l  n a t i o n s  b e c o m e  
common  p r o p e r ty .  N a t i o n a l  o n e - s i d e d n e s s  and n a r r o w 
m i n d e d n e s s  b e c o m e s  more and more i m p o s s i b l e ,  and from 
the n u m e r o u s  n a t i o n a l  and local l i t e r a t u r e s  there arises 
a w o r l d  li ter at ure .11

"The m u l t i n a t i o n a l  co r p o r a t i o n ,  by the r a p id  i m p r o v e m e n t  
of all i n s t r u m e n t s  of p r o d u c t i o n ,  by the i m m e n s e l y  
f a c i l i t a t e d  m ea ns of c o m m u n i c a t i o n ,  draws all even the 
m o s t  b a r b a r i a n ,  n a t i o n s  into c i v i l i z a t i o n .  The cheap 
p ric es  of its c o m m o d i t i e s  are the h e a v y  a r t i l l e r y  with 
w h i c h  it b a t t e r s  down all Ch in e s e Wa ll s , w i t h  w h i c h  it 
forces the b a r ba r i an s'  i n t e n s e l y  o b s t i n a t e  h a t r e d  of 
f o r e i g n e r s  to c a pi tul at e.  It compels all n a t i o n s ,  on 
pain of ex t i n c t i o n ,  to adopt the m u l t i n a t i o n a l  mode of 
p r o d u c t i o n ,  it comp els  th e m  to i n t r o d u c e  w h a t  it calls 
c i v i l i z a t i o n  into their  midst, i.e., to b e c o m e  m u l t i 
n a t i o n a l  the m se l v es . In a word, it creat es  a w o r l d  
after its own image. . .

The above u n iq u e  way of e x p l a i n i n g  m u l t i n a t i o n a l s '  
gr owt h and their a ct i v i t i e s  d e m o n s t r a t e s  the type of attacks  
these i n s t i t u t i o n s  ha d to s u s t a i n  th ro ug h the h i s t o r y  of 
their growth. But in spite of the attac ks and the cr i t ic i s ms ,  
m u l t i n a t i o n a l  e n t e r p r i s e s  have grown r a p i d l y  over the past 
qu ar t e r of a cent ur y; they have learnt how to ad ju st  to 
c h a n g i n g  c i r c u m s t a n c e s  and to grow.

In toda y' s w o r l d,  n e w  forms of m u l t i n a t i o n a l  i n v e s t m e n t s  
h av e  e m e r g e d  in a d d i t i o n  to the most usual f orm  of dir e c t
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ca p i t a l  in v e st m e nt . M u l t i n a t i o n a l  e n t e r p r i s e s ,  in the rece nt  
past, have b e en  e x p a n d i n g  their a c t iv i t ie s  into less d e v e l op e d  
co unt ri es  t h r ou g h  these ne w forms of in v e s t m e n t s .  Th ese new 
forms of m u l t i n a t i o n a l  i n v e s t m e n t s  are d i s c u s s e d  in the 
f o l l o w i n g  section.

2.2 N E W  FORMS OF M U L T I N A T I O N A L  I N V E S T M E N T S

In re ce nt ye ars , the h i s t o r i c a l  p r e f e r e n c e  g iv e n  by 
m u l t i n a t i o n a l  e n t e r p r i s e s  to w h o l l y  o wne d s u b s i d i a r i e s  is 
gi vi n g  way to the n e w  forms of a s s o c i a t i o n s  in host count ri es ,  
p a r t i c u l a r l y  in h o st  less d e v e l o p e d  coun tr ie s. W he n  a m u l t i 
n a t i o n a l  has a s t r o n g  t e c h n o l o g i c a l  lead o ve r  the co m p e t i t i o n ,  
these kinds  of a s s o c i a t i o n  tend to be p r e f e r r e d ,  since the 
p ar e n t  c o m p a n y  runs less risk of losing co n t r o l  over its 
p r o c es s  or p ro du c ts .  But if the c o m p e t i t i o n  f r o m  o t h e r  m u l t i 
n a t i o n a l  e n t e r p r i s e s  is a l re a d y st ro n g  and there is no 
t e c h n o l o g i c a l  lead to p r ote ct,  the p a r e n t  has g r e a t e r  lati tu de  
to e n v i s a g e  other, p o s s i b l y  m or e a d v a n t a g e o u s  forms of control. 
In gen eral, it appe ar s that the n e w  forms of m u l t i n a t i o n a l  
i nv e s t m e n t s  have a d v a n t a g e s  for b o th  m u l t i n a t i o n a l s  and host  
c ou nt ri es.  The f o l l o w i n g  are some of the c o m m o n l y  used ne w  
forms of m u l t i n a t i o n a l  i nv e s tm e n ts .

(a) Jo i nt  Ven t u re s :

A jo in t v e n t u r e  n o r m a l l y  implies the s h a r i n g  of assets, 
risks and p r of i t s,  and p a r t i c i p a t i o n  in o w n e r s h i p  (i.e. 
equity) of a p a r t i c u l a r  e n t e r p r i s e  or i n v e s t m e n t  p r o j e c t  by 
m or e  than one fi r m  or e c o n o m i c  "group". The lat t er  may 
in clu de  p r i v a t e  firms, p u b l i c  sector e n t e r p r i s e s ,  or even 
states. The p r o f i t  or loss s h a r i n g  r at io in a joint v e n t u r e  
p r o j e c t  may be d e t e r m i n e d  a c c o r i d n g  to each p a r t i c i p a n t ' s  
f i n a n c i a l  c o n t r i b u t i o n ,  or it may be b a s e d  on other crit eri a,  
i.e. other  forms of ca p i t a l  c o n t r i b u t i o n ,  such as p r o v i s i o n  
of te c h n o l o g y ,  m a n a g e m e n t  k n o w - h o w ,  i n t e r n a t i o n a l  m a r k e t i n g  
f ac i l i t i e s ,  etc.

A jo int v e n t u r e  p r o j e c t  o r d i n a r i l y  i n vo l v es  one m u l t i n a 
tional e n t e r p r i s e  and one or more local c o l l a b o r a t i n g
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e nt e rp r i s e ( s )  in a h o st  country. This is a m o d i f i e d  v e r s i o n  
of direct i n v e s t m e n t  by m u l t i n a t i o n a l  e n t e r p r i s e s .

(b) T u r n k e y  O p e r a t i o n s :

Un de r  this a r r a n g e m e n t  a m u l t i n a t i o n a l  fi rm  e nt ers  into 
an a g r e em e n t e i t h e r  w i t h  the host country g o v e r n m e n t  or with  
one or more p r i v a t e  e n t r e p r e n e u r s  to c o n s tr uc t  an entire 
p r o j e c t  and m ake  it av a i l a b l e  for o p e r a t i o n  by local p e r s o 
nnel. A l t h o u g h  the s u p p l i e r ' s  direc t co nt ro l over the pr o j ec t  
ceases after the start of o p e ra t io n ,  the m u l t i n a t i o n a l  may 
con ti n u e to exert contr ol  i n d i r e c t l y  th r ou g h  its t e c h n o l o g i c a l  
s u p e r i o r i t y .  Such an i nd i r ec t  contr ol , in some cases, may be 
more cr u c i a l  than d ire ct cont ro l; and the m u l t i n a t i o n a l  may 
con ti n u e to e x t r a c t  b e n e f i t s  from such p r o j e c t s  in future.

(c) I n t e r n a t i o n a l  S u b - C o n t r a c t i n g :

This a r r a n g e m e n t  n o r m a l l y  in vo lv es a " p r i n c i p a l "  m u l t i 
n a t i o n a l  p l a c i n g  orders w i t h a s u b - c o n t r a c t o r  (norm al ly  a 
local firm) in a no t h e r  co u n t r y  to p r o d u c e  c o m p o n e n t s  or to 
a s s e m b l e  f i n i s h e d  p r o d u c t s  wi t h  inputs p r o v i d e d  by the 
p r i n c i p a l .  The final p ro d u c t  is sold by the p r i n c i p a l  in the 
i n t e r n a t i o n a l  m a r k e t  or in the h om e m a r k e t  of the m u l t i n a t i o n a l .

The g r o w i n g  i m p o r t a n c e  of i n t e r n a t i o n a l  s u b - c o n t r a c t i n g  
is cl os el y r e l a t e d  to ta ri ff  r e g u l a t i o n s  in the de v e l o p e d  
c o u n tr i e s and to the ra pi d g ro wth  in r e c en t  ye ars  of so 
called " f r e e  ex p o r t  zones" or "f r ee  trade zones" in many less 
d e v e l o p e d  count rie s.

U nd e r  this a r r a n g e m e n t  the linka ge  b e t w e e n  the m u l t i n a 
tional and the s u b - c o n t r a c t o r  is direct; and the m u l t i n a t i o n a l  
has the a d v a n t a g e  of r e a p i n g  b e n e f i t s  t o w ar d s  its u lt im a t e  
o b j e c t i v e  of i n c r e a s i n g  glob al  interests.

(d) L i c e n s i n g  A g r e e m e n t s :

U n d e r  this kind of a g r e e m e n t  a m u l t i n a t i o n a l  (licensor) 
p r o v i d e s  a no t h e r  fi rm (licensee) in a h o s t c ou n tr y ,  with
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access to a p a r t i c u l a r  t e c h n o l o g y  or set of t e c h n o l o g i e s  in 
r e t u r n  for va l u e  - an initial l u m p - s u m  fee (in some cases 
init ial  p a y m e n t  may not be requi red ) and a p e r c e n t a g e  of 
annual sale p r o c e e d s  or any amoun t of a nnu al fi xed pa ym e n t in 
the form of roy al ti e s . Th e r e m ay be other a r r a n g e m e n t s  tied 
to the l i c e n s i n g  a g r e e m e n t s  - the l i c e n s e e  in m ost  cases is 
b ou n d  by a g r e e m e n t  to p u r c h a s e  raw m a t e r i a l s  f r o m  the li ce ns or  
(the m u l t in a t i on a l , g r o u p ) .

The t e c h n o l o g y  to w h i c h  the lic e n se e  is gi ve n access may 
i ncl ud e " k n o w - h o w ” (i.e. se cr et u n p a t e n t e d  t ec h n o l o g y ) ,  t r a d e 
marks, c o p y r i g h t s  or p a t en t s , or a c o m b i n a t i o n  of these, and 
as is the case w i t h  mo st  of the ne w forms of i n ve s tm e n t,  may 
also call for the t r a i n i n g  of local p e r s o n n e l  by the l ic e n so r /  
su pp l i e r  of t e c h n o l o g i c a l  as s is t a n c e .

(e) M a n a g e m e n t  C o n tr a c ts :

Th es e  call for the s u p p l y i n g  m u l t i n a t i o n a l  to m a n a g e  a 
p r o j e c t  or e n t e r p r i s e  in a less d e v e l o p e d  host country. T he y  
u su a ll y  also in v o l v e  t ra i n i n g  of local p e r s o n n e l  and the 
h a n d i n g - o v e r  of a u t h o r i t y  to locals after a c e r t a i n  time. In 
some cases, e s p e c i a l l y  in the M i d d l e  East, the h o s t - c o u n t r y  
g o v e r n m e n t  uses i n d e p e n d e n t  expe rt s to m o n i t o r  the a c t i v i t i e s  
of the m a n a g i n g  company. D u r i n g  the te nur e of its term  in 
m a n a g e m e n t  of an en t e r p r i s e ,  the s up p li er  of m a n a g e r i a l  e x p e r 
tise has ample o p p o r t u n i t i e s  of e s t a b l i s h i n g  short and 
l o n g - t e r m  d e p e n d e n c e  of the e n t e r p r i s e  c o n c e r n e d  with the 
pa re n t  or s u b s i d i a r i e s  of the m u l t i n a t i o n a l  group.

(f) T r i l a t e r a l  C o - o p e r a t i o n  or T r i p a r t i t e
I n d u s t r i a l  C o - o p e r a t i o n .

U nde r this s y s t e m  at least three firms or o r g a n i s a t i o n s ,  
one or mo re d o m i c i l e d  in a c e n t r a l l y  p l a n n e d  econo my ,  
at least one in the OECD (an i n d u s t r i a l i s e d  e c o n o m y  of W e s t e r n  
Euro pe,  N o r t h  A m e r i c a ,  A u s t r a l i a  or Japan) and one or more 
in the S out h (a less d e v e l o p e d  e c on o my  of A fr i c a,  A s i a  or 
L a t i n  A me r i ca )  joi n forces to carry out c o m m o n  a c t i v i t i e s  in 
a less d e v e l o p e d  host country. This kind of i n v e s t m e n t  seems
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to have less a t t r a c t i o n  to the w e s t e r n  m u l t i n a t i o n a l s .
Th e r e  may, h o w ev er ,  be fields of i n v e s t m e n t  in a less d e v e l o p e d  
co unt ry  w h e r e  dire ct  m u l t i n a t i o n a l  i n v o l v e m e n t  is r e s t r i c t e d  
(i.e. e x p l o r a t i o n  of n a t u r a l  re s o u r c e s  etc.) and the less 
d e v e l o p e d  c ou n t ry  may, for i d e o l o g i c a l  c o m m i t m e n t s ,  p r e f e r  
n ot  to let w e s t e r n  m u l t i n a t i o n a l s  d i r e c t l y  i n t r ud e  into her 
economy; un d e r such c i r c u m s t a n c e s  t r i p a r t i t e  i n d u s t r i a l  co
o p e r a t i o n  h el ps the m u l t i n a t i o n a l  to ente r into a n e w  source 
of raw m a t e r i a l s  and to create a ne w mark et.

It is w o r t h  m e n t i o n i n g  h er e that the n e w  forms of 
m u l t i n a t i o n a l  i n v e s t m e n t s  are m or e  often p r a c t i s e d  in host  
less d e v e l o p e d  co un tr i e s ra th e r than in d e v e l o p e d  countries.
One e x p l a n a t i o n  of this t e n d e n c y  may be that the m u l t i n a t i o 
nals' i n v o l v e m e n t  in the ne w forms is l a r g e l y  a d e f e n si v e  
re ac t i o n  in re s p o n s e  to more n a t i o n a l i s t i c  a tt i t ud e s  and 
threats of e x p r o p r i a t i o n .  A se co n d  e x p l a n a t i o n  may be that 
it refle ct s st r a te g y  i n i t i a t i v e s  of firms w h i c h  have p e r c e i v e d  
o p p o r t u n i t i e s  for i n c r e a s i n g  t h ei r  le ve r a g e  ( a c h i e v i n g  the 
same re tu rn  w i t h  less in it ia l  capi tal  in ve s t m e n t )  or want to 
get into se c to r s  no t p r e v i o u s l y  open to f o r e i g n  in ve sto rs in 
a host country. A p o s s i b l e  third e x p l a n a t i o n  is that w i t h i n  
the r e a l m  of n o n - p r i c e  c o m p e t i t i o n  the e m p h a s i s ,  du r in g  the 
six tie s,  was on p r o d u c t  d i f f e r e n t i a t i o n ;  it has p e rh a p s  
s h i f t e d  in the s e v e n t ie s and the ei g ht i e s  tow a rd s  pro c es s  
c o m p e t i t i o n  and he n c e  cost redu cti on.  N e w  forms of i n v e s t m e n t  
in less d e v e l o p e d  c o unt ri es  m ay  c o n t r i b u t e  to r e d u c i n g  the 
cost of p r o d u c t i o n  for final p r o d u c t s  of the m u l t i n a t i o n a l .

The n e w  forms of m u l t i n a t i o n a l  i n v e s t m e n t s  are r e l a t i 
vely n ew  p h e n o m e n a  in the field of the g r o w t h  of m u l t i n a t i o n a l  
e n t e r p r i s e s  in the w o r l d  economy. So far as we are aware, 
there are h a r d l y  any s t a t i s t i c s  on the m a g n i t u d e  of m u l t i n a 
t ion al  i n v o l v e m e n t s  in the ne w  forms of i n v e s t m e n t s  in the 
w o r l d  ec onomy. T h e r e f o r e ,  in the f o l l o w i n g  s e c t i on s ,  all 
d i s c u s s i o n s  are c o n c e r n e d  w i t h  the di r e ct  capit al  i n v e s t m e n t s  
of m u l t i n a t i o n a l  e nt e r p r i s e s .



www.manaraa.com

2 . 8

2.3 S TOC K OF F O R E I G N  I N V E S T M E N T S  BY M U L T I N A T I O N A L S

Be t w e e n  1971 and 1978, the stock of fo rei gn  direct i n v e 
st men t by m u l t i n a t i o n a l  e n t e r p r i s e s  o r i g i n a t i n g  fr o m  the 
d e v e l o p e d  m a r k e t  e c o n o m i e s  i n c r e a s e d  by abou t 120 per cent 
(table 2 .1 ) - an annua l ave r a ge  growth rate of about 12 per 
cent. D u r i n g  the same pe r i od  a growth of 509 per cent was 
ac hi e v e d  by J a p a n e s e  m u l t i n a t i o n a l s .  G r o w t h  in fo r e ig n  i n v e s t 
men t d u ri n g the same period, by m u l t i n a t i o n a l  e n t e r p r i s e s  f rom  
We st  G e r m a n y  was 336 per cent, S w i t z e r l a n d  159 per cent, Swed en  
150 per cent, B e l g i u m  125 per cent, C a n a d a  109 per cent, France 
104 per cent, U n i t e d  States 103 per cent, U n i t e d  K i n g d o m  73 
per cent, N e t h e r l a n d s  72 per cent, and It a l y  10 per cent.
Ta ble  2.1 shows that the b o o k  va l u e of the st ock of direct 
f ore ig n i n v e s t m e n t  by m u l t i n a t i o n a l  e n t e r p r i s e s  of the d e v e l o 
ped m a r k e t  e c o n o m i e s  in 1978 was $3 96. 3 b il l i o n s .  The g ro wth  
trend su gg es t s  that by the end of 1980, this figur e mi ght have 
risen to w e l l  over $400 b il l i on s.

In 1978, the U.S. was the lea d i ng  home c o un t ry  a c c o u n t i n g  
for 45.5 per cent of the total direc t f o re i g n i n v e s t m e n t  stake 
- a l t h o u g h  its share has be en f a l l i n g  since the early 1960s. 
L i k e w i s e  the U . K . ’s share has be en  f a l l i n g  since the early 
1960s. The shares of West G e r m a n y  and Ja p a n h ave  shown a 
r i s i n g  te n d e n c y  over the last decades. The shares of Italy and 
N e t h e r l a n d s  have been falli ng , wh i l e  the shares of S w i t z e r l a n d ,  
Fr anc e,  Canad a,  Swede n,  and Be 1 g i u m - L u x e m b o u r g  have b e en  m or e  
or less un cha n g ed .

In the late 1970s, m u l t i n a t i o n a l  e n t e r p r i s e s  b eg a n  to 
e me r g e  fr om  some of the more i n d u s t r i a l i s e d  of the less d e v e 
loped co un t ri e s . Brazi l,  India, South Ko rea , H o n g  Kong and 
A r g e n t i n a  are among the less d e v e l o p e d  c o u n t r i e s  w hi c h  have 
s iz ea bl e o u t w a r d  di re ct  i n v e s t m e n t s . ^

Th er e  are few p u b l i s h e d  st at i s ti c s  r e g a r d i n g  g e o g r a p h i c a l  
d i s t r i b u t i o n  of the stock of i n v e s t m e n t s  by m u l t i n a t i o n a l  
e n t e r p r i s e s .  T a b l e  2,4 be l o w  gives a p i c t u r e  of the total

6 . S t o p f o r d  et a l . (1980), op .c it ., p.xv.
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Table 2.1
St ock  of D i r e c t  I n v e s t m e n t  A b r o a d  of D e v e l o p e d  M a r k e t  
E c o n o m i e s ,  by Ma jo r  Country. (US $ b i l l i o n s ;  p e r c e n t a g e  
shar e in p a r e n t h e s i s )

C o u n t r y  of 
Or ig in 1971 1975 1976 1977 1978

U n i t e d  State s 82 . 8 
(49.3%) .

124. 1 
(47.2%)

136. 8 
(46.1%)

149 . 8 
(45.5%)

168. 1 
(45.5%)

U n i t ed  Kingdom 23. 7 
(14.1%)

30. 4 
(1 1 .6%)

31.8 
(1 0 .7%)

36 . 8 
(1 1 .2 %)

41. 1 
(1 1 .1%)

West G e r m a n y 7.3
(4.3%)

16.0
(6 .1%)

19 . 9 
(6.7%)

24. 8 
(7.5%)

31. 8 
(8 .6%)

J apan 4.4
(2 .6 %)

15.9
(6 .0 %)

19.4
(6.5%)

22 . 2 
( 6 .7%)

26 . 8 
(7.3%)

S w i t z e r l a n d 9.5
(5.7%)

17.6
(6.7%)

25.4
(8 .6%)

25 . 4 
(7.7%)

24 . 6 
(6.7%)

N e t h e r l a n d s 13.8
(8 .2 %)

19.0
(7.2%)

20 . 3 
(6 .8%)

21.9
(6.7%)

23.7
(6.4%)

F r a n c e 7.3
(4.3%)

1 1 . 1 
(4,2%)

11.9
(4.0%)

13. 1 
(4.0%)

14.9 
(4 .0 %)

C anad a 6.5
(3.9%)

1 0 . i 
(4.0%)

11. 4 
(3 . 8%)

12.1
(3.7%)

13 . 6 
(3.7%)

Swe den 2.4
(1.4%)

4.4
(1.7%)

5.0
(1.7%)

5 . 6 
( 1 .7%)

6 . 0 
(1 .6 %)

B e l g i u m  - 
L u x e m b o u r g

2.4
(1.4%)

3.6
(1.4%)

3.9
(1.3%)

4.8
(1.5%)

5 . 4 
(1.5%)

Italy 3.0
(1 .8%)

3.3
(1.3%)

2 . 9 
(1 .0 %)

3 . 1 
(0.9%)

3.3
(0.9%)

Total A b o v e 163.1
(97.0%)

255.8
(97.3%)

288. 7 
(97.4%)

319.6 
(97.1%)

359 . 3 
(97.3%)

All Ot h e r  
(E s timate)

5.0
(3.0%)

7 . 2 
(2.7%)

7.8 
( 2 .6%)

9.5
(2.9%)

10.0
(2.7%)

Gran d To ta l  168.1
(1 0 0 .0 %)

263.0 
(1 0 0 .0 %)

296.5
(1 0 0 .0 %)

329 . 1 
(1 0 0 .0 %)

369 . 3 
(1 0 0 .0 %)

Source: St o p f o r d ,  J. M., J . H.  D u n n i n g ,  and K.O. H a b e r i c h  (1980),
op. cit., p. xv, o r i g i n a l l y  c o m p i l e d  and e s t i m a t e d  by 
U n i t e d  N a t i o n s  C e n t r e  on T r a n s n a t i o n a l  C o r p o r a t i o n s ,  
b a s e d  on data p r o v i d e d  by n a t i o n a l  g o v e r n m e n t s  and by 
p r i v a t e  sources.
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direc t fo r e i g n  i n v e s t m e n t s  of the d e v e l o p e d  m a r k e t  ec o n om i e s  
in the less d e v e l o p e d  cou nt rie s. By u s i n g . t h e  s t at i s t i c s  in 
table 2.1 and in table 2.4, an e s t i m a t e  is made in
table 2 .2 , of the d i s t r i b u t i o n  of f o r e i g n  di re c t  in ve s tm en t s

7 8b e t w e e n  d e v e l o p e d  and less d e v e l o p e d  co un tr ie s . A s s u m i n g  that
the stock of di r e ct  f o r e i g n  i n v e s t m e n t s  f r o m  d e v e l o p e d  m ar k e t  
e c o n o m i e s  (table 2 .1 ) co n st it u te s  the total fo re ig n in ve s t m e n t  
stock of m u l t i n a t i o n a l  e n t e r p r i s e s  in the wo r l d,  and fur t h er  
a ss u m i n g  that the s toc k of di re c t i n v e s t m e n t s  by m u l t i n a t i o n a l  
e n t e r p r i s e s  o r i g i n a t i n g  fro m less d e v e l o p e d  c o u n tr i e s was very 
i n s i g n i f i c a n t  du r i ng  the years  under c o n s i d e r a t i o n ,  the g e o g r a 
ph ic a l d i s t r i b u t i o n  w o u l d  look like that shown in table 2 .2 .

Ta bl e  2.2
P e r c e n t a g e  D i s t r i b u t i o n  of M u l t i n a t i o n a l  E n t e r p r i s e s '  
I n v e s t m e n t s  b e t w e e n  D e v e l o p e d  and Less D e v e l o p e d  Coun tri es.

Reg i ons 1971 1975 1976 1977 1978

D e v e l o p e d
C o u nt r i es

71.5 71. 1 74. 3 74 . 2 73.9

Less D e v e 1o- 
ped C ou n t r i e s

28.5 28.9 25.7 25 . 8 26 . 1

To tal 100 100 100 100 100

Ta b l e  2.2 su gg e s t s  that the d e v e l o p e d  e c o n o m i e s  were host 
to about t h r e e - q u a r t e r s  of capit al  i n v e s t e d  by f o re i g n ba s e d  
e n t e r p r i s e s ,  and the less d e v e l o p e d  c o u n t r i e s  to about one 
quarter. The share of less d e v e l o p e d  c o u n t r i e s  in the total 
s toc k of f o r e i g n  direct i n v e s t m e n t s  fell fr o m  a p ea k  of about

7. D e v e l o p e d  M a r k e t  E c o n o m i e s  inc l u de  17 D e v e l o p m e n t  A s s i s 
tance C o m m i t t e e  C o u n tr i e s:  USA, UK, W e s t  G e r ma n y ,  Japan, 
S w i t z e r l a n d ,  N e t h e r l a n d s ,  Fr an c e , C a n ad a ,  Sweden, Belgium, 
Italy, A u s t r a l i a ,  A u s t r i a ,  De nm ar k ,  F in l a nd ,  N e w  Ze al a n d  
and N or way : these d e v e l o p e d  m ar k e t  e c o n o m i e s  are c o n s i d e r e d
as the d e v e l o p e d  co un tr ies , in the present- study.

8 . Less d e v e l o p e d  co u n t r i e s  inclu de all c o u n t r i e s  in A f r i c a  
except S ou t h  Afr ic a , all in A m e r i c a  ex c e p t  the U n i t e d  States 
and C a nad a,  all in A s i a  except Japan, all in O c e a n i a  except 
A u s t r a l i a  and N e w  Ze a la n d ,  and ce r t a i n  c o u n t r ie s  in E u ro p e - 
Cypr us,  G i b r a l t a r ,  Greece , Malta, P o r t u g a l ,  Spain, Tu r ke y  
and Y u g o s l a v i a  (OECD's list o f 'd e v e l o p i n g  c o u n t r i e s ’).
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32 per cent in 1967, m a i n l y  due to the e x p r o p r i a t i o n  of assets 
of f o r e ig n b a s e d  m u l t i n a t i o n a l s  in oil and o t h e r  e x t r a c t i v e  
i n d u st r i es ,  and the m ov e to n e w forms of i n v e s t m e n t s  in 
less d e v e l o p e d  countrie s.

2.4 M U L T I N A T I O N A L  E N T E R P R I S E S  IN LESS D E V E L O P E D  C O U N TR I E S

A l t h o u g h  the less d e v e l o p e d  c o un t r ie s  are ho st to about 
o n e - q u a r t e r  of total direc t i n v e s t m e n t s  of m u l t i n a t i o n a l  
e n t e r p r i s e s ,  the e c o n o m i c  s i g n i f i c a n c e  of this v o l u me  of 
i n v e s t m e n t s  in these cou nt r ie s seems no less than that in 
d e v e l o p e d  m a r k e t  ec o n om ie s . Since the d e v e l o p e d  m a r k e t  e c o n o 
mies are the home c o unt rie s of m u l t i n a t i o n a l s  w h i c h  ope r at e  
on a w o r l d - w i d e  ba si s,  the fact that they are host to three- 
q ua r te r s  of m u l t i n a t i o n a l s ’ fo reign d ir ect  i n v e s t m e n t s  puts 
them in an a d v a n t a g e o u s  p o s i t i o n  c o m p a r e d  w i t h  the less d e v e 
loped countri es . An i m p o r t a n t  p o i n t  for c o n s i d e r a t i o n  in this 
re s p e c t  is that the d e v e l o p e d  m a r k e t  e c o n o m i e s  pr o d u c e  about 
t h r e e - q u a r t e r s  of the total w o r l d  Gross N a t i o n a l  P r o d u c t  
(GNP), e x c l u d i n g  the GNP of the n o n - m a r k e t  i n d u s t r i a l  e c o n o 
mies. The r e m a i n i n g  o n e - q u a r t e r  of GNP is g e n e r a t e d  in all 
ot her c o u n t ri e s  i n c l u d i n g  all the less d e v e l o p e d  co u n tr ie s  
(table 2.3).

T ab 1 e 2.3
Gross N a t i o n a l  P r o d u c t  (GNP) of the W o r l d ,  1978

(US $ b i l l i o n s )
GNP i n c l u d i n g  
N o n - m a r k e t  I n d u s 
trial E c o n o m i e s

GNP E x c l u d i n g  
N o n - m a r k e t  I n d u s 
trial E c o n o m i e s

D e v e l o p e d  M a r k e t  
E conomi e s

5,621 (64%) 5, 621 (75%)

N o n - M a r k e t  I n d u s 
trial E c o n o m i e s

1 ,326 (15%)

• cO th e r  C o u n t r i e s 1 , 846 (2 1 %) 1,846 (25%)

W o r l d  T o ta l 8,793 (1 0 0 %) 7,467 (100%)

Source: 1980 W o r l d  Bank A t l a s , W o r l d  Bank, W a s h i n g t o n , D .C .
N o t e s  : (a) Development Assistance Committee Countries.

(b) USSR, GDR, Bulgaria, Poland, Hungary, and Czechoslovakia.
(c) Include all the less developed countries of the world; 

160 of the 183 countries and territories covered by 
1980 World Bank Atlas,
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The i n f o r m a t i o n  c o n t a i n e d  in tables 2.2 and 2.3 above 
in di c at e s  that the v o l u me  of the stock of fo re ig n in ve s t me n t s  
in less d e v e l o p e d  co u n tr i e s has p o t e n t i a l l y  real e c o n o m i c  
s ig n i f i c a n c e ,  w h e n  one co n si de r s that the less d e v e l o p e d  
co un t r ie s  have t h r e e - q u a r t e r s  of the w o r l d ' s  p o p u l a t i o n  living 
on o n e - f i f t h  of the w o r l d ' s  income. The p oo r c o u n t r i e s  of the 
worl d, b e i n g  the ho sts of forei gn  i nv e s t m e n t s  fr o m  the d e v e l o 
ped c o u n tr i es  ap pea r to have j u s t i f i a b l e  cause for concern  
about the e c o n o m i c  im p a ct  of these i nv e s tm e n ts .

T abl e 2.4 b e l o w  su m ma r i s e s  the stock of dire ct fo rei gn  
i n v e s t m e n t s  in less d e v e l o p e d  countries. It shows that upto 
the m i d - 1 9 7 0 s ,  13 m e m b e r s  of the O r g a n i s a t i o n  of P e t r o l e u m
E x p o r t i n g  Co u n t r i e s  (OPEC) w er e  ho st  to m ore  than 20 per cent 
of the total m u l t i n a t i o n a l  i n v e s t m e n t s  (direct f o r e i g n  i n v e s t 
ments) in less d e v e l o p e d  co untries. A f t e r  the m i d - 1 9 7 0 s  a 
change took pl a c e in OP EC 's  share due m a i n l y  to the e x p r o p r i a 
tion of f o re i g n assets in the oil in d u s t r y  by ma ny  host 
g o v e r n m e n t s ,  and due to the i n c r e a s e d  i n t e r e s t  of m u l t i n a t i o 
nals in m a n u f a c t u r i n g  a c ti v i t i e s  in less d e v e l o p e d  countries.  
The UN ( 1 9 7 8 ) ^ r e p o r t  revea ls  that the share of less d e v e l o p e d  
c ou nt ri es in the r e p o r t e d  stock of fo r ei g n  i n v e s t m e n t s  has 
been i n c r e a s i n g  in the m a n u f a c t u r i n g  and se r v i c e  s ec to rs  durin g  
the 1970s. M o r e o v e r ,  since the late sixti es , the tax ha ve n
co unt ri es ha ve  be en a t t r a c t i n g  a gr o w i n g  v o l u m e  of m u l t i n a -

11tional i nv e s t m e n t s .  W h i l e  the share of O P E C  co u nt r i es  has 
fa lle n d u r i n g  the s e v e n t i e s ,  the share of tax h a v e n  c o un tri es  
has risen f r o m  8.1 per cent in 1971 to 13.1 per cent in 1978.

9. For a d i s c u s s i o n  on p o v e r t y  and the s c a r c i t y  of re so ur c e s  
in less d e v e l o p e d  co un t ri e s , see: W. B r a n d t  et al,, N o r t h -  
South: A P r o g r a m m e  for S u r v i v a l , the R e p o r t  of the I n d e p e n -  
dent C o m m i s s i o n  on I n t e r n a t i o n a l  D e v e l o p m e n t  Issues u n de r  
the C h a i r m a n s h i p  of W i l l y  Brand t, Pan Bo ok s , Lon d o n,  1980,

1 0 . Un i t e d  N a t i o n s ,  T r a n s n a t i o n a l  C o r p o r a t i o n s  in W orl d D e v e 
lopment: A R e - E x a m i n a t i o n , UN E c o n o m i c  and So c i al  C ou nci l,
E . 78, II, A . 5, 1978.

1 1 .For a d i s c u s s i o n  on the a d v a nt ag e s o f f e r e d  by tax h av e n  
cou nt r ie s  to the f or eig n i n ve s to r s , see: E. C h a m b o s t  
(English E d i t i o n  by T. C r a w le y ),  Us i ng  T a x  H a ve n s  S u c c e s s 
full y , I n s t i t u t e  for I n t e r n a t i o n a l  R e s e a r c h ,  Londo n, 1978.
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Table 2.4
Direct Foreign Investment Stock in Less Developed Countries from 
Developed Market Economies3 (US $ billions)

Host Countries 1971 1975 1976 1977 1978

Total Stock 47.9(100%) 75.9(100%) 76.2(100%) 85.0(100%) 96.4(100%)

OPEC Countries 11.6(24.2%) 15.6(20.6%) 12.1(15.9%) 13.5(15.9%) 14.9(15.4%)
cTax Havens 3.9(8.1%) 8.9(11.7%) 9.5(12.5%) 10.5(12.4%) 12.6(13.1%)

All Other Less 
Developed 
Countries: 32.4(67.7%) 51.4(67.7%) 54.6(71.1%) 61.0(71.7%) 68.9(71.5%)

of which -
Brazil 5.1 9.1 9.1 10.7 13.5

Mexico 2.5 4.8 4.7 5.1 6,0

India 1.7 2.4 2.5 2.5 2.5

Malaysia 0.9 2.3 2.4 2.7 2.9

Argentina 2.2 2.0 2.3 2.9 3.3

Singapore 0.4 1.7 1.3 1.5 1.7

Peru 0.8 1.7 1.8 1.9 2.2

Hongkong 0.6 1.3 1.5 1.7 2.1

Philippines 0.8 1.2 1.4 1.6 1.8

Trinidad and 
Tobago

1.0 1.2 1.2 1.3 1.3

Total above Ten 
Countries 16.0(33.4%) 27.7(36.5%) 28.2(37.0%) 31.9(37.5%) 37.3(38.7%)

Source: Computed from data published in: Organisation for Economic Co-operation 
and Development, Development Co-operation, OECD, Paris, various issues 
- 1973, 1977, 1978, 1979, 1980.

a. Developed Market Economies include all .(17) Development Assistance Committee 
members of the OECD.

b. OPEC Countries: Algeria, Libya, Gabon, Nigeria, Indonesia, Iraq, Iran, 
Kuwait, Qatar, Oman, Saudi Arabia, United Arab Emirates, Ecuador, Venezuela.

c. Tax Haven Countries: Bahamas, Barbados, Bermuda, Cayman Islands, Netherlands 
Antilles, Panama; the list is from: UN (1978), op.cit.
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Ab ou t  70 per cent of the m u l t i n a t i o n a l  e n t e r p r i s e s ’ total 
f or ei gn  i n v e s t m e n t s  in less d e v e l o p e d  c o u n t r i e s  is h os ted  by 
over 100 c o un t r ie s  ou tsi de  the OP EC and tax h a v e n  countries.
But forei gn  i n v e s t m e n t s  by m u l t i n a t i o n a l s  are c o n c e n t r a t e d  
m a i n l y  in a few of these 100 less d e v e l o p e d  co u n t r i e s  - 10 
coun tri es  (Brazil, Mex i c o,  India, M a l a y s i a ,  A r g e n t i n a ,  S i n g a 
pore, Peru, H o n g  Kong, P h i l l i p i n e s ,  and T r i n i d a d  and Tobago) 
t o g e t h e r  h el d  ab out 39 per cent of the total st o ck  in 1978.
The share of these 10 c o u n t r ie s  has been on the i n c r e a s e  since 
1971 w h e n  it was 33.4 per cent. As s u p p o r t i n g  e v i d e n c e  to 
the a r g u m e n t  that m u l t i n a t i o n a l  e n t e r p r i s e s  are a t t r a c t e d  to 
the r i ch e r  of the less d e v e l o p e d  co un tr i e s,  a r e l a t i o n s h i p  
b e t w e e n  per ca pi ta  incom e of the host co u n tr i e s and the stock 
and the stock of f or e i g n  p r i v a t e  i n v e s t m e n t s  in these cou ntr i es ,  
may be drawn. In 1978, about 50 per cent of the total stock of 
m u l t i n a t i o n a l  i n v e s t m e n t s  in less d e v e l o p e d  c o u n tr i es  was in 
n o n - O P E C ,  n o n - t a x  h av e n  cou n t ri e s  with per ca p it a income of 
more than US$1000. In the same year, about 79 per cent of the 
total m u l t i n a t i o n a l  i n v e s t m e n t s  in less d e v e l o p e d  c ou ntr ie s  
was in the ri c h er  of this group of c o u n t r i e s  (OPEC, tax hav en s ,  
and c o u n t r i e s  w it h  per c a pi t a inco me over US $ 1 0 0 0 ) .  The 
r e m a i n i n g  21 p er cent of the total stock was m a i n l y  c o n c e n 
tr at e d  in c o u n t ri e s  w i t h  large m ar k et s  an d/ or sources of raw 
m a t e r i a l s ,

2,5 M A G N I T U D E S  OF M U L T I N A T I O N A L  ENTERPPvISES

In the 1970s, the sales of f o r e i g n - b a s e d  a f fi l i a t e s  of 
m u l t i n a t i o n a l  e n t e r p r i s e s  i n c r e a s e d  at a v e r a g e  rates h i g h e r

12than th ose r e p o r t e d  for their  c o n s o l i d a t e d  sales w o r l d - w i d e .  
T a k i n g  into ac c ou n t  that the ou tp ut  of the a f f i l i a t e s  of 
m u l t i n a t i o n a l  e n t e r p r i s e s  has in many cases, i n c r e a s e d  faster 
than their eq ui t y  i n v e s t m e n t s ,  and that n o n - e q u i t y  o pe r a t i o n s  
have b e c o m e  i n c r e a s i n g l y  i m p o r t a n t  d u ri n g  the 1970s, the rate 
of gr ow th  of m u l t i n a t i o n a l  i n v e s t m e n t s  shown e a r l i e r  may be 
an u n d e r - e s t i m a t e  of the ac tu al e x p a n s i o n  of the o p e r a t i o n s  of 
m u l t i n a t i o n a l  e n t e r p r i s e s .

12. V a i t s o s ,  C., " W o r l d  I n d u s t r i a l  D e v e l o p m e n t  and the T r a n s 
n a t i o n a l  C o r p o r a t i o n s :  the L im a  T a r g e t  as V i e w e d  by E c o n o 
mic A c t o r s " ,  Industry and Development ,No. 3 of UNIDO , 1979 ,pp. 33-43.
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13The UN (1973) re po r t reveals that the firms w h i c h  own 
and c ont ro l i n c o m e - g e n e r a t i n g  assets in m or e than one country 
(the br o ad  d e f i n i t i o n  of m u l t i n a t i o n a l  e n t e r p r i s e s )  a c c o u n t e d  
for o n e - f i f t h  of the w o r l d ' s  output ( e x c l u d i n g  c e n tr a l ly  
pl a n n e d  economies) by the end of 1971; and their p r o d u c t i o n  
grew at the rate of 10 per cent per annum, n e a r l y  twice the 
g r o w t h  rate of w o r l d  output. S t op f o rd  et al. ( 1 9 8 0 ) ^^show 
that in 1978, 430 m a j o r  m u l t i n a t i o n a l  e n t e r p r i s e s  a c c o u n t i n g  
for 80 per cent of the w o r l d ' s  stock of f o r e i g n  direct i n v e s t 
m ent s had an nua l sale e x c e e d i n g  US$ 1 b i l l i o n  (the large st  
m u l t i n a t i o n a l s E x x o n  and G en e r al  Mo to rs , had sales of over 
US$ 63 b i l l i o n s  each). A c c o r d i n g  to the same source, sales of 
the 430 m u l t i n a t i o n a l s  grew at an an nu al  a v e r a g e  rate of about 
12 per cent (at cu rr ent  m a r k e t  price) b e t w e e n  1974 and 1978.

W hil e the gross n a t i o n a l  p r o d u c t  (GNP) of c o unt ri es  and 
sales data of m u l t i n a t i o n a l  e n t e r p r i s e s  are not d i r e c t l y  
co m p a r a b l e ,  they are i n d i c a t o r s  of r e l a t i v e  e c o n o m i c  p r o p o r 
tions of th es e two types of ec o n o m i c  enti tie s.  C o n s i d e r i n g  
all the n a t i o n s  of the w o r l d  (both m a r k e t  e c o n o m i e s  and 
c e n t r a l l y  p l a n n e d  ec o n o m i e s )  and m u l t i n a t i o n a l  e n t e r p r i s e s  
as i n d i v i d u a l  e c o n o m i c  en t i t i e s ,  table 2.5 b e l o w  shows a 
crude a s s e s s m e n t  of e c o n o m i c  a c t i v i t i e s  (GNP or sales), of 
the top 100 e c o n o m i c  en t it i e s  in the w o r l d  in 1978. This 
in turn sheds some light on the m a g n i t u d e  of m u l t i n a t i o n a l  
e n t e r p r i s e s  in the w or l d  economy. Ta bl e  2.5 shows that of the 
top 100 e c o n o m i c  e n t i t i e s  in the wo r ld ,  60 are na ti ons  and 40 
are m u l t i n a t i o n a l  e n t e r p ri s e s.

E a c h  of the top five m u l t i n a t i o n a l  e n t e r p r i s e s  in 1978 
had sales l arg er than the i n d i v i d u a l  GNP of 80 per cent of 
all the n a t i o n s  of the w o r l d . I n  other w o rd s , 147 of all the 
c o u n t r i e s  in the w o r l d  had i n di v id ua l  GNP less than sales of 
each of the top five m u l t i n a t i o n a l  e n t e r p r i s e s  in 1978.

13. U n i t e d  N a t i o n s ,  M u l t i n a t i o n a l  C o r p o r a t i o n s  in W or l d  D e v e l 
opment , UN E c o n o m i c  and Social Coun c i 1 , E7 3 ,11 >A .1 T
N e w  Y o r k , 197 3.

14. S t o p f o r d  et a l . ( 1 9 8 0 ) ,  op.ci t. , Part II, An n e xu r e .
15. 1980 Wo r l d  Bank At la s co n t a i n e d  data on GNP of 183 

c o u n t r i e s ’ and t e r r i t o r i e s  in the w orl d for the year 1978.
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Table 2.5
W o r l d ’s 100 la rg e s t N a t i o n s  and M u l t i n a t i o n a l  E n t e r p r i s e s  Ra n k e d  
by 1978 GNP or Sales. (US$ mi l li o n s)

Rank Nation or Firm GNP or Sale Rank Nation or Firm GNP or Sale

•1 United States 2,135,010 * 41 Mobil (USA) 34,736
2 USSR 967,820 42 Finland 34,020
3 Japan 884,500 43 Greece 32,430
4 West Germany ' 631,590 a 44 Texaco (USA) 28,607
5 France 473,030 45 Bulgaria 28,310

6 United Kingdom 319,480 * 46 Brit.Petroleum(UK) 27,407
7 Italy 260,940 47 Algeria 25,730
8 China 219,010 48 Philippines 24,410
9 Canada 203,980 49 Thailand 23,390

10 Brazil 180,020 * 50 Standard Oil of 23,232
California (USA)

11 Spain 146,940 51 Colombia 22,990
12 Netherlands 128,270 * 52 National Iran Oil 22,789
13 Poland 127,560 (Tran)
14 India 117,520 53 Iraq 22,540
15 Australia 114,780 a 54 IBM (USA) 21,076

55 Libya 19,820
16 Belgium 95,450
17 East Germany 94,960 * 56 General Electric 19,653
18 Mexico 91,190 (USA)
19 Sweden 87,260 57 Kuwait 19,410
20 Switzerland 81,930 58 Portugal 19,000

* 59 Unilever(UK/Neth.) 18,893
21 Iran 77,328 60 Pakistan 18,250
22 Czechoslovakia 71,640

* 23 General Motors(USA) 63,221 61 Gulf Oil (USA) 18,069
* 24 Exxon (USA) 60,334 62 New Zealand 17,700

25 Austria 56,450 63 North Korea 17,040
64 Egypt 16,890

26 Saudi Arabia 54,200 * 65 Chrysler (USA) 16,340
27 Denmark 54,000
28 Turkey 53,890 66 Chile 15,770
29 Argentina 53,430 67 Hong Kong 15,400
30 Nigeria 48,100 68 Malaysia 15,270

* 69 ITT (USA) 15,261
31 South Korea 48,000 * 70 Philips (Neth.) 15,121
32 Yogoslavia 46,140
33 Indonesia 45,780 i—(■K Standard Oil of 14,961

a 34 Royal Dutch/Shell 44,044 Indiana (USA)
(UK/Netherlands)' * 72 Siemens (W.Germany) 13,864

35 South Africa 43,760 73 Israel 13,760
* 74 Volkswagen (W.Ger.) 13,332

* 36 Ford Motor (USA) 42,784 75 Morocco 12,890
37 Venezuela 39,880
38 Norway 38,790 * 76 Toyota Motor(Japan) 12,768
39 Hungary 37,150 a 77 Renault (France) 12,715
40 Romania 36,190 * 78 ENI (Italy) 12,565

a 79 Francaise des 12,509
Petroles (France)

80 Cuba 12,330
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Table 2.5 : Continued

Rank Nation or Firm GNP or Sale Rank Nation or Firm GNP or Salt

* 81 Atlantic Richfield 12,298 * 91 BASF (W.Ger.) 10,732
(USA) * 92 Peugeot-Citroen(Fr. ' 10,584

82 Ireland 12,280 * 93 Matsushita Elec.Ind 10,020
83 United Arab Emirat. 12,180 (Japan)

* 84 Daimler-Benz(W.Ger. > 12,090 * 94 Nissan Motor(Japan) 9,751
* 85 Hoechst (W.Ger.) 12,068 * 95 Western Electric 

(USA)
9,525

86 Peru 11,440 * 96 Nippon Steel(Japan) 9,521
* 87 Bayer (W.Ger.) 11,392 * 97 Continental Oil (USA ' 9,455
* 88 Shell Oil (USA) 11,062 * 98 Mitsubishi Heavy < 9,200
* 89 U.S. Steel (USA) 11,049 Inds. (Japan)
* 90 Nestle (Switzerland ' 11,001 a 99 

*100
Thyssen (W.Ger.) 
Hitachi (Japan)

9,182
9,153

Source: GNP of Nations at 1978 current market prices, compiled from 1980 World 
Bank Atlas (GNP of Iran taken from World Development Report 1980 of 
World Bank); Sales of Multinational Enterprises from Fortune, May 15, 
1979.

Notes : (i) Names of Multinational Enterprises are marked with a star.
(ii) Admittedly, sales of corporations are not identical to GNP of

countries, yet the yardsticks are representative of the relative 
scope of economic activities of the two economic entities.

(iii) World’s 100 largest Nations and Multinational Enterprises Ranked 
by GNP or Sales; Ranges, 1978

Range of GNP or Sales Number
Nations Firms

More than US$ 2000 bill:ions 1 -
US$ 500 billions to US$ 1000 billions 3 -
US$ 100 billions to US$ 499 billions 11 -
US$ 50 billions'to US$ 99 billions 12 2
US$ 25 billions to US$ 49 billions 13 5
US$ 10 billions to US$ 24 billions 20 26
US$ 9 billions to US$ 9..9 billions - 7

TOTALS 60 40
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If size is the a p p r o p r i a t e  cr it er i o n,  c o n t e m p o r a r y  m u l t i 
n a t i o n a l  e n t e r p r i s e s  can, if n e e d  be, rival n a t i o n  states as
ec on o m i c  entit ies . This p o s s i b i l i t y  mi g ht  have i ndu ce d

16K i n d l e b e r g e r  (1969) to state that, M The n a t i o n - s t a t e  is 
just about t hr o ug h  as an e c o n o m i c  u n i t . ” M a n y  m u l t i n a t i o n a l  
e n t e r p r i s e s  h ave  annual sales three to five times g r e at e r  
than the GNP of the co un tr i e s in wh i c h  they o p e r a t e  (table 
2.5). The c o m p a r i s o n  of e c o n o m i c  e nt i t ie s in table 2.5 
incl ude s only i n d u s t r i a l  c or p o ra t i o n s ;  h a d b an ks and other 
n o n - m a n u f a c t u r i n g  e n t e r p r i s e s  b e e n  inc l u de d ,  a n o t h e r  do ze n or 
more m u l t i n a t i o n a l s  w o u l d  hav e j o in e d the w o r l d ’s 100 top 
e c o n o m i c  ent it ie s .  T h o u g h  some obs er v er s  h av e  d i s m i s s e d  the 
r e l e v a n c e  of c o m p a r i s o n  b e t w e e n  sales of firms and GNP of 
co unt r i es ,  the r a n k i n g  su gg es t s  the or de r of m a g n i t u d e  of 
m u l t i n a t i o n a l  e n t e r p r i s e s ’ contr ol over r e s o u r c e s  and its 
c o n s e q u e n t  p o t e n t i a l  e c o n o m i c  and p o l i t i c a l  im p l ic a t i o n s .

2.6 C O N C L U S I O N

A s a l i e n t  c h a r a c t e r i s t i c  of the s t r u c t u r e  of the p o s t 
war w o r l d  eco n o my ,  as imp l ie d  by the f o r e g o i n g  d i s c u s s i o n ,  is 
the t e n d e n c y  for the b a s i c  e c o n o m i c  unit (c or por ati on ) to 
o r g a n i s e  p r o d u c t i o n  on an i n t e r n a t i o n a l  basis. In the past, 
ma rk e t s and p r o d u c t i o n  w e r e  m a i n l y  w i t h i n  the b o u n d a r i e s  of 
n a t i o n a l  states. But in t o d a y ’s wo r l d  the s i t u a t i o n  has c h a n 
ged - the i n v e s t m e n t  and p l a n n i n g  h o r i z o n s  of the large 
e n t e r p r i s e s  ( m u l t i n at i o na l s ) n o w  reach far b e y o n d  n a t i o n a l  
f ro n t ie r s  into the r em o t e s t  mar kets. The f o r m e r  A m e r i c a n  
Un de r  S e c r e t a r y  of State, G e or g e Ball ( 19 6 7) ̂ w r  ote :

", . . those who m a n a g e  great e n t e r p r i s e s  ha ve ceased
to think in the cl as si c p a t t e r n  of p r o d u c i n g  goods 
for the home m a r k e t  and e x p o r t i n g  the su rp lus  overseas.  
To d a y  they o p e ra t e  and thin k on a w o r l d  scale.
They tend m o r e  and more to think in terms of a w or l d  
e con o m y ."

16. K i n d l e b e r g e r ,  C.P., A m e r i c a n  Bus i ne ss  A b r o a d , Yale  
U n i v e r s i t y  Pres s,  N e w  Haven , 1969, p . 207.

17. Ball, G.W., " M u l t i n a t i o n a l  C o r p o r a t i o n s  and N a t i o n  
S t a t e s ” , A t l a n t i c  C o m m u n i t y  Q u a r t e r l y ,  S u m m e r  1967, 
p .247.
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The i n t e r n a t i o n a l  o p e r a t i o n s  of n a t i o n a l  e n t e r p r i s e s  
have r e s u l t e d  in the e m e r g e n c e  and g r ow t h of m o d e r n  m u l t i 
n a t i o n a l  e n t e r p r i s e s .  F o r e i g n  o p e r a t i o n s  of m u l t i n a t i o n a l  
e n t e r p r i s e s  have e x p a n d e d  to such an e x t e n t  that anyone who 
has tr a v e l l e d  w i d e l y  sh ou ld have  e x p e r i e n c e d  that br a n d name s  
like C o c a - C o l a ,  L i f e b u o y  Soap, Canon Ca me ra , K o d a k  Film,
P h i l i p s  Radio,  R a l e i g h  B i cy c l e ,  T o y o t a  Cars, GEC e l e c t r i c  
goods, 555 ci g ar e t t e s ,  and ma ny  more are as f a m i l i a r  in the 
r e m o t e s t  corn ers  of Asia, A f r i c a  and other co n t in e n t s ,  as in 
the d e v e l o p e d  co u n tr ie s  of the world.

Wh i l e  m u l t i n a t i o n a l  e n t e r p r i s e s  are n e i t h e r  st a te l e ss  
nor w i t h o u t  a c o n t r o l l i n g  n a t i o n a l i t y ,  they s e e m  to c o ns i d e r  
the w o r l d  as a w h o l e  as their h u n t i n g  ground. T h e r e f o r e ,  it 
may be e x p e c t e d  that no s i z e a b l e  or r ap i d l y  g r o w i n g  m a r k et  
w o u l d  long be left u n p e n e t r a t e d  by m u l t i n a t i o n a l  e n t e r p ri s e s.
In p l a n n i n g  for their ov er se as e x p a n s i o n  of direc t i n v e s t m e n t  
fa c i l i t i e s ,  m u l t i n a t i o n a l s  may be m o t i v a t e d  by ce rt ain  factors. 
An in si g h t into these factors seems to be of i m p o r t a n c e  in a 
study c o n c e r n i n g  m u l t i n a t i o n a l  e nt e r p r i s e s .  T h e r e f o r e ,  an 
at tem pt  is made in the f o l l o w i n g  c h apt er to d is cus s the 
p o t e n t i a l  m o t i v a t i o n s  for fo re ign  i n v e s t m e n t s  by m u l t i n a t i o n a l  
e n t e r p r i s  e s .
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C H A P T E R  TH REE
Motivations for Foreign Investments 
by Multinational Enterprises

3.1 I N T R O D U C T I O N

"W hen  a f or e ig n  i n v e s t m e n t  o p p o r t u n i t y  is b r o u g h t  
b e f o r e  m a n a g e m e n t ,  the b u r d e n  of p r oo f  that such 
an o p p o r t u n i t y  s h o ul d  be c o n s i d e r e d  (let alone 
d e c i d e d  upon) is on the propo ser . It is not en ou g h  
to show that the e x p e c t e d  v a lu e  of p r o f i t s  is high.
It must be p r o v e d  that "it is w o r t h w h i l e  to go 
ab r o a d " ."

- A h a r o n i  (1966)^

The f u n d a m e n t a l  a s s u m p t i o n  r e l a t i n g  to f or e i g n  i n v e s t 
ments by m u l t i n a t i o n a l  e n t e r p r i s e s  is that e n t e r p r i s e s  that 
in ve s t for d i re c t  p r o d u c t i o n  abroad are at a d i s a d v a n t a g e  
co mp a r e d  to local e n t e r p r i s e s  b e c a u s e  of their u n f a m i l i a r i t y
w it h  local m a r k e t  c o nd i t i o n s  and b e c a u s e  they incur h i g h e r

2i n f o r m a t i o n  costs than do their local c o u n t e r p a r t s .  The 
a rg u m e n t  goes, t h e r ef o r e,  that the f ore ign  firms sh oul d have 
some m o t i v a t i o n s  to inves t abroad and that these m o t i v a t i o n s  
s hou ld  be s u f f i c i e n t l y  great to offset the h i g h e r  i n f o r m a t i o n  
costs of their alien status if they are to o p e r a t e  in fo r ei g n  
ma rke ts . T h e s e  m o t i v a t i o n s  s ee m to be of gr eat i m p o r t a n c e  in 
any i n v e s t m e n t  d ec is i o n  of a m u l t i n a t i o n a l  e n t e r p r i s e ,  in 
order to p ro ve  that the p a r t i c u l a r  f or eig n i n v e s t m e n t  w ou l d  
be " w o r t h w h i l e " .

The c o n s t r u c t i o n  of a th e o ry  to ca p tu r e  the e s s e n t i a l  
featu res  of the m o t i v a t i o n s  for fo re ign  i n v e s t m e n t s  by 
m u l t i n a t i o n a l  e n t e r p r i s e s  is a d i f f i c u l t  task. Any such theory 
is likely to be a s i m p l i f i e d  a b s t r a c t i o n  of the c om p l e x  i n t e r 
r e l a t i o n s h i p s  and d e c i si o n s u n d e r t a k e n  by m u l t i n a t i o n a l s .

1. A h a r o n i ,  Y., The F o r e i g n  I n v e s t m e n t  D e c i s i o n  P r o c e s s , 
D i v i s i o n  of Res ea r c h,  G r a d u a t e  Schoo l of Bus i n es s  A d m i n i s 
trati on,  H a r v a r d  U n i v e r s i t y ,  Boston , 1966, p . 42.

2. For this v i e w ,s e e :S , H , Hy me r, The I n t e r n a t i o n a l  O p e r a t i o n s  
of N a t i o n a l  Firms: a Study of D i r e c t  F o r e i g n  I n v e s t m e n t ,
MIT Pre s s,  Ca mb rid ge:  Mass, 1976; and C.P. K i n d l e b e r g e r ,  
A m e r i c a n  B u s i n e s s  Abroad , Ya le  U n i v e r s i t y  Pres s,  New Haven, 
1969 .
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As an a b s t r a c t i o n ,  the theory may not be e x p e c t e d  to de sc r i be
a c c u r a t e l y  and p r e c i s e l y  ever y single detai l of the foreign
i n v e s t m e n t  d e c i s i o n  pr o c e s s  of m u l t i n a t i o n a l  e n t e r p r i s e s .
This may be the re a so n b e h i n d  the a d v a n c e m e n t  of se v e ra l
t h e o r e t i c a l  e x p l a n a t i o n s  of the m o t i v a t i o n s  for fo re ig n inve st -

3m e n t s , m  the e x i s t i n g  lite rat ur e.

Gi ven  that the e n v i r o n m e n t  of m u l t i n a t i o n a l  e n t e r p r i s e s  
is a mi x t u r e  of d i v e r s i f i e d  cultural, p o l i t i c a l  and e c o n o m i c  
e le m e nt s ,  and that a l t e r n a t i v e  m o t i v a t i n g  facto rs may induce 
fore ign  i n v e s t m e n t  d e c is i on s  of m u l t i n a t i o n a l s  in d i f fe r e nt  
co unt r i es ,  any p a r t i c u l a r  theor y may no t be s u f f i c i e n t  to 
e xp l a i n  the real w o r l d  con di t io n s . T h e r e f o r e ,  in the p r e s e n t  
ch apt er  we a tt e mp t  to di scuss two theories that s eem  to ha ve  
p o t e n t i a l  in e x p l a i n i n g  the m o t i v a t i o n s  for f o r e i g n  i n v e s t 
ments by m u l t i n a t i o n a l  e n t e r p r i s e s ;  these are: (i) the ma rk e t
i m p e r f e c t i o n  theory, and (ii) the r i s k - d i v e r s i f i c a t i o n  theory. 
H ow e v er ,  b r o a d l y  s p eak ing , one may argue that in w h a t e v e r  
way it is def i n ed ,  the b a s i c  m o t i v a t i o n  b e h i n d  for e i gn  i n v e s t 
ment d e ci s i o n  of a m u l t i n a t i o n a l  e n t e r p r i s e  may  be the desire  
of m a x i m i s i n g  its global in te res ts.

3.2 TH E M A R K E T  I M P E R F E C T I O N  T H EO RY
4Si nce the d o ct o r al  d i s s e r t a t i o n  of H y m e r  in 1960, se ve ra l  

studi es h a ve  s u g g e s t e d  that direct i n v e s t m e n t s  of m u l t i n a t i o 
nal e n t e r p r i s e s  can be b e s t  e x p l a i n e d  by the theory of

r\i n d u s t r i a l  o r g a n i s a t i o n .  A c c o r i d n g  to this theor y,  direct  
foreign i n v e s t m e n t  is m o t i v a t e d  by m a r k e t  i m p e r f e c t i o n s  that 
pe rmi t a m u l t i n a t i o n a l  e n t e r p r i s e  to ex p l o i t  m o n o p o l i s t i c  
adv an t a ge s  in fo re ig n  m a rk e t s that it has a c qu i r e d  in its 
d o m e s t i c  e n v i r o n m e n t .  Ba s ed  upon the w o r k  of Hyme r,

3. For a c o m p r e h e n s i v e  s urv ey of the st ud ie s c o n c e r n i n g  the
theory of f o re i g n i n ve s tm e n t,  till the e a rl y  se ve nt i e s,  
see: V.G, Ste v e ns ,  "The D e t e r m i n a n t s  of I n v e s t m e n t " ,  in 
J.H. D u n n i n g  ( e d . ), E c o n o m i c  A n a l y s i s  and the M u l t i n a t i o n a l
E n t e r p r i s e , Ge or ge  A l l e n  & Unwin, L o nd o n , 1974 , p p . 47-88;
since n ew  s t udi es a d v o c a t i n g  a l t e r n a t i v e  theories have 
b e e n  p u b l i s h e d ,  and th ese w ill  be m e n t i o n e d  later,

4. H y m e r ,S .H .,Xhe I n t e r n a t i o n a l  O p e r a t i o n s  of N a t i o n a l  Firms: 
a Study of D i r e c t  I n v e s t m e n t ,  Ph.D. thesis, MIT, 1960,
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K i n d l e b e r g e r  (19 6 9) "*s ummar i s e d this point as follows:

"F or d i rec t i n v e s t m e n t  to thrive there m us t  be some 
i m p e r f e c t i o n  in ma r k e t s  for goods or f ac to rs , i n c l u 
ding a mon g the latter t e ch n o lo g y , or some i n t e r f e r e n c e  
in c o m p e t i t i o n  by g o v e r n m e n t  or by firms, w h i c h  s e p a 
rates ma rk e ts

K i n d l e b e r g e r  b e l i e v e d  that a ma r k e t  i m p e r f e c t i o n  must
e xis t in orde r to have i n t e r n a t i o n a l  p r o d u c t i o n  r a th e r  than 
e x p o r t i n g  or licensing. The m a r k e t  i m p e r f e c t i o n  may be caused 
by the m o n o p o l i s t i c  a dv a n t a g e s ,  cr ea ti n g m o t i v a t i o n s  for 
direct f or e i g n  i n v e s t m e n t s  by a m u l t i n a t i o n a l  e n t e r p r i s e ,  
and may be one or mo r e  of sev e r al  types - for exam ple :

" 1 . d e p a r t u r e s  f r o m p e r f e c t  c o m p e t i t i o n  in goods ma rk e t s  
i n c l u d i n g  pr o d u c t  d i f f e r e n t i a t i o n ,  sp e c i a l  m a r k e t i n g  
skills, retail pr ice m a i n t e n a n c e ,  a d m i n i s t e r e d  
p r i c i n g  and so forth;

2 . d e p a r t u r e s  from p e r f e c t  c o m p e t i t i o n  in fa ct or  m a r ke t s ,  
i n c l u d i n g  the e x i s t e n c e  of p a t e n t e d  or u n a v a i l a b l e  
t e c h n o l o g y ,  of d i s c r i m i n a t i o n  in access to capital,
of d i f f e r e n c e s  in skills of ma na g e r s  o r g a n i z e d  into 
firms ra t h e r  than h i r e d  in c o m p e t i t i v e  m ar ke ts ;

3 . i n t e r n a l  and e x t e r n a l  e c o n o m i e s  of scale, the latt er  
b e i n g  ta ken a d v a n t a g e  of by v e r t i c a l  i n t e g r a t i o n ;

4 . g o v e r n m e n t  li m it a t io n s  on output or en t ry . "

7Caves (1971) has s u g g e s t e d  that one of the rea s on s  the 
p a r e n t  c om p an y  e s t a b l i s h e s  su b s i d i a r i e s  a b r o ad  is to p rod uce  
a s i m i l a r  p r o d u c t  and b e n e f i t  from m a n a g e r i a l  and t ec hni ca l  
ad va n t ag e s  a cq u i r e d  in the o r ig i n a l  d e v e l o p m e n t  of that p r o 
duct. S e l l i n g  in the ho s t ec o n o m y  m a r k e t  offe rs fu rt h e r local 
ad va n t ag e s , e ven  though the pl an t e s t a b l i s h e d  in a host c o u n 
try is in ma ny ways a r e p l i c a  of the p a r e n t  c om p a ny ' s  plant 
in home country; e x a m p l e s  are the oil, copper, and a l u m i n i u m  
in dus tr ie s.

5. K i n d l e b e r g e r  (1969), op .c it . ,  p . 13.
6 . Ibid, p .14,
7. Caves, R.E., " I n t e r n a t i o n a l  C o r p o r a t i o n s :  The I n d u s t r i a l  

E c o n o m i c s  of For e ig n  I n v e s t m e n t " ,  E conomi c a , 38,
F e b r u a r y  1971, p p . 1-27.
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8In line w i t h  the v i e w  of Caves, G a l b r a i t h  (1973) 
e m p ha s i se s the o r g a n i s a t i o n a l  and m o t i v a t i o n a l  c h a r a c t e r i s t i c s  
of o l i g o p o l i s t i c  m o d e r n  co r po ra t io n s . G a l b r a i t h  i n t e r p r e t e d  
ov ers ea s i n v e s t m e n t  e s s e n t i a l l y  as the r a t i o n a l  b e h a v i o u r  of 
big o l i g o p o l i s t i c  c o r p o r a t i o n s  n u r t u r e d  in an ad v a n c e d  c a p i t a 
li st i c  e c o n o m y  like that of the U n it e d  States. In a m a t u r e  
stage of c a p i t a l i s m ?w hat  he calle d Ta t e c h n o s t r u c t u r e '  comes 
into e x ist enc e.  The t e c h n o s t r u c t u r e  is a ’c o m p l e x  of s c i e n t i 
sts, en g i ne e r s,  and t ec h ni ci a ns '  in the fiel ds  of m a n a g e m e n t ,  
m a r k e t i n g ,  and p r o d u c t i o n ,  hired by a big c o rp o r a t i o n .  It is 
a p l a n n i n g  sy s t e m  buil t on ’c o l l e c t i v e  i n t e l l i g e n c e '  and on 
’the a u t h o r i t y  of o r g a n i z a t i o n ' .

G a l b r a i t h  br o u g h t  in the u n iq u e  o r g a n i s a t i o n a l  f or m of 
the m o d e r n  c o r p o r a t i o n  as an ad d it i o n a l  fa c t or  to e x p l a i n  
o ve r se a s  i n v e s t m en ts .  The e x i s t e n c e  of an o l i g o p o l i s t i c  
m a r k e t  is s i m p l y  a n e c e s s a r y  but not a s u f f i c i e n t  co n d i t i o n  
for di re c t i n v e s t m e n t  to occur, he view ed ; the firms in such 
a m a r k e t  should re a c h  a m a t u r e  stage of o r g a n i s a t i o n  to fo rm  
a t e c h n o s t r u c t u r e .

In a d d i t i o n  to the above  e x p l a n a t i o n  of G a l b r a i t h  as to 
the i n d u c e m e n t s  for f o r e i g n  i n v e s t m e n t s  by m o d e r n  c o r p o r a t i o n s  
the ’p r o d u c t  c y c l e ’ t h eo r y  e x p o u n d e d  by V e r n o n  (1966, 1971)"
offers ano t he r  m o t i v a t i o n a l  e x p l a n a t i o n  w i t h i n  the o l i g o p o l i s 
tic fr a m ew o r k.  Th e theo ry  states e s s e n t i a l l y  that m u l t i n a t i o 
nal e n t e r p r i s e s  try to r e t a i n  contr ol  over their in n o v a t i o n s  
by e s t a b l i s h i n g  their own ove r s ea s p r o d u c t i o n  fa c i li t i es  
w h e t h e r  w h o l l y  or j o i nt l y  owned. A c c o r d i n g  to this view, 
f o r e ig n  i n v e s t m e n t s  in p r o d u c t i o n  f a c i l i t i e s  are e s s e n t i a l l y  
of a d e f e n s i v e  na tu re ; di re c t  • f o r e i g n  i n v e s t m e n t  is the 
a l t e r n a t i v e  to expor t of a new  produ ct , and it helps to preser 
ve for the m u l t i n a t i o n a l  the fl ee t i n g  a d v a n t a g e  e m b o d i e d  in 
the in no v at i o n.  The m u l t i n a t i o n a l  e n t e r p r i s e  is induced to

8 , G a l b r a i t h ,  J.K., E c o n o m i c s  and the P u b l i c  P u r p o s e s ,
H o u g h t o n  W i f f l i n  Co., Boston, 1973.

9. Ve rn o n , R . , " I n t e r n a t i o n a l  In v es t m e n t  and I n t e r n a t i o n a l  
Tr a d e  in the P r o d u c t - 1 i f e - c y c 1 e " , Q u a r t e r l y  Jou r n al  of 
E c o n o m i c s , May  1966 , p p . 190-207; and S o v e r e i g n t y  at B a y , 
Ba sic  Books, N e w  York, 1971.
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set up p r o d u c t i o n  fa c il i t i e s  ab r o ad  as a d e f e n s i v e  rea c t io n  
to the threat of p o t e n t i a l  comp et it ion .

J o h n s o n  ( 1 9 7 0 ) ^ a r g u e d  that a f irm  i n t e r n a l i s e s  servi ces  
like p r o d u c t i o n ,  m a r k e t i n g  or m a n a g e m e n t  t e c h n i q u e s  in order 
to exert m o n o p o l y  m a r k e t  p o w e r  in di f f e r e n t  c o u n t r i e s  through 
its ov er se a s  su b s id i a r i e s .  I n n o v a t i o n s  and n e w  k n o w - h o w ,  
e i t h e r  p r o t e c t e c t e d  th ro ug h tr ad e- m ar ks ,  or kept secret  w i t h i n  
the m u l t i n a t i o n a l  group, helps the o r g a n i s a t i o n s  e x plo it  
w o r l d - w i d e  i m p e r f e c t  marke ts . In a dy n a m i c  cont ex t, k n o w l e d g e  
is an i n t eg r a l fa cto r in the d e v e l o p m e n t  and m a i n t e n a n c e  of 
w o r l d - w i d e  o l i g o p o li e s . I n d u s t r i e s  r e q u i r i n g  a high degr ee  of 
re se a r c h  and t ec h n ic a l  k n o w - h o w ,  may tend to rely on the 
e x p a n s i o n  of fo r ei g n  s u b s i d i a r i e s  to earn h i g h e r  pr ofi ts  
that could not o t h e r w i s e  be e a r n e d  in the d o m e s t i c  markets.

1 1 .K n i c k e r b o c k e r  (1973) , s t u d y i n g  the e x p a n s i o n  of A m e r i c a n
e n t e r p r i s e s  abroad, ar gu ed that foreign s u b s i d i a r i e s  are 
e s t a b l i s h e d  by m u l t i n a t i o n a l s  in r e s p o n s e  to i n it i a l direct 
i n v e s t m e n t  by rival firms. It is assumed that the h o s t - c o u n t r y  
m a r k e t  s t r u c t u r e  is c h a r a c t e r i s e d  by o l i g o p o l y  ra th e r than 
p e r f e c t  c o m p e t i t i o n ,  l e a di n g  to the i m p l i c a t i o n  that direct 
foreign i n v e s t m e n t  can be e x p l a i n e d  by m a r k e t  im p e rf e c ti o n s.  
T o g e t h e r  w it h  the a s s u m p t i o n  of o l i g o p o l y  is the h y p o t h e s i s  
that A m e r i c a n  ex p o r t s  fo l l o w  a p r o d uc t  cycle in w h i c h  p r o d uc t  
p i o n e e r i n g  e n t e r p r i s e s  g e n e r a t e  a d va n t a g e s  in p r o d u c t i o n  of 
goods by i n n o v a t i o n s  in m a n u f a c t u r i n g ,  m a r k e t i n g ,  m a n a g e m e n t ,  
and te c hn ol og y. Th e s e  a d v an t a ge s  are s p e c i f i c  to the e n t e r 
p ris e and thus it is in the in t er e s t of the e n t e r p r i s e  to 
ex p l o i t  its i n n o v a t i o n  not only in the d o m e s t i c  m a r k e t  but 
also by e x t e n d i n g  o p e r a t i o n s  abro ad thr o ug h e s t a b l i s h m e n t  of 
s u b s id i a ri e s .

10, J o h n s o n ,  H.G., "The E f f i c i e n c y  and W e l f a r e  I m p l i c a t i o n s  
of the I n t e r n a t i o n a l  C o r p o r a t i o n s " , in C.P. K i n d l e b e r g e r  
(ed.), The I n t e r n a t i o n a l  C o r p o r a t i o n , MIT Press, C am b r i d g e  
Mass, 1970, p p . 35-56.

11. K n i c k e r b o c k e r ,  F.T., O l i g o p o l i s t i c  R e a c t i o n  and M u l t i 
n a t i o n a l  E n t e r p r i s e , D i v i s i o n  of R e s e a r c h ,  G r a d u a t e  School 
of B u s i n e s s  A d m i n i s t r a t i o n ,  H a r v a r d  U n i v e r s i t y ,  Boston, 
1973.
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The above d i s c u s s i o n  su gg es t s that f o r ei g n  i n v e s t m e n t  
takes place once the m u l t i n a t i o n a l  e n t e r p r i s e  has s ec u r e d  a 
f i rm-s pe ci f i c adva nt ag e. In ideal c o m p e t i t i v e  co n d it i o ns  
no singl e fi rm  can, by as s u m p t i o n ,  have access to any sort of 
spe ci a l a d v a n t a g e  w h i c h  is not equ a l ly  a v a i l a b l e  to other firms 
o p e r a t i n g  in the same economy. T h e r e f o r e ,  it is e s s en t i al  that 
m ar k e t  i m p e r f e c t i o n  cre a te d  by the e xi s t e n c e  of a f i r m - s p e c i f i c  
a dv an ta ge,  s h o ul d pr e v a i l  in or der to m o t i v a t e  a m u l t i n a t i o n a l  
e n t e r p r i s e  to m ak e  o ve rse as in ve stm ent s.  A m u l t i n a t i o n a l  
e n t e r p r i s e  can ex p l o i t  the m a r k e t  i m p e r f e c t i o n  by i n t e r n a l i 
sing its f i r m - s p e c i f i c  a d v a n t a g e s  through e s t a b l i s h m e n t  of 
p r o d u c t i o n  f a c i l i t i e s  in f or eig n countries. T h e r e f o r e ,  the 
theory of i n t e r n a l i s a t i o n  as an e x p l a n a t i o n  to f or ei gn  direct
i n v e s t m e n t s  by m u l t i n a t i o n a l  e n t e r p r i s e s ,  as a d va n c e d  by

12 13B u c k l e y  and C a s s o n  (1976) , and D u n n i n g  (1977) , is e s s e n 
tially an e x t e n s i o n  of the theory of m a r k e t  im p e r f e c t i o n .  The
i n t e r n a l i s a t i o n  theory, w h i c h  D u n n i n g  ( 1 9 8 1 ) * ^ d e v e 1oped as 

€* /,the "e^lect/ic t h e o r y ” , places  emp h a si s  on the f i r m - s p e c i f i c  
ad va n t a g e s  e n j o y e d  by m u l t i n a t i o n a l s ,  and it im pl ie s that 
such a dv a n t a g e s  are best e x p l o i t e d  via fo r ei g n  p r o d u c t i o n  
f a c i li t i es  rat h er  than by e i t h e r  e x p o r t i n g  or licensing.

A cl a s s i c  ex a m p l e  of f i r m - s p e c i f i c  a d v a n t a g e  is the 
s u p e r i o r i t y  of k n o w l e d g e  of one firm over that of others. It 
may be t e c h n o l o g i c a l ,  m a n a g e r i a l  or m a r k e t i n g  k n o w le d g e.  The 
a c q u i r i n g  of k n o w l e d g e  i n v ol v e s an e x p e n d i t u r e  on r e se a r c h  
and d e v e l o p m e n t ,  or othe r o ut f lo w s  of funds w h i c h  int r o du c e  
i n n ov a t io ns  into the p r o d u c t i o n  or m a r k e t i n g  pr o c e s s  of a 
firm. Once a p a r t i c u l a r  k n o w l e d g e  is ac q u i r e d  by i n c u r r i n g  
an e x p e n d i t u r e ,  it can be used until it is ob sol e t e . In other  
w o r ds ,  p a r t i c u l a r  k n o w l e d g e  can be used c o n c u r r e n t l y  by any 
n u m b e r  of users w i t h o u t  the i n v o l v e m e n t  of a d d i t i o n a l  e x p e n 
ditures. T h e r e f o r e ,  the p r i c i n g  of k n o w l e d g e  is a di f f ic u l t  
(may be imp os si bl e ) task. In fact, the n o n - e x i s t e n c e  of an

12. Bu ck ley , P . , and M. Casso n,  The Futu re  of the M u l t i n a t i o 
nal E n t e r p r i s e , M a c m i l l a n ,  B a s i n g s t o k e  and L o ndo n, 1976.

13. D u n n i n g ,  J.H., "T rad e,  L o c a t i o n  of E c o n o m i c  A c t i v i t y  and 
the MNE : A S e ar c h for an E l e c t r i c  A p p r o a c h " ,  in B . O h l i n  
et al. (eds.), The I n t e r n a t i o n a l  A l l o c a t i o n  of E c o n o m i c  
A c t i v i t y , M a c m i l l a n ,  L o n d o n ,  1977.

14. D u n n i n g ,  J . H . , I n t e r n a t i o n a l  P r o d u c t i o n  and the M u l t i n a 
tional E n t e r p r i s e ,  Ge o r ge  A l l e n  & Unwin , L ond on , 1981.
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open m a r k e t  for k n o w l e d g e  poses p r o bl e m s for its pricing.
A firm can ov e r c o m e  the m i s s i n g  open ma r ke t  for k n o w l e d g e  by 
i n t e r n a l i s a t i o n .  The i nt e r na l m a r k e t  of a f i r m  p e r mi t s  the 
p r o d u c t i o n  of final p r o d u c t s  wh i c h  use k n o w l e d g e  as an i n t e r 
m e d i a t e  input, and the m o n o p o l y  use of the k n o w l e d g e - a d v a n t a g e  
p er mi ts  the f ir m to a p p r o p r i a t e  a re tur n for its ini t i al  
e x p e n d i t u r e s  for a c q u i r i n g  such a k n o wl e d ge .  W h i l e  any firm  
w i t h  a m o n o p o l y  in k n o w l e d g e  can ext ra c t b e n e f i t s  w i t h i n  a 
n a t i o n a l  eco n o my ,  a m u l t i n a t i o n a l  e n t e r p r i s e  can ext r a ct  
m a x i m u m  p o s s i b l e  b e n e f i t s  fr o m its k n o w l e d g e - a d v a n t a g e  by 
e x p a n d i n g  its p r o d u c t i o n  f ac i l i t i e s  to for e ig n  countries. In
a dd i ti o n  to the k n o w 1e d g e - a d v a n t a g e , other ’m o n o p o l i s t i c

1 5a d v a n t a g e s ’ as d e s c r i b e d  by K i n d l e b e r g e r  (1969) , may give
rise to m a r k e t  i m p e r f e c t i o n  and in turn may p r o v i d e  m o t i v a 
tions for f or e ig n  in v e s t m e n t s  by m u l t i n a t i o n a l  e n te r p r i s e s .

3.3 THE  R I S K - D I V E R S I F I C A T  IOH TH EO R Y

At a t h e o r e t i c a l  level, it can be h y p o t h e s i s e d  that a 
m u l t i n a t i o n a l  e n t e r p r i s e  s h ou l d p r o vi d e  g r e a t e r  b e n e f i t s  to 
its s h a r e h o l d e r s  than a c o m p ar a b le  e n t e r p r i s e  wi t h  no direc t  
fo rei gn  i n v e st m en t s . This is b e c a u s e  of the b e n e f i t s  fr om  
i n t e r n a t i o n a l  d i v e r s i f i c a t i o n  of o p e r a t i o n s  w h i c h  e n abl e the 
m u l t i n a t i o n a l  e n t e r p r i s e  to en joy  a m ore  st ab le  s t r e a m  of 
p ro f it s  over time. This h y p o t h e s i s  has its p r e m i s e  in the 
finance t heo ry of p o r t f o l i o  selec ti on.  As d i re c t  fore ign  
i n v e s t m e n t s  by a m u l t i n a t i o n a l  e n t e r p r i s e  he lp  to d i v er s if y  
risks, the in v e st o r s (e xi sti ng and po t en ti a l)  may expec t a more 
stable rate of return. If this e x p e c t a t i o n  is i m p o u n d e d  in the 
m a r k e t  pr ice  of shares of the e n t e r p r i s e ,  it w il l  ceteris 
paribu s raise its value. It is, the re f or e ,  b e l i e v e d  by some 
r e s e a r c h e r s  that, r i s k - d i v e r s i f i c a t i o n  acts as an i m p o r ta nt  
m o t i v a t i o n  for fo re ig n i n v e s t m e n t s  by m u l t i n a t i o n a l  
ent er p ri  ses .

The theory of p o r t f o l i o  s e l e c t i o n  u n de r  c o n d i t i o n s  of
1 6u n c e r t a i n t y ,  as d e v e l o p e d  by To b in  (1938)

15. K i n d l e b e r g e r  (1969), op.cit.
16. To bi n , J., " L i q u i d i t y  P r e f e r e n c e  as B e h a v i o r  To w a r d s  Risk", 

The R e v i e w  of E c o n o m i c  S t u d i e s ,25, F e b r u a r y  1 9 5 8 , p p .65-86.
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and M a r k o w i t z  (1952 , 1 9 5 9 ) ^ ,  was first a pp l i e d  in an inter-
1 8n a t i o n a l  c o nt e x t by G r u b el  (1968) . He d e m o n s t r a t e d  that it

was p o s s i b l e  for i n d i v i d u a l  asset hol de r s to re du c e  r is k  by
h o l d i n g  an e f f i c i e n t l y  d i v e r s i f i e d  p o r t f o l i o  of i n t e r n a t i o n a l
assets. His a n a l y s i s  c o n s i d e r e d  f i n a n c i a l  ca p i t a l  flows, as

19did stud ie s by L ev y  and Sarnat (1970) , M i l l e r  and W h i t e m a n
20 21 (1970) , and Gr u be l  and F a d n e r  (1971) . It can be e x te n d e d

to the field of direct fo r e i g n  in v e s t m e n t s  by m u l t i n a t i o n a l
22 2 3e n t e r p r i s e s ,  as a t t e m p t e d  by C o h e n  (1972) , Se v er n  (1974) ,

2 4 .and R u g m a n  (1974) . This has gi ve n  r e c o g n i t i o n  to the theory
of r i s k - d i v e r s i f i c a t i o n  as an e x p l a n a t i o n  of the m o t i v a t i o n s  
for f o re i g n in v e s t m e n t s  by m u l t i n a t i o n a l  e n t e r pr i s es .  An 
at tem pt  is m a d e  b e l o w  to ma ke  a n o r m a t i v e  a n a l y s i s  of the 
r i s k - d i v e r s i f i c a t i o n  theor y in the co nte xt  of d i r e ct  f o r e i g n  
i n v e s t m e n t s .

A c o r p o r a t i o n  can re du c e  its v ar i a nc e  of e a rni ngs  ( s u r r o 
gate of b u s i n e s s  risk) by p r o d u c t - d i v e r s i f i c a t i o n  and/or p l a n t 
dive r s i f i c at ion w i t h i n  an economy. But such a r is k  r e d u c t i o n  
cannot ex c e e d  c e r t a i n  level b e c a u s e  of the e x i s t e n c e  of those 
m a c r o - e c o n o m i c  p a r a m e t e r s  that affect all e n t e r p r i s e s  in a 
p a r t i c u l a r  n a t i o n a l  economy. E xa m p l e s  of such m a c r o - e c o n o m i c

17. M a r k o w i t z ,  H., " P o r t f o l i o  S e le c t io n " , J o u r n a l  of F i n a n c e , 
M a r c h  1952, p p . 77-91; and P o r t f o l i o  Se le c t io n :  E f f i c i e n t  
D i v e r s i f i c a t i o n  of I n v e s t m e n t s , Wiley, N e w  York, 1959.

18. Grubel , H.G., " i n t e r n a t i o n a l l y  D i v e r s i f i e d  P o r t f o l i o s :  
W e l f a r e  Gain s and C ap i t a l  Fl ow s",  A m e r i c a n  E c o n o m i c  R e v i e w , 
58, D e c e m b e r  1968 , p p . 1299-1 314 .

19. Levy, H . , a n d  M , S a r n a t ,  " I n t e r n a t i o n a l  D i v e r s i f i c a t i o n  of 
I n v e s t m e n t  P o r t f o l i o s " ,  A m e r i c a n  E c o n o m i c  R e v i e w , 60, 
S e p t e m b e r  1970, p p . 668-692,

20. Mi l l e r ,  N . C . , a n d  M.V.N. W h i t e m an ,  "A M e a n - V a r i a n c e  A n a l y s i s  
of U n i t e d  States L o n g - t e r m  P o r t f o l i o  F o r e i g n  I nv e s t m e n t " ,  
Q u a r t e r l y  J o u r n a l  of E c o n o m i c s , 84, M ay  1970 , p p . 175-192.

21. Grubel , H . G . , and yT. F a dn e r  , rrThe I n t e r d e p e n d e n c e  of I n t e r 
n a t i o n a l  E q u i t y  M a r k e t s " ,  J o u rn a l  of F i n a n c e . Ma r c h 1971, 
p p .89-94 .

22. C o h e n , B . I . , F o r e i g n  I n v e s t m e n t  by U.S. C o r p o r a t i o n s  as 
a Way of R e d u c i n g  R i s k , Ya l e  U n i v e r s i t y  E c o n o m i c  Gr o w t h  
C en t e r  (mimeo), D i s c u s s i o n  Pa per  No. 151, S e p t em b e r 1972.

23. Severn, A., " I n v e s t o r  E v a l u a t i o n  of F o r e i g n  and D o m e s t i c  
Risk" , J o u r n a l  of F i n a n c e , May 1974, p p . 545-550.

24. Ru g m a n ,  A . M . , F o r e i g n  O p e r a t i o n s  and the S t a b i l i t y  of 
U.S. C o r p o r a t e  Ea r ni n g s:  Ri sk R e d u c t i o n  by I n t e r n a t i o n a l
D i v e r s i f i c a t i o n , Ph.D. D i s s e r t a t i o n ,  Si mo n F r a s e r  U n i v e r 
sity, USA, 1974,
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p a r a m e t e r s  are: tax and tarif f pol ic i es , impo rt and export
po lic i e s,  i n v e s t m e n t  poli cy , and other e c o n o m i c  p o l i c i e s  of 
the go v e r n m e n t ;  g e ne r a l e c o n o m i c  c o n d i t i o n s  and gene ral  
p u r c h a s i n g  p o w e r  of the people; f o rei gn e x c h a n g e  re se rve s and 
ex ch a n ge  rates; the gener al  p o l i t i c a l  and i n v e s t m e n t  climate; 
and suc hlike. The co rp or a t e risk e m e r g i n g  f rom  these ma c ro -  
e c o n o m i c  p a r a m e t e r s  is ca lle d s y s t e m a t i c  risk. P r o d u c t - o r  
p l a n t - d i v e r s i f i c a t i o n  w i t h i n  a p a r t i c u l a r  n a t i o n a l  econo my ,  
the ref o r e,  are still sub j ec t  to f l u c t u a t i o n s  in the economy. 
The way to i n c r e a s e d  s t a b i l i s a t i o n  of pr o f i t  is th r ou g h  
d i v e r s i f i c a t i o n  across n a t i o n a l  b o u n d a r i e s  - in a d d i t i o n  to 
the other types of d i v e r s i f i c a t i o n .  R i s k  d i v e r s i f i c a t i o n  
th ro u g h i n t e r n a t i o n a l  p lan t d i v e r s i f i c a t i o n  is p o s s i b l e  if 
and only if the e c o n o m i e s  of the host co u n t r i e s  and the home 
co unt ry  of the m u l t i n a t i o n a l  e n t e r p r i s e  are less than p e r f e 
ctly p o s i t i v e l y  c o r r e l a t e d  wi t h ec o no m i c f l u c t u a t i o n s  of the 
e co n o m i e s  of each other.

A c c o r d i n g  to p o r t f o l i o  theory, the co n c e r n  of a 
m u l t i n a t i o n a l  e n t e r p r i s e  is w i t h  the d i s t r i b u t i o n  of the 
re tu r n  on its total g lo bal  i n v e s t m e n t s  (i.e. p o r t f o l i o  of 
i nv e st m e nt s) .  The c h a r a c t e r i s t i c s  of an i n d i v i d u a l  i nv e s t m e n t  
p r o j ec t  in a host country, are only i m p o r t a n t  in terms of 
their ef fe c t  on the d i s t r i b u t i o n  of the p o r t f o l i o  ret ur n .T h e  
w ay in w h i c h  the r et urn  from a p a r t i c u l a r  i n v e s t m e n t  pr oj ec t  
in a host c o u n tr y can be c o n s i d e r e d  in the co nt ex t of the 
r e t u rn  f r o m  the p o r t f o l i o  of i n v e s t m e nt s ,  is shown below:

(a) E x p e c t e d  Return: 
n

E (R  ) = X. E(R.) + X. E(R.)p' ip i' 3 P 1
1 ) J

Where: E ( R  ) = E x p e c t e d  r et urn  on a p o r t f o l i o  of
^ in v e s t m e n t s  in both home and host

c o u n t r i e s  .
E(R.) - E x p e c t e d  re tu rn  on i n v e s t m e n t  " i 11 in

home c o unt ry  .
E(R.) = E x p e c t e d  re tur n on i n v e s t m e n t  " j n in

host count ry
X. , X. “ P r o p o r t i o n a t e  w e i g h t s  in the p o r t f o l i o
1 ̂  (total) of i n v e s t m e n t s  of the p ro jec ts

"i" and " j M r e s p e c t i v e l y .
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(b) Ri sk  of Return:

In a real w o r l d  s i t u a t i o n  c o r p o r a t i o n s  are ex p o s e d  to 
va ri o us  u n c o n t r o l l a b l e  r i s k s , e a r l i e r  d ef i n e d  as s y s t e m a t i c  
risk. Due to the e x i s te n c e of such risks it may not be p o s s i 
ble to attain the e x p e c t e d  return on a p o r t f o l i o  c o mp u t e d  
ac c o r d i n g  to the e q u a t i o n  shown above. The p o s s i b i l i t y  of 
d i v e r g e n c e  b e t w e e n  e x p e c t e d  and actual retur ns  on a p o r t f o 
lio n e c e s s i t a t e s  the c o m p u t a t i o n  of risk of return. The 
p r o b a b i l i t y  of a t t a i n i n g  e x p e c t e d  return and s t a b i l i s i n g  rate 
of retur n over time de pends, am ong  othe r things, to a great 
exten t on the abi l i ty  to d i v e r si fy  the risk of return.

The most c o m m o n l y  used m e a s u r e  of the risk of return on 
an i n v e s t m e n t  is the e x te n t  to wh i c h actual re tu rn s are l i k e 
ly to dive rge  from the e x p e c t e d  or p r e d i c t e d  return. T a k i n g  
v ar i a nc e  as a m e a s u r e  of risk, the risk of retur n on a p o r t 
folio of i n v e s t m e n t s  in both  the home and host  c ou nt r ie s  may 
be co mp u t ed  as below:

R i s k  of ret u r n on in v e s t m e n t  only in home c ou ntr y -

E ( R ) ] } 2

V a r i a n c e  or risk of r e t u r n  on i nv e s t m e n t  
in home country.
A c t u a l  retur n on i n v e s t m e n t  in home 
c o u n t r y .
E x p e c t e d  re tur n on i n v e s t m e n t  in 
home c o u n t r v .

cr'Z (r ) = E [ r -

W h e r e :
2 (R) =

R =

E (R) =

R is k  of r e t u r n  on p o r t f o l i o  of i n v e s t m e n t s  in home 
and host coun tries ( 11 i" for h o m e - c o u n t r y  invest me nt 
and " j 11 for h o s t - c o u n t r y  in v es tm ent ) -

^ 2 ( R p )  .  x 2 . p E [ r £ -  E C R ^ 2 *  X 2 j p E [ r .  -  E ( V 3 2 +  

2 X ipX jp E { [ R i ' E ( R i0  [R j - E ( R : 0 }
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= Sq ua re  of h o m e - c o u n t r y  i n v e s t m e n t ' s
p r o p o r t i o n  in the p o r t f o l i o  of inve stm en ts.

= Square of h o s t - c o u n t r y  i n v e s t m e n t ' s
p r o p o r t i o n  in the p o r t f o l i o  of in ve stm ent s.

= V a r i a n c e  of returns on i n v e s t m e n t  in 
home coun t r y .

= V a r i a n c e  of retu rn s on i n v e s t m e n t  in 
host country.

= V a r i a n c e  or risk of r e t u rn  of the p o r t f o l i o  
of i n v e s t m e n t s  (i.e., total i n v e s t m e n t  of 
the m u l t i n a t i o n a l  e n t e r p r i s e ) ,

i “ E <R i .a t?. ̂ - E (Rj ]TĴ  ; this part of the above e q u a t 
ion shows the p a i r w i s e  co va r i an c e  b e t w e e n  the actual returns 
on i n v e s t m e n t  in the ho m e country and in the host country,
i.e., b e t w e e n  R, and R.. This c o va r i a n c e  term m e a s u r e s  the1
degree of c o v a r i a t i o n  b e t w e e n  returns on i n v e s t m e n t  in the 
home  country and in the host country. It is i n t e r e s t i n g  to 
note that the c o - e f f i c i e n t  of correlation, (r) b e t w e e n  the r e t 
urns on i n v e s t m e n t  in the home country and in the host c o u n 
try has an imme nse  in f lu e n ce  on the risk of the p o r t f o l i o  of 
in ve s t me n t s.  W h e n  "r" is p e r f e c t l y  p o s it i ve ,  there is m a x i m u m  
risk, and w h en  " r" is p e r f e c t l y  n e g a t i v e ,there is m i n i m u m  risk.

It has b e e n  m e n t i o n e d  ear l ie r that the return on i n v e s t 
ment of a f irm  in a p a r t i c u l a r  ec o n o m y  is a f f e c t e d  by the 
s y s t e m a t i c  risks ar i s i n g  out of e c on o m i c  f l u c t u a t i o n s  in that 
p a r t i c u l a r  economy. As the c o r p o r a t i o n  cann ot  contr ol  e c o n o m i c  
f l u c t u a t i o n s  to any great e x t en t  in the eco n o my ,  the v a r i a n c e  
of re tu rn  on i n v e s t m e n t  co n ti n u es  to be a f u nc t i o n  of s y s t e m 
atic risks (or e c o n o m i c  f l u c t u a t i o n s  in the ec on omy).
T h e r e f o r e ,  the degr ee of c o v a r i a n c e  b e t w e e n  e c o n o m i c  f l u c t u a 
tions in the h o m e - c o u n t r y  ec ono my  and in the h o s t - c o u n t r y  
ec o n o m y  will i n f l u e n c e  the risk of re t u r n  on the p o r t f o l i o  of 
inve s tment s .

In the real wo r l d,  it is rare to o b s e r v e  p er f e c t  p o s i t i v e  
c o r r e l a t i o n  b e t w e e n  e c o n o m i c  f lu c t u a t i o n s  in the eco no mi e s  of 
two or more countries. This p h e n o m e n o n  c o n t r i b u t e s  to the

Where
X 2 .ip
X 2

JP

E [Ri - E (V 3 2

E [R . - E(R )]
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succe ss of risk r e d u c t i o n  at te mp t s  t hr ou gh  i n t e r n a t i o n a l
d i v e r s i f i c a t i o n  of i n v e s t m e n t s  by m u l t i n a t i o n a l  e n t e r p r is e s .

2 5Sever n (1974) stated  that the forei gn i n v e s t m e n t s  by U.S. 
firms a t t a i n e d  g r e a t e r  b e n e f i t s  through risk d i v e r s i f i c a t i o n  
b e c a u s e  the f l u c t u a t i o n s  of the e c o n o m ie s  of h os t  c ou ntr ie s  
and the U.S. w e r e  not p e r f e c t l y  p o s i t i v e l y  co r re la t ed .  A f t e r
a ll o w i n g  for the i n f l u e nc e  of indus try  c l a s s i f i c a t i o n ,  size,

2 6and other  facto rs,  R u gm a n  (1974) d e m o n s t r a t e d  that fore ig n  
o p e r a t i o n s  r e d u ce  the risk of a f i r m ’s pr ofits.

3,4 THE M U L T I N A T I O N A L S ’ V I E W  : TWO ST UD IE S

In 1973, the A m e r i c a n  I n s ti t ut e  of C e r t i f i e d  P u bl i c  
A c c o u n t a n t s  (AICPA) C o n f e r e n c e  Board p r e p a r e d  a study r ep or t 
for the U.S. D e p a r t m e n t  of Co m m e r c e  to d e t e r m i n e  
why  m u l t i n a t i o n a l  e n t e r p r i s e s  i nve ste d in fo r e i g n  countries. 
The 76 firms surv ey ed,  cited more than one reason, but the 10 
re aso ns  mo st  o ft en m e n t i o n e d  are shown in table 3.1 below:

T abl e 3.1
R ea s o n s  for F o r e i g n  I n v e s t m e n t

I m p o r t a n c e  of rea s o ns  for M e n t i o n e d  by nu m b e r  
fo r e i g n  i n v e s t m e n t s  of c o m pa n ie s

1 . M a i n t a i n  or i n c r e a s e  m a r k e t  share 
loca lly

33

2 . U n a b l e  to reach  m a r k e t  f ro m  U.S. b e c a u s e  
of ta riffs, t r a n s p o r t a t i o n  costs or 
n a t i o n a l i s t i c  p u r c h a s i n g  policies.

25

3. To meet c o m p e t i t i o n 20
4. To m ee t local con te n t r e q u i r e m e n t s  and 

host g o v e r n m e n t  p r e s s u r e
18

5. F a s t e r  sales g r ow t h  than in the U.S. 15
6 . To ob t a in  or use local raw m a t e r i a l s  or 

comp onent s -
1 3

7. L ow  w ag e  costs 13
8. G r e a t e r  pr o f i t  p r o s p e c t s  abroad 11
9. To f o l lo w  ma j or  c u s t o me r s 10
1 0 . I n d u c e m e n t s  c o n n e c t e d  w i th  host g o v e r n m e n t  

i n v e s t m e n t  p r o m o t i o n  pr og ra m s
8

Source: F or s te r ,  J.M. ( e d . ), " Ta x R e f o r m  - F o r e i g n  Income", 
The J o u r n a l  of A c c o u n t a n c y ,  N o v e m b e r  1975, exh i b i t 1, p . 40.

25. S e ve r n  (1974), op .c it . ,  p . p . 545.
26, R u g m a n  (1974), op. c i t. ,  c hap te r 4.
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The reasons for f or e ig n  in v e s t m e n t s  by m u l t i n a t i o n a l  
e n t e r p r i s e s  shown in table 3.1, suppo rt  the ge ne ra l  o l ig o p ol y  
th eories, in w h i c h  gr ow t h is d e p ic t e d as v ita l for the s u r v i 
val of the large o l i g o p ol ie s . G r o w th  in this co nte xt  is d e f i 
ned as an i n c r e a s i n g  share of the total p o t e n t i a l  ma rk et thro- 
ghout the world.

The fi nd in g s  of the A I C P A  study s u m m a r i s e d  in table 3.1,
seem to c o n f o r m  to the fi nd in g s of a no the r c o n t e m p o r a r y

2 7study by R e u b e r  et al. (1973) who s u r v e y e d  80 i n t e r n a t i o n a l  
firms w ith  o p e r a t i o n s  in less d e v e l op e d  co un tri es.

R e u b e r  et al. c l a s s i f i e d  fore ig n i n v e s t m e n t s  in less 
d e v e l o p e d  c ou n t r i e s  in three categor ies :

(a) M a r k e t - d e v e l o p m e n t  i n v e s t m e n t s  - those w i t h  the d i s t i n g u i 
shing fea tures: (i) that the output of the p r o d u c t  is i nt end ed  
p r i m a r i l y  for c o n s u m p t i o n  in the host co un try , and (ii) that 
the i n v e s t m e n t  is ma de  p r i m a r i l y  in r e s p o n s e  to u n d e r l y i n g  
e c o n o m i c  c o n s i d e r a t i o n s  such as the size of the local ma r k e t  
and its long run p o t e n t i a l ,  local p r o d u c t i o n  costs, and so on.
(b) E x p o r t  o r i e n t e d  i n v e s t m e n t s  - those e x p o r t i n g  over 10
per cent of the p r o j e c t ’s output. Such i n v e s t m e n t s  are us u a l l y  
made w i t h  the desir e to d ev e l o p  s e c o n d a r y  and mo re  d i v e r s i f i e d  
sources of supp ly of l ow - c os t pr o du c t s to be used either as 
inputs or for sale els ew her e.
(c) G o v e r n m e n t - i n i t i a t e d  i n ve s tm en t s - those  w h i c h  occur 
m a i n l y  in r e s p o n s e  to g o v e r n m e n t  s u b s i d i es  of one kind or 
a no t h er  that on b a l a n c e  are s u f f i c i e n t l y  la rge to mak e the i nv 
es t m e n t  a t t r a c t i v e  to the inv e s to r s  i r r e s p e c t i v e  of u n d e r l y i n g  
d ema nd  and cost c on dit io ns.

Of the 80 f o r e i g n  i n v es t me nt  p r o j e c t s  in less de v e l o p e d
2 8c oun tr ie s s tu di ed  by R e u b e r  et al. , 32 w e r e  of the ma r ke t  

d e v e l o p m e n t  t y p e , 26 of the export o r i e n t e d  type and 22 of the

27. Reub er , G.L., H . C r o o k e l l ,  M . E m e r s o n ,  and G. G a ll a i s -  
H am o n no ,  P r i v a t e  F o r e i g n  I nv e s t m e n t  in D e v e l o p m e n t  (a 
st udy sp o n so r e d by the D e v e l o p m e n t  Ce nt re  of the OECD) , 
C l a r e n d o n  Press, Oxfor d,  1973, c h ap t er  4.

28. Ibid, table 4.1, p . 72.
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g o v e r n m e n t  in i t i a t e d  type.It was o b s e r v e d  that m a r k e t - d e v e 1op- 
ment i n v e s t m e n t s  tend ed to be e s s e n t i a l l y  d e f e n s i v e  of mark et s  
bu il t  up by ex p or t i ng ,  w hi l e  e x p o r t - o r i e n t e d  i n v e s t m e n t s  were 
of ten u n d e r t a k e n  to de fe nd  e x i s t i n g  global m a r k e t s  from low- 
p r i c ed  i n t e r n a t i o n a l  c o m pe t i ti o n . In eith er  case the c or p o ra te  
i n i t ia t i ve  us u a l l y  r e f l e c t e d  a dire ct  threat to e x i s t i n g  o p e r a 
tions. W i t h  m a r k e t - d e v e 1 o p me n t i nv e s t m e n t s  the threat, often 
indir ect , came from the o b s e r v e d  t e nd e n cy  of the g o v e rn m e nt s  
of many less d e v e l o p e d  c ou ntr ie s to block or h i n d e r  imports as 
m a r k e t s  grew. With the ex po r t o r i en t e d type, the threat came 
more of te n from ot he r m u l t i n a t i o n a l  e n t e r p r i s e s .  With the 
g o v e r n m e n t  i n i t i a t e d  type, the p r o t e c t i o n  o f f e r e d  in d o m e s t i c  
h o s t - c o u n t r y  m a r k e t s  we r e the m os t im p o r t a n t  d e t e r m i n a n t s  of 
inve s tmen t .

3.5 M A X I M I S A T I O N  OF GL OB AL  I NT E R ES T S

Th ere  may be d i f f e r e n t  theor ies  of for e i gn  i nv e s t m e n t s  
by m u l t i n a t i o n a l  e n t e r p r i s e s .  M u l t i n a t i o n a l s ,  w h e n  asked, may 
po int out d i f f e r e n t  reason s of foreign in v es t m e n t s .  But in the 
real w orl d, it does not seem i m p r u d e n t  to th in k that the ba s i c  
m o t i v a t i o n  for f or e i g n  i n v e s t m e n t s  by a m u l t i n a t i o n a l  e n t e r 
pr is e  may be the desi re to m a x i m i s e  its g lo bal  in te res ts . In 
other w or ds,  i n v e s t i n g  abroa d in p r o d u c t i o n  f a c i l i t i e s ,  may 
be a way to m a x i m i s e  re tu rns  to a m u l t i n a t i o n a l ’s stock of 
assets - both tan gi b le  and int an gi bl e ; i n t a n g i b l e  assets, i.e. 
" k n o w l e d g e "  may  be of great im p o r t a n c e  in this c on s i d e r a t i o n .  
Such a m a x i m i s a t i o n  st r at e g y  con si de r s  not only the p re s e n t  
retur ns but also the future  r etu rns  to total g lo bal  i nv es t m e n t s  
of a m u l t i n a t i o n a l .  S t r a t e g i e s  to ach i ev e  b o t h  p r e s e n t  and 
future re tur ns  may not be always c o m p a t i b l e , b e c a u s e  an in ve sto r  
may ha ve  to s a c r i f i c e  s h o r t - t e r m  b e n e f i t s  to p r e s e r v e  the 
ove ra l l m a r k e t  p o s i t io n ,  to in cr ea s e  sales or to in cr ea se  
m a r k e t  share w ith  the u l t i m a t e  goal of i n c r e a s i n g  future  
returns. The c o m p l e x  p l a n n i n g  for i n v e s t m e n t  s t r a t e g i e s  of a
m u l t i n a t i o n a l  e n t e r p r i s e  s eem  to co n s i d e r  bo th  the pr es en t and

2 9future re tu rns  to global inv e st m e nt s .  And this may be the

29. For a t h o r o u g h .r e v i e w  of lit er a tu r e  about this issue, see: 
St ev e n s (1974), op.cit.
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reaso n why the desir e for m a x i m i s a t i o n  of g lob al int er e st s  
seems to be an im po r ta n t  e x p l a n a t i o n  of the m o t i v a t i o n s  for 
fo rei gn  i n v e s t m e n t s  by m u l t i n a t i o n a l  e n te r p r i s e s .

Gl oba l i n t e r e s t s  or re tur ns  on global i n v e s t m e n t s  by
a m u l t i n a t i o n a l  e n t e r p r i s e  do not c o r r e s p o n d  sol e ly  to p r o f i t

30figures m  books of account. Va it s o s (1974) , for examp le,
c a l c u l a t e d  the " e f f e c t i v e  p r o f i t a b i l i t y "  on f o r e i g n  o p e r a 
tions as :

" ( 1) b e f o r e  tax e a r n i n g s  of s u b s i d i a r i e s ;  plus
(2 ) t e c h n i c a l  a s s i s t a n c e  pa y m e n t s ,  i n c l u d i n g  ro y a lt i e s  

(a s s u m i n g  the t e c h n o l o g y ’s m a r g i n a l  cost to the 
p a r e n t  e qua ls zero); plus

(3) c a p i t a l i z e d  k n o w - h o w  and fully d e p r e c i a t e d  m a c h i n e r y  
that is c a p i t a l i z e d  in the subsidiary-; plus

(4) p a r e n t  ma r g i n s  on i n t r a f i r m  sales to the s u b s i d i a r y  
(this p r i c e - c o s t  m a r g i n  may be s u b d i v i d e d  into 
c o m p o n e n t s  of the c o m p e t i t i v e  i n t e r n a t i o n a l  price 
level less the p a r e n t ' s  ma r gi n a l  c o s t - s u b s i d i a r y  
o p p o r t u n i t y  c o s t s - a n d  the p a r e n t ' s  price above the 
i n t e r n a t i o n a l  price l e ve l - an  i n t r a f i r m  m o n o p o l y  
r e n t ) ; plus

(5) i nt e r e s t  p a y m e n t s  of s u b s i d i a r y  on p a r e n t - h e l d  debt 
(d iv i si b l e into the same co mp on e n ts  as in 4 above); 
plus fina ll y

(6 ) some less q u a n t i f i a b l e  b e n e f i t  c a ll e d  " co n t r o l " ,  
since full o w n e r s h i p  of the s u b s i d i a r y  insures 
these re t ur ns  for future p er i o ds . "

A l t h o u g h  a m u l t i n a t i o n a l  e n t e r p r i s e  may be e x p e c t e d  to 
be m o t i v a t e d  by the desire for m a x i m i s a t i o n  of global i n t e r e 
sts t h ro u gh  m a x i m i s a t i o n  of the " e f f e c t i v e  p r o f i t a b i l i t y "  on 
f or ei gn  i n v e s t m e n t s ,  the u n d e r l y i n g  c h a r a c t e r i s t i c s  of the 
theo rie s of fo re ign  i n v e s t m e n t s  d i s c u s s e d  e a r l i e r  do not seem  
di f f e r e n t  from it. In other words,  m a x i m i s a t i o n  of global  
i nte r e st s  seems to be the u n d e r p i n n i n g  of the a v a i l a b l e  
th eories of f or e i g n  i n v e s tm en t s.

The m a r k e t  i m p e r f e c t i o n  theory i n d i ca t e s that m u l t i n a 
tional e n t e r p r i s e s  po s s e s s  v a r i o u s  a d v a n t a g e s  over do m es t i c  
firms in a host country, and these a d va n t a g e s  in turn may help 
in a t t a i n i n g  s u p e r i o r  ea rn in gs.  That is, the u l t i m a t e  m o t i v a 
tion appea rs  to be the abi li t y to earn s u p e r i o r  pr ofits. The 
r i s k - d i v e r s i f i c a t i o n  t he ory  i nd ica te s that m u l t i n a t i o n a l

30. V a i t s o s ,  C.V., I n t e r c o u n t r y  Income D i s t r i b u t i o n  and T r a n s 
n a t i o n a l  E n t e r p r i s e s ,  Clarendon Press, Oxford, 1974, pp. 145-147.
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e n t e r p r i s e s  a t t em p t  to reduce co r po r a te  risks in order to 
attain e x p e c t e d  p r o f it s  and s t a b i li s e  p r of i ts  over time. That 
is, the m o t i v a t i o n  for fo rei gn  i n v e s t m e n t  is to insure pr of it  
p e r f o r m a n c e  of the global o p e r a t i o n s  of a m u l t i n a t i o n a l  
e n t e rp r i se .  S i mi l a r l y ,  the m a r k e t - d e v e 1 op m e n t  s tr a te g y  of a 
m u l t i n a t i o n a l  i n d i c a t e d  in the A I C P A  (1973) and R e u b e r  et a l . 
(1973), has its ba sis in the desire for i n c r e a s i n g  p r e s e n t  
and future " e f f e c t i v e  p r o f i t a b i l i t y "  of the en t e r p r i s e .

3.6 C O N C L U S I O N

An a t t em p t  has b ee n made in the p re s e n t  c h a p t e r  to 
exa mi n e the m o t i v a t i o n s  for fo re ig n i n v e s t m e n t s  by m u l t i n a 
tional e n t e r p r i s e s .  A m u l t i n a t i o n a l  e n t e r p r i s e ,  i n v e s t i n g  in 
a fo r ei g n  country (host country), may be e x p e c t e d  to have 
some d i s a d v a n t a g e s  due to its alien status. But these d i s a d 
v a n t a g e s  seem to be of fs e t  by ce rt ain  a d v a n t a g e s  that in turn 
act as the m o t i v a t i o n s  for f or e ig n  inv e s tm e n ts .  Th e s e  
a d v a n t a g e s  ste m fr o m  the a b il i t y of a m u l t i n a t i o n a l  e n t e r p r i s e  
to e xp l oi t  the i m p e r f e c t  m a r ke t s  t h r o u g h o u t  the world. In its 
at te m p ts  to e x p lo i t  i m p er f e ct  ma r k e t s ,  a m u l t i n a t i o n a l  
e n t e r p r i s e  may reduce cor po ra t e  risks t hr o ug h  d i v e r s i f i c a t i o n  
of p r o d u c t s  and pl an t s  t h r o u g h o u t  the world. All these 
ef fo r t s are in e s se n ce  d i r e c t e d  towards m a x i m i s a t i o n  of 
global i n t e r e s t s  of the m u l t i n a t i o n a l  e nt e r p r i s e .  In other 
words , m u l t i n a t i o n a l  e n t e r p r i s e s  seem to be m o t i v a t e d  to 
invest in f o r e i g n  c ou ntr ie s by their desi re  for m a x i m i s a t i o n  
of global in te re sts .
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C H A P T E R  F O U R
Market Share, Profitability and Multinational 
Enterprises in Less Developed countries

4.1 I N T R O D U C T I O N

"It is n o w  w i d e l y  r e c o g n i z e d  that one of the main  
d e t e r m i n a n t s  of b u s i n e s s  p r o f i t a b i l i t y  is m a r k e t  
share. U n d e r  most c i r c u m s t a n c e s ,  e n t e r p r i s e s  that 
have a c h i e v e d  a hi gh share of the m a r k e t s  they 
serve are c o n s i d e r a b l y  more p r o f i t a b l e  than their 
s m a l l e r - s h a r e  rivals. This c o n n e c t i o n  b e t w e e n  
m a r k e t  share and p r o f i t a b i l i t y  has b e e n  r e c o g n i z e d  
by co r p o r a t e  e x e c u t i v e s  and c o ns u l t a n t s ,  and it is 
cl ear ly  d e m o n s t r a t e d  in a p r o je ct  u n d e r t a k e n  by the 
M a r k e t i n g  Sci e nc e  I n s t i t u t e  on the P r o f i t  I m p a c t  of 
M a r k e t  S t r a t e g i e s  (PIMS). The PIMS p r o j e c t  . . .  is 
aimed  at i d e n t i f y i n g  and m e a s u r i n g  the m a j o r  d e t e r 
m in a n t s  of ret u rn  on i n v e s t m e n t  (ROI) in i n d i v i d u a l  
b u s in e s s . P h a s e  II of the pr oj ec t, c o m p l e t e d  in late 
1973, r eve als  37 key p r o f i t  i nf l u e n c e s ,  of w h i c h  one 
of the mo s t  i m p o r t a n t  is m a r k e t  share."

- B u z z e l l  et al. (1975)'*'

E c o n o m i c  th eo r y  and a v a i l a b l e  e m p i r i c a l  e v i d e n c e  s u g g es t  
that the mo re  c o m p e t i t i v e  the st r u c t u r e  (the la rg er  the n u m b e r  
of c o m p e t i t o r s  and the s m a l l e r  their m a r k e t  s h a r e s ) , the g r e a 
ter the d i f f i c u l t y  of e x e r c i s i n g  m a r k e t  p o w e r  by any i n d i v i d u a l
e n t e r p r i s e  or by any small group of e n t e r p r i s e s ,  to earn super 

2n o r m a l  profit. In a m a r k e t  w i t h  very few e n t e r p r i s e s  a c c o u n t i n g  
for the m a j o r  share of m a r k e t  sales, there is the p o s s i b i l i t y  
that the m a r k e t  m e c h a n i s m  w i l l  be c o n t r o l l e d  by such e n t e r p r i 
ses w i t h  the o b j e c t i v e  of e a r n i n g  more than " n or m a l "  pr o f i t  in 
that p a r t i c u l a r  market. In a m a r k et  w it h  m a n y  e n t e r p r i s e s ,  each 
h a v i n g  a small share, n e i t h e r  a single e n t e r p r i s e  by its action 
alone n or  a few e n t e r p r i s e s  by joint a c ti o n  can ex er t a s i g n i 
ficant i n f l u e n c e  over pr ic e and thus o u tp u t wi ll  be ca r ri e d  to 
the point w h e r e  each s e l l e r ’s m a r g i n a l  cost eq ual s m a r k e t  price.

1, B uz z e l l,  R . D . , B.T. Gale, and R.G.M. Sultan, " M a r k e t  Share - 
a Key  to P r o f i t a b i l i t y " ,  H a r v a r d  B u s i n e s s  R e v i e w , 53, 
J a n u a r y - F e b r u a r y  1975, p . 97.

2. See any s t a n d a r d  E c o n o m i c s  text book, for e xa mp le : R.D.
L i p s e y , An I n t r o d u c t i o n  to P o s i t i v e  E c o n o m i c s , W i d e n f i e l d  
and N i c o l s o n ,  Lo nd o n , 1979, c h . 19; for an i n - d e p t h  analysis,  
see: J.S. Bain, I n d u s t r i a l  O r g a n i z a t i o n , John W i l e y  and 
Sons, N e w  York, 1968.
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Ba sed  on the h y p o t h e s i s  that p r o f i t a b i l i t y  has a p o s i 
tive r e l a t i o n s h i p  w i t h  ma r ke t share of the e n t e r p r i s e ( s )  , it 
can be a r g ue d  that m u l t i n a t i o n a l  e n t e r p r i s e s  in less d e v e l o p e d
co unt r i es  earn h i g h e r  pro f it s than their d o m e s t i c  co u nt e r p a r t s ,

3 .b e c a u s e  e v i d e n c e  shows that the m u l t i n a t i o n a l  e n t e r p r i s e s  in
less d e v e l o p e d  co u n tr i e s are h i g h l y  c o n c e n t r a t e d ,  i.e. these 
e n t e r p r i s e s  a cc o un t  for larger shares of m ar ket s.  The p r e s e n t  
cha pte r is c o n c e r n e d  wi t h  the a r g u m e n t  that m u l t i n a t i o n a l  
e n t e r p r i s e s  in less d e v e l o p e d  c ou ntr ie s are li ke l y to earn 
h i g h e r  p r o f i t s  than the d o m e s t i c  e nt er p r i s e s .  But as the a v a i l 
able e m p i r i c a l  e v i d e n c e  does not s u p p or t  such an argum ent , the 
cha pte r c on cl u de s  w i t h  the i n d i c a t i o n  that there mi g h t  be 
d i s t o r t i o n s  in the r e p o r t e d  pro f i ts  of the m u l t i n a t i o n a l s  in 
less d e v e l o p e d  co un tr ies ; and sugge st s that this may be why 
t h e o r e t i c a l  p r e m i s e s  do not tally w it h e m p i r i c a l  findings.

4.2 M A R K E T  SHARE AND P R O F I T A B I L I T Y :  THE "P IM S" P R O J E C T
4The P r o f i t  Im pa c t of M a r k e t  S t r a t e g i e s  (PIMS) pro j e ct  

was b a s e d  on the da ta  f ro m  the pool of o p e r a t i n g  e x p e r i e n c e  
a s s e m b l e d  in 1973. F i n a n c i a l  and o the r i n f o r m a t i o n  on 620 i n d i 
vid ua l  " b u s i n e s s e s "  for the t h r e e - y e a r  p e r i o d  19 70 - 19 7 2 , we re  
s u p p l i e d  by 57 N o r t h  A m e r i c a n  co r p or a t i o n s .  The m a r k e t  share of 
each b u s i n e s s  was d e f i n e d  as si mpl y its d o l l a r  sales in a given 
sales volume. R e t u r n  on i n v e s t m e n t  (ROI) was m e a s u r e d  by r e l a 
ting p r e - t a x  o p e r a t i n g  pr o f i t s  to the su m of eq ui t y  and l o n g 
term debt. O p e r a t i n g  income was de f i n e d  a fte r d e d u c t i o n  of 
a l l o c a t e d  c o r p o r a t e  o v e r h e a d  costs, but p ri o r  to any capital 
charges a s s i g n e d  by co r po r a te  offices.

The e v i d e n c e  on the r e l a t i o n s h i p  b e t w e e n  m a r k e t  share and 
re tur n on in v e st m e n t ,  p r o d u c e d  by the PIMS p r o j e c t  is shown 
in figur e 4.1 below. F i gu r e  4,1 shows a ve r ag e  p r e - t a x  ROI for 
group s of b u s i n e s s e s  in the PIMS p r o j e c t  that had s u c c e s s i v e l y  
i n c r e a s i n g  shares of th eir mark ets . On the ave rage, a d i f f e r e 
nce of 10 p e r c e n t a g e  poin ts in m a r k e t  s har e was a c c o m p a n i e d  
by a d i f f e r e n c e  of about 5 point s in p r e - t a x  ROI.

3. D i s c u s s e d  in se ct io n 4.4 of the p r e s e n t  chapter.
4. B u z z e l l  et al. (1975), op.cit.
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ROI
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10% M a r k e t  Share

F i g u r e  4.1 : R e l a t i o n s h i p  B et w e e n  M a r k e t
Share and P r e - T a x  ROI 

Source : R e p r o d u c e d  from Buzzel l et a 1. ( 1 975) , o p .c i t .

The ev i d e n c e  p r o d u c e d  in figure 4.1 shows the d i f f e r e n c e s  
in r e tur n on i n v e s t m e n t  (ROI) b e t w e e n  h i g h - a n d  l o w - m a r k e t -  
share b u s i n e s s e s .  This e v i d e n c e  of the r e l a t i o n s h i p  itself, 
ho wev er , does not tell why  there is a link b e t w e e n  m a rk e t  share 
and p r o f i t a b i l i t y .  B uz z e l l  et a l . sh ow e d  three p o s s i b l e  e x p l a 
na t i o n s  to the r e l a t i o n  b e t w e e n  m a r k e t  share and p r o f i t a b i l i t y : ^

"E c o n o m i e s  of Scale : The most o b v io u s  r a t i o n a l e  for the
high  rate of retur n e n j o y e d  by l a r g e - s h a r e  b u s i n e s s e s  
is that they have a c h i e v e d  ec o no m i es  of scale in p r o c u r e 
ment, m a n u f a c t u r i n g ,  m a r k e t i n g ,  and o the r cost co mp on en ts.
A b u s i n e s s  w i t h  a 40% share of a gi ve n m a r k e t  is simply 
twice as big as one w i t h  2 0 % of the same ma rk et , and it 
w ill  attain, to a m u c h  gre a te r  degree, mo re  e f f i c i e n t  m e t h 
ods of o p e r a t i o n  w i t h i n  a p a r t i c u l a r  type of t e chn ol og y.

C l o s e l y  r e la t ed  to this e x p l a n a t i o n  is the s o - c a l l e d  
" e x p e r i e n c e  curve" p h e n o m e n o n . w i d e l y  p u b l i c i z e d  by the 
B o s t on  C o n s u l t i n g  Group (BCG) A c c o r d i n g  to BCG, total unit 
costs of p r o d u c i n g  and d i s t r i b u t i n g  a p r o d u c t  tend to d e c 
line by a m o re  or less c on sta nt p e r c e n t a g e  w i t h  each d o u b 
ling of a c o m p a n y ’s c u m u l a t i v e  output. Since, in a given 
time p e ri od ,  b u s i n e s s e s  w i t h  large m a r k e t  shares g e n e r a l l y  
also have la rg er  c u m u l a t i v e  sales than th eir small er  c o m p e 
titors, they w o u l d  be e x p e c t e d  to hav e lower costs and 
c o r r e s p o n d i n g l y  h i g h e r  profits.

M a r k e t  P o w e r : Many e co n o m i s t s ,  e s p e c i a l l y  those
i n v o l v e d  in a n t i t r u s t  work, b e l i e v e  that e c o n o m i es  of 
scale are of r e l a t i v e l y  littl e i m p o r t a n c e  in most i n d u s t r 
ies. T he se e c o n o m i s t s  ar gue  that if l a r g e - s c a l e  b u s i n e s s e s  
earn h i g h e r  pr of i t s than their sm a l l e r  c o m p e t i to r s ,

5. B u zz e ll  et al. (1975), op.cit., p . 98.
6 . B o s t o n  C o n s u l t i n g  Group, Inc., P e r s p e c t i v e s  on E x p e r i e n c e , 

Boston, 1968 and 1970.



www.manaraa.com

4 . 4

it is a re s ul t  of their g r ea t er  m a r k e t  power: their size
p er m it s  them to b a r g a i n  more e f f e c t i v e l y ,  '’a d m i n i s t e r 11
price s, and in the end, r ea l i z e  s i g n i f i c a n t l y  h i g h e r  p r i 
ces for a p a r t i c u l a r  product.

Q u a l i t y  of M a n a g e m e n t  : The s i mp l e st  of all e x p l a n a t i o n s
for the m a r k e t - s h a r e /p r o f i t a b i 1 ity r e l a t i o n s h i p  is that 
b o t h  share and ROI re f l e c t  a common u n d e r l y i n g  factor: 
the q u a l i t y  of m a n a g e m e n t .  Good m a n a g e r s  (i ncl u d in g  p e r 
haps, lucky ones*) are s u c c e s s f u l  in a c h i e v i n g  hi gh shares 
of their r e s p e c t i v e  m a r k e t s ;  they are also sk ilf ul  in 
c o n t r o l l i n g  costs, g e t t i n g  m a x i m u m  p r o d u c t i v i t y  f r o m  e m p l o 
yees, and so on. M o r e o v e r ,  once a b u s i n e s s  ach ie v es  a 
l e a d e r s h i p  p o s i t i o n  - p o s s i b l y  by d e v e l o p i n g  a new field - 
it is m u ch  e asi er for it to r e ta i n  its lead than for others 
to cat ch u p .

Th ese  e x p l a n a t i o n s  of why the m a r k e t - s h a r e /p r o f i t a b i 1 ity 
r e l a t i o n s h i p  exists are not m u t u a l l y  e xc l u s i v e .  To some 
degree, a l a r g e - s h a r e  b u si n e s s  may b e n e f i t  from all 
three ki nd s of r e l a t i v e  a dv a n t a g e s  . . .”

A si mp le  e x p l a n a t i o n  of the r e l a t i o n s h i p  b e t w e e n  ma r ke t  
share and p r o f i t a b i l i t y  seems to be that an e n t e r p r i s e  w i t h  
h i g h e r  m a r k e t  share p o s s e s s e s  ce rt a i n a d v a n t a g e s  over other 
e n t e r p r i s e s  w i t h  lower m a r k e t  share; in fact such a d va n t a g e s  
help in a c h i e v i n g  h i g h e r  m a r k e t  share and in turn h i g h e r  p r o f i 
tability. Th ese a d v a n t a g e s  are, in the i n d u s t r i a l  o r g a n i s a t i o n
li te r a tu r e , c o n s i d e r e d  sy n on i m o u s  with the m o n o p o l i s t i c  or

7o l i g o p o l i s t i c  m a r k e t  p ow e r  of an en te r p ri se .

4.3 M A R K E T  C O N C E N T R A T I O N  A ND  P R O F I T A B I L I T Y

W hen  a singl e e n t e r p r i s e  accounts for the la rg est  m a r k e t  
share of a p ro d u c t ,  in c o m p a r i s o n  w i t h  any ot her  e n t e r p r i s e s  
in the same or s i m i l a r  p r o d u c t - m a r k e t , and the d om i n a n c e  of 
the p a r t i c u l a r  e n t e r p r i s e  e n a b le s  it to ch ar ge a h i gh e r  pric e  
and p r o d u c e  a l ow er ou tpu t than w o u l d  a group of p e r f e c t  c o m p e 
titors f a ci n g  the same c i r c u m s t a n c e s ,  that e n t e r p r i s e  m ay  be 
c o n s i d e r e d  as h a v i n g  m o n o p o l i s t i c  m ar k e t  power. The m o n o p o l i s t  
th er e b y g e n e r a t e s  exces s pr of i t s for itself. W h e n  a few e n t e r 
prises, a c c o u n t i n g  for a l arg er share of .a product-marlcet, can 
more ea s il y  and effectively- c o o r d i n a t e  their actions, the more

g
likely they are to a ch i e ve  r e s ul t s  si m i l a r  to those of m o nop oly .

7. Bain (1968), o p .c i t . , e s p e c i a l l y  c h a pt e r  6 .
8 . C h a m b e r l i n ,  E . H . , The T h e o r y  of M o n o p o l i s t i c  C o m p e t i t i o n , 

C a m b r i d g e ,  M a s s a c h u s e t t s ,  1962.
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The c o o r d i n a t e d  effo rt s of a few large e n t e r p r i s e s  to 
co ntr ol  a p a r t i c u l a r  ma r k e t  and the r eb y  to a c h i e v e  the m o n o 
p o l i s t i c  a d v a n t a g e s  towards e n s u r i n g  m o n o p o l y  rent (super 
profit) for each of them, create a ki nd  of m a r k e t  s t r u c tu r e  
un der  w h i c h  they are c o n s i d e r e d  as h a v i n g  o l i g o p o l i s t i c  
m a r k e t  power. The o l i g o p o l i s t s  act in c o l l u s i o n  wi t h  one 
ano th e r and thus control the marke t. An o ft en used m e a s u r e  of 
o l i g o p o l i s t i c  ma r k e t  po w e r of the le ad ing  e n t e r p r i s e s  in a 
m a r k e t  is '’m a r k e t  c o n c e n t r a t i o n ” . The c o n c e n t r a t i o n  ratio is 
d ef i ne d  as the p e r c e n t  of total m a rk e t sales of a p r o d u c t  
and its s u b s t i t u t e  made by some s p e c i f i e d  n u m b e r  of the l a r 
gest e n t e r p r i s e s  in the market. The lo gic b e h i n d  this m e a s u r e  
is that if only a few e n t e r p r i s e s  a c cou nt for m os t of the 
sales in the m a r k e t  they p r o b a b l y  earn " s u p e r ” pr ofits.

A n u m b e r  of e m p i r i c a l  studies - since 1950s, have a t t e m p 
ted to find a r e l a t i o n  b e t w e e n  m a r k e t  c o n c e n t r a t i o n  and 
e n t e r p r i s e  p r o f i t a b i l i t y .  M a n y  of them h a v e  f ou n d  such a 
r e l a t i o n s h i p .  The findi ng s of the four m ost  i m p o r t a n t  of these 
studies are d i s c u s s e d  below:

(1) Bain S t u d y :

The first e m p i r i c a l  st udy r e la t i n g  p r o f i t  to co n ce n t r a -
9tion was p u b l i s h e d  by Bain (1951) . His s am ple  was formed of

335 c o m p a n i e s  b e l o n g i n g  to 42 ind ust rie s.  He used annual rates 
of r e tu r n  d e f i n e d  as the ratios of p r o f i t  net of d e p r e c i a t i o n  
and after tax to the net w o r t h  at the b e g i n n i n g  of the year, 
for the p e r i o d  1936-40, He then ave ra g ed  the rates of return  
by ind ust ry,  u s i n g  net w o r t h  of co m p an i e s as a w e i g h t i n g  
factor. As a m e a s u r e  of c o n c e n t r a t i o n ,  Bain took the share of 
sales of the ei g h t b i g g e s t  firms, given, for each i nd ust ry , by 
the 1935 C e n s us  of M a n u f a c t u r e r s .  Bain did not find a very 
good l i n e a r  r e l a t i o n s h i p  b e t w e e n  c o n c e n t r a t i o n  and p r of i t  
rates. H o w e v e r ,  he did find that in d u s t r i e s  w i t h  e i g h t - f i r m  
c o n c e n t r a t i o n  above 70 per cent tend ed  to h a v e  r e l a t i v e l y  
hi g h  a v er a ge  p r o f i t  rates.

9. Bain, J . S . , " R e l a t i o n  of P r o f i t  Rate to I n d u s t r y  C o n c e n t r a 
tion: A m e r i c a n  M a n u f a c t u r i n g ,  1 9 3 6 - 1 9 4 0 ” , Q u a r t e r l y  J o u r n a l 
o f E c on om i c s , 65, A u g u s t  1951, p p . 293-324.
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Cons i d e r :^

"The p o s i t i v e  c o n c l u s i o n  that does e m er g e  is that 
there is a r a th er  d i s t i n c t  b re ak in a v e r a g e  prof it  
rate sh o wi n g  at the 70 per .cent c o n c e n t r a t i o n  line 
and that there is a s i g n i f i c a n t  d i f f e r e n c e  in the 
a ve ra ge  of in d u s t r y  a v er a ge  profit rates ab ov e and 
b e l o w  this line."

(2) St ig ler  Study:
11S t igle r'£ (19 63) study c ont ain s an a n a ly s i s of the concen-

t r a t i o n - p r o f i t s  re lation. This study was c o n c e r n e d  w ith  a
sampl e of 99 t h r e e - d i g i t  A m e r i c a n  in d u s t r i e s  for v a r i o u s  dates
b e t w e e n  1938 and 1957. In a c c o r d a n c e  w i t h  B a i n ’s h y p o t h e s i s ,
S ti g le r  first d iv i d ed  his sample into three classes. I n d u st r i es
w i t h  f o u r - f i r m  c o n c e n t r a t i o n  ratios above 60 per cent were 

« »»c o n s i d e r e d  as c o n c e n tr a t ed . T h o s e  w i t h  a n a t i o n a l  m a r k e t  and a 
c o n c e n t r a t i o n  rati o s m all er than 50 per cent or w i t h  a r eg i o n a l  
m a r ke t  and a c o n c e n t r a t i o n  ratio  b e l o w  20 per cent were call ed  
u n c o n c e n t r a t e d .  The r e m a i n i n g  in d us t r ie s  w e r e  c l a s s i f i e d  as 
amb i g u o u s .

S t i gl e r 's  ba s i c data for p r o f it  rates at the t h r e e - d i g i t  
i nd u s t r y  level w e r e  as t a b u l a t e d  by the I n t e r n a l  R e v e n u e  
Service. Since C e n su s  c o n c e n t r a t i o n  ratios w e r e  not r e p o r t e d  
at the t h r e e - d i g i t  level, he co m p u t e d  w e i g h t e d  av er age s of the 
f o u r - f i r m  sh i p m e n t s  c o n c e n t r a t i o n  ratios for the fou r -o r  f i v e 
digit pr o d u c t  c la sse s w i t h i n  each t h r e e - d i g i t  industry. For 
those c o m p a ni es  that did not p u b l i s h  b a l a n c e - s h e e t s ,  Sti g le r  
e s t i m a t e d  rates of r e t u r n  tak i n g into a c c o u n t  s pe cia l r e g u l a 
tions for d e p r e c i a t i o n  and in c l u d i n g  as p r o f i t s  parts of the 
s ala ry  of the ow ne r s  of small compani es.  S t i g l e r ’s m e t h o d o l o g y  
of a g g r e g a t i n g  data on rate of re tu r n  and of e s t i m a t i n g  rates 
of r e tu r n of small c o m pa n i es  may m ak e one s k e p t i c a l  about the 
m e a n i n g f u l n e s s  of the r e g r e s s i o n s  ba s e d  on such data.

10. Bain (1951), op .c i t .,  p . 314. B r o z en  r e - e x a m i n e d  B a i n ’s 
study i n t r o d u c i n g  m o re  data. B r o z e n 1s c o n c l u s i o n  was that, 
B a i n ’s s a mpl e was b i a s ed  toward y i e l d i n g  h i gh e r pr o fi t  
rates in c o n c e n t r a t e d  in d us tr i es ;  see: Y. Brozen, " B a i n ’s 
C o n c e n t r a t i o n  and R a t e s  of R e t u r n  R e v i s i t e d " ,  J o u r n a l  of 
La w  and E c o n o m i c s , O c t o b e r  1971.

11. Stigl er , G.J., C a p it a l  and Rates of R e t u r n s  in M a n u f a c 
tu rin g I n d u s t r i e s , P r i n c e t o n ,  N e w  Jer s ey ,  1963.
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S t i g l e r ’s re su l t s are shown in table 4.1 below. His 
c o n c l u s i o n  was that the res u lt s  were s o me w h a t  ambiguous. But 
on the whole, he c o n s i d e r e d  the h y p o t h e s i s  of a p o si t i ve  
r e l a t i o n  b e t w e e n  c o n c e n t r a t i o n  and p r o f it  rate as not confirme d.

Ta bl e  4.1
The C o n c e n t r a t i o n  - P r o f i t s  R e l a t i o n

P e r i o d P rof it R at e  In
Concentrated 
Industries(14)

Unconcentrated 
Industries(54)

1938 - 1941 6.51% 5 .25%
1942 - 1944 6.23% 7 . 6 8 %
1945 - 1947 7 . 30% 1 0 .0 1 %
1948 - 1950 9 . 11% 8 .0 2 %
1951 - 1954 6 . 33% 5.05%
1955 - 1957 7.05% 5.44%

Source: S t i g l e r  (1963), op.cit.

12K i l p a t r i c k  (1968) ar gue d that S t i g l e r ' s  data a d j u s t 
me nts  led to a s y s t e m a t i c  bias. Af t e r  c o r r e c t i o n  of this bias, 
K i l p a t r i c k  fo und a s i g n i f i c a n t  p o si t i v e  r e l a t i o n s h i p  b e t w e e n  
p r o fi t  rates and c o nc e n tr a t i o n .

(3) C o l l i n s  and P r e s t o n  Study:
1 3The s tud y by C ol l i n s  and P r e s t o n  (1968) did not use

pr of i t rate as the d e p e n d e n t  va ri abl e. R a t h e r ,  it i n t r o d u c e d
, 14a v a r i a b l e  a s s e r t e d  to a p p r o x i m a t e  L e r n e r  s m e a s u r e  of the 

d egr ee  of m o n o p o l y ,  that is:

Pr ic e  - M a r g i n a l  Cost 

P ri c e
In the C o l l i n s  and P r e s t o n  study, the m a r g i n  ' M 1 was the 
d i f f e r e n c e  b e t w e e n  r e ve nu e s and cu rr en t costs e x p r e s s e d  as a 
p e r c e n t a g e  of re venues. An ad v a n t a g e  of fM ! was that it

12. K i l p a t r i c k ,  R.W., " S t i g l e r  on the R e l a t i o n s h i p  Be t w e e n  
I n d u s t r y  P r o f i t  Rates and M a r k e t  C o n c e n t r a t i o n " ,  J o u r n a l  
of P o l i t i c a l  E c o n o m y , M a y - J u n e  1968,

13. Co ll in s , .N.R. , and L.E. Pre st o n,  C o n c e n t r a t i o n  and P r i c e - 
Cost M a r g i n s  in M a n u f a c t u r i n g  I n d u s t r i e s , Be rk el ey,  
C a l i f o r n i a ,  1968.

14. L e r n er ,  A . P . , "The C o n c e p t  of M o n o p o l y  and the M e a s u r e m e n t  
of M o n o p o l y  Po w er " Review of Economic Studies,June 1963,
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could be c a l c u l a t e d  at the f o u r - d i g i t  i n d u s t r y  level.

Co lli ns  and P r e s t o n  r e g r e s s e d  the m a r g i n  on f o u r - f i r m  
c o n c e n t r a t i o n  (C) for v ar i o u s  groups of f o u r - d i g i t  industries. 
In a d d i t i o n  to c o n c e n t r a t i o n ,  they used two o th e r  in d e p e n d e n t  
va ri a b l e s :  the c a p i t a l - o u t p u t  ratio (K) and an in de x of g e o g r a 
phic d i s p e r s i o n  ( G ) . The data  all apply to the year 1958. Their  
r e g r e s s i o n  for all 288 f o u r - d i g i t  i n d u s t r i e s  was as follows:

cent level. Co l l i n s  and P r e s t o n  co n c l u d e d  that their study 
c o n f i r m e d  the c o n c l u s i o n s  of pr e vi o u s  stud ie s that show ed  a 
s t a t i s t i c a l l y  s i g n i f i c a n t ,  but not always strong, a s s o c i a t i o n  
b e t w e e n  c o n c e n t r a t i o n  and profits.

(4) Hall and W e is s  Study:
15The H al l  and We iss  (1967) study used i n d i v i d u a l  firms 

rather than i n d u s t r i e s  as o bs e r va t i o n s .  T hey  used both of the 
pr of i t  rate m e a s u r e s  (returns on equity and assets) and e m p l o 
yed f ir m  size, ou t p u t  growth, and lev er age , in a dd i t io n to co n 
c e n t r a t i o n ,  as e x p l a n a t o r y  va ri abl es . The  sa mp le of firms s t u 
died w er e s e l e c t e d  fro m the F o r t u n e  D i r e c t o r i e s  of 500 largest  
I n d u s t r i a l  C o r p o r a t i o n s  for the ye ars 1956 to 1962. E a c h  fi rm  
in each year was tr e a t e d  as a se p ar a t e o b s e r v a t i o n ,  and firms 
w i t h i n  the sa mp le s r a n ge d in assets f r o m  $33 m i l l i o n  to 
$11 bi ll io n.

An i n t e r e s t i n g  t e c h n i c a l  a sp ect  of the Hall and Weiss 
study was their c o r r e c t i o n  for h e t e r o s c e d a s t i c i t y  in their 
r eg r es s i on s .  B e c au s e  small firms had g r e a t e r  p r o f i t  
rate v a r i a n c e s  than large firms, the ge n e r a l  li n e ar  r e g r e s s i o n  
a s s u m p t i o n  of h o m o s c e d a s t i c i t y  was not sa ti s f ie d .

The c o r r e c t e d  r e g r e s s i o n s  in the Hal l and We is s study t e n 
ded to c o n f i r m  the us ual w eak , though s t a t i s t i c a l l y

M = 14.6 + 0 . 1 2 2 C  - 0 . 0 1 5 G  + 0 . 0 1 1 K  
R 2 * 0.13

The c o e f f i c i e n t  of C was s i g n i f i c a n t  at the 1 per

15. Hall, M., and L. Wei s s,  " F i r m  Size and P r o f i t a b i l i t y " ,  
R e v i e w  of E c o n o m i c s  and S t a t i s t i c s , 49, A u g u s t  1967, 
pp. 319-331.
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si g n i f i ca n t , p o s i t i v e  a s s o c i a t i o n  b e t w e e n  c o n c e n t r a t i o n  and 
profits. Ho w e v e r ,  an eq u a l l y  i m p o r t a n t  r e s u l t  was the f in din g  
that o v er a ll  f ir m  size also te nde d to re sul t in hig h pr o f i t  
rates. This was i n t e r p r e t e d  by Hall and Weiss as an in d i c a t i o n  
that cap i t al  r e q u i r e m e n t  b a r r i e r s  to entr y ( me a s ur e d  by size 
of assets) w e r e  impo rt ant .

An i m p o r t a n t  c o n t r i b u t i o n  to the theory a r i s i n g  f r o m  the
e n d o r s e m e n t  of the h y p o t h e s i s  that c o n c e n t r a t i o n  and p ro f i t
rates are p o s i t i v e l y  co r r e l a t e d ,  is d e m o n s t r a t e d  in the

16f o l l o w i n g  quote f r o m  We is s (1969)

" A l m o s t  all of the 32 c o n c e n t r a t i o n - p r o f i t s  studies 
except S t i g l e r ' s  h av e y i e l d e d  s i g n i f i c a n t  p o s i t i v e  
r e l a t i o n s h i p s  for years of p r o s p e r i t y  or re c e ss i o n,  
though they ha v e d e p e n d e d  on a w i d e  v a r i e t y  of data 
and m et h o d s .  I think that p r a c t i c a l l y  all o b s e r ve r s  
are no w c o n v i n c e d  that there is s o m e t h i n g  to the 
t r a d i t i o n a l  h y p o t h e s i s . "

It is thus c o m m o n l y  a c c e p t e d  that c o n c e n t r a t i o n  ratios 
are us e fu l  indi ce s of m a r k e t  p o w e r  and a p o s i t i v e  r e l a t i o n s h i p  
exists b e t w e e n  these indices and p r o f i t a b i l i t y  of c o r p o r a 
tions. Such a r e l a t i o n s h i p  exists b e c au s e , as m e n t i o n e d  
ea rlier, m a r k e t  c o n c e n t r a t i o n  r e s u l t i n g  f r o m  l ar ger  mar k et  
share a c c o u n t e d  for by a few large e n t e r p r i s e s ,  has its o r i g in  
in o l i g o p o l i s t i c  m a r k e t  power, and o l i g o p o l i s t i c  m a r k e t  p ow e r  
may be e x p e c t e d  to y i e l d  s u p e r i o r  p r of i t  p e r f o r m a n c e .

4.4 C O N C E N T R A T I O N  A N D  M U L T I N A T I O N A L  E N T E R P R I S E S  
IN LE S S  D E V E L O P E D  C O U N T R I E S

T h e r e  are r e l a t i v e l y  few s y s t e m a t i c  st ud ies  w h i c h  
e xa m i n e  the d e g r e e  of c o n c e n t r a t i o n  of m u l t i n a t i o n a l  e n t e r 
pris es in less d e v e l o p e d  e c ono mie s.  Most of the a v a i la b l e  
studies in this regard h a v e  b e e n  c o n d u c t e d  in the conte xt  of 
La t i n  A m e r i c a n  countri es.

16. We i ss ,  L., " Q u a n t i t a t i v e  Studies of I n d u s t r i a l  O r g a n i 
sation: (a p a p e r  p r e s e n t e d  at the N e w  Y o r k  m e e t i n g  of the
E c o n o m e t r i c  Socie ty , D e c e m b e r  1969), r e p r i n t e d  in M.D. 
I n t r i l i g a t o r  ( e d . ) , F r o n t i e r s  in Q u a n t i t a t i v e  E c o n o m i c s , 
N o r t h - H o l l a n d , A m s t e r d a m ,  1971.
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17M e l l e r  (1976) s how ed m e a s u r e s  of c o n c e n t r a t i o n  for ten La t i n  
A m e r i c a n  c ou n t r i e s  (ex cl u d in g  Brazil) and fo un d that there 
ex i s t e d  a s i m i l a r  pa t te r n  of i n d u s t r i a l  c o n c e n t r a t i o n  in L a ti n  
A m e r i c a n  c o u n t r i e s ’ i n d u s t r i e s  w ith  the h i g h e s t  levels of 
c o n c e n t r a t i o n  b e i n g  in t o bac co,  rubber, b a s i c  met a ls ,  and m a n u 
factur e of paper. H e l l e r  f u rt h e r showed that the La t i n A m e r i c a n  
c ou nt ri es w it h  sm a ll e r  m a r k e t  size had s y s t e m a t i c a l l y  
h i g h e r  levels of c o n c e n t r a t i o n  than others. M o s t  of the 
studies that found m a r k e t  c o n c e n t r a t i o n  c a us e d  by the p r e s e n c e  
of m u l t i n a t i o n a l  e n t e r p r i s e s  in d i f f e r e n t  less d e v e l o p e d  
co un t ri e s , w e r e  force d to rely on poor data. Still it is ho pe d 
that the a v a i l a b l e  em p i r i c a l  e v i de n c e wi ll  give useful i n d i 
cations of the m a r k e t  p o we r  of m u l t i n a t i o n a l  e n t e r p r i s e s  in 
less d e v e l o p e d  countries.

(1 ) Me xi c o :
18N e w f a r m e r  and M u e l l e r  (1975) used d ata  on a sample of 

197 U.S. m u l t i n a t i o n a l  e n t e r p r i s e s  to a n a l y s e  the de g r ee  of 
fore ign  o w n e r s h i p  in m a n u f a c t u r i n g  i n d u s t r i e s  in M e x i c o  for 
the year  1972. T h e y  found that of the 100 l a rg e s t firms, 61 
were f o r e i g n  (of w h i c h  39 w e r e  U.S.); of the 300 largest, 150 
were f o r e i g n  (97 U .S. ).  F o r e i g n  s u b s i d i a r i e s  w e r e  on av e ra g e  
m uch  larg er  than local p ri v a t e  firms, but s m a l l e r  than p u b l i c -  
secto r e n t e r p r i s e s .  The U.S. firms a c c o u n t e d  for 36 per cent, 
and ot her f o re i g n firms for 16 per cent, of the assets of the 
top 300 firms; of the total GDP of Me x i c o ,  m u l t i n a t i o n a l  
e n t e r p r i s e s  a c c o u n t e d  for 18 per cent in 1962 and 23 per cent 
in 1970 (U.S. firms for 15 per cent and 18 per cent r e s p e c t i 
vely). Thus, m u l t i n a t i o n a l  e n t e r p r i s e s  r e p r e s e n t e d  a large and 
gr o w i n g  force in M e x i c a n  m a n u f a c t u r i n g .

N e w f a r m e r  and M u e l l e r ,  b ase d on i n f o r m a t i o n  f r om
19F a j n z y l b e r  and Tarr ago (19 75) , r e p o r t e d  that in Mexi co,

17. M e ll e r , P., I n t e r n a t i o n a l  C o m p a r i s o n s  of I n d u s t r i a l  C o n c e n 
tr a t i o n  in L a t i n  A m e r i c a , .National B u r e a u  of E c o n o m i c  
R e s e a r c h ,  N e w  York, 1976.

18. N e w f a r m e r ,  R.S., and W.F. M u el l e r ,  M u l t i n a t i o n a l  C o r p o r a t i 
ons in Br az il and Me xi c o : S t r u c t u r a l  Sou r c es  of E c o n o m i c
and N o n - E c o n o m i c  P o w e r , U.S. Senate S u b c o m m i t t e e  on M u l t i 
n a t i o n a l  C o r p o r a t i o n s ,  W a s h i n g t o n ,  D.C., 19 7 5 , chapters 3,4.

19. F a j n z y l b e r ,  F., and T.M. T ar rag o, Las E m p r e s a s  T r a n s n a c i o - 
na l e s  en la I n d u s t r i a  M e x i c a n s , C0 N A C Y T  / C IDE t Mexico City,1975.
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in 114 i n d u s t r i e s  the four larg est  plant s p r o d u c e d  50 per 
cent or more of the sales in 1970. In 46 i n d u s t r i e s ,  the l e a d 
ing four plant s p r o d u c e d  75 per cent or m o re  of sales. The 114 
hi gh l y  c o n c e n t r a t e d  i n du s t r i e s  ac c o u n t e d  for 40 per cent of all 
m a n u f a c t u r i n g  sales and 23 per cent of m a n u f a c t u r i n g  e mp l o yme nt.  
M u l t i n a t i o n a l s  of ten ow ne d some or all of the l ea d i n g  plants.
On the r e l a t i o n  b e t w e e n  c o n c e n t r a t i o n  and m u l t i n a t i o n a l  d o m i na -

, 20tion the re po rt  stated:

’’A s s e s s i n g  the r e l a t i o n  of MNCs ( m u l t i n a t i o n a l  c o rp o r a t i o n s )  
to i n d u s t r i a l  c o n c e n t r a t i o n  reveals a s t r o n g  t e nd e n cy  
for the mo st c o n c e n t r a t e d  i n du s tr i e s to be for e ig n  d o m i 
nated. Fo r m a n u f a c t u r i n g  as a whole , 61 per cent of MNC 
p r o d u c t i o n  was sold in m a rk e ts  w h e r e  the l ar ge st  four 
pl ant s a c c o u n t e d  for half or more of the m ark et s'  total 
sales. M e x i c a n  m a n u f a c t u r i n g  enterprises,, on the other 
hand, sold only 29 per cent of their p r o d u c t s  in such 
ind ust r i es .  The a s s o c i a t i o n  b e t w e e n  MN Cs and c o n c e n t r a t e d  
i n d u s t r i e s  p r o v e d  s t r o n g e s t  in c o n s u m e r  d u ra b l e p r o d u c t 
ion. The a s s o c i a t i o n  can be seen in a n o t h e r  way. Of all 
m a n u f a c t u r i n g  sales in h i g h l y  c o n c e n t r a t e d  i n du s t ri e s  
(with f o u r - p l a n t  c o n c e n t r a t i o n  ratios of g r e a t e r  than 
75 per cent), MNCs p r o d u c e d  71 per cent wh i l e  M e x i c a n  
e n t e r p r i s e s  p r o d u c e d  29 per c e n t . ”

N e w f a r m e r  and M u e l l e r  fo und that in d u s t r i e s  in M e x i c o  we re
h ig h l y  c o n c e n t r a t e d  r e l a t i v e  to the U.S., w i t h  over three-
fourths of p r o d u c t i o n  co mi n g  from i n d u s t r i e s  w h e r e  one or more
of the le a d i n g  p r o d u c e r s  w ere  m u l t i n a t i o n a l s .  They also
found 'a h i g h c o r r e l a t i o n  b e t w e e n  the p r e s e n c e  of MNCs in

2 1va ri o u s m a r k e t s  and their ov e ra l l  c o n c e n t r a t i o n .1

(2) Brazil:
22 . . .N e w f a r m e r  and M u e l l e r  (1975) also p r o v i d e d  s im i l ar  data

on Brazil, w h e r e  the U . S . - o w n e d  firms a c c o u n t e d  for 36 per cent 
of f o r e i g n  c a pi t a l stock, and wh ere , of the 500 lar g e s t non-  
f i n a n c i a l  c o r p o r a t i o n s  in 1972, 158 (U.S. firms 59) were m u l t i 
na ti o na l s .  M u l t i n a t i o n a l  e n t e r p r i s e s  w e r e  found to be la rg er  
than d o m e s t i c  p r i v a t e  firms but s m a l l e r  than state owned  firms.

As in M e x i c o ,  i n d u s t r y  in Brazil was found to be hi g hl y
2 3c on c e n t r a t e d .  N e w f a r m e r  and M u e l l e r  found:

20. N e w f a r m e r  and M u e l l e r  (1975), o p .ci t.,  p . 61.
21. Ibid, p . 62.
22. Ibid, chap te rs 5 and 6 .
23. Ibid, p . 114.
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"Of a total of 302 i n d u s t r i e s  (analogo us  to U.S. f o u r 
digit SIC in du st rie s) in 1968, 176 had f o u r - p l a n t  c o n c e 
n t r a t i o n  ra tio s of g r e a t e r  than 50 per cent. Of these 176, 
90 i n d u s t r i e s  ( r e p r e s e n t i n g  30 per cent of the total) had 
f o u r - p l a n t  c o n c e n t r a t i o n  ratios of g r e a t e r  than 75 per 
cent, and 86 i n d u s t r i e s  (28 per cent of total) had ratios 
b e t w e e n  50 and 75 per cent."

In Braz il,  in 1968, N e w f a r m e r  and M u e l l e r  found an average 
f o u r - p l a n t  c o n c e n t r a t i o n  ra ti o of 54 per cent in i n d us t r i es  
whe re  at least three of the four le ad ing  pl a nt s  b e l o n g e d  to 
m u l t i n a t i o n a l  e n t e r p r i s e s .  T h e s e  m u l t i n a t i o n a l  d o m i n a t e d  i n d u s 
tries a c c o u n t e d  for 26 per cent of the total i n d u s t r i a l  p r o d u c 
tion. A n a l y s i n g  d at a on i n d u s t r i a l  s t r u c t u r e  in Brazil,

2 4N e w f a r m e r  and M u e l l e r  co mm en te d :

"T he s e  d at a w o u l d  s u g ge s t  that in those m a r k e t s  w h e r e  the 
leade rs are p r e d o m i n a n t l y  foreign, a v e r a g e  c o n c e n t r a t i o n  
is h i g h e r  than w h e r e  the leaders are p r e d o m i n a n t l y  
n a t i o n a l  . "

(3) A r g e n t i n a :
2 5 .S o u r r o u i l l e  (1976) has p r o v i d e d  data on c o n c e n t r a t i o n  and 

m u l t i n a t i o n a l  e n t e r p r i s e s  in A r g e nt i n a.  His study  found that 
fo rei gn  firms c o n t r i b u t e d  some 30 per cent of total m a n u f a c t u 
ring outp ut in 1970, far m or e than 20 ye ar s pr e vi o u s l y .
M o r e o v e r ,^ ̂

"I n 19 7 0 / 7 3  t w o - t h i r d s  of the fo r ei g n  i n d u s t r i a l  p r o du c e  
s te m me d  f ro m  s u b - g r o u p s  w h e r e  they d o m i n a t e d  over 75 
per cent of the m a r k e t  . . . and 75 per cent came from
s u b - g r o u p s  w h e r e  they d o m i n a t e d  over 50 per cent of the 
m a r k e t ,"

The gr o wt h  of m u l t i n a t i o n a l  e n t e r p r i s e s  in A r g e n t i n a  was 60 
per cent h i g h e r  than av er age  i nd u s t r i a l  gr o w t h  in the c o u n t r y  
d u r i n g  1970/73.

(4) C en t r a l  A me r ic a :
27W i l l m o r e  (1976) c a l c u l a t e d  the d e gr e e of f o re i gn  d o m i n a 

nce in the i n d u s t r i e s  of G u a t e ma la .  S t u d y i n g  da ta

24, N e w f a r m e r  and M u e l l e r  (1975), op .c it . , p . 115
25, S o u r r o u i l l e ,  J.V., T he  Im p a ct  of T r a n s n a t i o n a l  E n t e r p r i s e s  

on E m p l o y m e n t  and Income: the Case of A r g e n t i n a , World
E m p l o y m e n t  W o r k i n g  P a p e r  No. 7 (mimeo), I L 0 , Geneva, 1976.

26. Ibid, p . 27.
27. W i H m o r e » L . , " D i r e c t  F o r e i g n  I n v e s t m e n t  in C e n t r a l  A m e r i c a n  

M a n u f a c t u r i n g " ,  W o r l d  D e v e l o p m e n t , J un e  1976 , pp. 499-517.
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on 22 i n d u s t r i e s  for the ye a r 1971, W i l l m o r e  found that, in 
those i n d u s t r i e s  in w h i c h  at least one of the le a di n g  three 
firms was for eign, the d eg ree  of c o n c e n t r a t i o n  i n c r e a s e d  as 
fo rei gn  co nt ro l of l e ad i n g firms increased. He c o n c l u d e d  that 
the entry of fo r e i g n  firms ra is ed the level of c on ce n tr a t i o n .

(5) Pa k i st a n :
2 8K h i l j i  (1975) c o m m e n t e d  that for P a k i s t a n ,  the m u l t i n a 

tional d o m i n a t e d  i n du s t r i e s  wer e more c o n c e n t r a t e d  than i n d u s 
tries d o m i n a t e d  by P a k i s t a n i  firms; and this was s u p p o r t e d  in 
all cases by the d i f f e r e n t  sour ces  used and the d i f f e r e n t  
m e t h od s  of c o m p u t a t i o n  empl oy ed.  In K h i l j i ' s  study, an 
in du s t ry  was c o n s i d e r e d  d o m i n a t e d  by a firm, if that fi rm  was 
the large st  in the indu st ry,  as w ell  as a c c o u n t i n g  for at 
least 20 per cent of the i n d u s t r y ’s sales.

K h i l j i  found that the t w o - f i r m  c o n c e n t r a t i o n  ratio for 
P a k i s t a n  (West P a k i s t a n  in 1968), was 63 per cent in the m ult i  
n a t i o n a l  d o m i n a t e d  i n d u s t r i e s  and 41 per cent in the P a k i s t a n i  
firms d o m i n a t e d  i n d u s t r i e s ,  i.e. in i n d u s t r i e s  w h e r e  the 
l e a d i n g  f i rm  was a m u l t i n a t i o n a l  e n t e r p r i s e ,  the two l ar ge st  
firms a c c o u n t e d  for 63 per cent of the total m a r k e t  sales; 
w h i l s t  the c o r r e s p o n d i n g  s t a t i s t i c  for i n d u s t r i e s  d o m i n a t e d  by 
local firms was 41 per cent.

S c a t t e r e d  da ta  of this sort are a v a i l a b l e  for o th er less
2 9d e v e l o p e d  countrie s.  Lall (1977) found that 48 per cent of 

m a n u f a c t u r i n g  ou t p ut  and 51 per cent of f ix ed  assets in West 
M a l a y s i a  w e r e  f o r e i g n  c o n t r o l l e d  in 1972; and that upto 77 
per cent of m a n u f a c t u r i n g  ou t pu t  and 88 per cent of m a n u f a c t u 
red e x por ts w e r e  c o n t r i b u t e d  by fo r e i g n  c o n t r o l l e d  firms in

30S i n g a p o r e  m  1975. Z e t l i n  (1974) r e p o r t e d  sim i la r  findi ngs

28. Kh il ji , F., " M u l t i n a t i o n a l  C o r p o r a t i o n s  and R e s t r i c t i v e  
B us i n e s s  P r a c t i c e s :  The  Case of P a k i s t a n " ,  P a k i s t a n  D e v e 
l op me nt  R e v i e w , V o l . 14, N o . 4, W i n t e r  1975, p p . 416-436.

29. Lall, S., T r a n s f e r  P r i c i n g  in A s s e m b l y  I n d u s t r i e s :  A Pre- 
l im i n ar y  A n a l y s i s  of the Issues in M a l a y s i a  and S i n g a p o r e , 
C o m m o n w e a l t h  S e c r e t a r i a t  ( m i m e o ) , L on d o n,  1977.

30. Z etl in,  M., " E c o n o m i c  C o n c e n t r a t i o n ,  I n d u s t r i a l  St r u c t u r e ,  
N a t i o n a l  and F o r e i g n  C a p i ta l  in Chile, 1966", I n t e r n a t i o 
nal I n d u s t r i a l  O r g a n i z a t i o n  Review, 197 4 , pp. 195-205.
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in Chile, w h e r e  f o r e i g n  e n t e r p r i s e s  d o m i n a t e d  local e n t e r 
prises. The R e s e r v e  Bank of In di a p u b l i s h e s  p e r i o d i c  data 
on sales of f o r e i g n  c o mpa ni es , but these h a v e  not b ee n  u t i l i 
sed to c a l c u l a t e  c o n c e n t r a t i o n  ratios; an o b s e r v a t i o n  of these 
data h o w e v e r ,  i n d i c a t e s  that m u l t i n a t i o n a l s '  d o m i n a n c e  
p re v a i l s  in the In d ia n  i n d u s t r i e s  w he r e  thos e e n t e r p r i s e s  
o p e r a t e .

The g e n e r a l  c o n c l u s i o n  f r o m  the d i s c u s s i o n  above seems 
to c o n f i r m  the !a priori' e x p e c t a t i o n  that m u l t i n a t i o n a l  
e n t e r p r i s e s  in less d e v e l o p e d  c o u n tr i es  en jo y a d o m i n a n t  
m a r k e t  po we r to en abl e t h em s e l v e s  to earn s u p e r i o r  p r of i t  
p e r f o r m a n c e .  The high level of m a r ke t  c o n c e n t r a t i o n  of m u l t i 
n a t i o n a l  e n t e r p r i s e s  in a less d e v e l o p e d  co untry, w h i c h  
re fl e c t s  o l i g o p o l i s t i c  m a r k e t  power , seems to st em  f r o m  c er 
tain i n h e r e n t  c h a r a c t e r i s t i c s  of these e n t e r p r i s e s  w h i c h  the 
local e n t e r p r i s e s  seem n o t  to po ss ess ; to m e n t i o n  a few:

(i) Scale e c o n o m i e s  of p r od u c ti on .
(ii) Hi g h  r e s e a r c h  and d e v e l o p m e n t  ex pe ns e s in p a re n t  

c om p a n i e s ,  the b e n e f i t  of wh ic h  can be e n j o y e d  by the 
s u b s i d i a r i e s  in d i f f e r e n t  host countri es.

(iii) S o p h i s t i c a t e d  and e f f i c i e n t  m a r k e t i n g  t e c h n i q u e s  
( ef f i ci e n t and e f f e c t i v e  a d v e r t i s e m e n t  etc.).

(iv) E a s y  so ur ces  of f i n a n c e  w i t h i n  the h o st  co un tr y  as w e l l  
as from f o r e i g n  c o u n t r i e s  (parent co m p a n y ,  other 
s u b s i d i a r i e s  of the same group or the i n t e r n a t i o n a l  
m o n e y  and capi tal  mar ke t s) .

(v) M a n a g e m e n t  skills, etc.

The above  c h a r a c t e r i s t i c s  of m u l t i n a t i o n a l  e n t e r p r i s e s  in less 
d e v e l o p e d  co u n t r i e s  may be e x p e c t e d  to give th em some s u p e r i o 
rity over local e n t e r p r is e s . T h e r e f o r e ,  it is p l a u s i b l e  that 
in less d e v e l o p e d  c o u nt r i es  the entr y of m u l t i n a t i o n a l  e n t e r 
p ris es  w o u l d  spee d up the pr oc es s of m a r k e t  c o n c e n t r a t i o n ,  and 
that the n o n - c o m p e t i t i v e n e s s  of local e n t e r p r i s e s  w o u l d  e nab le  
the m u l t i n a t i o n a l s  to a ch i e ve  a h i g h e r  de g r e e  of m a r k e t  
d om i n a n  c e .

B as e d  on the a r g u m e n t s  in the above s e c t i o ns ,  if one 
accepts that m a r k e t  shar e or c o n c e n t r a t i o n  i n f l u e n c e s  co r p o r a t e  
p r o f i t a b i l i t y ,  and that m u l t i n a t i o n a l  e n t e r p r i s e s  in
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less d e v e l o p e d  c ou n t ri e s  a c c o u n t  for a large m a r k e t  shar e  
and thus have a high degree of m a r k e t  c o n c e n t r a t i o n ,  it may 
not be i m p r u d e n t  to ex p ec t  m u l t i n a t i o n a l s  in less d e v e l o p e d  
c ou n tr i e s to earn h i g h e r  p ro fit s than their local c o u n t e r p a 
rts. High cap i ta l i n v e s tm e nt ,  adv a n ce d  t e c h n o l o g y ,  i n n o v a t o r y  
m a n a g e m e n t ,  and o v er al l  m o n o p o l i s t i c  or o l i g o p o l i s t i c  a d v a n 
tages of the m u l t i n a t i o n a l s  in the e co n o m i e s  of less d e v e l o p e d  
co unt ri es su pp o r t such p r e d i c t i o n s .  H o w e v e r ,  the av a i l a b l e  
l i t e r a t u r e  on the o p e r a t i o n s  of m u l t i n a t i o n a l  e n t e r p r i s e s  in 
less d e v e l o p e d  co u n tr ie s  pr o v i d e s  little e m p i r i c a l  e v i d e n c e  
to su p po r t  the c la i m  that m u l t i n a t i o n a l s  earn h i g h e r  rates 
of re tu r n than their local c o u n te r p ar t s .

4.5 C O M P A R A T I V E  P R O F I T A B I L I T Y  OF M U L T I N A T I O N A L S
AND L OC A L  F IR MS IN LESS D E V E L O P E D  C O U N T R I E S

Wh i l e  some s c a t t e r e d  da t a  are a v a i l a b l e  on the p r o f i t a 
b i l i t y  of m u l t i n a t i o n a l  e n t e r p r i s e s  in less d e v e l o p e d  c o u n t r 
ies, there are r e l a t i v e l y  few studies w h i c h  try to s t a t i s t i 
cally an a l y s e  and exp l ai n  the c o m p a r a t i v e  p r o f i t a b i l i t y  of 
m u l t i n a t i o n a l s  and local firms.

In a s t a t i s t i c a l  a n a ly s i s of the p r o f i t  p e r f o r m a n c e  of
m u l t i n a t i o n a l  e n t e r p r i s e s  and n o n - m u 1 1 in ation a 1 e n t e r p r i s e s  in

31I n d i a  and C o l o m b i a ,  Lall and S t r e e t e n  (1977) gave a d e t a i l e d  
ac cou nt  of the c o m p a r a t i v e  p r o f i t a b i l i t y  of m u l t i n a t i o n a l s  and 
and local firms in less d e v e l o p e d  countri es . This study 
c om p ar e d  the p r o f i t a b i l i t y  of m u l t i n a t i o n a l s  and othe r firms, 
and f o r e i g n - a n d - 1 o c a 1 l y - c o n t r o 1 1 ed firms, for a s am ple  of 109 
m a n u f a c t u r i n g  firms - 53 in I n d i a  and 56 in C ol o m b i a ,  for the 
y ear  1968-69. A f t e r  an an al ys is of v a r i a n c e ,  the study c o n c l u 
ded that the d e c l a r e d  pro f it s  of m u l t i n a t i o n a l  e n t e r p r i s e s  
and n o n - m u 1 1 in ation a 1 e n t e r p r i s e s  "do no t d i f f e r  s i g n i f i c a n t l y  
from each othe r" , in e i t he r  of the less d e v e l o p e d  co u n tr i e s  
s t u d i e d ,

In C e n t r a l  A m e r i c a ,  two o the r stud ie s p r o d u c e d  resu lt s 
s i m i la r  to that of L all  and Streeten.

31. Lall, S., and P. St r e e t e n ,  F o r e i g n  I n v e s t m e n t ,  T r a n s 
n a t i o n a l s  and D e v e l o p i n g  C o u n t r i e s , M a c m i l l a n ,  Lo nd on , 
1977, c h a pt e r  6 .
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32R e s e n t h a l  (1973) rep orted:

"S ca n t  i n f o r m a t i o n  av a i l a b l e  from G u a t e m a l a ’s income 
tax office  and the I n d u s t r i a l  Su rve y of 1968 sugge sts  
that, if an yt hi ng,  ave r a ge  rates of re tu r n on d o m e s t i c  
i n d u s t r i a l  plan ts  w e r e  h i g h e r  than those for for e i g n  
plants. H o w e v e r ,  this very p r e l i m i n a r y  c o n c l u s i o n  
w a r r a n t s  f u r t h e r  study, e s p e c i a l l y  b e t w e e n  c o m p e t i n g  
plant s w i t h i n  the same e c o n o m i c  ac t i v i t y . "

3 3W i l l m o r e  (1976) c o m p a r e d  a sample  of 33 f o r e ig n  and 33 
m a t c h e d  local firms in C o s t a  R ica  for the fiscal year en di n g  
30th S e p t e m b e r  1971. The study found that f or e i g n  firms were  
no more p r o f i t a b l e  than the local firms.

34M a s o n  (1973) st u d i e d  o p e r a t i n g  c h a r a c t e r i s t i c s  of 14 
s u b s i d i a r i e s  of U.S. ba s e d  m u l t i n a t i o n a l s  and 14 clos ely  
m a t c h e d  local firms in the P h i l i p p i n e s .  A f t e r  p e r f o r m i n g  
t h e ‘W i l c o x o n  test, the study  r e j e c t e d  the h y p o t h e s i s  that 
the rates of r e tu r n  on total capital of the U.S. s u b s i d i a r i e s  
w ere  more  than those of the local firms.

35S h a r w a n i  (1976) e s t i m a t e d  the e x t en t  of i n d u s t r i a l  
c o n c e n t r a t i o n  in the m aj o r  m a n u f a c t u r i n g  i n d u s t r i e s  in 
P a k i s t a n  for the years 1967 to 1973, and a n a l y s e d  the e ff ect  
of c o n c e n t r a t i o n  on some s ta n d a r d  b e h a v i o u r a l  aspects of 
olig opo ly . An i m p o r t a n t  result  of this study  was that rates 
of pr o fi t s  in in d u s t r i e s  d o m i n a t e d  by m u l t i n a t i o n a l s  were  
lower than that of the i n d us t ri e s  d o m i n a t e d  by d o m e s t i c  
e n t e r p r i s e s .  S h a r w a n i ' s  find ing s in fact i m p l i e d  that the 
m u l t i n a t i o n a l  e n t e r p r i s e s  in P a k i s t a n  a p p e a r e d  less p r o f i t a b l e  
than th eir d o m e s t i c  c ou n t er par ts .

32. R e s e n t h a l ,  G . , The Role of P r i v a t e  F o r e i g n  I n v e s t m e n t  in 
the D e v e l o p m e n t  of the C e n tr a l  A m e r i c a n  C o m m o n  M a r k e t , 
( m i m e o ) , 1973, p . 126 (quoted in W i l l m o r e  (1976), op.cit.) .

33. W i l l m o r e  (1976), op.cit.
34. Mason,  R . H . , "Some O b s e r v a t i o n s  on the Ch oi c e  of T e c h n o 

logy by M u l t i n a t i o n a l  Firms in D e v e l o p i n g  C o u n t r i e s " ,
The R e v i e w  of E c o n o m i c s  and S t a t i s t i c s , 55, A u g u s t  1973, 
p p . 34 9- 35 5 .

35. S h a r w an i,  K., "Som e N e w  E v i d e n c e  on C o n c e n t r a t i o n  and 
P r o f i t a b i l i t y  in P a k i s t a n ' s  L a r g e - S c a l e  M a n u f a c t u r i n g  
I n d u s t r i e s " ,  P a k i s t a n  D e v e l o p m e n t  Re vi e w , A u t u m n  1976, 
p p .272-289.
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3 6 tN e w f a r m e r  and M ar s h  (1981) st ud ie d  m a r k e t  s t r u c t u r e  
and i n d u s t r i a l  p e r f o r m a n c e  in Brazil. A n a l y s i n g  data of over 
150 m u l t i n a t i o n a l  and B r a z i l i a n  e n t e r p r i s e s  in the e l e c t r i c a l  
i nd u st r y  for the years 1972 and 1974, the st udy found that 
B r a z i l i a n  e n t e r p r i s e s  w er e  c o m p a r a t i v e l y  mo r e p r o f i t a b l e  than 
the m u l t i n a t i o n a l  e n t e r p r i s e s .  The resul ts of the study w er e  
as f o i l o w s :

Ta ble 4.2
P r o f i t a b i l i t y  of M u l t i n a t i o n a l  and B r a z i l i a n  Firms,
Va ri o u s M e a s u r e s ,  1972 and 1974.

P r o f i t  M e a s u r e  B r a z i l i a n  Firms M u l t i n a t i o n a l s

(l )After tax e ar n i ng s  
on equi ty 20 . 6% 13.9%

(2 )Af te r tax e a rn i n g s  
on sales 6 . 8% 5 . 5%

(3 )Af te r tax ea r ni n g s  
on assets 9.6% 6 .6 %

(4 )Af te r tax ea r n i n g s
plus i n t e r e s t  on assets 14.0% 10. 7%

( 5)P r i c e - c o s t  m a r gi n s
(Sales - C os t s / S a l e s ) 12 . 1% 12 . 7%

N e w f a r m e r  and M a r s h  ran r e g r e s s i o n s  u s i n g  all five
m e a s u r e s  of p r o f i t a b i l i t y .  The fit of r e g r e s s i o n  eq u at i o ns
was s u b s t a n t i a l l y  b e t t e r  in the sales and a ss et m e a s u r e s  than

2m  the e q ui t y  me as u r e.  The R of the e q u a t i o n s  for the 
p r o f i t s / s a l e s  ra ng e d  from 0 .40  to 0.48  c o m pa r e d  wit h the 
range of 0 . 18  to 0.27 for the returns on equity. N e v e r t h e l e s s ,  
the res u lt s  were s u f f i c i e n t l y  c o n s i s t e n t  across all five 
mea su r e s.  L o o k i n g  at the b e t t e r  p r of i t p e r f o r m a n c e  of the 
B r a z i l i a n  firms c om p a r e d  to the m u l t i n a t i o n a l  firms, N e w f a r m e r  
and M a r s h  c o m m e n t e d  at the c o n c l u s i o n  of th ei r st udy that 
" . . . t r a n s f e r  p r i c i n g  may cloud the results".

The above fi ndings on the c o m p a r a t i v e  p r o f i t  p e r f o r m a n c e  
of m u l t i n a t i o n a l  and local e n t e r p r i s e s  c o n t r a d i c t  Ta priori*

36. N e w f a r m e r ,  R.S., and L.C. Marsh, " F o r e i g n  O w n e r s h i p ,
M a r k e t  S t r u c t u r e  and I n d u s t r i a l  P e r f o r m a n c e ,  B r az i l 's  
E l e c t r i c a l  I n d u s t r y " ,  J o u r n a l  of D e v e l o p m e n t  E c o n o m i c s , 
F e b r u a r y  1981, p p . 47-75.
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e x p e c t a t i o n s  that m u l t i n a t i o n a l s ,  b e c a u s e  of t hei r o l i g o p o l i s 
tic a d v an t a ge s,  sh o u ld  p r o d u c e  b e t t e r  p r o fi t  p e r f o r m a n c e  
than their local c o u n t e r p a r t s  in less d e v e l o p e d  countries.
But if one b e l i e v e s  that the p r o f i t a b i l i t y  of the a f fi l ia te s  
of m u l t i n a t i o n a l  e n t e r p r i s e s  is d e t e r m i n e d  in large part by 
the d egr ee  of c o m p e t i t i o n  in a m a r k e t  d e t e r m i n e d  by the level 
of m a r k e t  c o n c e n t r a t i o n ,  and the r e l a t i v e  m a r k e t  p o w e r  of 
the i n d i v i d u a l  firm, it b e c o m e s  d i f f i c u l t  to con c e i ve  that 
m u l t i n a t i o n a l s  in less d e v e l o p e d  cou n t ri e s  s h o u l d  not show 
b e t t e r  p r o f i t  p e r f o r m a n c e  than their local c o u n t e r p a t t s . 
H ow e v e r ,  the d i v e r g e n c e  of r e p o r t e d  p r o f i t s  f r o m  e x p e c t e d  
pr ofi t p e r f o r m a n c e  of m u l t i n a t i o n a l s  in less d e v e l o p e d  c o u n 
tries gives rise to a p o s s i b i l i t y  that the r e p o r t e d  p r of i t s
m i g h t  be dist ort ed.  In this c o nn e c ti on ,  N e w f a r m e r  and M u e l l e r

37 . . .(1975) , s t u d y i n g  the p e r f o r m a n c e  of m u l t i n a t i o n a l  e n t e r p r i 
ses in M e x i c o  and Br azil, stated:

"... E a r n i n g s  p e r f o r m a n c e  is d i f f i c u l t  to assess a c c u 
r a t e ly  us i n g  the r e p o r t e d  b a l a n c e  sh ee t and income 
a c c ou n t  items. E a r n i n g s  r e g i s t e r e d  in a f f i l i a te  
ac co u n t s  o f te n  do not r ef lec t the true rates of retur n  
to i n v e s t e d  equity. The first c at e g or y  of d i s t o r t i o n s  
arises in d i f f e r i n g  use and m a n i p u l a t i o n  of st a nd a r d  
a c c o u n t i n g  p r o c e d u r e s  common to all c o mpa nie s.  For 
exa mp l e,  s h i f t i n g  a c c o u n t i n g  te c hn i q u e s  for i n v e n t o r i e s ,  
d e p r e c i a t i o n ,  r e s e a r c h  and d e v e l o p m e n t ,  and a d v e r t i s i n g  
can d r a s t i c a l l y  affect e ar n i n gs  in a gi ve n year. B a s i 
cally, the l ar ger  the firm, the m or e leewa y there is 
for a c c o u n t i n g  m a n i p u l a t i o n .  In the case of MNCs, a 
se co n d c a te g o ry  of d i s t o r t i o n  arises fr om the p r a c t i c e  
of t r a n s f e r  p r i c i n g . . , . ”

4.6 C O N C L U S I O N

It has b e e n  argued  in the p r e s e n t  ch a p t e r  that co r p o r a t e  
p r o f i t a b i l i t y  is p o s i t i v e l y  r e l a t e d  wi t h  m a r k e t  share - i.e. 
the m u l t i n a t i o n a l  e n t e r p r i s e s  in less d e v e l o p e d  co un t r ie s ,  
b e i n g  p o s s e s s o r s  of la r g er  shares of p r o d u c t  m a rk e t s,  may be 
e x p e c t e d  to show h i g h e r  p r o f i t a b i l i t y  than th eir  local 
co un t e r p a r t s .  A n u m b e r  of e c o n o m i c  s tu die s h a v e  found that 
those i n d u s t r i a l  e n t e r p r i s e s  w h i c h  are r e s p o n s i b l e  for high  
m a r k e t  c o n c e n t r a t i o n ,  have h i g h e r  p r o f i t a b i l i t y .  E m p i r i c a l  
fi ndi ng s f r o m  a v a i l a b l e  s tud ies  show that the m u l t i n a t i o n a l

37. N e w f a r m e r  and M u e l l e r  (1975) , op.cit. , p . 89.
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en t e r p r i s e s  in less d e v e l o p e d  cou nt ri e s  tend to ac cou nt  for 
la rge r m a r k e t  shares and the r eb y  create h i g h e r  levels of 
m a r k e t  c o n c e n t r a t i o n ,  w h i c h  in turn seems to give these 
e n t e r p r i s e s  m o n o p o l i s t i c  or o l i g o p o l i s t i c  m a r k e t  a d v a n t a g e s  
to earn h i g h e r  rates of return. In many less d e v e l o p e d  
cou nt r i es  one or two m u l t i n a t i o n a l s  d o m i n a t e  the m a r k et s  of 
p a r t i c u l a r  p r odu cts . On the basis of the e m p i r i c a l  e v i d e n c e  
on hi g h  m a r k e t  share of m u l t i n a t i o n a l  e n t e r p r i s e s  it was 
p r e d i c t e d  that these e n t e r p r i s e s  shoul d h av e su p e ri o r  p r o f i t  
p e r f o r m a n c e  than their local c o u n t e r p a r t s  in less d e v e l o p e d  
countries. M o r e o v e r ,  m u l t i n a t i o n a l  e n t e r p r i s e s  h a v i n g  w o r l d 
wi de  p r o d u c t i o n  f a c i l i t i e s  and s t r o n g e r  e c o n o m i c  and 
m a n a g e r i a l  r e s o u r c e s  than their local c o u n t e r p a r t s  in a host  
less d e v e l o p e d  country, may be p r e d i c t e d  to ha ve  h i g h e r  
p r o f i t a b i l i t y .

The e m p i r i c a l  find in gs f ro m  a va i l a b l e  s t udi es i nd i c at e  
that there is h a r d l y  any d i f f e r e n c e  b e t w e e n  the p r o f i t a b i l i t y  
of m u l t i n a t i o n a l s  and their local c o u n t e r p a r t s  in less 
d e v e l o p e d  co un tr ies . This sug g e st s  that the r e p o r t e d  p r o f i t  
p e r f o r m a n c e  of m u l t i n a t i o n a l  e n t e r p r i s e s  in less d e v e l o p e d  
co unt r ie s  m i g h t  w e l l  be di st o rt e d . T h e r e  m ay  be var i o us  
i n c e n t i v e s  for such d is t o rt i o ns .  The p r e s e n t  study w i l l  
ex ami ne  some p o s s i b l e  ways and means of, and i n c e n t i v e s  for, 
the p o s s i b l e  d i s t o r t i o n s  in r e p o r t e d  p r o f i t  p e r f o r m a n c e  of 
m u l t i n a t i o n a l s  in less d e v e l o p e d  countries.
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c h a p t e r  f i v e

Reporting Profit Performance : Problem Areas

5.1 I N T R O D U C T I O N

" O r d i n a r i l y ,  the fi rm  is not i n f o r m a t i o n a l l y  open to the 
rest of the e c o n o m y  vi a di re c t o b s e r v a t i o n .  R a th e r , it 
is open p r i m a r i l y  vi a the (accoun ti ng)  i n f o r m a t i o n  it 
c o m m u n i c a t e s  in its e x t e r n a l  repo rt s, so that muc h of 
wh at  the firm's e c o n o m i c  e n v i r o n m e n t  'knows' about the 
firm's o p e r a t i o n s  depends upon how the f i r m  d e s c r i b e s  
them in its e x t e r n a l  reports. In fact, m u c h  of w h a t  the 
ec o n o m y  'knows' about its own f u n c t i o n i n g  (thro ug h its 
m a c r o - e c o n o m i c  accounts) also depe nds  upon the firm's 
e x t e r n a l  repor ts . For this reason, a p p r o p r i a t e  f i n a n c i a l  
d i s c l o s u r e  as w e ll  as the a c c o u n t i n g  s t a n d a r d s  to wh i c h  
the f i n a n c i a l  repo rt s shall c o n f o r m  is an i m p o r t a n t  
(social) r e q u i r e m e n t , "

- P r a k a s h  and R a p p a p o r t  (1977)^

It n eed s no j u s t i f i c a t i o n  to state that a c c o u n t i n g  
re po r ts  act as a b r i d g e  b e t w e e n  the f ir m and the p a rt i e s i n t e 
re st e d in the firm's o p e r a t i o n  and p e r f o r m a n c e .  H ow e v e r ,  the 
ex ten t of d e p e n d e n c e  on the p u b l i s h e d  a c c o u n t i n g  repo rts  by 
i n t e r e s t e d  p a r t i e s  (user groups) for t he ir d e c i s i o n  m a k i n g  is 
su bj e ct  to q u a l i f i c a t i o n s .  D i f f e r e n t  users may used p u b l i s h e d  
a c c o u n t i n g  data in di f f e r e n t  wa ys, or some users un d e r cer t ai n  
c o n d i t i o n s  (e.g. in an e f f i c i e n t  m a r k e t  ) may get little 
us efu l i n f o r m a t i o n  f r o m  these p u b l i s h e d  ac counts. Still p u b l i 
shed a c c o u n t i n g  repo rt s are v i e w e d  as the m os t  form al  source 
of i n f o r m a t i o n  about  the p e r f o r m a n c e  of a b u s i n e s s  en te rpr is e.  
P r o b a b l y  this is wh y m os t  of the e c o n o m i c  s t u di es  on p r o f it
p e r f o r m a n c e  of e n t e r p r i s e s  are c o n d u c t e d  on the basis of

3i n f o r m a t i o n  p u b l i s h e d  in a c c o u n t i n g  repo rts , and the findi ng s

1. P r a k a s h ,  P., and A. R a p p a p o r t ,  " I n f o r m a t i o n  I n d u c t a n c e
and its S i g n i f i c a n c e  for A c c o u n t i n g " ,  A c c o u n t i n g ,  O r g a n i s a 
tions and S o c i e t y , V o l . 2, 1977, p . 35.

2. See wo r k s  u n d e r t a k e n  on the E f f i c i e n t  M a r k e t  H y p o t h e s i s ,e .g .
Ball, R., and P. Brown, "An E m p i r i c a l  E x a m i n a t i o n  of
A c c o u n t i n g  Incom e N u m b e r s " ,  J o u r n a l  of A c c o u n t i n g  R e s e a r c h ,
6 , 1968, pp. 159-177. Ball and Brown, and s u b s e q u e n t l y  others 
s u g g e s t e d  that that annual e ar n i n g s  n u m b e r s  in p u b l i s h e d  
a c c o u n t s  p r o v i d e  r e l a t i v e l y  little u n a n t i c i p a t e d  i n f o r m a 
tion to (effi ci ent ) m a r k e t  p a r t i c i p a n t s .

3. For e xa m pl e ,  all the studies on p r o f i t  p e r f o r m a n c e  of m u l t i 
n a t i o n a l s ,  cited in c ha p t e r  4, used published' accounts.
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of such stu d ie s  are d e t e r m i n e d  u l t i m a t e l y  by the r e l i a b i l i t y  
or w e a k n e s s  of these  p u b l i s h e d  data. B es i d e s  m e a s u r i n g  and 
a n a l y s i n g  p r o f i t  p e r f o r m a n c e ,  other m e a s u r e m e n t s  of e n t e r p r i s e  
p e r f o r m a n c e  are made us in g dat a in p u b l i s h e d  c o r p o r a t e  
a c c o u n t i n g  repor ts ; and these are also s u s c e p t i b l e  to the 
li m i t a t i o n s  of p u b l i s h e d  a c c o u n t i n g  data.

5.2 P O T E N T I A L  L O O P H O L E S  OF A C C O U N T I N G  R E P O R T S

A l t h o u g h  data p u b l i s h e d  in a c c o u n t i n g  r e p o r t s  are used 
for var i o u s b u s i n e s s  p e r f o r m a n c e  m e a s u r e m e n t s ,  the e f f i c a c y  of 
all such m e a s u r e m e n t s  depends on the p r o x i m i t y  of the r e p o r 
ted e n t e r p r i s e  p e r f o r m a n c e  to actual p e r f o r m a n c e .  It s hou ld  
be b orn e in mind that ’actual p e r f o r m a n c e 1 is a vague  term, 
since d e t e r m i n i n g  the actual re qu ir e s a c r i t e r i o n  to judge 
ac tu a l it y ;  and in the a c c o u n t i n g  l i t e r a t u r e  there seems to 
h av e  b e en  c o n s i d e r a b l e  c o n t r o v e r s y  about such a cr it er i o n.  
There are d i f f e r e n t  a c c o u n t i n g  t r e a tm e n ts  of a p a r t i c u l a r  
t r a n s a c t i o n ,  and there are ar gu men ts and c o u n t e r  a rg um e nt s  for 
and ag a i n s t  each of t h e t r e a t m e n t s . The a l t e r n a t i v e  t r ea t m e n t s  
can p r o d u c e  quite d i f f e r e n t  i n d i c a t i o n s  of e n t e r p r i s e  p e r f o r 
mance. T h e r e f o r e ,  in st e a d of lo o k i n g  for an o v e r r i d i n g  c r i t e 
rion to judge  a c tu al e n t e r p r i s e  p e r f o r m a n c e ,  one ne ed s to 
i de n t if y  ce r t a i n  s t a n d a r d  a c c o u n t i n g  t r e a t m e n t s  those wo u l d  
pr o d u c e  a r a t i o n a l  (a pr ox y  of actual) e n t e r p r i s e  p e r f o r m a n c e  
under given co ndi t i on s .

A c c o u n t i n g  t r e a t m e n t s  (which will he n c e  fo rt h be termed 
a c c o u n t i n g  pol ic ie s )  ch os en  by a p a r t i c u l a r  e n t e r p r i s e  can 
be ch e c k e d  a g a i n s t  s t a n d a r d  a c c o u n t i n g  p o l i c i e s  in order to 
find out w h e t h e r  or n o t  the p a r t i c u l a r  e n t e r p r i s e  has a t t e m p 
ted to r e p or t  b u s i n e s s  p e r f o r m a n c e  d i f f e r e n t l y  from w h a t  
sh ou l d ha v e  be e n  r a t i o n a l l y  rep orted. If a t e n d e n c y  to de v ia te  
from the use of s t a n d a r d  a c c o u n t i n g  p o l i c i e s  is ob se r ve d ,  it 
w o u l d  i n d i c a t e  that the p a r t i c u l a r  e n t e r p r i s e  mi g ht  have 
m a n i p u l a t e d  a c c o u n t i n g  p o l i c i e s  to r ep ort  a d i s t o r t e d  pr of i t  
p e r f o r m a n c e .  A c c o u n t i n g  p o l i c y  m a n i p u l a t i o n  ma y r esu lt in 
r e p o r t i n g  a p r o f i t  p e r f o r m a n c e  m o r e than or less than the
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actual p r o f i t  p e r f o r m a n c e .  The d i r e c t i o n  of p r o f i t  d i s t o r 
tions can be a s s e s s e d  only th r o u g h  f ur t h e r  s c r u t i n y  
i n v o l v i n g  a d e t a i l e d  i n v e s t i g a t i o n .

An e n t e r p r i s e  wh i c h  is c o n t e m p l a t i n g  r e p o r t i n g  its b u s i 
ness p e r f o r m a n c e  in an a m b i g u o u s  way may also m a n i p u l a t e  
" a c c o u n t i n g  inp u t s"  in ad d i t i o n  to or i r r e s p e c t i v e  of the 
m a n i p u l a t i o n  of a c c o u n t i n g  pol icies. A c c o u n t i n g  inputs, here, 
de no t e those a c c o u n t i n g  n u m b e r s  w h i c h  are used to p re p ar e  
c o r p or a te  f i n a n c i a l  sta te me nt s , Tor e xa m p l e ,  if an e n t e r p r i s e  
inflates one or mo r e m a j o r  e x p e n d i t u r e  items such that no 
audit o b j e c t i o n  can be made a g ai n st  such a p r a c t i c e ,  its 
ul ti m a t e  eff e ct  w i l l  be to reduce  r e p o r t e d  pr o fi t .  D e f l a t i o n  
of i nc ome  item(s) also is li ke ly  to pr o d u c e  a r e d u c e d  p r o fi t  
figure. S i m i l a r l y  p r o f i t  f igu res  could be i n c r e a s e d  by d e f l a 
ting e x p e n d i t u r e  items an d / or  i n f l a t i n g  in co m e items.
A l t h o u g h  the m a n i p u l a t i o n  of a c c o u n t i n g  inputs i n v o lv e  i n f l a 
tion or d e f l a t i o n  of the items of incom e or e x p e n d i t u r e ,  e.g. 
p u r c h a s e s ,  sales, etc.; the in c re a s e  or d e c r e a s e  of such 
items ne ed s to be s u p p o r t e d  by v a l i d  inv o i ce s  or vo uc hers. 
" F i d d l i n g "  of a c c ou n t s does not fall u n d e r  this purview.

The a c c o u n t i n g  input m a n i p u l a t i o n  p r o c e s s  ma y w o r k  more  
e asi ly  in those cases w h e r e  the p a r t i c u l a r  incom e or e x p e n 
di tur e items are the di re ct resul ts of t r a n s a c t i o n s  b e t w e e n  
e n t e r p r i s e s  h a v i n g  a p r o p r i e t a r y  r e l a t i o n s h i p .  Whe n two 
r e l a t e d  e n t e r p r i s e s  t r a n s a c t  b e t w e e n  t h e m s e l v e s ,  o v e r - c h a r g i n g  
or u n d e r - c h a r g i n g  for the t r a n s a c t i o n  by one e n t e r p r i s e  may 
re su l t in a p r of i t d e c r e a s e  or a p r o fi t  i n c r e a s e  r e s p e c t i v e l y  
in the ot h e r  e n te r p r i s e .  H o w e v e r ,  the a c c o u n t i n g  input 
m a n i p u l a t i o n  p r a c t i c e  ma y be su bj e c t to inter alia t a x a t i o n  
ef fe c t s in both the e n t e r p r i s e s .  In the case of a t r a n s a c t i o n  
b e t w e e n  two r e l a t e d  e n t e r p r i s e s  the ov e r a l l  p r o f i t s  of the 
owners (owners of bo th  the e n t e r p r i s e s  b e i n g  the same) may 
be i n c re a s ed .  In this way w h i l e  the o v e r a l l  p r o f i t s  of a 
m u l t i n a t i o n a l  e n t e r p r i s e  can be i n cr e a s e d ,  the p r of i t  p e r f o r 
m anc e of i n d i v i d u a l  s u b s i d i a r i e s  can be r e g u l a t e d  by s h i f t i n g  
p ro f it s  f r o m  one s u b s i d i a r y  to another. But d i s t o r t i o n  of the
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r e p o r t e d  p r o f i t  p e r f o r m a n c e  of an e n t e r p r i s e  t h r ou g h  
a c c o u n t i n g  input  m a n i p u l a t i o n  may not be p o s s i b l e  in cases 
w her e t r a n s a c t i o n s  take place only with the u n r e l a t e d  part ie s;  
in such cases p r o fi t s  w ill  be shi f t ed  o u t s i d e  the o r g a n i s a t i o n ,  
thus e f f e c t i n g  an ov e r a l l  loss for the o r g a n i s a t i o n .

M u l t i n a t i o n a l  e n t e r p r i s e s  of te n t r a n s f e r  goods and 
se rv i c es  b e t w e e n  r e l a te d parties. The p r i c i n g  of these ’i n t r a 
g r o u p ’ t r a n s a c t i o n s  is kn o w n  as " t r a n s f e r  pr i c i n g " .  In m u l t i 
n a t i o n a l  e n t e r p r i s e s ,  the p ro c es s  of a c c o u n t i n g  input m a n i p u 
lati on takes the shape of t r a n s f e r  pr ic e  m a n i p u l a t i o n .  The
a v a i l a b l e  l i t e r a t u r e  i n d i c a t e s  that m u l t i n a t i o n a l  e n t e r p r i s e s

4resort to t r a n s f e r  price  m a n i p u l a t i o n s .  T r a n s f e r  p r i c i n g  in a 
m u l t i n a t i o n a l  e n t e r p r i s e  is o p e r a t e d  and c o o r d i n a t e d  so 
t i g h tl y  that it may be ve r y  d i f f i c u l t  (and some times i m p o s s i 
ble) to d e t e c t  any m a n i p u l a t i o n  wi th  the he l p  of g e n e r a l l y  
p r a c t i s e d  audi t pr o c e d u r e s .

5.3 M U L T I N A T I O N A L  E N T E R P R I S E S  IN LESS D E V E L O P E D  
C O U N T R I E S  - M A N I P U L A T I O N S  IN A C C O U N T S

It follo ws  f r o m  the above that a m u l t i n a t i o n a l  e n t e r p r i s e  
may, if it w i s h e s ,  show a p a r t i c u l a r  r e s u l t  in its a c c o u n t i n g  
rep or t s w i t h o u t  go i n g ou t s i d e  p r e s c r i b e d  g e n e r a l l y  a c c e p t e d  
a c c o u n t i n g  rules. Thus if the users of a c c o u n t i n g  repor ts  do 
not have access to inside i n f o r m a t i o n ,  there is the p o s s i b i 
lity that they may not be able to p r o p e r l y  asse ss  the p e r f o r 
m a n c e  of a m u l t i n a t i o n a l  e n t e r p r is e .  This p o s s i b i l i t y  may be 
even gr e a t e r  in case of m u l t i n a t i o n a l  e n t e r p r i s e s  in less 
d e v e l o p e d  c o un tr i es  m a i n l y  b e c a u s e  of:

5(i) the lack of a c c o u n t i n g  s t a n d a r d s ,  and
(ii) the s h o r t c o m i n g s  of g o v e r n m e n t  a u t h o r i t i e s  to 

con tr o l t r a n s f e r  pr ic e m a n i p u l a t i o n s .6

4. For a s u r v e y  of l i t e r a t u r e  on t r a n s f e r  pr i c e m a n i p u l a t i o n s ,  
see: c h a p t e r  10 of the p r e s e n t  study.

5. F o r  a d i s c u s s i o n  on the i n c e n t i v e s  for a c c o u n t i n g  po l i cy  
m a n i p u l a t i o n s  and on the lack of a c c o u n t i n g  st a n da rd s  in 
less d e v e l o p e d  c o u nt ri e s,  see: c ha pt e r 6 of the p r e se n t  
study.

6 . For a d i s c u s s i o n  on t ra n s f e r  p ric e m a n i p u l a t i o n s  and on
the ge n e r a l  w e a k n e s s  of c on t r ol  m e c h a n i s m  in less d e v e l o p e d  
c o u nt r i es , see: ch ap te r 7 of the p r e s e n t  study.
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The E c o n o m i s t  ma g a z i n e ,  w h i l e  e v a l u a t i n g  the ac ti v it i e s  
of m u l t i n a t i o n a l  e n t e r p r i s e s  in less d e v e l o p e d  c o u nt r ie s ,  
co mm e n te d :

"It fi dd les  its accounts. It avoids or evades its 
taxes, It rigs i n t r a - c o m p a n y  t ra n s fe r prices.

. N o b o d y  can contr ol  it. . . . Let it b l o o d y
w el l  go home ."

Such a l l e g a t i o n s  aga i n st  the m u l t i n a t i o n a l  e n t e r p r i s e s  o p e r a 
ting in less d e v e l o p e d  c ou n t ri es  are commo n in the literat ur e.  
If these a l l e g a t i o n s  are correct, the e x t e r n a l  a c c o u n t i n g  
reports of the m u l t i n a t i o n a l  e n t e r p r i s e s ,  p a r t i c u l a r l y  those 
o p e r a t i n g  in less d e v e l o p e d  co un tr ies , may not be a c o m p l e t e l y  
rel ia b le  guide to the a s s e s s m e n t  of real b u s i n e s s  p e r f o r m a n c e .  
T h e r e f o r e ,  the d e c l a r e d  p r o f i t s  of the m u l t i n a t i o n a l  e n t e r 
prises in less d e v e l o p e d  co un tr ies  can be of l i m i t e d  use in \ 
e v a l u a t i n g  the p e r f o r m a n c e  of these e n t e r p r i s e s .  A c o m p r e h e n 
sive study is, th ere fo r e,  n e c e s s a r y  to e x a m i n e  w h e t h e r  or no t  
a l l e g a t i o n s  of the above k i nd  are true. A p o s s i b l e  s t a r t i n g  
po in t  for such a st u dy  ma y be found  in the " p o t e n t i a l  
l o o p h o le s of a c c o u n t i n g  repo rt s" d i s c u s s e d  in the p re v i o u s  
sec ti o n of the p r e s e n t  chapter. Two p o t e n t i a l  areas of a c c o u n 
ting m a n i p u l a t i o n ,  viz. m a n i p u l a t i o n  of a c c o u n t i n g  p o l i c i e s  
and m a n i p u l a t i o n  of t r a n s f e r  pr i ce s ,  may be s t u d i e d  by the 
e x a m i n a t i o n  of h y p o t h e s e s  c o n c e r n i n g  a c c o un t s  m a n i p u l a t i o n s  by 
m u l t i n a t i o n a l s  o p e r a t i n g  in less d e v e l o p e d  count ri es.

5.4 H Y P O T H E S E S  OF THE P R E S E N T  STUDY

The p r e s e n t  study a t te m p ts  to e v a l u a t e  the pr o b l em s  of 
m e a s u r i n g  the p r of i t  p e r f o r m a n c e  of m u l t i n a t i o n a l  e n t e r p r i s e s  
in less d e v e l o p e d  countries. The subj ec t m a t t e r  of the 
p r e s e n t  st udy has been d e c i d e d  on the basis of an 'a p r i o r i ’ 
b e l i ef  that m u l t i n a t i o n a l  e n t e r p r i s e s  o p e r a t i n g  in less d e v e l o 
ped c o u n t ri e s  do not b e h a v e  in the same m a n n e r  so far as the 
r e p o r t i n g  of p r o f i t  p e r f o r m a n c e  is co n ce r n e d ,  as the loca ll y  
o wne d e n t e r p r i s e s .  The f o u n d a t i o n  of this 'a. priori' b e li e f  
lies in the e m p i r i c a l  e vi d en ce  on the d i v e r g e n c e  of the 
r e p o r t e d  p r o f i t  p e r f o r m a n c e  of. the m u l t i n a t i o n a l s  in

7. The E c o n o m i s t  (London), J a n u a r y  24, 1976, p . 6 8 .
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less d e v e l o p e d  c ou nt r ie s  f r o m  their e x p e c t e d  p r o f i t a b i l i t y .
In c h a pt e r  4 of the p r e s e n t  study, it was s u g g e s t e d  that 
the m o n o p o l i s t i c  or o l i g o p o l i s t i c  m a rk e t a d v a n t a g e s  en jo yed  
by m u l t i n a t i o n a l s  in less d e v e l o p e d  co u n t r i e s  lead to the 
p r e d i c t i o n  that these e n t e r p r i s e s  s ho uld  ha v e  b e t t e r  profit  
p e r f o r m a n c e  than their local c o u n t er p a rt s .  But the ab se nce  of 
any e v i d e n c e  in the l i t e r a t u r e  on such a s u p e r i o r  p r o f i t a b i 
lity of m u l t i n a t i o n a l s  raises the p o s s i b i l i t y  that 
m u l t i n a t i o n a l s  in less d e v e l o p e d  co unt ri e s m i g h t  tend to 
dis tor t r e p o r t e d  pr of i t p e r f o r m a n c e  through m a n i p u l a t i o n  of 
their ac co unts. This p o s s i b i l i t y  can be e x a m i n e d  wi t h the 
he lp  of the f o l l o w i n g  h y p o t h e s e s :

H y p o t h e s i s  1: M u l t i n a t i o n a l  e n t e r p r i s e s  in less d e v e l o p e d
c o u nt r i es  m a n i p u l a t e  a c c o u n t i n g  p o l i c i e s  
in or d er  to u n d e r s t a t e  r e p o r t e d  profi t 
per f orman c e .

H y p o t h e s i s  2: M u l t i n a t i o n a l  e n t e r p r i s e s  in less d e v e l o p e d  
c ou n tr i e s m a n i p u l a t e  t r a n s f e r  pr i ce s  in 
order to u n d e r s t a t e  r e p o r t e d  pr o fi t  
pe rf o rman c e .

5.5 C O N C L U S I O N

It has b e e n  ar gu e d in the pr e s e n t  ch a p t e r  that p o s s i b l e  
m a n i p u l a t i o n s  in c o r p o r a t e  a c co un t s may p r e s e n t  a d i s t o r t e d  
p i c t u r e  about the p r o f i t  p e r f o r m a n c e  of an e n t e r p r i s e ,  and 
the e x t e r n a l  users of a c c o u n t i n g  re po rt s may be m i s l e d  by the 
p u b l i s h e d  a c c o u n t i n g  nu m b e r s  in their a t t e m p t s  to assess the 
p e r f o r m a n c e  of that p a r t i c u l a r  en t e r p r i s e .  The p o s s i b i l i t y  
of a cc o u n t s  m a n i p u l a t i o n  in m u l t i n a t i o n a l  e n t e r p r i s e s  o p e r a t i n g  
in less d e v e l o p e d  c o u n t r ie s  seems to pose p r o b l e m s  to the 
m e a s u r e m e n t  of t he ir p e r f o r m a n c e .  P a r t i c u l a r l y ,  the m e a s u r e m e n t  
of c o m p a r a t i v e  p e r f o r m a n c e  of the m u l t i n a t i o n a l s  and of the 
local e n t e r p r i s e s  may be dif fi c ul t.  T h e r e f o r e ,  it is i m p o rt a n t  
to u n d e r s t a n d  w h e t h e r  or not m u l t i n a t i o n a l  e n t e r p r i s e s  in 
less d e v e l o p e d  c o u n tr i es  r e al l y  re s o rt  to the p o s s i b l e  ways 
and me an s of m a n i p u l a t i o n  in or de r to d i s t o r t  their r e p o r t e d  
p ro f i ts ,  and if so w h e t h e r  they re s o rt  to a c c o u n t i n g  po li c y  
m a n i p u l a t i o n  a n d/ o r t r a n s f e r  p ric e m a n i p u l a t i o n .  The two 
h y p o t h e s e s  b u i l t  in the p re s e n t  chapter, are d e v e l o p e d  f u rt h e r  
in the f o l l o w i n g  two chapters.
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C H A P T E R  SIX
Accounting Policy Manipulation Hypothesis

6.1 I N T R O D U C T I O N

In v ie w  of the i n c r e a s i n g  i m p o r ta n c e of a c c o u n t i n g  r e p o 
rts as a s o urc e of c o rp o r at e  in f o r m a t i o n ,  p o l i c y  m a ke r s  in 
a c c o u n t i n g  have in re ce nt  years  b ee n s e r i o u s l y  c o n c e r n e d  w it h  
the s t a n d a r d i s a t i o n  of a c c o u n t i n g  po licies. The terms 
’a c c o u n t i n g  p o l i c i e s ' ,  ' a c c o u n t i n g  pr i n c i p l e s '  and ' a c co un t in g  
tech niq ue s'  have bee n used i n t e r c h a n g e a b l y  in the a c c o u n t i n g  
lit er a tu r e , and this p r a c t i c e  is f o l l o w e d  in the p r e s e n t  study. 
Th ese  terms r e fe r to the ways of t r e a t i n g  a c c o u n t i n g  events 
(tr ans ac ti o n s)  in the bo ok s of account. G e n e r a l l y  a c c e p t e d  
a c c o u n t i n g  p r i n c i p l e s  allow a l t e r n a t i v e  t r e a t m e n t s  of se v er a l  
types of a c c o u n t i n g  events. L a c k  of a s p e c i f i c  s t a n d a r d  p o li c y  
for t r e a t i n g  a p a r t i c u l a r  t r a n s a c t i o n  leads to m e a s u r e m e n t  
rules such that two co mpa n i es  in the same i n d u s t r y  h a v i n g  
i d e n t i c a l  e c o n o m i c  h i s t o r i e s  may report quite d i f f e r e n t  b u s i 
ness p e r f o r m a n c e s .

It is n o w  w i d e l y  r e c o g n i s e d  in the a c c o u n t i n g  l i t e r a t u r e  
that p r of i t p e r f o r m a n c e  of a co m p a n y  may be g r e a t l y  i n f l u e n c e d  
by the choice of a l t e r n a t i v e  a c c o u n t i n g  p ol ic i es .  C ha m b e rs  
( 1 9 6 6 ) ^ c a l c u l a t e d  that it is p o s s i b l e  to re po r t a g ive n firm's 
income as any one of 30 m i l l i o n  figures, all d e t e r m i n e d  a c c o r 
ding to g e n e r a l l y  a c c e p t e d  a c c o u n t i n g  p r i n c i p l e s .  E v e n  if 
C h a m b e r ' s  c a l c u l a t i o n  is only p a r t i a l l y  c or rec t,  this d r a m a t i c  
v ie w  su gg es ts that the g e n e r a l l y  a c c e p t e d  a c c o u n t i n g  p r i n c i p l e s  
al low e n t e r p r i s e  m a n a g e m e n t  to choose p a r t i c u l a r  a c c o u n t i n g  
po li c ie s  in or der  to repo rt  b u s i n e s s  p e r f o r m a n c e  at a des i re d  
level; i.e. r e p o r t e d  p r o f i t  may be d i s t o r t e d  by the choice of 
a p p r o p r i a t e  a c c o u n t i n g  po licies.

T h e o r e t i c a l l y ,  any e n t e r p r i s e  could p r o d u c e  p a r t i c u l a r  
p r o f it  figu res  in its p u b l i s h e d  a c c o u n t i n g  re ports. But in 
p r a c t i c e ,  it seems u n l i k e l y  that an e n t e r p r i s e  m a n a g e m e n t

1. Ch a m be r s , R.J., "A M a t t e r  of P r i n c i p l e " ,  The A c c o u n t i n g  
R e v i e w , 41, J u ly  1966, p p . 443-457.
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w o u l d  p r o d u c e  s p e c i f i c  p r o f i t  figures w i t h o u t  ge nu ine  e c o n o m i c  
reasons. An u n d e r s t a n d i n g  of w hy  an e n t e r p r i s e  mi g h t  be m o t i 
va t e d  to ch oos e p a r t i c u l a r  a c c o u n t i n g  p o l i c i e s  to i n f l u e n c e  
the level of its b u s i n e s s  p e r f o r m a n c e  is c r uci al  to any study 
of a c c o u n t i n g  p o l i c y  m a n i p u l a t i o n .  In the p r e s e n t  chapter, an 
attem pt is made to de v el op  a h y p o t h e s i s  c o n c e r n i n g  p o s s i b l e  
a c c o u n t i n g  p o l i c y  m a n i p u l a t i o n s  by m u l t i n a t i o n a l  e n t e r p r i s e s  
in less d e v e l o p e d  co u n tr i e s,  and this is done t hr oug h an 
analy sis  of the e c o n o m i c  in c e n t i v e s  for a c c o u n t i n g  p oli cy  
man ipulat i o n .

6.2 E C O N O M I C  I N C E N T I V E S  FOR A C C O U N T I N G
P O L I C Y  C HOI CE : Pa st  Stud ies

C o n v e n t i o n a l l y ,  c o r p o r a t e  f i n a nc i a l  s t a t e m e n t s  are 
r e g a r d e d  as the re su lt  of a t wo - s t a g e  pro cess. M a n a g e m e n t  p r e 
pares the f i n a n c i a l  s t a t e m e n t s  and c e r t i f i e d  (public) a c c o u n 
tants v e r i f y  w h e t h e r  or n ot they have bee n p r e p a r e d  a c c o r d i n g  
to the g e n e r a l l y  a c c e p t e d  a c c o u n t i n g  rules. M a n a g e m e n t ,  
th ere fo re,  w i t h i n  limits, selects the a c c o u n t i n g  po lic ie s.
Why the m a n a g e m e n t  w o u l d  p r e f e r  one p a r t i c u l a r  a c c o u n t i n g  
p o l i c y  (policies) i n s t e a d  of an a l t e r n a t i v e  p o li c y  (policies) 
in t r e a t i n g  a p a r t i c u l a r  a c c o u n t i n g  event? This q u e s t i o n  has 
b een  the s u b j e c t - m a t t e r  of r e s e a r c h  over a long period. 
A l t h o u g h  it is d i f f i c u l t  to say w h e t h e r  such r e s e a r c h  has p r o 
du ced  c o n c l u s i v e  resu lts , a br i e f  review  of some c o n c l u s i o n s  
w h i c h  s e e m  to be of i m p o r t a n c e  to the p r o b l e m  c o n s i d e r e d  in 
the p r e s e n t  study, is given below.

Some s t ud i e s c o n d u c t e d  in the early six t i es  h e l p e d  to 
devel op a b e l i e f  am on g some r e s e a r c h e r s  that a c c o u n t i n g  p o l i 
cies are m a n i p u l a t e d  by e n t e r p r i s e  m a n a g e m e n t  in or de r to 
M smooth" c o r p o r a t e  income. " I n c o m e  S m o o t h i n g "  d e no t es  r e p o r 
ting e n t e r p r i s e  in com e (by m a n i p u l a t i o n  of a c c o u n t i n g  p o l i 
cies) in such a w ay  that year to year f l u c t u a t i o n s  in annual 
income  n u m b e r s  are not e v i d e n t  in the f i n a n c i a l  stat em ent s.

2J a c o b s e n  (1963) i n v e s t i g a t e d  the i n t e r n a l  recor ds  of 28

2. J a c o b s en , L.E., "The Ri se  of Pr of i t  D e f e r r a l  N o t i o n " ,  
The A c c o u n t i n g  Revie w, 38, A p r i l  1963, p p . 285 -292,
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firms and c o n c l u d e d  that 21 of the 28 a c c o u n t i n g  p oli cy  chan-
3ges i n c r e a s e d  r e p o r t e d  income. Li nd h e (1963) found that 317

of 450 large firms cha n ge d  to the a c c e l e r a t e d  m e t h o d  of
d e p r e c i a t i o n  in the first y ea r of their e l i g i b i l i t y  for tax

4purpo ses . S o r t e r  et a l . (1964) sough t to e x p l a i n  L i n d h e 1s
f ind in gs  as ot h e r  than d e l i b e r a t e  in co me  s m o o t h i n g  attempts.

5A r c h i b a l d  (1967) c o n t i n u e d  the i n v e s t i g a t i o n  of d e p r e c i a t i o n  
c hanges and found, inter alia, that 22 of the 55 firms w h i c h  
c ha n g ed  first to a c c e l e r a t e d  and then to s t r a i g h t - l i n e  d e p r e 
cia ti o n had i nc ome  d e c r e a s e s  in the y ea r of s w i t c h - b a c k ,  and 
that most of the changes i n c r e a s e d  income. S p r o u s e  (1967)^ 
c r i t i c i s e d  A r c h i b a l d ’s f i n di n g s as an u n c o n t r o l l e d  e x pe r i m e n t .  
Bird ( 1 9 6 9 ) ^ r e d i g n e d  the e x p e r i m e n t  and c o n c l u d e d  that c o m p a 
nies w i t h  d e c r e a s i n g  income  are more likely  to effe ct a c c o u n 
ting changes w h i c h  i n c r e a s e  inco me  than are c o m p a n i e s  w i t h  
i n c r e a s i n g  income.

g
G o r d o n  (1964) in a s e m in a l  article, first a t t e m p t e d  to 

th eo r is e  " i n c o m e  s m o o t h i n g "  b e h a v i o u r  of e n t e r p r i s e s  as 
f o 1 l o w s :

" P r op o s  it ion 1 : The c r i t e r i o n  a c o r p o r a t e  m a n a g e m e n t
uses in s e l e c t i n g  am on g a c c o u n t i n g  p r i n c i p l e s  is the 
m a x i m i s a t i o n  of its ut i l i t y  or w e l f a r e .  W h e t h e r  or not 
a m a n a g e m e n t  sh ou l d be so m o t i v a t e d  is a v al ue j u d g e m e n t  
that n e e d  n ot  co nc ern  us here.

P r o p o s i t i o n  2 : The u t i l i t y  of a m a n a g e m e n t  i n c re a s es
w i t h  (1 ) its job s e cu r i ty ,  wi t h  (2) the level and rate of

3. Li n d h e ,  R., " A c c e l e r a t e d  D e p r e c i a t i o n  for I n c o m e  Tax  
P u r p o s e s  - A Study of the D e c i s i o n  and Some Firms Who Ma de  
It", J o u r n a l  of A c c o u n t i n g  R e s e a r  ch , 1 ,A u t u m n  1963 , pp.139-48.

4. Sorter, G.H., S. Becker, T.R. A r c h i b a l d ,  and W. Beaver,  
" C o r p o r a t e  P e r s o n a l i t y  R e f l e c t e d  in A c c o u n t i n g  D e c i s i o n s " ,  
J o u r n a l  of A c c o u n t i n g  R e s e a r c h ,2,A u t u m n  1964, p p . 183-196.

5. A r c h i b a l d ,  T.R., "The R e t u r n  to S t r a i g h t - L i n e  Depre ci  a t i o n : 
An A n a l y s i s  of C h a ng e  in A c c o u n t i n g  M e t h o d " ,  Emp i r i c a 1 
R e s e a r c h  in A c c o u n t i n g  : S e l e c t e d  S tu d ie s  1 9 6 7 , ( S u p p l e me n t  
to J o u r n a l  of A c c o u n t i n g  R e s e a r c h , 5), pp. 164-183.

6 . S p rou se,  R.T., " D i s c u s s i o n  of the R e t u r n  to S t r a i g h t - L i n e  
D e p r e c i a t i o n " ,  E m p i r i c a l  R e s e a r c h  in A c c o u n t i n g  : S e l e c t e d  
S tudie s 19 67 (S u p pl e m e n t  to Jo u r n a l  of A c c o u n t i n g  R es e a rc h ,  
5) p p . 184-186.

7. Bird, F.A., " I n t e r p e r i o d  C o m p a r a b i l i t y  in F i n a n c i a l  R e p o r 
ting", J o u r n a l  of A c c o u n t a n c y , June 1969 , p p . 51-56.

8 . Gordon, M. J., " P o s t u l a t e s ,  P r i n c i p l e s  and R e s e a r c h  in 
A c c o u n t i n g " ,  The A c c o u n t i n g  R e v i e w , 39, April 1964, pp.44-52.
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gr ow t h in the m a n a g e m e n t ’s income, and w i t h  (3) the 
level and rate of gr owt h in the c o r p o r a t i o n ' s  size.

P r o p o s i t i  on 3 : The a c h i e v e m e n t  of the m a n a g e m e n t  goals
st at e d in P r o p o s i t i o n  2 is d e p e n d e n t  in part, on the 
s a t i s f a c t i o n  of s t o c k h o l d e r s  w i t h the c o r p o r a t i o n ’s 
p e r f o r m a n c e .  T h a t  is, other things b e i n g  equal, the h a p p 
ier the s t o c k h o l d e r s  the g r e a t e r  the job se cu ri t y ,  
income, etc. of the ma n a g e m e n t .  F u r t h e r ,  these v a r i a b l e s  
i n c r e a s e  by d i m i n i s h i n g  m a r g i n a l  amo u nt s w i t h  s t o c k h o l d e r  
s a t i s f a c t i o n .  In o th er wo rd s ,  wh e n  s t o c k h o l d e r s  are 
h i g h l y  d i s s a t i s f i e d  w i t h  a m a n a g e m e n t ,  an i n c r e a s e  in 
their s a t i s f a c t i o n  g r e a tl y  in cre as e s the m a n a g e m e n t ' s  
job se c ur i t y,  etc., and hence its ut il it y.  On the other 
hand, w h e n  s t o c k h o l d e r s  are h i g h l y  p l e a s e d  w i t h  a 
m a n a g e m e n t ,  a fur t h er  i n c r e a s e  in t he i r  s a t i s f a c t i o n  by 
the same a mou nt wi l l  not m a t e r i a l l y  i n c r e a s e  job 
se cu r it y ,  in c om e  and co rp o ra t e  size, ...

P ro p o s ition 4 : S t o c k h o l d e r  s a t i s f a c t i o n  w i t h  a c o r p o r a 
tion i n c re a se s  w i t h  the ave r a ge  rate of g r o w t h  in the 
c o r p o r a t i o n ’s income. This p r o p o s i t i o n  is as re a di l y  
v e r i f i e d  as P r o p o s i t i o n  2.

T h e o r e m  : G i v e n  that the above four p r o p o s i t i o n s  are
a c c e p t e d  or found to be true, it follo ws that a m a n a g e 
m ent  sh o ul d  w i t h i n  the limits of its power,  i.e. the 
l at i t ud e  a l l o w e d  by a c c o u n t i n g  rules, (1 ) s m o o th  r e p o r t e d  
income, and (2) sm oot h the rate of g r o w t h  in income. By 
s m o o t h i n g  the rate of g row th in i nc ome  we mean the f o l l 
owing: If the rate of gr ow th  is high, a c c o u n t i n g  p r a c t i 
ces w h i c h  re du c e  it sh ou ld  be ad o p t e d  and vice v e r s a , ”

9Go rdon, H o r w i t z  and M e y e r s  (1966) a t t e m p t e d  to test the 
e m p i r i c a l  v a l i d i t y  of the G o r d o n  (1964) n o r m a t i v e  model. But

9. Gord on,  M.J., B.N. H o r w i t z , a n d  P.T. M e y e r s ,  " A c c o u n t i n g  
M e a s u r e m e n t s  and N o r m a l  Gr o w th  of the F i r m ” , in R . J a e d i c k e ,  
Y. I j i r i , a n d  0. N i e l s o n  ( e d s .), R e s e a r c h  in A c c o u n t i n g  M e a 
s u r e m e n t  ,Arneri can A c c o u n t i n g  A s s o c i a t i o n , 1966 , pp. 22 1-2 31.

1 0 . C o p e la n d , R . M . , " I n c o m e  S m o o t h i n g ” ,E m p i r i c a l  R e s e a r c h  in A c c 
ounting: S e l e c t e d  Stud ies  1968 ( S u pp l t. t o  JAR) , 6 ,- pp‘. 101-116.

1 1 . C u s hi n g , B . E . , "An E m p i r i c a l  Study  of Ch a n g e s  in A c c o u n t i n g  
P o l i c y "  , J o u r n a l  ■ of A c c o u n t i n g  R e s e a r c h , 7,Autumn 1969 ,pp. 196-203.

12 . D ash er , B.E., and R.E. Ma l co m ,  A N o t e  on I n c o m e  S m o o t h i n g  
in the C h e m i c a l  In d u s t r y " ,  J o u rn a l  of A c c o u n t i n g  R e s e a r c h ,
8 , A u t u m n  1970 , p p . 25 3- 25 9  ,

1 3 . B a r e f i e 1 d , R.M., and E.E. C o m i sk e y , "The S m o o t h i n g  H y p o t h e 
sis: An A l t e r n a t i v e  Test", The A c c o u n t i n g  R e v i e w ,
A p r i l  1972, p p . 291-298.

1 4 . Ball, B., and R. Wa t ts , "Som e Time S er ies  P r o p e r t i e s  of 
A c c o u n t i n g  I nc ome ",  J o u r n a l  of F i n a n c e ,  June 1972 ,pp. 663-682.

they could n ot  reach  any c o n s i s t e n t  c o n c l u s i o n .C o p e l a n d
C u s h i n g  ( 1 9 6 9 ) ^ ^ D a s h e r  and M a l c o m  (19 70) ^ B  ar ef i e Id and 
C o m i s k e y  ( 1 9 7 2 ) 1 ^ Ball and W at t s  (1972)
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15 16B e i d l e m a n  (1973) , and Barnea, R o n e n  and Sa da n (1975) ,among
others, h ave  a t t e m p t e d  to test e m p i r i c a l l y  the G o r d o n  model, 
or v a r i a n t s  of it. C o l l e c t i v e l y ,  these st ud ie s are part of 
w hat  is k n o w n  as the " s m o o t h i n g "  l i t e r a t u r e  in accou nti ng . 
P r o b l e m s  w i t h  the s p e c i f i c a t i o n  of the e m p i r i c a l  tests in the 
s m o o t h i n g  l i t e r a t u r e  leave the G o r d o n  m o d e l  e s s e n t i a l l y  u n c o n 
firmed. Also, ce r t a i n  as pe cts  of the G o r d o n  m od e l  c o n t r i b u t e  
to its lack of c on f i r m a t i o n .  E s s e n t i a l l y ,  G o r d o n  as s u m e d  that 
s h a r e h o l d e r  s a t i s f a c t i o n  (and, p r e s u m a b l y  w e al t h ) is solely a 
p o s i t i v e  f u n c t i o n  of a c c o u n t i n g  income. T hi s a s s u m p t i o n  avoids 
the co n fl i c t b e t w e e n  s h a r e h o l d e r s  and m a n a g e m e n t  by i m pl y i ng  
that an i n c r e a s e  in st ock  pr ice s always a c c o m p a n i e s  an i n c r e a 
se in a c c o u n t i n g  income. The e v i d e n c e  d e v e l o p e d  by Ball (1972} 

18Su nde r (1975) , and others su gge st  that i n v e s t o r s  are not
c o l l e c t i v e l y  m i s l e d  by cha n ge s  in a c c o u n t i n g  me t ho d s . If this 
i n t e r p r e t a t i o n  of the e v i d e n c e  is corr ec t, then one may be 
fa ced  w i t h  the p e r p l e x i n g  p r o b l e m  of d e t e r m i n i n g  why the m a n a 
gers of e n t e r p r i s e s  shou ld  choose  p a r t i c u l a r  a c c o u n t i n g  p o l i 
cies to re po r t a p a r t i c u l a r  level of b u s i n e s s  p e r f o r m a n c e .

A re ce nt s er ies  of a rt ic l e s  has r e - e x a m i n e d  the th eor y  
of a c c o u n t i n g  p o l i c y  c h oi c e  first a d d r e s s e d  by G o r d o n  (1964). 
T h e s e  a r ti c l es  have  e x t e n d e d  G o r d o n ’s th eo r y by a t t e m p t i n g  to 
d e t e r m i n e  the e c o n o m i c  i n c e n t i v e s  w h i c h  m i g h t  m o t i v a t e  
e n t e r p r i s e  m a n a g e m e n t  to p r e f e r  p a r t i c u l a r  a c c o u n t i n g  poli cie s.

15. B e i d l e m a n ,  C.R., " I n c o m e  Sm oo th i n g:  The R o l e  of Management", 
The A c c o u n t i n g  R e v i e w , O c t o b e r  1973, p p . 653-667.

16. Barne a,  A . , J. Ro n en , and S. Sadan, "T he  I m p l e m e n t a t i o n  of 
A c c o u n t i n g  O b j e c t i v e s  - An  A p p l i c a t i o n  to E x t r a o r d i n a r y  
Items", The A c c o u n t i n g  R e v i e w , J a n u a r y  1975, p p . 58-68.

17. Ball, R . , " C h a n g e s  in A c c o u n t i n g  T e c h n i q u e s  and S to ck  
P r i c e s " ,  E m p i r i c a l  R e s e a r c h  in A c c o u n t i n g  : S e l e c t e d  S t u - 
dies 1972 ( S u p p l em e n t to J o u r n a l  of A c c o u n t i n g  R e s e a r c h ,
10), p p . 1-38.

18. Sunder, S., " S t o c k  P r i c e  and R i s k  R e l a t e d  to A c c o u n t i n g  
Ch a n g e s  in I n v e n t o r y  V a l u a t i o n " ,  Th e A c c o u n t i n g  R e v i e w , 
A p r i l  1975, p p . 305-315.

19(a)Watts, R., " C o r p o r a t e  F i n a n c i a l  St a t e m e n t s :  P r o d u c t  of 
M a r k e t  and P o l i t i c a l  P r o c e s s " ,  A u s t r a l i a n  J o u r n a l  of 
M a n a g e m e n t , Ap r i l  1977, p p . 53-77.

(b)Watts, R., and J. Z i m m e r m a n ,  " T o w a r d  a P o s i t i v e  T h e o r y  of 
the D e t e r m i n a t i o n  of A c c o u n t i n g  Standards"', The A c c o u n t i n g  
R e v i e w , J a n u a r y  1978, p p . 112-134.

(c )H a g e r m a n , R . L . , and M.E. Z m i j e w s k i ,  " S o m e  E c o n o m i c  D e t e r 
m i n a n t s  of A c c o u n t i n g  P o l i c y  C ho i c e" ,  J o u r n a l  of 
A c c o u n t i n g  and E c o n o m i c s ,  1 , 1979, p p . 141-161.
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In these a r ti c l es ,  m a n a g e m e n t ’s p r e f e r e n c e s  c o n c e r n i n g  the 
set of a c c o u n t i n g  p o l i c i e s  is e x h i b i t e d  t h r o u g h  two ec o no m i c  
ph en o me n a . The first is the f i r m s ’ l o b b y i n g  a c t i v i t i e s  for or 
again st a p r o p o s e d  a c c o u n t i n g  standard. T h e s e  a c t i v i t i e s  are 
d e s i g n e d  to i n f l u e n c e  the s t a n d a r d  s e t t i n g  a u t h o r i t i e s  to 
a cce pt  p a r t i c u l a r  a c c o u n t i n g  po li c i e s  as g e n e r a l l y  a c c e p t e d  
a c c o u n t i n g  pr in c i p l e s .  The second is the c h o i c e  of sp e c i f i c  
a c c o u n t i n g  p o l i c i e s  in the p r e p a r a t i o n  of f i n a n c i a l  stateme nt s.  
The q u e s t i o n  w h i c h  arises in r e l a t i o n  to t he se two e c o n o m i c  
p h e n o m e n a  is, w hat  b e n e f i t s  do the m a n a g e m e n t  de ri v e e i t h er  for 
t h e m s e l v e s  or for the f i r m  f r o m  such a c t i v i t i e s ?  In r e s p o n s e  to 
this qu est i o n,  the series of ar ti cl es r e f e r r e d  to above has 
a tt e m p t e d  to d e v e l o p  a " p o s i t i v e  th e or y  of the d e t e r m i n a t i o n  
and choice  of a c c o u n t i n g  p r i n c i p l e s " .  This  t h eo r y e n c o m p a s s e s  
the e c o n o m i c  i n c e n t i v e s  for a c c o u n t i n g  p o l i c y  choice. An 
att em p t is m a de  b e l o w  to d e s c r i b e  these e c o n o m i c  i n c en t iv e s  
t h r o ug h  a br i e f  r e v i e w  of this p o s i t i v e  theory.

20W at t s and Z i m m e r m a n  (1978) , h e r e a f t e r  W - Z , f or m a l l y
d e v e l o p e d  a " p o s i t i v e  theor y"  e n c o m p a s s i n g  the e c o n o m i c  i n c e n 
tives open to m a n a g e r s  in c h o o s i n g  a c c o u n t i n g  po l i c i e s ,  and 
f ro m  it d e v e l o p e d  an e m p i r i c a l l y  t e s t a b l e  model. W-Z tested  
this m o d e l  on m a n a g e m e n t s ’ l ob b y in g  of the F i n a n c i a l  A c c o u n t i n g  
S t a n d a r d s  Boar d (FASB) in U.S.A. on the g e n e r a l  pr ic e level 
a c c o u n t i n g  (GPLA) e x p o s u r e  draft. The W-Z t h e o r y  is ba s ed  on 
the p r e m i s e  that m a n a g e m e n t s  at t em p t  to m a x i m i s e  their u t i l i t y  
w h i c h  is d i r e c t l y  r e l a t e d  to their c o m p e n s a t i o n  and he n ce  
wealt h. M a n a g e m e n t  c o m p e n s a t i o n  is i n c r e a s e d  by e i the r i n c r e a 
sing the va l u e  of m a n a g e m e n t  stock o pt ion  plans  a n d/ or by 
i n c r e a s i n g  the i n c e n t i v e  cash bonu ses . T h e r e f o r e ,  W-Z a r gu ed  
that the f o l l o w i n g  fac t o rs  w o u l d  i nc r ea s e  m a n a g e m e n t s '  we al th:
(i) d e c r e a s e d  or d e l a y e d  tax p a y m e nt s ,  (i i ) f a v o u r a b l e  g o v e r n 
ment r e g u l a t i o n s ,  (iii) d e c r e a s e d  p o l i t i c a l  costs, e.g. threats 
of n a t i o n a l i s a t i o n ,  e x p r o p r i a t i o n ,  a n t i - t r u s t  suits etc., (iv) 
d e c r e a s e d  i n f o r m a t i o n  p r o d u c t i o n  costs, and (v) i nc r e as e s  in 
the incom e m e a s u r e  u s e d  as the base for the i n c e n t i v e  bonus 
plans. I n c r e a s e d  f i n a n c i a l  be n ef i t s  for the fi r m  from the

20. W a tt s  and Z i m m e r m a n  (1978), op.cit.
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first four fact ors  wou l d , cete ris  par ib u s,  lead to h i g h e r  stoc k 
pric es,  w h i l e  the last f a c t o r  w o u l d  r e s ul t in a di r e c t incre as e  
in m a n a g e m e n t  c o m p e n s a t i o n .  B ase d on this logic, W-Z argue d  
that m a n a g e m e n t  wi ll  lobby for and choos e those a c c o u n t i n g  
po li c i e s  w h i c h  d e c r e a s e  or d ef er tax p a y m e n t s ,  help secur e 
f a v o u r a b l e  r e g u l a t i o n s ,  d e c r e a s e  p o l i t i c a l  costs, d e c r e a s e  
i n f o r m a t i o n  p r o d u c t i o n  costs, an d / or  i n c r e a s e  their cash 
b o n u s e s .

The W-Z study a s s u m e d  that r e d u c t i o n  in r e p o r t e d  pr of i t  
th r o u g h  use of p a r t i c u l a r  a c c o u n t i n g  p o l i c i e s  can be well 
i n t e r p r e t e d  by the i n v e s to r s  in a c a p it a l  m a r k e t ;  i.e. the 
capita l m a r k e t  can see t hr o u g h  the f i g ur e s  in a c c o u n t i n g  
reports. T h e r e f o r e ,  w h i l e  a c c o u n t i n g  p o l i c y  ch oi ce  red u c es  
r e p o r t e d  pr ofi t,  it helps to i n c r e a s e  st ock p r i c e  ins t e ad  of 
d e c r e a s i n g  it, b e c a u s e  the fi rm has b e n e f i t t e d  by r e d u c t i o n  of 
the v a r i o u s  costs (p ol i t ic a l  cost etc.) m e n t i o n e d  above. An 
a c c o u n t i n g  p o l i c y  w h i c h  has an income r e d u c i n g  e f f e c t  in the 
f i n a n c i a l  s t a t e m e n t s ,  can r e du c e a f i r m ’s tax bu r d e n s  or can 
de lay  tax p a y m e n t s  ( as s u mi n g  that the same p o l i c y  can be used 
for b ot h  a c c o u n t i n g  and tax p u r p os e s , e.g. L IF O m e t h o d  of 
I n v e n t o r y  v a l u a t i o n  or a c c e l e r a t e d  m e t h o d  of d e p r e c i a t i o n ) .  If 
a f ir m  is su b j e c t  to g o v e r n m e n t  r e g u l a t i o n s  (e.g. price co n tr o l  
act ion s of the g o v e r n m e n t ) ,  a c c o u n t i n g  p o l i c i e s  w h i c h  d e c r e a s e  
r e p o r t e d  p r o f i t  w o u l d  a l l o w  m a n a g e m e n t  to ar g u e for p ri ce i n c r 
eases. L o w e r  p r o f i t  also, r ed u c es  p o l i t i c a l  costs b e c a u s e  the 
firm is less li ke l y to be su b j e c t  to at t ac k s  by p o l i t i c a l  a c t i 
vi sts  on the a l l e g a t i o n  of e c o n o m i c  e x p l o i t a t i o n ;  w h i l e  firms 
w i t h  h ig h e r  pr o f i t s  m i g h t  be c o n s i d e r e d  by p o l i t i c a l  a c t i vi s ts  
as e x p l o i t e r s ,  h e n c e  p o l i t i c a l  costs could be high. F in a ll y ,  
if a c o m p a n y  p r o v i d e s  i n c e n t i v e s  to its m a n a g e m e n t  on the basis 
of r e p o r t e d  pro f i t,  the. m a n a g e m e n t  m i g h t  be m o t i v a t e d  to choose 
those a c c o u n t i n g  p o l i c i e s  w h i c h  in c r e a s e  r e p o r t e d  profit. W-Z 
did not find any s t a t i s t i c a l l y  s i g n i f i c a n t  e m p i r i c a l  e v i d e n c e  
in favour of the a r g u m e n t  that m a n a g e m e n t  i n c e n t i v e  pl a n s are 
ba s e d  on r e p o r t e d  p r of i t  p e r f o r m a n c e  of the e n t e r p r i s e s .  The 
W-Z m o d e l  p r e d i c t e d  that large firms w h i c h  e x p e r i e n c e  r e du c e d  
e ar n in g s  due to ch a n g e d  a c c o u n t i n g  s t a n d ar ds  fa v ou r  the change.
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The study c o ncl ude d:

"The si ng le  m o st  i m p or t an t fa cto r e x p l a i n i n g  m a n a g e r i a l  
v o t i n g  b e h a v i o r  on G e n e r a l  Pr i c e  L e v e l  A c c o u n t i n g  is 
firm size (after c o n t r o l l i n g  for the d i r e c t i o n  of change 
in ea rn in g s ).  The l a rge r firms, ceter is pa ri bu s , are 
m ore  li k el y  to fa vo u r  G PL A  (if e a rn i n gs  d ec lin e) . This 
f i n d i n g  is c o n s i s t e n t  w i t h  our g o v e r n m e n t  i n t e r v e n t i o n  
a r g u m e n t  since the la rge r firms are m or e l i ke l y  to be 
s u b j e c t e d  to g o v e r n m e n t  i n t e r f e r e n c e  and, hence, have 
m ore  to lose than s m al l er  c o r p o r a t i o n s . "

W h i l e  i n t e r p r e t i n g  the re su lt s  of W-Z st ud y one nee d to 
be cau t i ou s about the fact that the m e t h o d o l o g y  used in the 
study is not ab ove criti cis m.  T h e r e f o r e ,  the f i nd i n g s are to 
be c o n s i d e r e d  w i t h  due care. One p o s s i b l e  l i m i t a t i o n  of the 
m e t h o d o l o g y  may co nce rn  the W-Z p r o p o s i t i o n  r e g a r d i n g  m a n a g e m e 
n t ’s ut i l i t y  funct io n.  W-Z c o n t e n d e d  that m a n a g e m e n t  w e a l t h  
w o u l d  be i n c r e a s e d  due to an in c re a s e  in s to ck price; i n c r e a 
sed w e a l t h  w o u l d  in c r ea s e  m a n a g e m e n t  ut il it y. But in the real 
world, it may be v e r y  d i f f i c u l t  to p r e d i c t  the fa c t or s  r e s p o n 
sible for m a x i m i s a t i o n  of m a n a g e m e n t  u t i l i t y  - u t i l i t y  is a 
c o m p l i c a t e d  aspe ct  of h u m a n  b e h av i o ur .  A l t h o u g h  this and othe r  
m e t h o d o l o g i c a l  l i m i t a t i o n s  i d e n t i f i e d  by cr it ics  may cast 
doubt on the W-Z fi n di n g s,  the arg um en t s  in their  st ud y gave 
an ins i gh t  into the p o t e n t i a l  e c o n o m i c  i n c e n t i v e s  for a c c o u n 
ting p o l i c y  choice. P a r t i c u l a r l y  the a r g u m e n t s  about p o l i t i c a l  
costs and g o v e r n m e n t  i n t e r v e n t i o n  seem to us to be In line 
wi th the a r g u m e n t s  of W-Z, it seems log i c al  to - th ink  that firms 
can affe ct th ei r f utu re  cash flows by d i s c o u r a g i n g  g o v e r n m e n t  
actio ns and by r e d u c i n g  p o l i t i c a l  costs t h r o u g h  the m a n i p u l a 
tion of a c c o u n t i n g  p o l i c i e s  to r ep ort  lower p r o f i t  p e rf o r m a n c e .  
The a b il i t y of m a n a g e m e n t  to affect f u t ur e  cash flows may
be h e l p f u l  in r a i s i n g  .the v al u e  of the f i r m  and in k e e p i n g  the 
s h a r e h o l d e r s  happy;  all these may  in turn in s u r e gr e a t e r  job 
s e c u r i t y  of the m a n a g e m e n t .

22H a g e r m a n  and Z m i j e w s k i  (1979) , h e r e a f t e r  H - Z , also e x a 
mi n e d  the p o s i t i v e  th e or y  a d d r e s s e d  by W-Z. H-Z used probit 
an al y s i s  to d e t e r m i n e  if the choic e of a c c o u n t i n g  po l i ci e s  for

21. W at t s  and Z i m m e r m a n  (1978), op .c it ., p . 131
22. H a g e r m a n  and Z m i j e w s k i  (1979), op.cit.
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four a c c o u n t i n g  t r e a t m e n t s  (viz. d e p r e c i a t i o n  a l l o c at i o n,  
i n v e n t o r y  v a l u a t i o n ,  t r e a t m e n t  of i n v e s t m e n t  tax credit, and 
a m o r t i s a t i o n  of past s er v i c e  costs) by 300 firms could be e x p l 
ained as a re s u l t  of i n c e n t i v e s  p r o v i d e d  by c e r t a i n  i m p o r t a n t  
v a r i ab l e s.  B ase d on the th e or y d e v e l o p e d  by W a t t s  and Z i m m e r m a n  
(1978), H-Z a r gu e d  that firms w h i c h  are large, risky, ca pit al  
i n t e n s i v e  or have m o n o p o l y  rents, hav e i n c e n t i v e s  to select 
a c c o u n t i n g  p o l i c i e s  w h i c h  r e du ce  r e p o r t e d  prof it . The H-Z study, 
like that of W-Z, gives some s u g g e s t i o n s  for s p e c i f i c  in c e nt i v e s  
w h i c h  m i g h t  m o t i v a t e  the m a n a g e m e n t  to ch oo s e p a r t i c u l a r  a c c o u n 
ting poli c i e s .

A l t h o u g h  there may be l i m i t a t i o n s  in b o t h  the W-Z and 
H-Z stud ies , they s u g g e s t  some e c o n o m i c  i n c e n t i v e s  for a c c o u n 
ting p o l i c y  choice, and ma y be h e l p f u l  in u n d e r s t a n d i n g  p o t e n 
tial a c c o u n t i n g  p o l i c y  m a n i p u l a t i o n s  by m u l t i n a t i o n a l  e n t e r p 
rises in less d e v e l o p e d  c o unt rie s.  D r a w i n g  on the fi n d i n g s  of 
Watts  and Z i m m e r m a n  (1978) and H a g e r m a n  and Z m i j e w s k i  (1979), 
an a t t e m p t  is m a d e  in the f o l l o w i n g  s e c t i o n  to id e n t i f y  some 
p o t e n t i a l  f a c t or s  a f f e c t i n g  the a c c o u n t i n g  p o l i c y  choices of 
m u l t i n a t i o n a l  e n t e r p r i s e s  in less d e v e l o p e d  co un tri es.

6.3 P O T E N T I A L  F A C T O R S  A F F E C T I N G  A C C O U N T I N G  P O L I C Y  C H OIC E
OF M U L T I N A T I O N A L  E N T E R P R I S E S  IN L ESS  D E V E L O P E D  C O U N T R I E S

As the o b j e c t i v e  of f i n a n c i a l  s t a t e m e n t s  of m u l t i n a t i o n a l
e n t e r p r i s e s  in less d e v e l o p e d  c o u n tr i e s is m a i n l y  to p r o vi d e
i n f o r m a t i o n  to the g o v e r n m e n t  a g en c i es  and to the p u b l i c  (who

2 3 .m ig h t  be p o l i t i c a l  p r e s s u r e  grou ps ), and as m u l t i n a t i o n a l
e n t e r p r i s e s  p r e p a r e  two sets of a cc oun ts  - one set for the
e x t e r n a l  users in a host c ou n t r y  and the o t h e r  set for s e n d i n g

2to the pa re n t c o mp a n y ,  it seems likely that the e c o n o m i c  fact or s  
that seem to give rise to p o l i t i c a l  costs an d /o r  g o v e r n m e n t  
i n t e r v e n t i o n  w o u l d  r e c e i v e  m o r e  c o n s i d e r a t i o n  in d e t e r m i n i n g  
a c c o u n t i n g  p o l i c i e s  for the p u b l i s h e d  a c c o u n t s  of these 
e n t e r p r i s e s  in a ho s t  country. Based on this r e a so n i ng ,  four 
p o t e n t i a l  f act ors  a f f e c t i n g  the a c c o u n t i n g  p o l i c y  choices of 
m u l t i n a t i o n a l s  in less d e v e l o p e d  c o u nt r i es  are d i s c u s s e d  below.

23. For a d i s c u s s i o n  on the o b j e c t i v e s  of f i n a n c i a l  s t a t e m e n t s  
of m u l t i n a t i o n a l s  see: c h ap t e r 11 of the p r e s e n t  studv.

24. See the c o n c l u d i n g  part of c h a p te r 9 of the p r e s e n t  study.
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(a; Size of the E n t e r p r i s e :

The ef fe c t s of large c or p o ra t e  e n ti t i e s  on our so ci et y 
are o v e r w h e l m i n g .  Th e ir  e c o n o m i c  role in the p r o d u c t i o n  of 
goods and s e r v ic e s,  the p r o v i s i o n  of e m p l o y m e n t ,  the ra i s i n g  
of s t a n d a r d  of liv i n g of the p o p u l a t i o n ,  and the u t i l i s a t i o n  
of i n v e s t e d  r e s o u r c e s  is enorm ou s.  This cru c i al  e c o n o m i c  s i g n i 
ficance has led to a great deal of social c o ntr ol of these 
e nti ties. This socia l cont rol  may be s t i m u l a t e d  by p o l i t i c a l  
p r e s su r e s.  The p o l i t i c a l  p r e s s u r e  groups in a c ou n tr y  have the 
po we r  to e f f ec t  w e a l t h  tra ns f er s  from the c o r p o r a t i o n s  to 
d i f f e r e n t  b e n e f i c i a r i e s  (e.g. c or po r at e  e m p l o y e e s ,  consu me rs ,
ex ch e q u e r ,  etc.) in the n a t i o n a l  economy. J e n s e n  and M e c k l i n g  

2 5(1976) and others have a rg ued  that c o r p o r a t i o n s  are s ubj ec t  
to p o l i t i c a l  attack. The p o l i t i c a l  l o b b y i n g  may take the form 
of a rg u i n g  for so ci al  r e s p o n s i b i l i t y ,  more r e g u l a t i o n s ,  d i v e s 
ture or h i g h e r  co r p or a t e taxes to name just a few. In less 
d e v e l o p e d  c o u n tr i e s p o l i t i c a l  p r e s s u r e  groups look p a r t i c u l a r l y  
closely at the large c o r p o r a t i o n s  as one sourc e of e x p l o i t a t i o n ,  
and th e re f o re ,  lobby for control of large b u s i n e s s  e nt e r p r i s e s  
(e.g. p r e s s u r e  for n a t i o n a l i s a t i o n ,  e x p r o p r i a t i o n ,  or l e g i s 
lative actio ns  a ga ins t e x p a n s i o n  of b u s i n e s s  through t a ke o v e r  
or me rg er , etc.). The cost of such p o l i t i c a l  p r e s s u r e  im p os e d  
on the c o r p o r a t i o n s  is often as s u m e d  to be a f u n c t i o n  of b u s i 
ness size b e c a u s e  s ma l l e r  co mp ani es  are less v i s i bl e  and hence  
less su b j e c t  to p o l i t i c a l  w e a l t h  r e d i s t r i b u t i o n  actions.

S ev e r a l  s tu die s in the U.S.A. have d o c u m e n t e d  the a s s o c i a -
2 6tion b e t w e e n  size of firms and a n t i - t r u s t  actions. E x t r a 

p o l a t i n g  from this e v i d e n ce ,  one may argue that if firm size 
ma t t e r s  in f o r m i n g  p u b l i c  o p i n i o n  or in d e t e r m i n i n g  g o v e r n m e n t  
actions ag a i n s t  e n t e r p r i s e s  in a large e c o n o m y  like that of 
the U . S . A . , it may be more i m p o r t a n t  in small e c o n o m i e s  of the 
less d e v e l o p e d  cou nt r ie s  w h e r e  large firms are likely to be 
more visib le.

25. Je n se n ,  M . , and W. M e c k l i n g ,  Can the C o r p o r a t i o n  S u r v i v e ? 
P u b l i c  P o l i c y  W o r k i n g  P a p e r  Series, C e n t e r  for R e s e a r c h  in 
G o v e r n m e n t  P o l i c y  and B u s i n es s ,  G r a d u a t e  S c h o ol  of M a n a g e 
ment, U n i v e r s i t y  of R o c h e s t e r ,  R o c h e s t e r ,  N e w  York, 1976.

26. S i e g f r i e d ,  J.J., "The D e t e r m i n a n t s  of A n t i - t r u s t  A c t i v i t y " ,  
J o u r n a l  of Law  and E c o n o m i c s ,  O c t o b e r  1975, p p . 559-581.
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In the U n i t e d  Stat es , in a p r o p o s e d  a n t i - t r u s t  le g i s l a t i o n ,
size per se was m e n t i o n e d  s p e c i a l l y  as a c r i t e r i o n  for actions

2 7agains t c o r p o r a t i o n s .  The a r g u m e n t  of P r o f e s s o r  M e n c k e  
2 8(1976) sug ge s ts  that the m a g n i t u d e  of the p o l i t i c a l  costs of 

b u s i n e s s  o p e r a t i o n  is h i g h l y  d e p e n d e n t  on f ir m  size:

" N e v e r t h e l e s s ,  p r e c i s e l y  b e c a u s e  the ac ti on s of large 
firms are so vis i bl e ,  the A m e r i c a n  p u b l i c  has always 
e q u a t e d  ab so lu t e size w i th  m o n o p o l y  power. The ma j o r  
oil c o mp a n ie s  are am on g the very lar g es t  and most 
v i s i b l e  c o m p a ni es  d oi ng b u s i n e s s  in the U n i t e d  States. 
H u g e  a c c o u n t i n g  p ro f it s,  but not hi gh p r o f i t  rates, 
are an i n e v i t a b l e  c o r o ll a r y of large a b s o l u t e  firm 
size. This ma kes these co mp an i es  ob vi o u s targets for 
p u b l i c  c ri t i c i s m . "

The large firms may e m p l o y  a v a r i e t y  of tactics to
m i n i m i s e  the costs of p o l i t i c a l  pr es su res . Wa tt s and Z im m er -  

2 9man (1978) argued:

"To c o u n t e r  these p o t e n t i a l  g o v e r n m e n t  i n t r u s i o n s ,  
c o r p o r a t i o n s  em pl oy a n u m b e r  of dev ic e s,  such as 
socia l r e s p o n s i b i l i t y  ca mp ai g ns  in the me di a,  g ove rn-  
ment l o b b y i n g  and s e l e c t i o n  of a c c o u n t i n g  p r o c e d u r e s  
to m i n i m i s e  r e p o r t e d  e a r n i n g s . "

By a v o i d i n g  the a t t e n t i o n  that "high" p ro f i t s  draw b e c a u s e  
of the p u b l i c ' s  a s s o c i a t i o n  of h i g h  r e p o r t e d  pr o f i t s  w it h  
m o n o p o l y  rents, m a n a g e m e n t  can reduce the l i k e l i h o o d  of 
p o l i t i c a l  actions. An att e m pt  to redu ce p o l i t i c a l  costs by 
r e p o r t i n g  low p ro f i t s  may also help to re duc e an o t he r  p o t e n 
tial cost i m p o s e d  by labour  unions throug h i n c r e a s e d  wage 
dema nds  due to large re p o r t e d  profits. Thus large  firms may 
h ave an i n c e n t i v e  to choose a c c o u n t i n g  p o l i c i e s  w h i c h  reduc e  
r e p o r t e d  profi ts .

If f i r m - s i z e  is an i m p o r t a n t  c o n s i d e r a t i o n  for m a n a g e m e 
nt's choice of p a r t i c u l a r  a c c o u n t i n g  p o l i c i e s ,  then the 
m a n a g e m e n t  of m u l t i n a t i o n a l  e n t e r p r i s e s  in less d e v e l o p e d

27. See: the " C u r s e  of B ig n e s s " ,  B a r r o n 1s , J u n e 30, 1969 , pp.l
and 8 ; also a bill i n t r o d u c e d  into the U.S. Sen a t e by
S e n a t o r  Bayh, U.S. C o n g r e s s ,  Sena te  S u b c o m m i t t e e  on A n t i 
trust and M o n o p o l y , 1975, p p . 5-13.

28. P r o f e s s o r  M e n c k e  of Tu ft s U n i v e r s i t y ,  in the h e a r i n g s  on
the bi ll  i n t r o d u c e d  by Se n a t o r  Bayh, U.S. Co n g r e s s ,  Senate 
S u b c o m m i t t e e  on A n t i - t r u s t  and M o n o p o l y , 1976, p . 1893.

29. Wa tt s and Z i m m e r m a n  (1978), op.cit., p . 115.
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c o u n tr i e s may  be e x p e c t e d  to choose such a c c o u n t i n g  p o l ic i e s  
that re su l t  in u n d e r s t a t e m e n t  of e n t e r p r i s e  pr ofits. This is 
b e c a u s e  there is w i d e s p r e a d  e v i d e n c e  that the m u l t i n a t i o n a l  
e n t e r p r i s e s  o p e r a t i n g  in less d e v e l o p e d  co u n t r i e s  are c o m p a r a 
t ive ly  la r ge r in size than th ei r d o m e s t i c  c o u n t e r p a r t s ;  and 
this f a c t o r  o ft e n  a t tr ac t s c r i t i c i s m  fro m p o l i t i c a l  
p r e s s u r e  groups  and m e m b e r s  of the pu blic.

On av er ag e ,  the size of m u l t i n a t i o n a l s  in most less
d e v e l o p e d  c o u n t r i e s  ma y be found to be two to four times
la rg e r than their d o m e s t i c  c om p et it o rs .  La ll  and S t r e e t e n  

30(1977) p r o v i d e  c o m p r e h e n s i v e  e m p i ri c a l e v i d e n c e  on the 
c o m p a r a t i v e  size of m u l t i n a t i o n a l s  and n o n - m u l t i n a t i o n a l s  
in J a m a i c a ,  Kenya , India, Iran, Col om bi a ,  and Malaysia. They 
chose for r e as o n s of c o n v e n i e n c e ,  sales and two m e a s u r e s  of 
assets to i n d i c a t e  c o m p a r a t i v e  size of the m u l t i n a t i o n a l  and 
n o n - m u l t i n a t i o n a l  e n t e r p r i s e s .  F i r st ly ,  they d e m o n s t r a t e d  that 
the size of a v e r a g e  sales by m u l t i n a t i o n a l s  was over twice the 
size of n o n - m u l t i n a t i o n a l s ,  in all the c o u n t r y  samp les  w i th  
the e x c e p t i o n  of K e n y a  and Iran, They s u g g e s t e d  that two 
c o u n t r y  sa m pl e s  (Kenya and Iran) c o n t a i n i n g  24 out of the 
total 159 firms in the study, we re  a f f e c t e d  by the a p p a r e n t l y  
f o r t u i t o u s  i n c l u s i o n  of a few e x c e p t i o n a l l y  larg e n o n 
m u l t i n a t i o n a l  e n t e r p r i s e s ,  and shoul d not be take n to m o d i f y  
s e r i o u s l y  the g e n e r a l  f i n d i n g s  of the ot her  c ou ntr ie s.  The 
o b s e r v a t i o n s  in the Lall and S t r e e t e n  study on the c o m p a r a t i v e  
size of m u l t i n a t i o n a l s  and n o n - m u l t i n a t i o n a l s  are shown in 
t a b 1e 6.1 :

T a b 1 e 6.1
A v e r a g e  Size of S a m p l e  Firms' Sales, by C o u n t r y ,  19 68 -1 9 6 9

(US $ mi 1 1 ion)

F irms Jamaica Kenya India Iran Colombia Malaysia

Multinationals 2.5 4.2 21.3 1.4 6.2 5.2

non-Multinationals 1.6 6.5 5.7 2.7 3.0. 2.2

Source: La ll and S t r e e t e n (1977) , op .c i t . , p . 10 1

30. Lall, S., and P.P. S t ree te n,  F o r e i g n  I n v e s t m e n t ,  T r a n s n a 
t ion al s and D e v e l o p i n g  C o u n t r i e s , M a c m i l l a n  ,L o n d o n , 197 7 .
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in table 6 .1 , n o n - m u l t i n a t i o n a l s  denote the d o m e s t i c  c o u n t e r 
parts of m u l t i n a t i o n a l  e n t e r p r i s e s  in the less d e v e l o p e d  
co unt ri es studied. In the same study, Lall and S t r e e t e n  
d e m o n s t r a t e d  that the m u l t i n a t i o n a l  e n t e r p r i s e s  in I n d i a  and 
C o l o m b i a  w e r e  larger than the n o n - m u l t i n a t i o n a l  e n t e r p r i s e s
also in terms of a s s e t -s i ze ;  this is shown in table 6 .2 : 

Table 6.2
To ta l  A s s et s and N e t  Fi x e d  As se ts  (Net F i x e d  Ca pi tal ) of 
In di a n and C o l o m b i a n  Sa mpl e F i r m s ,196 8- 19 69  (US$ mill io n)

Firms Average Total Assets Average Net Fixed
Per Firm Assets Per Firm
India Colombia India Colombia

Multinationals 15.1 6.6 4.5 1.4

Non-Multinationals 5.8 3.7 2.1 1.2

Source: La ll and S t r e e t e n  (1977), op. c i t . , p .10 3

It a ppe ars  from the a v a i l a b l e  e m p i r i c a l  e v i d e n c e  that, 
by us in g  d i f f e r e n t  m e a s u r e s  of size, m u l t i n a t i o n a l  e n t e r p r i s e s  
in less d e v e l o p e d  cou nt r i es  a ppe ar to be la r ge r  than their 
d o m e s t i c  co u nt e r p a r t s .  T h e r e f o r e ,  if large size i n f l u en c e s an 
e n t e r p r i s e  m a n a g e m e n t  in c h o o s i n g  p r o f i t - d e f 1 ating a c c o u n t i n g  
p o l ic i e s , m u l t i n a t i o n a l s  in less d e v e l o p e d  c o u n t r i es  may be 
e x p e c t e d  to use such a c c o u n t i n g  po l i c i e s  that u n d e r s t a t e  
r e p o r t e d  p ro fit s.

(b) C ap i t a l  I n t e n si t y :

C ap i t a l  i n t e n s i v e  e n t e r p r i s e s  have a g r e a t e r  p o s s i b i l i t y  
of close o b s e r v a t i o n  by trade unions and p o l i t i c a l  p r e s s u r e  
groups, on the grounds that such e n t e r p r i s e s  pr o v i d e  limit ed  
e m p l o y m e n t  o p p o r t u n i t i e s  by c o m p a r i s o n  w i t h  la bou r i n t e n s i v e  
e n t e r p r i s e s .  One recent ex a m p l e  of such trade u ni on o b s e r v a t 
ion may be found in the Times (London) i n d u s t r i a l  di sp ut e in 
1979, that led to the clos ure  of the Times n e w s p a p e r  for 
about a year. The i n d u s t r i a l  dispute o r i g i n a t e d  fro m the m a n a 
geme nt d e c i s i o n  to i n t r o d u c e  m o d e r n  c a pi t al  i n t e n s i v e  t e c h n o 
logy r e q u i r i n g  f ew e r  wo rk er s . It was thus o b s e r v e d  that an
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i nc r ea s e  in ca pi t a l i n t e n s i t y  can create p r o b l e m s  l ea d i n g  to 
h ig h  (political) costs for an e n t e r pr i se .  An e n t e r p r i s e  w i t h  
high ca pi tal  i n t e n s i v e  i n v e s t m e n t s  may a t t e m p t  to avoi d such 
costs by r e p o r t i n g  lower p r o f i t  p e r f o r m a n c e .

In a c c o u n t i n g  p r a c t i c e  it is u n c o n v e n t i o n a l  to charge 
the o p p o r t u n i t y  cost of ca pi ta l in the in c o me  st at e me n t . The 
a l l o c a t i o n  of d e p r e c i a t i o n  charges may not, h o w e v e r ,  cover 
actual o p p o r t u n i t y  costs. As a re su l t the net in c o m e of an 
e n t e r p r i s e  may not r e f l ec t  the o p p o r t u n i t y  cost of m a i n t a i n i n g  
capital i n t e n s i v e  te ch n ol og y . T h e r e f o r e ,  on av erage, a capi ta l  
i n t e n s i v e  e n t e r p r i s e  w o u l d  t h e o r e t i c a l l y  p r o d u c e  h i g h e r  p r o f i 
ts than a l a b o u r  i n t e n s i v e  e n t e r p r i s e  even th r o u g h  the e c o n o 
mic incom e of the two e n t e r p r i s e s  may be the same. In such 
c i r c u m s t a n c e s ,  the c ap ita l in t e n s i v e  e n t e r p r i s e s  may be
s u b j e c t e d  to p o l i t i c a l  costs due to h i g h e r  r e p o r t e d  profi ts .

31H a g e r m a n  and Z m i j e w s k i  (1979) argue d that c ap ita l i n t e n s i v e  
e n t e r p r i s e s  may have an i n c e n t iv e  to r ed uce  r e p o r t e d  profit,  
in order  to c o m p e n s a t e  for the o p p o r t u n i t y  cost of capital, 
by s e l e c t i n g  a p p r o p r i a t e  a c c o u n t i n g  pol i ci e s .

As for the q u e s t i o n  of ca pi ta l  i n t e n s i t y  of m u l t i n a t i o n a l  
e n t e r p r i s e s  in less d e v e l o p e d  c o un tr i es  c o m p a r e d  w i t h  their 
local c o u n t e r p a r t s ,  the f i ndi ngs  of the a v a i l a b l e  e m p i r i c a l  
studi es are m i x e d  and b a se d  on shaky data and m e t h o d o l o g y .  The 
ideal p r o c e d u r e  w o u l d  be to co m pa r e  m a t c h e d  sets of forei gn  
and local firms, m a k i n g  s i m i l a r  p r o d uc t s ,  w i t h  equal access 
to the r e l e v a n t  t e c h n o l o g y  and fa c in g  i d e n t i c a l  m a r k e t  c o n d i 
tions. Wh i l e  e x i s t i n g  studi es do not live up to this ideal, 
m ost  of t h e m  hav e c o n t e n d e d  th e m s e l v e s  wi t h c o m p a r i n g  large
and d iv er s e groups of local and fo re ig n firms. Ho w e v e r ,  Co hen

32 3 3(1975) and M a s o n  (1973) tried to com p a re  m a t c h e d  pairs of

31. H a g e r m a n  and Z m i j e w s k i  (1979), op . c i t. ,  p . 143.
32. Cohen, B., M u l t i n a t i o n a l  Firms and A s i a n  E x p o r t s , Yale 

U n i v e r s i t y  Pres s j N ew  Haven, 19 75.
33. Mason, R . H . , " Som e O b s e r v a t i o n s  on the Ch o ic e  of T e c h n o 

logy by M u l t i n a t i o n a l  Firms in D e v e l o p i n g  Co u n t r i e s " ,
The R e v i e w  of E c o n o m i c s  and S t a t i s t i c s , A u g u s t  1973,
pp. 349-355.
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fore ign  and local firms in some less d e v e l o p e d  co u nt r i es ,  but 
b ot h  studi es  fa il e d to find c o n s i s t e n t  p a t t e r n s  of c ap ita l  
in t e n s i t y  in t he ir sam p l es  once i n du s t ry  d i f f e r e n c e s  were  
a c c o u n t e d  for, and w e re  un ab le  to c o n cl u d e w h e t h e r  or not 
m u l t i n a t i o n a l s  use more capi tal  i n t e n s i v e  t e c h n o l o g y  than 
local firms in the less d e v e l o p e d  countries.

34V a i t so s  (1976) found that fo re ign  firms are m ore  capital
i n t e n s i v e  in P e r u  for all excep t the l arg est  sizes. F a j n z y l b e r  

35(1975) found m  M e x i c o  that f ore ign  firms use 2.5 times more
3 6capital per e m p l o y e e  on a v e r ag e  than local firms. Jo (1976) 

r e p o r t e d  for Sout h K o r e a  that capital i n t e n s i t i e s  vary m a r k e d 
ly over i n d u s t r i e s  w i t h  no c o n s i s t e n t  p a t t e r n  e m e r g i n g  for
m u l t i n a t i o n a l s ,  th ou gh  on av e ra ge  m u l t i n a t i o n a l s  are more

37capi tal  in te ns iv e . A g a r w a l  (1976) found for t h i r t y - f o u r
In di a n  i n d u s tr ie s  that m u l t i n a t i o n a l s  are m or e capita l inten-

3 8sive than local firms. So l o m o n  and F o r s y t h  (1977) found for
G h a n a  that fo r e i g n  firms are more capital i n t e n s i v e  than local

39firms w i t h i n  given sectors. G e r s h e n b e r g  (1976) argued that 
m u l t i n a t i o n a l  e n t e r p r i s e s  use more  capit al  i n t e n s i v e  t e c h n i q u 
es than local firms in Uganda.

34. Va it so s ,  C.V., E m p l o y m e n t  P r ob l e m s  and T r a n s n a t i o n a l  
E n t e r p r i s e s  in D e v e l o p i n g  C ou n t ri e s  : D i s t o r t i o n s  and 
I n e q u a l i  t y , W o r l d  E m p l o y m e n t  P r o g r a m m e ,  W o r k i n g  Pa p e r  
No. 11 ( m i m e o ) , I L O , Geneva, 1976.

35. F a j n z y l b e r ,  F., "Las E m p r e s a s  T r a n s n a c i o n a l e s  y el S ist e-  
ma I n d u s t r i a l  de Me x i c o "  El T r i m e s t r e  E c o n o m i c o , O c t o b e r -  
N o v e m b e r  1975, q u o t e d  in S. Lall, " T r a n s n a t i o n a l s ,  D o m e s 
tic E n t e r p r i s e s ,  and I n d u s t r i a l  S t r u c t u r e  in Host LDGs: A 
Su rv e y ",  O x f o r d  E c o n o m i c  P a p e r s , July 1978 , p p . 217-248.

36. Jo, S u n g - H w e n ,  The Impa ct of M u l t i n a t i o n a l  Firms on E m p l o y 
me nt and I n co m e s  : The Case Study of S ou th K o r e a , Wo r l d  
E m p l o y m e n t  P r o g r a m m e ,  W o r k i n g  Pa p er  N o . 12 (mimeo) ,
ILO, Geneva, 1976.

37. A g a r w a l ,  J.P., " F a c t o r  P r o p o r t i o n s  in F o r e i g n  and D o m e s t i c  
Firms in In dia n M a n u f a c t u r i n g " ,  The E c o n o m i c  J o u r n a l , 8 6 , 
S e p t e m b e r  1976, p p . 589-594.

38. S ol om on , R . F . , and D.J.C. F or s y th ,  " S u b s t i t u t i o n  of L a b o u r  
for C a p i t a l  in the F o r e i g n  Sector: So me  F u r t h e r  E v i d e n c e " ,  
The E c o n o m i c  J o u r n a l , 87, S e p t e m b e r  1977, p p . 283-289.

39. G e r s h e n b e r g ,  I., The P e r f o r m a n c e  of M u l t i n a t i o n a l  and 
O th e r  Firms in E c o n o m i c a l l y  L e s s - D e v e l o p e d  C o u n tr i e s : A 
C o m p a r a t i v e  A n a l y s i s  of U g a n d a n  D a t a , I n s t i t u t e  of 
D e v e l o p m e n t  St ud ie s, N a i r o b i ,  Ug an da,  D i s c u s s i o n  P a p e r  
234 ( m i m e o ) , 1976.
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Wh ile  some s tud ies  ha v e  found m u l t i n a t i o n a l  e n t e r p r i s e s  
to be more capit al i n t e n s i v e  than their local c o u n t e r p a r t s  in 
less d e v e l o p e d  c o u nt r i es ,  some other studi es  p r o d u c e d  c o n t r a 
d ic t or y  results. B a l a s u b r a m a n y a m  ( 1 9 7 3 ) ^ c o m p a r e d  f a cto r  
i n t e n s i ti e s  of I n di a n  Firm s w i t h o u t  f or eig n t e c h n o l o g y  or c a p i 
tal w i t h  those of In di a n firms w i t h  f o re i gn  l i c e n s i n g  and those 
w i t h  f o re i gn  capital. He found, w i t h i n  given i n d u s t r i e s ,  that 
the In d i a n  firms w i t h o u t  f or e ig n  t e c h n o l o g y  or ca pi tal  and the 
firms wi t h  fo r e i g n  c api ta l are less cap i t al  i n t e n s i v e  than the 
Indian firms w i t h  for e ig n  licensing, R e i d e l  ( 19 7 5 ) ^^ f o u n d  for 
T a i w a n e s e  e x p o r t - b a s e d  i n d u s t r i e s  that there is no c o n s i s t e n t  
p a t t e r n  of d i f f e r e n c e  b e t w e e n  the fa ct or i n t e n s i t i e s  of
f ore ig n and local firms w i t h i n  s p e c i f i c  se ctors. La l l  and 

42S t r e e t e n  (1977) did not find that m u l t i n a t i o n a l i t y  makes a 
s t a t i s t i c a l l y  s i g n i f i c a n t  d i f f e r e n c e  to capita l in t e n s i t y  for 
their a g g r e g a t e d  sa mp le  of 109 Ind i an  and C o l o m b i a n  firms, 
but that the i n d u s t r y  g r o u p i n g  does.

The m i x e d  f ind in gs  of the studies on c a pi t al  i n t e n s i t y  
r es t ri c t  any com m e nt  on the c o m p a r a t i v e  c a pi t al  i n t e n s i t y  of 
m u l t i n a t i o n a l  and local firms in less d e v e l o p e d  countries.
But no ne of the st ud ie s m e n t i o n e d  above has r e f u t e d  the a r g u 
m en t  that m u l t i n a t i o n a l  e n t e r p r i s e s  in less d e v e l o p e d  c o u n t r 
ies use h i g h l y  capit al i n t e n s i v e  te c h no l o g y ;  a l t h o u g h  pe rh aps  
the de gr ee  of cap i t al  i n t e n s i t y  is not s i g n i f i c a n t l y  h i g h e r  
than the local firms. M o r e o v e r  some stud ies  have found m u l t i 
n a t i o n a l  e n t e r p r i s e s  in some less d e v e l o p e d  c o u n t r i e s  m ore  
capital i n t e n s i v e  than their local c o u n t e r p a r t s .  The d i f f e 
ring fin d in g s  of the st udi es  may be cause d by the w e a k n e s s e s  
of m e t h o d o l o g y  used or by the lack of r e l i a b l e  data, or by the 
d i f f e r e n t  c h a r a c t e r i s t i c s  of the firms in d i f f e r e n t  cou n tr i e s  
at d i f f e r e n t  po in t s in time. H o we v e r ,  one p o i n t  that emerg es  
from the fi nd in g s of a v a i l a b l e  studies is that the i n d u s t r i a l  
s e c to r  in less d e v e l o p e d  co un tr i es  is h i g h l y  ca pi ta l intensive.

40. B a l a s u b r a m a n y a m , V.N., I n t e r n a t i o n a l  T r a n s f e r  of T e c h n o 
logy to I n d i a , P r a e g e r ,  N e w  York, 1973.

41. Rei d el ,  J . , "The N a t u r e  and D e t e r m i n a n t s  of E x p o r t -  
O r i e n t e d  D i r e c t  F o r e i g n  I n v e s t m e n t  in a D e v e l o p i n g  C o u n 
try: Case Study of T a i w a n " ,  W e l t w i r t s c h a f t l i c h e s  Ar c h i v ,  
1975, p p . 505-528.

42. Lal l and S t r e e t e n  (1977), op.cit.
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I s l a m  (1976) in his study of capita l i n t e n s i t y  in i n d u s t r i a l  
e n t e r p r i s e s  in B a n g l a d e s h ,  s ho wed  e m p i r i c a l l y  that as a w ho le  
i n d u s t r i a l  e n t e r p r i s e s  in that countr y are h i g h l y  capital 
int en s i ve .  That st udy r e v e a l e d  that capi tal  i n t e n s i t y  in i n d u s 
tries of m o s t  less d e v e l o p e d  co un tr ies  i n c l u d i n g  B a n g l a d e s h  is 
h i g h e r  than that of in many d e v e l o p e d  c ou ntr ie s.  This i n d i c a 
tes that m u l t i n a t i o n a l  e n t e r p r i s e s  in less d e v e l o p e d  co un tri es  
h av e  h ig h  c ap ita l i n t e n si t y , w h i c h  may be more than or s i m il a r  
to the c api tal  i n t e n s i t y  of the local e n t e r p r i s e s .  In the real 
w or ld , h i g h  c a p it a l  i n t e n s i t y  may not cost much in terms of 
" p o l i t i c a l  cost" for the local e n t e r p r i s e s  as it w o u l d  for 
the m u l t i n a t i o n a l s .  This may be b e c a u s e  the p e o pl e  in less
d e v e l o p e d  co u n t r i e s  o fte n co n s i d e r  m u l t i n a t i o n a l  e n t e r p r i s e s

44as the fo re ig n agents of e c o n o m i c  e x p l o i t a t i o n .

B a s e d  on the above d i s c u s s i o n  of the c ap ita l in t e n s i t y
of m u l t i n a t i o n a l  e n t e r p r i s e s  in less d e v e l o p e d  c o un t r ie s,  one
may argue that the capi tal  in t en s i ty  h y p o t h e s i s ,  f o r w a r d e d

4 5by H a g e r m a n  and Z m i j e w s k i  (1979) , in a s s o c i a t i o n  w i t h  other
factors (viz. large size e t c . ) , may m o t i v a t e  the m u l t i n a 
tionals in less d e v e l o p e d  co un tr ies  to u n d e r s t a t e  r e p o r t e d  
p r o f i t  p e r f o r m a n c e  throu gh the choice of a p p r o p r i a t e  a c c o u n 
ting p o l i c i e s .

(c) M a r k e t  P o w e r  and M o n o p o l y  Rent:

E n t e r p r i s e s  e a r n i n g  m o n o p o l y  rents th r o u g h  the e xe r c is e  
of their m a r k e t  p o w e r  ( m o n o p o l i s t i c  or o l i g o p o l i s t i c  m a r k e t  
p o w e r ) , may be e x p e c t e d  to ma ke  every  ef fo r t to p r o t e c t  this 
power. R e p o r t i n g  lower pro f it s  by c h o o s i n g  p a r t i c u l a r  a c c o u n 
ting p o l i c i e s  may be of i m p o r t a n c e  to an e n t e r p r i s e  with  
m a r k e t  p o w e r  for two reasons: first it m i g h t  c om bat  p o l i t i c a l
attacks, and secon d,  it m i g h t  d i s c o u r a g e  the e nt ry of

43. Islam, R., E a c t o r  I n t e n s i t y  and L a b o u r  A b s o r p t i o n  in 
M a n u f a c t u r i n g  I nd u s t r i e s :  the Case of B a n g l a d e s h , U n p u b 
li sh e d  Ph.D. thesis, U n i v e r s i t y  of L on d o n ,  1976.

44. Turne r,  L . , M u l t i n a t i o n a l  Co m p a n i e s  and the T h i r d  W o r l d , 
Al le n  Lane, 1973, gave an ex c e l l e n t  a na ly s is  of this view; 
for f u r t h e r  d e tai ls see: N. Girvan, C o r p o r a t e  I m p e r i a l i s m : 
C o n f l i c t  and E x p r o p r i a t i o n ,  M o n t h l y  R e v i e w  Pr es s,
N e w  York , 1976.

45. H a g e r m a n  and Z m i j e w s k i  (1979), o p. cit .,  p . 143.
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p o t e n t i a l  c o m p e t i t o r s  into the same market. Th e st ra t e g y  of 
u n d e r s t a t i n g  r e p o r t e d  p r o f i t  p e r f o r m a n c e  to m a i n t a i n  m a r k e t  
po wer  m ay be as us e fu l in less d e v e l o p e d  c o u n t r i e s  as in 
d e v e l o p e d  countri es .

In the U n i t e d  States, r e p o r t e d  p r o fi t s  h a ve  been used
by the J u s t i c e  D e p a r t m e n t  to d e t er m in e  m a r k e t  p o w e r  and by
me mbe rs  of the p u b l i c  to s u g ge st  that ce r t a i n  com p a ni e s  be

46i n v e s t i g a t e d  for p o s s i b l e  a n t i - t r u s t  v i o l a t i o n s .  P o l i t i c a l  
p r e s s u r e  groups of te n c o n s i d e r  hi g h r e p o r t e d  p r o f i t s  of an 
e n t e r p r i s e  as the s u r r o ga te  of m a r k et  power. U n d e r  such c i r c u 
m s t a n c e s ,  one may argue that e n t e r p r i s e s  e a r n i n g  m o n o p o l y  
rents w o u l d  h a v e  an i nc e n t i v e  to u n d e r s t a t e  r e p o r t e d  a c c o u n t 
ing ea rn in g s in order to avoid p o l i t i c a l  p r e s s u r e s  for more 
control, more taxes, a n t i - t r u s t  l i t i g a t io n ,  n a t i o n a l i s a t i o n ,  
or e x p r o p r i a t i o n .

4 7M a n s f i e l d  (1962) s h ow e d  e m p i r i c a l l y  that the n u m b e r  of 
firms e n t e r i n g  an in d u s t r y  is p o s i t i v e l y  r e l a t e d  to the 
a c c o u n t i n g  p r o f i t  of that industry. If the firms in an i n d u s 
try are fo und  to earn a b no r m a l  pro f i ts , p o t e n t i a l  co m pe t i t o r s  
have an i n c e n t i v e  to en t er  that i nd ust ry,  th e re b y  r e d u c i n g  the 
p r o f i t a b i l i t y  of e x i s t i n g  firms in that in du str y. Since the 
e x i s t i n g  firms w o u l d  not like to e n c o u r a g e  the en t r y  of c o m p e 
titors by r e v e a l i n g  p r o f i t a b l e  o p p o r t u n i t i e s ,  they may be 
m o t i v a t e d  to u n d e r s t a t e  r e p o r t e d  p r ofi ts  by s e l e c t i o n  of a p p r o 
pr iat e a c c o u n t i n g  p ol ici es.

M u l t i n a t i o n a l  e n t e r p r i s e s  in less d e v e l o p e d  co un tr ies  
are o l i g o p o l i s t i c  in c ha r a ct er ,  and the comm on  featu re s of 
m u l t i n a t i o n a l  e n t e r p r i s e s  like t e c h n o l o g y  i n no v a t i o n ,  p r o d u c t  
i n n o v a t i o n  and d i f f e r e n t i a t i o n ,  heavy a d v e r t i s e m e n t  and b r a n d  
i d e n t i f i c a t i o n ,  are b o t h the symptoms of, and r e i n f o r c e  this 
o l i g o p o l i s t i c  m a r k e t  power. Re c e n t  t h eor ies  of fore ig n

46, Broz en , Y., " S i g n i f i c a n c e  of P r o f i t  D a t a  for A n t i - t r u s t  
P o l i c y " ,  The A n t i - t r u s t  B u l l e t i n ,spring 1969 , p p . 119-139.

47. M a n s f i e l d ,  E,, "Ent ry , G i b r a t ’s Law, I n n o v a t i o n  and the 
G r o w th  of F irm s",  The A m e r i c a n  E c o n o m i c  R e v i e w , 52,
D e c e m b e r  1962, p p . 1023-1051.
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i n v e st m e nt ,  and in p a r t i c u l a r  of the g r o w t h  of i n v e s t m e n t  
by m u l t i n a t i o n a l  e n t e r p r i s e s ,  have turn ed  to e x p l a n a t i o n s  
b a s e d  on ’i m p e r f e c t i o n s 1 , o l i g o p o l i s t i c  i n t e r d e p e n d e n c e ,  and 
the p o s s e s s i o n  of m o n o p o l i s t i c  a d va n ta g e s.  T h e s e  t he or ie s,  
w h i c h  m ay  be b r o a d l y  l a b e l l e d  ’o l i g o p o l i s t i c 1 e x p l a n a t i o n s  
of d ir ect  f o r e i g n  i n v e s t m e n t ,  draw up on a v a r i e t y  of d i f f e 
rent field s of s tud y to p r o d u c e  a m u c h  m o r e  r e a l i s t i c  and
c o m p r e h e n s i v e ,  if r e l a t i v e l y  u n r i g o r o u s ,v i e w  of the actual

48pro ce s s of m a r k e t  p o w e r  of m u l t i n a t i o n a l  e n t e r p r i s e s .

In less d e v e l o p e d  c o u nt r ie s ,  critics o f t e n  al le g e that 
m u l t i n a t i o n a l  e n t e r p r i s e s ,  by r e s t r i c t i n g  c o m p e t i t i o n  in 
the m a r ke t ,  earn m o n o p o l y  rents, and thus e x p l o i t  the 
n a t i o n a l  ec onomy. Such a l l e g a t i o n s  may  in e x t r e m e  cases re su l t  
in u n b e a r a b l e  p o l i t i c a l  costs (e.g. n a t i o n a l i s a t i o n ,  e x p r o 
pr iat io n)  f o r .a .multina ti on al en t e rp r i se . In o rd e r  to p r e v e n t  
this sort of p o l i t i c a l  cost, a m u l t i n a t i o n a l  e n t e r p r i s e  may  
d e m o n s t r a t e  in its f i n a n c i a l  s t at e m en t s  that it is not e a r n i n g  
any m o r e  p r o f i t  than the local e n te r p r i s e s .  S uch  a d e m o n s t r a 
tion m i g h t  m a k e  its criti cs  b e l i e v e  that the m u l t i n a t i o n a l  
e n t e r p r i s e  does no t en jo y any s pe cia l a d v a n t a g e  ( m o n o p o l i s t i c  
or o l i g o p o l i s t i c )  over the n a t i o n a l  firms in the economy.
This s t r a t e g y  of s h o w i n g  lower pro f it s in f i n a n c i a l  s t a t e m e n t s  
may be a c c o m p l i s h e d  by the m u l t i n a t i o n a l  t h r o u g h  the c hoi ce  
of p a r t i c u l a r  a c c o u n t i n g  pol ic i e s.

(d) B u s i n e s s  Risk:
4 9H a g e r m a n  and Z m i j e w s k i  (1979) ar gu e d that the firms 

w i t h  h i g h e r  s y s t e m a t i c  r i s k w o u l d  have a t e n d e n c y  to choo se  
income  d e f l a t i n g  a l t e r n a t i v e s  w h i c h  d e c i d i n g  a c c o u n t i n g  
poli cie s.  T h e  p r i n c i p a l  a s s u m p t i o n  of this a r g u m e n t  is that 
h i g h e r  s y s t e m a t i c  r i s k  p r o d u c e s  a h i g h e r  r i s k - p r e m i u m .  The 
a r g u m e n t  was put f o rw a rd  as. follows:

" A c c o u n t i n g  p ro f it s ,  to the exten t they m e a s u r e  e c o n o m i c  
pro fi t s , c o n s i s t  of n o r m a l  re tu r n to c a p i t a l  and any 
a b n o r m a l  p r o f i t s  or losses. ... Th is m e a n s  that unless  
the p u b l i c  and p o l i t i c i a n s  make a d j u s t m e n t s  for risk,

48. See c h a pt e r  3, and c h a pt e r  4 of the p r e s e n t  study.
49. H a g e r m a n  and Z m i j e w s k i  (1979), o p . ci t . , p . 143.
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r i s k i e r  firms w i ll  ap pe a r to make e x c e s s i v e  profi ts  
and thus be s u bj e ct  to n e g a t i v e  w e a l t h  transfe rs.
... Firms that have h i g h l y  v a r i a b l e  e a r n i n g s  wi l l  
n a t u r a l l y ,  f ro m time to time, ap pe a r  to ea rn  a b no r m al  
pr ofits. This su b je c t s such firms to p o l i t i c a l  costs.
Thus these firms have the i n c e n t i v e  to r e d u ce  the mean  
of t he i r  r e p o r t e d  ea rn i n gs  d i s t r i b u t i o n s  by ch o os i n g  
inco me d e f l a t i n g  a c c o u n t i n g  a l t e r n a t i v e s ,  ..."

The b u s i n e s s  risk a r gu m e n t  was e x a m i n e d  by H a g e r m a n  and 
Z m i j e w s k i  u s i n g  the b e t a  c o e f f i c i e n t  of s toc k pr ic e s  as the 
m e a s u r e  of s y s t e m a t i c  risk. The be t a c o e f f i c i e n t  was co m p u t e d  
us in g  the m a r k e t  mo d e l w h i c h  is c o n s i s t e n t  w i t h  the capital 
asset p r i c i n g  mo d e l  (CAPM) d e v e l o p e d  by Sh a rp e  ( 1 9 6 4 ) “*^and 
others. But in the case of a less d e v e l o p e d  c ou n tr y  w he r e  the 
capital m a r k e t  is u n o r g a n i s e d  and the s toc k m a r k e t  is less 
active, and w h e r e  the a s s u m p t i o n s  of C A P M  do not h o l d  good, it 
may not be p o s s i b l e  to e x a m i n e  w h e t h e r  or n o t b e t a  (the m e a s u 
re of s y s t e m a t i c  risk) i n f l u e n c e s  a c c o u n t i n g  p o l i c y  choice. 
A l t h o u g h  o th e r  m e a s u r e s  of risk, e.g. s t a n d a r d  d e v i a t i o n  or 
v ar i a n c e  of r e tu r n on capita l can be used, they seem i n a p p l i 
cable for s t u d y i n g  a c c o u n t i n g  po l i c y  choice b e c a u s e  such 
m e a s u r e s  are b a s e d  on p u b l i s h e d  a c c o u n t i n g  n u m b e r s  w h i c h  may 
be d i s t o r t e d  by m a n i p u l a t i o n  of the a c c o u n t i n g  polic ies .

C o r p o r a t e  risk or b u s i n e s s  risk u s u a l l y  has two c o m p o 
nents: (i) u n s y s t e m a t i c  risk, and (ii) s y s t e m a t i c  risk.
U n s y s t e m a t i c  risk arises out of un c e r t a i n t i e s  at the m i c r o 
level of the e n t e r p r i s e ;  w h i l e  s y s t e m a t i c  r i s k  arises out of 
the u n c e r t a i n t i e s  at the m a c r o - l e v e l  of the e c o n o m y  w i t h i n  
w h i c h  the e n t e r p r i s e  ope rates. It is a ss u m e d  that the c o r p o 
rate m a n a g e m e n t  can m i n i m i s e  u n s y s t e m a t i c  risk since this kind  
of ris k is the o ut c o m e  of u n c e r t a i n t i e s  w i t h i n  the e n t e r p r i s e ;  
e f f o rt s  to a l l e v i a t e  such u n c e r t a i n t i e s  m ak e  u n s y s t e m a t i c  risk 
c o n t r o l l a b l e .  F i n a n c e  th eo ry  tells c o r p o r a t e  m a n a g e m e n t  that 
it can reduc e u n s y s t e m a t i c  ri sk  to zero. As s y s t e m a t i c  risk 
is the p r o d u c t  of u n c e r t a i n t i e s  at the m a c r o  e c o n o m i c  level, 
it may not be c o n t r o l l a b l e  by an e n t e r p r i s e  m a n a g e m e n t .

50. Sharpe, W.F., " C a p i t a l  A s s e t  Pri c e s:  A T h e o r y  of M a r ke t
E q u i l i b r i u m  un de r  C o n d i t i o n s  of Risk", J o u r n a l  of F i n a n c e , 
S e p t e mb er 1964, p p . 425-442,
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T h e r e f o r e ,  w h e n  an e n t e r p r i s e  is e x p o se d  to a h ig h  degree of 
u n c e r t a i n t y  at the m a c r o  e c o n o m i c  level, it may be e x p e c t e d  
to face h i g h e r  b u s i n e s s  risk and in turn to earn a h i g h e r  
risk p r e m i u m  in the form of h i g h e r  profits.

A m u l t i n a t i o n a l  e n t e r p r i s e ,  due to its al ien  status in 
a h o s t  country, and p a r t i c u l a r l y  due to p o t e n t i a l  " p o l i t i c a l  
Costs" a r i s i n g  out of the n a t i o n a l i s t i c  a t t i t u d e  of the m e m 
bers of the p u b l i c  in a hos t less d e v e l o p e d  co untry, seems 
to be e x p o s e d  to a g r e a t e r  d egr ee of m a c r o - l e v e l  u n c e r t a i n t y  
than any ot he r  d o m e s t i c  en t e r p r i s e .  This in turn raises the 
e x t e n t  of b u s i n e s s  risk of a m u l t i n a t i o n a l  e n t e r p r i s e  in 
c o m p a r i s o n  w i t h  a local e n t e r p r i s e  in a h o s t  co untry, p a r t i 
cu lar ly  in a h o s t  less d e v e l o p e d  country. A s s u m i n g  that hi gh  
b u s i n e s s  risk  is p o s i t i v e l y  r e l a t e d  to h i g h  p r of i t s,  it may 
be as s u m e d  that m u l t i n a t i o n a l  e n t e r p r i s e s  in less d e v e l o p e d  
c ou n t ri e s  w o u l d  have an i nc e n ti v e  to hide the h i g h pro f it s  
(i.e. h i g h  risk premium) by u n d e r s t a t e m e n t  of r e p o r t e d  profits.
In line w i t h  the " b u s i n e s s  risk" a r g um e n t put fo r w a r d  by

51H a g e r m a n  and Z m i j e w s k i  (1979) , it can be a r g u e d  that the
u n d e r s t a t e m e n t  of r e p o r t e d  pr o fi t s  by m u l t i n a t i o n a l s  m i g h t  
be done th r o u g h  choice of a p p r o p r i a t e  a c c o u n t i n g  pol icies.

6,4 C O N C L U S I O N

The p r e s e n t  ch a p t e r  has a t t e m p t e d  to s u g g e s t  some e c o n o 
mic  reas ons  b e h i n d  the choice of a c c o u n t i n g  p o l i c i e s  by 
b u s i n e s s  e n te r p r i s e s .  Th e s e  e c o n o m i c  r e aso ns h av e b e e n  a n a l y 
sed in the co n t e x t  of m u l t i n a t i o n a l  e n t e r p r i s e s  in less 
d e v e l o p e d  countries.j In summary, in the p r e s e n t  c h ap t e r it 
has be en  a r gu e d that m u l t i n a t i o n a l  e n t e r p r i s e s  in less d e v e 
loped c ou n t ri e s  may have an i n c e nt i v e to ch oos e those a c c o u n 
ting p o l i c i e s  w h i c h  redu ce r e p o r t e d  pr of it s .  This i n c e n t i v e  
could be due to the g r e a t e r  p r o b a b i l i t y  that large size, 
ca pi t a l i n te n s i t y ,  and a bi l i t y  to earn m o n o p o l y  rent and/or a 
h i g h  risk pr em iu m ,  w o u l d  ma ke  these e n t e r p r i s e s  s u b je c t  to 
p o l i t i c a l  a c t io n s  that w o u l d  reduce their w eal th.

51. H a g e r m a n  and Z m i j e w s k i  (1979), o p .ci t. , p . 143.
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In addit ion , it has also be en  argue d that m u l t i n a t i o n a l s  in 
a h ost  c o u n tr y may be m o t i v a t e d  to reduce r e p o r t e d  pr o f it s  
by the choice of a p p r o p r i a t e  a c c o u n t i n g  p o l i c i e s  in or der to 
d i s c o u r a g e  en tr y of p o t e n t i a l  c o m p e ti t or s  (mainly c om p e t i n g  
m u l t i n a t i o n a l s )  in the same market.

So far as is k n o w n  no study, e i t h er  n o r m a t i v e  or 
e m p i r i c a l ,  has yet e x a m i n e d  w h e t h e r  or not m u l t i n a t i o n a l  
e n t e r p r i s e s  in less d e v e l o p e d  c o un tr i es  r e s or t to the pr ac ti c e  
of p r o f i t  d i s t o r t i o n s  by a c c o u n t i n g  po l i c y  m a n i p u l a t i o n  or 
a c c o u n t i n g  p o l i c y  choice, in or d e r to d e m o n s t r a t e  lower p r o f i t  
p e r f o r m a n c e  than the local e n t e r pr i s e s.  Such an study is 
i m p o r t a n t  for u n d e r s t a n d i n g  the b e h a v i o u r  of m u l t i n a t i o n a l s  
in host less d e v e l o p e d  count ri es . It may also be h e l p f u l  in 
o p e r a t i o n a l i s i n g  n a t i o n a l  and i n t e r n a t i o n a l  eff o r ts  to p r e p a r e  
codes of c on d u c t  for m u l t i n a t i o n a l s .  The p r e s e n t  c h a p t e r  has 
a t t e m p t e d  to advan ce the h y p o t h e s i s  that " m u l t i n a t i o n a l  
e n t e r p r i s e s  in less d e v e l o p e d  co un t r ie s m a n i p u l a t e  a c c o u n t i n g  
p ol i c i e s  in orde r to u n d e r s t a t e  r e p o r t e d  p r o f i t  p e r f o r 
mance".- This h y p o t h e s i s  wi l l  be e x a m i n e d  in c ha p t e r  9 of the 
pr e s e n t  st udy w i t h  r e f e r e n c e  to the m u l t i n a t i o n a l  e n t e r p r i s e s  
o p e r a t i n g  in a less d e v e l o p e d  coun try  (Ba ng l a de s h ).
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C H A P T E R  SEVEN
Transfer Price Manipulation Hypothesis

7.1 I N T R O D U C T I O N

T r a n s f e r  pr i ce s o r d i n a r i l y  denote m o n e t a r y  amounts 
(prices) a s s i g n e d  to e x c h an g e s of goods and s e rv ic e s b e t w e e n  
d i f f e r e n t  p r o f i t  centres of an e n t e r p ri s e . A l t h o u g h  most 
f or ei gn  a f f i l i a t e s  of m u I t i n a t i o n a l  e n t e r p r i s e s  are t h e o r e t i 
cally se p a r a t e  legal ent i t ie s,  in p r a c t i c e  they are int e gr a l  
parts of one e c o n o m i c  o r g a n i s a t i o n .  In the c o nt e xt  of m u l t i 
n a t i o n a l  e n t e r p r i s e s ,  t ra n s f e r  pric es  are the p r i c es  that 
are cha rg e d on " i n t e r n a l i s e d "  trade and o the r flows of 
se rvi ce s b e t w e e n  a f f i l i a t e d  compa nie s or s u b s i d i a r i e s  of the 
same m u l t i n a t i o n a l  e n t e r p r i s e .

In a m u l t i n a t i o n a l  en t e r p r i s e ,  many t r a n s a c t i o n s  can 
take place b e t w e e n  the s u b s i d i a r i e s  in d i f f e r e n t  c o unt ri es  or 
b e t w e e n  the p a r e n t  and s u b s i d i a r i e s  - sales of goods, the 
p r o v i s i o n  of s e r v ic e s,  the l i c e n s i n g  of p a t e n t s  and kn o w - h o w ,  
the g r a n t i n g  of loans and so on. The pr ice s ch a r g e d  for such 
t r a n s a c t i o n s  may n ot  fo ll o w the rules of t r adi i tonal p r i c i n g  
theor y un d e r  p r e v a i l i n g  m a r k e t  co n di tio ns.  The e s s e n t i a l  
di ff e r e n c e  is s i m p ly  that in t r a n s a c t i o n s  in the open m a r k e t  
or b e t w e e n  u n r e l a t e d  firms, the b uy ers  and sel l e rs  try to 
m a x i m i s e  their b e n e f i t s  at each o t h e r ’s expen se ; w h i l e  in the 
case of t r a n s a c t i o n s  b e t w e e n  af fi l i at es  of a m u l t i n a t i o n a l ,  
the price may be m e r e l y  an a c c o u n t i n g  devic e used by the p a r 
ties to m a x i m i s e  the o v er a l l b e n e f i t  to the total o r g a n i s a t i o n  
(the m u l t i n a t i o n a l  e n t e r p r i s e ) .  As a resu lt there is a p o s s i 
b i l i t y  that t r a n s f e r  pr i ce s  may div er g e c o n s i d e r a b l y  f rom  the 
p ric es  w h i c h  w o u l d  have b e e n  a gr ee d b e t w e e n  u n r e l a t e d  firms 
e n g a g e d  in the same or si m i l a r  t r a n s a c t i o n s  un d e r  the same or 
s im i la r  c o n d i t i o n s  in the open market. This open m a r k e t  pr ice  
is u s u a l l y  calle d an " a r m ’s length price". W he n  the t r an s f er  
pric e is set h i g h e r  than the a r m ’s l en gth  price, then the good 
or servi ce  is c o n s i d e r e d  to be o v er - p r i c e d ;  and w h e n  the t r a 
n s f e r  p ric e is b e l o w  the a r m ’s length price, then the good or
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servi ce is c o n s i d e r e d  to be u nd e r - p r i c e d .  This o v e r - p r i c i n g  
or u n d e r - p r i c i n g  of the goods and ser v i ce s  res u l ts  in a flow 
of li qu id  assets across the b o u n d a r i e s  of the co u n tr i e s w he r e  
the m u l t i n a t i o n a l s ’ a f fi l ia t e s operate; such flows m i g h t  be 
r e g a r d e d  as a se cr et  t r a n s f e r  of funds, w h i c h  could be used 
by a m u l t i n a t i o n a l  e n t e r p r i s e  to d i st o rt  r e p o r t e d  p r o f it  p e r 
for ma n ce  of any of its a f f i l i a t e d  companies.

7.2 T R A N S F E R  P R I C I N G  P R O C E S S

The t r a n s f e r  p r i c i n g  p ro c es s may oc cur  in v ar iou s types 
of i n t e r n a t i o n a l  t r a n s a c t i o n s  w i t h i n  a m u l t i n a t i o n a l  group. 
Some of the ways in w h i c h  the tra n s fe r p r i c i n g  p r o c e s s  may 
lead to pr ice m a n i p u l a t i o n s  are d i s c u s s e d  below:

(a) P r i c i n g  of Goods:

S u p p o s e  s u b s i d i a r y  X of a m u l t i n a t i o n a l  e n t e r p r i s e  
m a n u f a c t u r e s  s u b - a s s e m b l i e s  w h i c h  are s h i p p e d  to s u b s i d i a r y  Y. 
If the p r o d u c t  is u n d e r - p r i c e d  by X, then th ere occurs a s e c 
ret t r a n s f e r  of funds f r o m  X to Y. If the p r o d u c t  is o v e r 
pr ic e d,  then there is a s e cr e t  t ra n s fe r  of funds f r om  Y to X. 
L i k e w i s e ,  there may be t r a n s f e r  price m a n i p u l a t i o n  in the case 
of the s h i p m e n t  of ca pi tal  goods such as m a c h i n e r y  and spares, 
and f i n i s h e d  p r o d u c t s ,  fro m one pa rt y to a n o t h e r  w i t h i n  a 
m u l t i n a t i o n a l  group.

(b) Fees and Ro y al t i e s :

M a n a g e r i a l  advice, a l l o c a t e d  h e a d q u a r t e r s ’ ove r h ea d ,  and 
ro ya l ti e s  on pa t e n t s  and trade marks, are v e r y d i f f i c u l t  to 
price  in the open marke t.  He n c e they ap pe a r to be very s u i t a 
ble co nd ui ts t h ro u g h w h i c h  to move funds f rom  a s u b s i d i a r y  to 
the p a r e n t  company, or b e t w e e n  s u b s i d i a r i e s .  H i g h e r  or lower 
charges for fees, r o y a l t i e s  and h e a d q u a r t e r s ’ o ve r h ea ds  may 
re sul t in a flow  of funds in e i t h e r  d i r ec t i on .

(c) I n t e r - s u b s i d i a r y  Loans:

The m o s t p r e v a l e n t  fo r m  of i n t e r - s u b s i d i a r y  loan is to 
s pe e d- u p  or d ela y the i n v o i c i n g  of s h i p m e n t s  b e t w e e n  two 
r e l a t e d  e n t e r p r i s e s  w i t h i n  a m u l t i n a t i o n a l  group. This is
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very si mp l e  b e c a u s e  n o r m a l  terms of p a y m e n t  u s u a l l y  differ 
b e t w e e n  reg i on s  of the wo r ld . In add ition, a ctu al s h i p p i n g  
s c h e d u l e s  can be a c c e l e r a t e d  in one d i r e c t i o n  and d e c e l e r a t e d  
in the o the r so that one s u b s i d i a r y  carries i n v e n t o r y  for 
both. The cost and b e n e f i t  of this action may be a l l o c a t e d  
b e t w e e n  d i f f e r e n t  s u b s i d i a r i e s .  M o r e o v e r ,  trade credit, and 
long or m e d i u m  term loans b e t w e e n  s u b s i d i a r i e s  may in vo lve  
i nt e r e s t  p a y m e n t s  at h i g h e r  or lower rates than the ’no r ma l  
r a t e ’ . This w o u l d  re sul t in a flow of funds b e t w e e n  s u b s i d i a 
ries. In a d d i t i o n  to i n t e r - s u b s i d i a r y  loans, loans may also 
take pl ac e b e t w e e n  the p a r en t  and s u b s i d i a r i e s ,  w h i c h  may 
re su l t in t r a n s f e r  price m a n i p u l a t i o n  and u l t i m a t e l y  a net 
flow of funds ei t h e r  f rom  p a r e n t  to s u b s i d i a r y  or f r om  s u b s i 
diary to p a r e n t .

The t r a n s f e r  p r i c i n g  pr o c e s s  may not always in vo l v e a 
si mpl e t r a n s f e r  of goods b e t w e e n  two a f f i li a t es .  As a resul t  
of i n t e r n a t i o n a l  d i f f e r e n c e s  in tax rates and due to va ri ou s  
o th e r  factors /  a m u l t i n a t i o n a l  e n t e r p r i s e  may adopt a s t r a t e 
gy of s h i p p i n g  goods f r o m  one s u b s i d i a r y  to a no the r,  or fr om

2the p a r e n t  c omp an y to a s u b s i d i a r y ,  via a third affilia te.
This third a f f i l i a t e  may n ot  be e n g a g e d  in any m a n u f a c t u r i n g  
acti vi t y,  r a t h e r  it may act as a 'transit camp' for m e r c h a n 
dise; these t r a d i n g  a f f i l i a t e s  are so m et i m es  c a ll e d  sh ip pers. 
This type of a f f il i a te  is us u a l l y  e s t a b l i s h e d  in a count ry  
w it h  gr e a t e r  tax a d v a n t a g e s  and i n t e r n a t i o n a l  mo ne y  t r an s f er  
f a c i l i t i e s .

S u p p o s e  the p a r e n t  comp any  of a m u l t i n a t i o n a l  in the U.K. 
wi sh e s  to o v e r - p r i c e  expor ts to a s u b s i d i a r y  in Ba n g la d e s h ;  
this w o u l d  u l t i m a t e l y  i n c r e a s e  the cost of p r o d u c t i o n  and 
de cr e as e  the r e p o r t e d  p r o f i t  of the B a n g l a d e s h  sub s i di a r y.
This t r a n s f e r  p r i c i n g  pol i c y,  ho w e v e r ,  w o u l d  i n c r e a s e  r e v en u e  
and u l t i m a t e l y  the tax b u r d e n  of the p a r e n t  c o m pa n y  in the U.K.. 
But the p a r e n t  com p an y  can show a lower r e v e n u e  in the U.K. by 
t r a n s f e r r i n g  goods to B a n g l a d e s h  via a third a f f i l i a t e  (say)

1. D i s c u s s e d  in detail in the f o l l o w i n g  sect ion .
2. For de ta i l s  see: the f o l l o w i n g  secti on , s u b - h e a d i n g  

" R e d u c i n g  C o r p o r a t e  P r o f i t  Taxes".



www.manaraa.com

7 . 4

in H o n g  Kong. K n o w l e d g e  of this pr o ce s s  was g a t h e r e d  in the 
course of p e r s o n a l  i n t e r v i e w s  w i t h  top m a n a g e m e n t  p e r s o n n e l  of 
a n u m b e r  of m u l t i n a t i o n a l  en t e r p r i s e s  in Ba n g l a d e s h .  This 
pro ce s s can be s ho wn as below:

UK parent 
company

To the affiliate in 
Hong Kong (shipper) 
from UK parent and from 
Bangladesh subsidiary.

PROFIT SHIFTS

At prices below cost 
reducing parent’s 
revenue.

TRANSFER TO SHIPPER

At prices above market 
price,increasing cost 
and reducing revenue 
in B ’desh subsidiary.

TRANSFER TO BANGLADESH 
SUBSIDIARY

Bangladesh
subsidiary

F i g u r e  7.1 : Profit Shifts Through the Transfer Pricing Process

7.3 F A C T O R S  I N F L U E N C I N G  T R A N S F E R  P R I C I N G  D E C I S I O N

T r a n s f e r  p r i c i n g  d e c i s i o n s  in m u l t i n a t i o n a l  e n t e r 
p r i s es  ma y be i n f l u e n c e d  by v ar i o u s  f a ct ors , the effec ts  of 
w h i c h  may d e t e r m i n e  an ’o p t i m a l ’ s t r a t e g y  for a m u l t i n a t i o n a l .  
The f ac tor s m ay  be g ro u pe d  un de r two br oa d  h e a di n gs :  (i) those
w h i c h  help m a x i m i s e  g lo ba l pr of i t  of the o r g a n i s a t i o n ,  and
(ii) th os e w h i c h  h el p  m i n i m i s e  cur r e nt  and p o t e n t i a l  risks of 
the m u l t i n a t i o n a l  e n t e r p r i s e  in a host country. An at t em pt  is 
ma de b e l o w  to d i sc u s s ea ch  of the i m p o r t a n t  fact or s under 
th ese two b r o a d  he adi ng s .

3. Hong K o ng  p r o v i d e s  v a r i o u s  tax a d v a n t a g e s  and i n t e r n a t i o n a l  
mo n e y  t r a n s f e r  f a c i l it ie s . T he re are a n u m b e r  of low tax 
and tax free c o u n t r i e s  in d i f f e r e n t  p ar ts of the world; 
m a n y  m u l t i n a t i o n a l s  have, set up' s u b s i d i a r i e s  in these c o u n 
tries to s h el v e pr o f i t s  fr om d i f f e r e n t  s o u rc e s  wo rl d  wide.
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(A) P r o f i t  M a x i m i s i n g  F a c t o r s

(a) I m p r o v i n g  or M a i n t a i n i n g  C o m p e t i t i v e  P o s i t i o n :

A m u l t i n a t i o n a l  e n t e r p r i s e  may  at t e m p t  to imp r ov e  its 
c o m p e t i t i v e  p o s i t i o n  or to m a i n t a i n  an e x i s t i n g  c o m p e t i t i v e  
p o s i t i o n  in the w o r l d  m a r k e t  by us in g the t r a n s f e r  p ri c i n g  
m e c ha n i sm . This ma y be ach ie v ed ,  for exa m p le ,  by u n d e r - p r i c i n g  
raw m a t e r i a l s ,  i n t e r m e d i a t e  p ro d u c t s  or s e r v i c e s , o r  services 
t r a n s f e r r e d  from one s u b s i d i a r y  to an ot he r, t h e r e b y  e n a b l i n g  
the r e c e i v i n g  s u b s i d i a r y  to sell pr o du c t s  at c o m p e t i t i v e  
pr ice s e i t he r  to i n c r e a s e  its m a r k e t share or to e l i m i n a t e  
p o t e n t i a l  c o m p e t i t o r s .  L o w  t r a n s f e r  pric es  w o u l d  s e e m  to be 
p a r t i c u l a r l y  commo n in v e r t i c a l l y  i n t e g r a t e d  i n d u s t ri e s , w h e r e  
c o m p e t i t i v e  m a r k e t  p o s i t i o n  at the raw m a t e r i a l  and s e m i 
p r o c e s s e d  m a t e r i a l  stages m a k e s  it p o s s i b l e  to set t ra n s f e r  
price s at levels w h i c h  r e su l t  in the b ul k  of the p r o f i t  a p p 
e a r i n g  at the p r o c e s s i n g  and m a r k e t i n g  stages. This ma y  d i s c 
ou ra g e  n e w e n t r a n t s  at the p r o c e s s i n g  level.

W h e n  a s u b s i d i a r y  of a m u l t i n a t i o n a l  in a host c o un t r y  
m ake s losses, pr o f i t s  e ar ned  in s u b s i d i a r i e s  in other c o u n t 
ries can be sh i f t e d  to the loss m a k i n g  s u b s i d i a r y  th r ou gh  the 
t r a n s f e r  p r i c i n g  m e c h a n i s m .  This proce ss  m a y  he lp to s u st a i n  
the loss m a k i n g  s u b s i d i a r y  and to m a i n t a i n  its m a r k e t  share. 
A l t e r n a t i v e l y  w h e n  a s u b s i d i a r y  attains m o n o p o l y  m a r k e t  power  
and can sell p r o d u c t s  at m o n o p o l y  p ric es,  g oo ds  and s e rv ice s  
f r o m  o the r s u b s i d i a r i e s  can be s h if ted  to that p a r t i c u l a r  
s u b s i d i a r y  at h i g h  t r a n s f e r  prices; this p r o c e s s  m a y  r es ult  in 
gr e a t e r  p r o f i t a b i l i t y  for the m u l t i n a t i o n a l  grou p, as 
h igh  t r a n s f e r  pr ic es  w i l l  give h i g h  p r of i t s to the s u b s i d i a 
ries se l li n g  goods and s er v ic e s  to . the m o n o p o l i s t .  The high 
cost of impor ts w i l l  no t d im i n i s h  the p r o f i t a b i l i t y  of the 
m o n o p o l i s t  b e c a u s e  of its m a r k e t  p ow er and its abili ty to 
raise m a r k e t  prices. Thus the o v e ra l l  p r o f i t s  of the m u l t i n a 
tio na l  group may be i n cre as ed .

In a n a l y s i n g  its g l o b a l  c o m p e t i t i v e  p o s i t i o n ,  a m u l t i n a 
tiona l e n t e r p r i s e  u s u a l l y  does n ot  c o n s i d e r  only the p r o f i t a 
b i l i t y  of its sales and i n v e s t m e n t s  in b o t h  d o m e s t i c  and
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f or e ig n  m a r k e t s ,  but also the ways in w h i c h  they affect each 
other. Th e i n t e r a c t i o n s  b e t w e e n  p r o f i t a b i l i t i e s  of the p a re n t  
and a s u b s i d i a r y ,  one s u b s i d i a r y  and an other, and b e t w e e n  the 
pa re n t  and all the s u b s i d i a r i e s ,  are l i kel y to be c o n s i d e r e d  
in d e t e r m i n i n g  a gl o b al  s t r a t e g y  for i m p r o v i n g  or m a i n t a i n i n g  
a c o m p e t i t i v e  p o s i t i o n  for the w h o l e  m u l t i n a t i o n a l  ente rp ri se.  
F i g u r e  7.2 b e l o w  d e m o n s t r a t e s  this p a t t e r n  of i n t e r ac t i o n:

Competitive position in 
market affects otherTs 
competitive position

SUBSIDIARY
France

Transfer pricing 
policy affects 
competitive position

SUBSIDIARY
Italy

Competitive position 
in market affects 
other’s competitive 
position

Competitive position 
in market affects other’s 
competitive position PARENT

COMPANY
U.S.A.

F i g u r e  7.2 : T r a n s f e r  P r i c i n g  and C o m p e t i t i v e  P o s i t i o n

(Note: The above d i a g r a m  is from : J.S. A r p a n  and L.H.
R a d e b a u g h ,  I n t e r n a t i o n a l  A c c o u n t i n g  and M u l t i 
n a t i o n a l  E n t e r p r i s e s , W a r r e n  G o r h a m  & Lam o n t,  
Boston , 1981, p. 236.

As the t r a n s f e r  p r i c i n g  po lic y of a m u l t i n a t i o n a l  

ma y a ff ect  its ov e r a l l  c o m p e t i t i v e  p o s i t i o n ,  p o l i c y  d e c i s i on s  
about t r a n s f e r  p r i c i n g  are n e e d e d  in i n d i v i d u a l  cases, so that 
the p o t e n t i a l  impact on the e x i s t i n g  and p o t e n t i a l  c o m p e 
ti ti v e p o s i t i o n  of the e n t e r p r i s e  in the w o r l d  m a r k e t  can be 
cons i d e r e d .
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(b) R e d u c i n g  C o r p o r a t e  Taxes:

T r a d i t i o n a l l y  mo st  of the d i s c u s s i o n  of t r a n s f e r  p r i c i n g  
deals w i t h  its impact on the over al l b u r d e n  of c or po ra te  
taxes to the m u l t i n a t i o n a l  ent er pr i s e.  A co m m o n  e x a m pl e  is 
the use of t r a n s f e r  p r i c i n g  by a m u l t i n a t i o n a l  to shift p r o 
fits out of h i g h  ta x- rat e co un tr i es  to low ta x - r a t e  countries. 
The p a r e n t  c o m p a n y  can sell goods and se r vi c e s  at lower than 
the arm's le n g t h  price  to a f o r e i g n  s u b s i d i a r y  in a low tax- 
rate c o u n t r y  and buy f r o m  that s u b s i d i a r y  at h i g h e r  than 
arm's l e ngt h price. Th e r e s u l t a n t  loss in the p a r e n t ' s  hi gh  
t a x - r a t e  co u nt r y  w ill  be b a l a n c e d  by the p r o f i t s  of the s u b 
si d i a r y  in the low t a x - r a t e  count ry , and thus the m u l t i n a t i o 
nal e n t e r p r i s e  w i l l  ac h i e v e  a r e d u c t i o n  in its gl oba l tax 
bu rdens. A si m pl e case of tax r e d u c t i o n  t h r o u g h  t r a n s f e r  
p r i c i n g  is d e p i c t e d  below:

TRANSFERS TO SUBSIDIARY
Goods or services tra
nsferred from parent 
at below arm's length 
prices,reducing cost 
and increasing profit of 
subsidiary._______________

UK parent 
(high tax- 
rate. Approx. 
52 %)________

^ T R A N S F E R S  TO PARENT
Goods or services tra
nsferred from subsidia
ry, at higher than arm's 
length prices,increasi
ng cost and reducing 
profit of parent.______

Hong Kong 
Subsidiary 
(low tax- 
rate .App. 15%;

PROFIT SHIFTS
From parent's high tax- 
rate' country to subsi
diary' s low tax-rate 
country.

>

OVERALL TAX BURDEN OF THE 
MULTINATIONAL REDUCED 

F i g u r e  7.3: T r a n s f e r  P r i c i n g  and T a x  R e d u c t i o n



www.manaraa.com

7 . 8

Ho w p r of it s  a c c r u i n g  to the m u l t i n a t i o n a l  e n t e r p r i s e  as 
a wh o l e  can be i n c r e a s e d  by s e t t i n g  h i g h  t r a n s f e r  pric es  to 
sy ph o n  p r o f i t s  f rom  s u b s i d i a r i e s  d o m i c i l e d  in h i g h  tax c o u n 
tries and low t r an s f e r  p ric es to shift p r o f i t s  to low tax c o u n 
tries, may be e x e m p l i f i e d  by the f o l l o w i n g  n u m e r i c a l  example:

E x a m p l e
S u p p os e  a B r i t i s h  m u l t i n a t i o n a l  e n t e r p r i s e  ABC Co. is 
i n v o l v e d  in the car l e a si n g  b u s i n e s s ,  and it has two 
s u b s i d i a r i e s  - one in J ap an and the o t he r in H o n g  Kong.
ABC Co. (Japan) p u r c h a s e s  a fleet of used T o y o t a  cars 
fr om XYZ Co. in J ap a n  for, say £500 each. T h en  these 
used cars are r es o l d  by ABC Co. (Japan) to ABC Co.
(Hong Kong) for £525 each, at a n o m i n a l  p r o f i t  of 5 per 
cent. The ABC Co. (Hong Kong) then r es ell s these cars 
to the U.K. P a re n t  co m p a n y  (ABC Co. in U.K.) for £1,500  
each. The H o n g  K o n g  s u b s i d i a r y  makes  a p r o f i t  of £975 
per car (a p r o f i t  of 186 per c e n t ) . As the ta x -r a t e  on 
c o r p o r a t e  p r o f i t  is r e l a t i v e l y  low in H o n g  K on g  (about 
15 per cent), the tax b u r d e n  for the h i gh  p r o f it  in the 
H o n g  K o n g  s u b s i d i a r y  is i n s i g n i f i c a n t  c o m p a r e d  w i t h  the 
high ta x- rat e in U.K. or Japan. The p a r e n t  comp an y in 
the U.K. then leases the fleet of cars for a d i s c o u n t e d  
sum close to its cost, thus m i n i m i s i n g  its taxab le r e v e 
nues, and ma kes n e c e s s a r y  d e p r e c i a t i o n  a l l o w a n c e s  for 
tax pu r p os e s . The t r a n s f e r  p r i c i n g  m e c h a n i s m  has h e l p e d  
the m u l t i n a t i o n a l  in m i n i m i s i n g  its g l ob a l  tax b u r d e n  
and t he r e b y  m a x i m i s i n g  the ov er a l l p r o f i t s  of the group.

A m u l t i n a t i o n a l  e n t e r p r i s e ,  as seen in the above exam pl e,  
may e s t a b l i s h  an i n t e r n a t i o n a l  tr a di n g  a f f i l i a t e  as an i n t r a 
group trade i n t e r m e d i a r y  in a s o - c a l l e d  ’tax h a v e n 1 . This 
f a c i l i t a t e s  tax r e d u c t i o n s  th ro ug h t r a n s f e r  pr ic in g .  P r of i t s  
may be a c c u m u l a t e d  by the m u l t i n a t i o n a l  in a tax haven. Ta x  
ha ven s are u s u a l l y  loc a te d in r e l a t i v e l y  small c o un t r ie s  or 
t e r r i t o r i e s  w h i c h  have low tax rates a nd/ or  w h i c h  f r e q u e n t l y
ex em p t fro m taxes e it h e r  all or m os t  in c o m e  d e r i v e d  from
_ ■ 4for ei g n sources. T h e s e  tax h a ve n s include:

(i) The B a h a m a s ,  Ber m ud a,  and the C a y m a n  Is la nd s,  
w h i c h  have no taxes at all.

(ii) The B r i t i s h  V i r g i n  Is la nds , and G i b r a l t a r ,  wh i c h  
h av e  very low ta x- ra tes .

(iii) H o n g  Kong, L i b e r i a ,  and P a na m a , w h i c h  tax lo ca l l y  
g e n e r a t e d  in co me  at low rates, b ut  e x e m p t  income  
fr om f or e i g n  sources.

4. Choi, F. D.S .,  and G.G. M u e l l e r ,  An I n t r o d u c t i o n  to M u l t i n a 
ti ona l A c c o u n t i n g , P r en t i ce-Hal 1 , New. Je r s e y ,  19 7 8 , p . 290.
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(iv) C o u n t r i e s  that a ll o w  speci al p r i v i l e g e s  that are 
s u i t a b l e  as tax ha ve n s  for very l im i t ed  pu rposes.

So long as p r of i t can be t r a n s f e r r e d  to a tax haven, the 
m u l t i n a t i o n a l  can e nj oy the b e n e f i t  of tax
defe rra ls . But w h e n  the p a r e n t  c o mpa ny r e p a t r i a t e s  pr of i t  to 
the home  co un tr y, the p r o f i t  may be taxed by the home count ry  
g o v e r n m en t .  Due to the av o id a n ce  of double t a x a t i o n  via aggre- 
ments b e t w e e n  m o st  n a t i o n a l  g ov e r n m e n t s ,  the p a r e n t  company is 
r e l i e v e d  fr om p a y m e n t  of tax on r e p a t r i a t e d  p r o f i t  from s u b s i 
dia ries, to the e xt ent  that tax has al r e a d y  b e e n  paid in the 
host  country. This aspect of c o r p o r a t e  p r o f i t  t a x a t i o n  may be 
e x p l a i n e d  w i t h  the help  of the f o l l o w i n g  ex am ple :

E x a m p l e :
S u p p os e  a U.S. m u l t i n a t i o n a l  e n t e r p r i s e  "BMI Corp ."  
de riv es  all of its i n com e from its s u b s i d i a r y  in 
B an g l a d e s h .  N e t  e a rn i n gs  be fo r e  taxes are $100 mil l io n .  
S u p p o s e  BMI Corp. pays $30 m i l l i o n  i nc ome  tax in 
B a n g l a d e  s h .

A s s u m e  the U n i t e d  States has a 50 per cent c o r p o r a t i o n  
tax-rate. The tax pa ye r s  in the U n i t e d  States  can 
c red it  c o r p o r a t e  taxes pa id in the h os t  country.

The tax c o n s e q u e n c e s  of BMI Corp. in the U n i t e d  States 
w il l  be as follows:

E a r n i n g s  b e f o r e  tax $ 100 mill.
B a n g l a d e s h  tax _____________$ C 30)mill.
P r e - c r e d i t  US tax (100 * . 50) = $50 mill.
Cr e d i  for f o r e i g n t ax = $ 30 mill.

N e t  US tax $( 2 0 ) m i l l .

T o t a l  taxes p a id  ($30mill. + $20 m i l l . ) = $  50 mill.
R e t u r n  after all taxes =$ 50 mill.

The m a j o r  h o m e  c o u n tr i e s of m u l t i n a t i o n a l s ,  viz. the 
U.S.A., the U.K., the F e d e r a l  R e p u b l i c  of G e r m a n y  and Japan, 
have ad o p t e d  the " f o r e i g n  tax credit" m e c h a n i s m .  As d iv i d en d s  
and income o r i g i n a t i n g  in the host co u n t r y  are held liable to 
tax in the home c ou nt r y w h e n  such incomes are e f f e c t i v e l y  
r e p a t r i a t e d ,  the fo r e i g n  tax credit m e c h a n i s m ,  in itself, pro 
vides an i n c e n t i v e  to r e ta i n  pro f it s in s u b s i d i a r i e s  in low
t a x - r a t e  cou nt rie s. The tax saving by a m u l t i n a t i o n a l
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e n t e r p r i s e  may be c o n s i d e r a b l y  e n h a n c e d  if in comes from high  
tax c o u n t r i e s  are r e m i t t e d  not to the p a r e n t  c o m p a n y  but to 
an a f f i l i a t e  in a tax haven, w h e r e  the incom e is laid to rest 
in a t a x - f r e e  cli mate, b e f o r e  be i n g re d e p l o y e d .  Pr of it s a c c u 
m u l a t e d  in tax ha v en s  m a y  u l t i m a t e l y  be used to invest in 
f or e i gn  co u n t r i e s  w h i c h  m a y  help the m u l t i n a t i o n a l  ac h i ev e  tax 
and ot her b e n e f i t s  on acc o un t of capit al  e x p e n d i t u r e s .

5
Plasscliaert (1979) has p o i n t e d  out some co n s t r a i n t s  on 

tax r e d u c t i o n s  thro ugh  t r a n s f e r  p r i c i n g  i n v o l v i n g  tax havens. 
First, some part of ov er se as pr of its  ( a c c u m u l a t e d  in tax h a v 
ens) wi ll  e v e n t u a l l y  have to be c h a n n e l l e d  to the p a r e n t  
company, to s u s t a i n  d i v i d e n d s  to the p a r e n t ’s s h a r e h o l d e r s ;  
at that point, the home c ou n t r y  wi l l  tax the pr ofits. Second, 
tax h a v en s  are e x c l u d e d  f r o m  be n e f i t s  of d o u b l e  t a x a t i o n  
ag re e me n t s.  And, fina ll y, m a j o r  c o u n tr ie s  h a v e  taken steps to 
thwart the use of tax h a v e n  ’c o n v e n i e n c e ’ s u b s i d i a r i e s .  But 
it seems that these c o n s t r a i n t s  have had only a l i m it e d  effect 
on d i s c o u r a g i n g  m u l t i n a t i o n a l s  f ro m  u si n g  the tr a n sf e r
p r i c i n g  m e c h a n i s m  to save w o r l d  w i d e  taxes. The g r o w i n g  t e n d e 
ncy for m u l t i n a t i o n a l s  to ap po i n t i n t e r n a t i o n a l  tax c o n s u l 
tants s ug g e s t s  that the m u l t i n a t i o n a l s  are in the se ar ch  of 
ma ny  angles and t ang les  in tax laws in d i f f e r e n t  c ou n t r i e s  to 
dodge the n a t i o n a l  and i n t e r n a t i o n a l  e f f or t s  towar ds  c o n t r o 
lling tax savi ng s t h r o u g h  t r an s f er  pr ici ng . M o r e o v e r ,  if 
p r o f it  t r a n s f e r s  to tax h a v e ns  can not save tax p a y m e n t s  for 
ever (as s u g g e s t e d  by P 1 a s s c h a e r t ) , at least tax p a y m e n t s  to 
the h om e  c o u n t r y  g o v e r n m e n t  can be d e f e r r e d  for a pe ri o d  of 
time; this can be used by the m u l t i n a t i o n a l  as a me ans of 
c o m b a t t i n g  cash flow p r o b l e m s  either in the p a re n t c o mp a n y or 
in a s u bs i d ia r y .

g
V a i t s o s  (1974) a r gu e d  that the q u e s t i o n  of tax pa y m e n t s  

is not l im i t e d  p u r e l y  to tax d i f f e r e n t i a l s .  In pr a ct i c e,  the 
pa ren t c o m p a n y  m a y  o v e r - p r i c e  its ex po r t s to a s u b s i d i a r y

5. P l a s s c h a e r t ,  S., T r a n s f e r  P r i c i n g  in M u l t i n a t i o n a l E n t e r 
prises: A C l a r i f i c a t i o n  of C o n c e p t s  and I s s u e s , C e n t r u m  
Vo or  Bedrijfseconoraie En B e d r i j f s e c o n o m e t r i e , U n i v e r s i t e i t  
A n t w e r p e n  - UFSIA,  W o r k i n g  P a p e r  79-58, N o . D /19 7 9 / 2 2 6 3 /1 3 , 
S e p t e m b e r  1979, p p . 10-11.

6 . V a i t s o s ,  C.V., I n t e r c o u n t r y  Income D i s t r i b u t i o n  and T r a n s 
n a t i o n a l  E n t e r p r i s e s ,C l a r e n d o n  P r e s s ,O x f o r d ,1974, p . 115.



www.manaraa.com

7.11

even if the tax rate is h i g h e r  in the c o u n t r y  of the parent 
c om p a n y  than in that of the s u b s i d i ar y,  b e c a u s e  the profit s  
thus sh i f t e d  can be of fs et a ga i n st  ’t a x ab l e  d e d u c t i o n s ’ for 
c er t a i n  fi xe d e x p e n d i t u r e s  - such as r e s e a r c h  and d e v e l o p m e n t  
and m a n a g e m e n t  charges.

(c) T a k i n g  A d v a n t a g e s  of T a r i f f s  and Su bs i d ie s :

In a d d i t i o n  to tax a d v a n t a g e s ,  t ar iff s and ex por t-  
s u b s id i e s in d i f f e r e n t  c o u nt r ie s,  in less d e v e l o p e d  co un tr i e s  
in p a r t i c u l a r ,  m ay  i n f l u e n c e  the m u l t i n a t i o n a l s  in d e t e r m i n i n g  
t ra n sf e r  prices. L al l (1973)^has e x p l a i n e d  this in a lucid 
m a n n e r  : (where A is the home country and B is the h o st  c o u n 
try)

"If t a x - r a t e s  are h i g h e r  in B than in A, and the p ar en t  
MN E ( m u l t i n a t i o n a l  e n t e r p ri s e ) s up p li e s  impo rt s to 
the s ub s i d i a r y ,  it w o u l d  pay the f i r m  to o v e r - p r i c e  
these t r a n s a c t i o n s  and m o v e  p r of i t s to A as long as 
the d i f f e r e n c e  in e f f e c t i v e  tax rates e x ce e ds  the 
tariff in B on those  imports. S i m i l a r l y ,  if the s u b s i 
di ar y  is e x p o r t i n g  to the p are nt it w o u l d  pay to u n d e r 
pr ic e  the t r a n s a c t i o n s  as long as the t a x- r a t e  d i f f e r e n 
tial plus the sa vi ng  in impor t du ty  in A e xc e e d e d  the 
e xp or t s u b s i d y  in B. If trade is ta k i ng  pl ace  in bot h  
d i r e c t i o n s ,  the MNE m a y  u n d e r - p r i c e  imp o rt s into B to 
av oid d ut ies  and u n d e r - p r i c e  its e x p or t s  to A to take 
a d v a n t a g e  of ex po r t s u b s id i es  in B and lower taxes in 
A. The  ex te n t  to w h i c h  pr of i t s can be m o v e d  a ro und  
f re e l y  de pe nds , of course, on the v o l u m e  of i n t r a - f i r m  
trade, the s t r u c t u r e  of the f i r m  and the v i g i l a n c e  of 
the r e l e v a n t  a u t h o r i t i e s . "

In p r ac t i c e,  how e ve r ,  it w o u l d  s ee m that cu st oms  du ti e s  are 
not v i e w e d  by m u l t i n a t i o n a l  e n t e r p r i s e s  as e s p e c i a l l y  i m p o r 
tant in their t r a n s f e r  p r i c i n g  p o l i ci e s , b e c a u s e  tariffs on 
raw m a t e r i a l s  and i n t e r m e d i a t e  p r o d u c t s  - w h i c h  c o n s t i t u t e  the

g
b ul k  of i n t r a - f i r m  trade - tend to be low.

(d) H e d g i n g  A g a i n s t  E x c h a n g e  Rate Chang es:

If the e x c h a n g e  rate of ei th er  the home c o un t r y or the 
host  c oun tr y is e x p e c t e d  to change and the m u l t i n a t i o n a l

7. Lall, S., " T r a n s f e r  P r i c i n g  by M u l t i n a t i o n a l  M a n u f a c t u r i n g  
F irm s" , O x f o r d  B u l l e t i n  of E c o n o m i c s  and Stat i s t i c s ,V o l .35, 
N o . 3, A u g u s t  1973, p . 176.

8. UNCTA D, D o m i n a n t  P o s i t i o n s  of M a r k e t  P o w e r  of T r a n s n a t i o n a l  
C o r p o r a t i o n s :  Use of the T r a n s f e r  P r i c i n g  M e c h a n i s m ,  U ni t e d
N a t i o n s  P u b l i c a t i o n  N o .T D / B / C . 2 / 1 6 7 ,New Y o r k , 1978, p . 7.
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e n t e r p r i s e  cannot or w i l l  not s p e c u l a t e  open ly , it may use 
tr an s f e r  p r i c e s  to r e i n f o r c e  the n o r m a l  leads and lags w h i c h  
m i n i m i s e  its o b l i g a t i o n s  in the d e v a l u i n g  cu rrency. The p r o f i 
t ab i l it y  of su ch  s p e c u l a t i o n  w o u l d  d ep end  on the am ou n t  of 
d e v a l u a t i o n  e x p e c t e d  and the cost of us in g  t r a n s f e r  pr ic es in 
terms of a d d i t i o n a l  taxes and tariffs. A si m pl e  ex a m p l e  may 
i l l u s t r a t e  this:

E x a m p 1e
Su pp o s e,  for ex amp le , that the U.S. p a r e n t  has sold 
goods h a v i n g  a m a r k e t  pr i ce  of £1 m i l l i o n ,  to its s u b s i 
di ary  in the U . K . , p ri ce  p a y a b l e  3 m o n t h s  h e n c e  and that 
the e x c h a n g e  rate b e t w e e n  s t e r l i n g  and the dollar,
$2 = £1 now, is e x p e c t e d  to change to $ 1.7 5 = £1 w i t h i n  
the same span of time. Let us assume that the p a r e n t  
comp any , for s h i p m e n t  of goods to the U.K. s ub s i d i a r y ,  
im pos es  a t r a n s f e r  p ric e of £1.2 m i l l i o n ,  w i t h o u t  m o d i 
f yin g the terms of pay m e nt .  The U.S. p a r e n t  co mp an y w o u l d  
rec ei v e £0.2 m i l l i o n  or $0.35 m i l l i o n  more, but the U.K. 
s u b s i d i a r y  w o u l d  r e ce i v e less goods to the e xt e n t  of 
w o r t h  £0.2 m i l l i o n  or $0.3 5 mill ion . It foll ow s that the 
" e x c e s s ’1 price does not af fec t the o v e r a l l  c urr ent  asset 
p o s i t i o n  of the m u l t i n a t i o n a l  e n t e r p r i s e .  But, w h e n  the 
" l e a d i n g  t e ch n i q u e "  ( o v e r - p r i c i n g  to the ex t e n t  of p r e 
d ic t e d  fu t u re  e x c h a n g e - r a t e  change) is s u c c e s s f u l l y  
i m p l e m e n t e d ,  not only does the m u l t i n a t i o n a l  av oid e x c h 
ange risk, but also the tr a n s f e r  p r i c i n g  m e c h a n i s m  allows 
it to e x tr a ct  m ore  funds out of a w e a k  c ur r e n cy  for 
c o n v e r s i o n  into a s t r o n g  one.

L e a d i n g  or l a g g i n g  is u su a ll y  r e c o g n i s e d  by the m o n e t a r y  
a u t h o r i t i e s  as the m os t i m p o r t a n t  route th r o u g h  w h i c h  an 
e n t e r p r i s e  can h e d g e  a ga i n st  losses ar i s i n g  f r om  e x c h a n g e  
rate changes, a l t h o u g h  the p h e n o m e n o n  cannot  e a s il y  be d o c u m e n 
ted. A l t h o u g h  d i f f e r e n t  co u nt r i es  have i m p o s e d  v a ri o u s r e s t r 
ictio ns on the terms of p a y m e n t s  a p pl i e d in i n t e r n a t i o n a l  
trade and p a y m e n t s ,  t r a n s f e r  p r i c i n g  m e c h a n i s m s  r e s u l t i n g  in 
l ea d in g  or l a g g i n g  still se e m to be an i m p o r t a n t  tool in the 
ha nds of m u l t i n a t i o n a l  e n t e r p r i s e s  in h e d g i n g  aga i n st  e x c h a n g e  
rate chan g e s .

(e) M a n a g i n g  C as h B a l a n c e s  in F o r e i g n  S u b s i d i a r i e s :

M u l t i n a t i o n a l  e n t e r p r i s e s ,  for v a r i ou s re as o n s,  may 
p r e f e r  to keep cash b a l a n c e s  at a m i n i m u m  level in p a r t i c u l a r  
s u b s i d i a r i e s  e s p e c i a l l y  in s u b s i d i a r i e s  l o c a t e d  in
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less d e v e l o p e d  coun tr ies . The tr a n s f e r  p r i c i n g  gambit may be 
of m u c h  use in this re spect. The e c o n o m i e s  of most of the less 
d e v e l o p e d  co u n t r i e s  s u f f er  h ig h in fl at ion , w h i c h  erodes the 
va lue  of mone y. If a large cash b a l a n c e  is a l l o w e d  to re ma i n  
in these co un tr i es ,  there w o u l d  be a cost for the e n te r p r i s e  
as a w h o l e  b e c a u s e  i n f l a t i o n  w o u l d  erode the va l u e  of the 
cash ba la nc e .  U n d e r  such a c i r c u m s t a n c e ,  a m u l t i n a t i o n a l  
e n t e r p r i s e  may  a t t e m p t  to shift cash fr om  s u b s i d i a r i e s  in 
h i g h - i n f l a t i o n  c ou n t ri es  to s u b s i d i a r i e s  in l o w - i n f 1 at ion 
co un t ri e s  by p r a c t i s i n g  a p p r o p r i a t e  ( a p p r o p r i a t e  for cash 
tran sfer) t r a n s f e r  prices.

A la rg e n u m b e r  of less d e v e l o p e d  c o u n t r i e s  have very 
w e a k  cur r e nc i e s.  E v e n  if thes e count ri es do not impo se  r e s t 
ri cti on s on the r e m i t t a n c e  of pro f it s  by f o r e i g n  co m p an i e s,  
p r a c t i c a l  p r o b l e m s  due to lack of s u f f i c i e n t  f o r e i g n  e x c h a n g e  
re s e r v e  creat e li m i t a t i o n s  on the tr a n s f e r  of m o n e y  such 
co untries. A n t i c i p a t i n g  a fo re ig n  e x c h a n g e  crisis in the host 
country, a m u l t i n a t i o n a l  e n t e r p r i s e  may resor t to the 
t r a n s f e r  p r i c i n g  m e c h a n i s m  to shift funds out of the w e a k -  
c u r r e n c y  country.

In a d d i ti o n,  the cash b a l a n c e s  in f o r e i g n  s u b s i d i a r i e s  
of m u l t i n a t i o n a l  e n t e r p r i s e s  m a y  be m a n a g e d  t h r o u g h  the t r a n s 
fer p r i c i n g  m e c h a n i s m  v i a d i f f e r e n t  rates of in te r es t  in 
di f f e r e n t  h os t countries. An e xa m p l e  of this is found in the
f o l l o w i n g  s t a t e m e n t  of an ex ec u ti v e  of a U.S. ba se d  m u l t i n a -

9tional e n t e r p r i s e .

"One of our D a n i s h  s u b s i d i a r i e s  had exc e s s cash w h i c h  
it lent to a n ot he r  D a n i s h  s u b s i d i a r y  that was r e c e i v i n g  
goods f r o m  the S w ed i sh  subsi di ary . The D a n i s h  co m p a n y  
p r e p a i d  its a c c o u n t  w i t h  the S w e d i s h  s u b s i d i a r y ,  and 
this m o n e y  f i n a n c e d  the m o v e m e n t  of S w e d i s h  p ro d uc t s  into 
the F i n n i s h  su b s id i a r y .  What did the m a n o e u v r e  a c c o m 
pl ish ? If F i n l a n d  had b een  r e q u i r e d  to pay for the goods, 
it w o u l d  ha ve had to b o r r o w  at 15 per cent, the going 
F i n n i s h  rate. If the S w e d i s h  s u b s i d i a r y  had f i n a n c e d  the 
sale, it w o u l d  h ave  had to b o r r o w  at abou t 9 per cent.
But cash in D e n m a r k  was w o r t h  only 5 per cent to 6 per 
c e n t . M o r e o v e r ,the D a n i s h  cu rre nc y was w e a k  in r e l a t i o n  to 
the Sw edi sh ; by s p e e d i n g  up p a y m e n t s  to Sw e d e n  we not 
only o b t a i n e d  c h e a p e r  credit, we h e d g e d  our p o s i t i o n  in 
D a n i s h  K r o n e r  as w e l l . "

9. I n t e r v i e w  r e p o r t e d  in F i n a n c i a l  T i m e s ,L o n d o n ,12 Sept. 1969.
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(f) A d j u s t i n g  A g a i n s t  M u l t i p l e  E x c h a n g e  Rates:

T he r e  are less d e v e l o p e d  co un tr i e s w h e r e  m u l t i p l e  
exc ha n ge  rates are app l ie d on the o f f ic i a l
t ra n sf e r s of funds. This p r e v a i l e d  in C o l o m b i a  b e f o r e  1966,
w he r e  the rate a p p l i c a b l e  to p r of i t r e m i t t a n c e s  te nde d to be
u n f a v o u r a b l e  r e l a t i v e  to the one a p p l i c a b l e  to imports of

10ca pi t a l or i n t e r m e d i a t e  goods. Th ese  m u l t i p l e  ex c ha n g e  rates 
may induce a m u l t i n a t i o n a l  e n t e r p r i s e  to o v e r - p r i c e  imports 
for r e m i t t a n c e  of p r of i t s t h r o u g h  the t r a n s f e r  p r i c i n g  channel

(g) C i r c u m v e n t i n g  Q u a n t i t a t i v e  R e s t r i c t i o n s  on R e m i t t a n c e s :

In c o u n t r ie s  w h e r e  s tri ct e x c h a n g e  c o nt r o l r e g u l a t i o n s  
r es t r i c t  r e p a t r i a t i o n  of p r ofi ts,  and the m u l t i n a t i o n a l  
e n t e r p r i s e  is not i n t e r e s t e d  in r e i n v e s t i n g  r e t a i n e d  pr of its ,  
the t r a n s f e r  p r i c i n g  m e c h a n i s m  can play  an e f f e c t i v e  role in 
r e m i t t i n g  l i q u i d  assets and t h e r e b y  l i m i t i n g  its d e c l a r e d  
pro fits. K im  and M i l l e r  (19 7 9)'*''*', s t u d y i n g  the p r a c t i c e s  of 
U.S. b a s e d  m u l t i n a t i o n a l  e n t e r p r i s e s  in w o r l d - w i d e  tr an s f er  
pr ici ng , ar g ue d  that p r o f i t  r e p a t r i a t i o n  r e s t r i c t i o n s  and 
e x c h a n g e  c o n t r o l s  in the host  co un tri es f o r m  ve ry  i m p o rt a n t  
i n d u c e m e n t s  in t r a n s f e r  p r i c i n g  de ci sio ns.  In the wo r d s of 
K i m  and Miller:'*'^

" P r o f i t  r e p a t r i a t i o n  r e s t r i c t i o n s  and e x c h a n g e  cont rol s  
w i t h i n  the fo r e i g n  s u b s i d i a r y  c o u n t r y  r e c e i v e d  the 
h i g h e s t  r a n k i n g  order s in an a n a l y s i s  of the v a r i a b l e  
st at e m en t s . This is not s u r p r i s i n g  w h e n  it is seen that 
the two s t a t e m e n t s  are, in fact, i n t e r r e l a t e d .  E x c h a n g e  
co nt r ol s  i m p o s e d  by m a n y  d e v e l o p i n g  c o u n t ri e s  are of ten 
the me an s  of i m p l e m e n t i n g  v a r i e d  r e s t r i c t i o n s  on pr o fi t  
r e p a t r i a t i o n  by U.S. m u l t i n a t i o n a l  firms. F u r t h e r m o r e ,  
the h i gh  r ank  orders for these s t a t e m e n t s  co i n c i d e  w i t h  
the i m p r e s s i o n  o b t a i n e d  fr om p e r s o n a l  i n t e r v i e w s  w i t h  
c o m p a n y  c o n t r o l l e r s  and pa r t n e r s  of severa l of the 
large a c c o u n t i n g  firms i nv o l ve d  in thes e p r i c i n g  p r a c 
tices. This result, then, is a d r a m a t i z a t i o n  of the 
w e l l  k n o w n  fact that d e v e l o p i n g  c o u n t r i e s  ma ke  m aj o r  
use of p r o f i t  r e p a t r i a t i o n  r e s t r i c t i o n s  an d/o r ex ch a n g e  
co nt r o l s  to p r e v e n t  ou tf lo w s  of f o r e i g n  capital. This 
may, of course, be an att e mp t  to c o m p e n s a t e  for less 
s o p h i s t i c a t e d  incom e tax r e g u l a t i o n s  as c o m p a r e d  to 
th ose  in m o r e  d e v e l o p e d  c o u n t r i e s . "

10. La l l (1973), o p. c i t. ,  p . 177.
11. Kim, S.H., and S.W. Mi l l e r ,  " C o n s t i t u e n t s  of the I n t e r n a 

tional  T r a n s f e r  P r i c i n g  D e c i s i o n " ,  The C o l u m b i a  J ou r n al  
of Wo r l d  B u s i n e s s , S p r i ng  1979, pp.

12. Ibid, p . 72.
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(h) E x p l o i t i n g  L o c a l  M i n o r i t y  S h a r e h o l d e r s :

The t r a n s f e r  p r i c i n g  m e c h a n i s m  p r o v i d e s  the m u l t i n a t i o n a l  
w i t h  a tool for e x p l o i t i n g  the int e re s t s of local m i n o r i t y  
s h a r e h o l d e r s  in a ho s t country. The m u l t i n a t i o n a l ,  by o v e r 
p r i c i n g  impo rts  of capit al  assets and ot he r  inputs fr om  
r e l a t e d  sourc es  abroad, can shift pr of it s  in o r d e r  to m a x i m i s e  
global p r o f i t s  of the o r g a n i s a t i o n ,  and t h e r e b y  to d e p ri v e  
local s h a r e h o l d e r s  of their share of such pr of i t s.  As the 
local m i n o r i t y  s h a r e h o l d e r s  can exert li tt le  c on tro l in the 
m a n a g e m e n t  of the e n t e r p r i s e ,  the p o s i t i o n  of the m u l t i n a t 
ional in this reg a rd  is always f a v o u r a b l e  to its own interest.

(i) A c t i n g  in C o l l u s i o n  W i t h  L oc a l  C o l l a b o r a t o r s :

In the case of a joint v e n t u r e  p r o j e c t  w h e r e  a m u l t i n a 
tiona l e n t e r p r i s e  m ak es i n v e s t m e n t  in c o l l a b o r a t i o n  w i t h  one 
or more local eq ui t y  p a r t i c i p a n t s ,  the t r a n s f e r  p r i c i n g  m e c h a 
n i s m  may be use d by the m u l t i n a t i o n a l  to r em i t  pro f i ts  out of
the host c o un t r y in the in t er es t s of b o t h  the p ar t ie s  (the
m u l t i n a t i o n a l  it se l f  and the local c o 1 1 a b o r a t o r (s )). This k in d  
of c o l l u s i o n  may be easy w h e n  the local c o 1 l a b o r a t o r (s ) is 
(are) f r o m  the p r i v a t e  s ect or of the econo my .

It is r u m o u r e d  that local pr i v a t e  c o l l a b o r a t o r s  in a 
less d e v e l o p e d  c o u nt r y  of ten e n c o u r a g e  their  f o r e ig n  p a rt n e r s  
to remit funds th ro ug h  t r a n s f e r  p r ic i n g,  a p o r t i o n  of this 
r e m i t t e d  fund b e i n g  r e c e i v e d  by the h o s t  c o u n t r y  c o l l a b o r a 
tor (s) in h a r d  cu r r e n c i e s  f r o m the m u l t i n a t i o n a l .  T he  local 
c o 1 l a b o r a t o r (s ), it is p r e s u m e d ,  en ter(s) into such c o l l u s i o n  
w i t h  the m u l t i n a t i o n a l  in o rd er to a c c u m u l a t e  s e c r e t l y  r e m i 
tted pr o f i t s  in f o r e i g n  cou n t ri e s  w h i c h  they can freel y spend 
and/o r re s al e  on the 'black m a r k e t 1 . This p r a c t i c e  seems to 
ex ist in the case of those h os t  count rie s w h i c h  lay down
stric t r e q u i r e m e n t s  for local e qu ity  p a r t i c i p a t i o n ,  and w h i c h

1 3ha ve w e a k  c u rr enc ie s.

13. A l t h o u g h  it is very d i f f i c u l t  to p r o d u c e  e v i d e n c e  of this 
sort of c o l l u s i v e  a c t i v i t y  of the m u l t i n a t i o n a l s  and their 
local c o 1 l a b o r a t o r (s ), g en er al s t a t e m e n t s  about the e x i s 
tence of such a p r a c t i c e  we r e made by some l e a d i n g  i n d u s 
t r i al i s ts  and c o m p e t e n t  g o v e r n m e n t  a u t h o r i t i e s  in 
B a n g l a d e s h  d u r i n g  the f ie ld w o r k  for the p r e s e n t  study.
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(B) Ri s k  M i n i m i s i n g  F a c t o r s

(a) C o m b a t t i n g  P o l i t i c a l  and Social P r e s s u r e s :

M u l t i n a t i o n a l  e n t e r p r i s e s ,  e s p e c i a l l y  those  in less 
d e v e l o p e d  c o u n t ri e s , may be m o t i v a t e d  to use the tr a n s f e r  
p r i c i n g  m e c h a n i s m  to k e ep  d e c l a r e d  p r o fi ts  at a min i mu m ;  
b e c a u s e  h i g h  pr o f i t s  m i g h t  i nd uce  trades uni on s  to ask for a 
la rge r share of pr of i t s in the form of h i g h e r  wa g e s  and b o n u 
ses and p o l i t i c a l  a c t i v i s t s  m ig h t  c o n s i d e r  high prof it s as a 
s u r r o g a t e  for b o u r g e o i s  e x p l o i t a t i o n  or as the i n d i c a t o r  of 
f o r e i g n e r s ’ e x p l o i t a t i o n  of n a t i o n a l  re s o ur c e s.  The a l l e g a t i o n  
of ’e x p l o i t a t i o n ’, may cause t o u g h e r  g o v e r n m e n t  r e s t r i c t i o n s  on 
the o p e r a t i o n  of the m u l t i n a t i o n a l  and on r e p a t r i a t i o n  of 
pr ofits. M o r e o v e r ,  if the social and p o l i t i c a l  p r e s s u r e  groups 
are very p o w e r f u l ,  h i g h l y  p r o f i t a b l e  m u l t i n a t i o n a l s  may be 
s u b j e c t e d  to e x p r o p r i a t o r y  actions by the ho s t g o ve r n me n t .

M u l t i n a t i o n a l  e n t e r p r i s e s ,  in or de r  to s a f e - g u a r d  i n v e s t 
m en t s  a g a i n s t  p o l i t i c a l  and. social- p r e s s u r e s ,  may re sor t to 
the t r a n s f e r  p r i c i n g  gambit, to shift p ro f i t s  to safe place s  
and thus to d e c l a r e  m i n i m u m  levels of pr o f i t s  in a h ost  country

of m u l t i n a t i o n a l  i n v e s t m e n t s ,  tra ns f er  p r i c i n g  may be used to 
sy pho n p r o f i t s  f r o m  e n t e r p r i s e s  in p o l i t i c a l l y  ri s ky  c ou n t ri e s  
even w i t h o u t  re ga r d to t a x - t a r i f f  or ot h e r  s h o r t - t e r m  factors.

In p r a c t i c e ,  the p o l i t i c a l  e n v i r o n m e n t  in a p a r t i c u l a r  
host cou n t ry  ( e s p e c i a l l y  if the co un tr y is a less d e v e l o p e d  
cou nt r y ),  may be one of the m o s t  i m p o r t a n t  factors i n f l u e n c i n g  
the l o n g - t e r m  s t r a t e g y  for t ra ns f er  pr icing. V o l a t i l i t y  of the 
p o l i t i c a l  c o n d i t i o n s  in m a n y  of the less d e v e l o p e d  c o u nt r ie s  
seems to m o t i v a t e  m u l t i n a t i o n a l  e n t e r p r i s e s  to m a k e  a r r a n g e 
ment s ag a i n s t  e x i s t i n g  and p o t e n t i a l  p o l i t i c a l  risks - 
t r a n s f e r  p r i c i n g  m ay  be one of the bes t w a ys  to r e d u ce  such 
r i s k s .

(b) A r g u i n g  for G o v e r n m e n t  P r o t e c t i o n  and Su bs idi es:

M u l t i n a t i o n a l  e n t e r p r i s e s ,  w h e n  n e g o t i a t i n g  an i n v e s t 
me nt w i t h  a h os t  g o v e r n m e n t ,  e s p e c i a l l y  in a less d e v e l o p e d

w i t h  h i g h  p o l i t i c a l  and so ci al s afe ty
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co untry, u s u a l l y  press for p r o t e c t i o n  a g a i n s t  imports and 
other co m p e t i t i o n .  The h o s t  go v e r n m e n t ,  in or de r to e n c o ur a ge  
f ore ig n i n v e s t m e n t s  m a y p r o v i d e  such p r o t e c t i o n .  M o r e o v e r ,  
v ar i ou s  forms of s ub si d ie s  and f a v o u r a b l e  fi sc a l m e a s u r e s  
may be e n j o y e d  by a m u l t i n a t i o n a l  on the grounds that it 
o pe r a t e s  amidst  m a n y  c o n s t r a i n t s  in the ho s t country.

If the ho s t  g o v e r n m e n t  d i s c o v e r s  that a m u l t i n a t i o n a l  
e n t e r p r i s e  is e a r n i n g  a b n o r m a l  prof it s, it m ay  re fu s e to 
p r o v i d e  any p r o t e c t i o n  to the m u l t i n a t i o n a l .  F u r t h e r m o r e ,  any 
s ub s i d y  a n d / o r  fisca l f a c i l i t i e s  alr ea d y a l l o w e d  in f avo ur of 
the m u l t i n a t i o n a l  may be c u r t a i l e d  by the g ov e r n m e n t .  If the 
level of p r o t e c t i o n  is d e t e r m i n e d  by the ho st  g o v e r n m e n t  on 
the basis of the firm' s cost of p r o d u c t i o n  plus  some r e a s o 
n ab l e a l l o w a n c e  for p ro fit , the m u l t i n a t i o n a l  can argue for 
i n c r e a s e d  p r o t e c t i o n  and a d d i t i o n a l  f a c i l i t i e s  by i n f l a t i n g  
its p r o d u c t i o n  cost thr o ug h  o v e r - p r i c i n g  i n t r a - g r o u p  imports. 
This w o u l d  lead to an in c re a s e  in o v er a l l p r o f i t a b i l i t y  of the 
m u l t i n a t i o n a l .  If the m u l t i n a t i o n a l  e n t e r p r i s e  u n d e r s t a t e s  
r e p o r t e d  pr o f i t s  for a n u m b e r  of years, it m a y  p r o v i d e  a 
p r e t e x t  for ar g u i n g  w i t h  the h os t g o v e r n m e n t  for a h i g h e r  
level of p r o t e c t i o n  and fu rt h e r con ce ss io n s.

(c) R e d u c i n g  the Im pa c t  of P r i c e  C on tro ls :

P ri c e  c o n t r o l  r e g u l a t i o n s ,  e s p e c i a l l y  w h e r e  limits are 
p l a c e d  on the m a r k - u p s  on e x - f a c t o r y  or i m p o r t e d  prices, may 
also p r o v i d e  an i m p o r t a n t  i n f l u e n c e  on t r a n s f e r  p r i c i n g  d e c i 
sions of m u l t i n a t i o n a l  e n t e r pr i s es .  P r i c e  c o n t r o l  a u t h o r i t i e s ,  
in some c o u n t r i e s ,  fix m a x i m u m  pric es of m a r k e t a b l e  p ro d u c t s  
on the ba si s  of cost plus a r e a s o n a b l e  level of profit. 
T h e r e f o r e ,  in o rd e r  to r e d u c e  the impact of pr ice  c on tro ls  on 
the p r o f i t a b i l i t y  of the e n t e r p r i s e , a  m u l t i n a t i o n a l  can show a 
hi gh cost of p r o d u c t i o n  by o v e r - p r i c i n g  i mp o rt s  of raw m a t e 
rials and i n t e r m e d i a t e  p r o d u c t s  from sister o r g a n i s a t i o n s  
abroad. E m p i r i c a l  s tu die s in I nd i a  and C o l o m b i a  have o b s e r v e d  
the e v i d e n c e  of o v e r - p r i c i n g  by m u l t i n a t i o n a l  e n t e r p r i s e s  for
impo rts  of p h a r m a c e u t i c a l  p r o d u c t s  in these  c ou n t r i e s  in or der

14to c i r c u m v e n t  pr i ce  controls.

14. UNCTAD (1978), op.cit., p . 7.
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The p ri ce c ont rol  is an i m p o rt a nt  r isk  a g a i n s t  the 
p r o f i t a b l e  o p e r a t i o n  of m u l t i n a t i o n a l  e n t e r p r i s e s  in a host  
country. T r a n s f e r  p r i c i n g  m e c h a n i s m  may play a vi tal role in 
r e d u c i n g  this risk.

(d) D i s c o u r a g i n g  P o t e n t i a l  C o m p e t i t o r s :

If a m u l t i n a t i o n a l  e n t e r p r i s e  enjoys the m a r k e t  po w er  to 
earn a b o v e - n o r m a l  pro f i ts ,  it may not like to see ot h e r  p o t e n 
tial c o m p e t i t o r s  e nt er the same m a r k e t  to curb its m a r k e t  
share. If the m u l t i n a t i o n a l  rep o rt s  a hi g h rate of r e t u r n  in 
its f i n a n c i a l  s t a t e m e n t s ,  p o t e n t i a l  c o m p e t i t o r s ,  e s p e c i a l l y  
c o m p e t i n g  m u l t i n a t i o n a l s ,  m i g h t  be a t t r a c t e d  into the marke t.  
This could po s e  a great threat to the p r o f i t a b i l i t y  of the 
e x i s t i n g  m u l t i n a t i o n a l .  To d i s c o u r a g e  entry of p o t e n t i a l  
c o m p e t i t o r s ,  a m u l t i n a t i o n a l  e n t e r p r i s e  e a r n i n g  high pr of it s  
through the e x e r c i s e  of a d o m i n a n t  p o s i t i o n  in the m ar k e t  may  
be m o t i v a t e d  to s h ow  lo w er  levels of p r o f i t s  in its fi n a nc i a l  
st at e m en t s . This m a y  be a c c o m p l i s h e d  t hr o ug h  a t r a n s f e r  p r i c i 
ng gambit.

The above r e p r e s e n t  some g en era l i n d u c e m e n t s  to the use 
of the t r a n s f e r  p r i c i n g  m e c h a n i s m  to m a n i p u l a t e  r e p o r t e d  p r o 
fits in s u b s i d i a r i e s  of m u l t i n a t i o n a l  e n t e r p r i s e s .  Th e r e  may  
be v ar i o us  ot he r c o n s i d e r a t i o n s  for t r a n s m i t t i n g  p r of i t s c l a n 
d e s t i n e l y  (thr ou gh t r a n s f e r  prici ng ) f rom  one co un t r y to a n o 
ther. The i n d u c e m e n t s  may vary from e n t e r p r i s e  to e n t e r p r i s e  as 
d e t e r m i n e d  by the p a r t i c u l a r  c i r c u m s t a n c e s  faced by each one.

B a s e d  on the d i s c u s s i o n  in the p r e s e n t  sec t i on , table 
7.2 b e l o w  s u m m a r i s e s  va r i o u s  factors i n d u c i n g  t r a n s f e r  p r i c i 
ng d e c i s i o n s  in a m u l t i n a t i o n a l  en t e r p r i s e .  It appe ar s fr om  
table 7.2 that d i f f e r e n t  facto rs  may in duc e a m u l t i n a t i o n a l  to 
set a t r a n s f e r  p ri ce ei t h er  above or b e l o w  the a r m ’s length  
price. It follows, t he r e f o r e ,  that the fa ct o r s i n d u c i n g  a t r a 
n s f e r  p r i c i n g  d e c i s i o n  may very well lead to t r a n s f e r  price 
m a n i p u l a t i o n .  It s h o u l d  be n o t e d  h e re  that the list of factors 
s u m m a r i s e d  in table 7.2 is not ad dit i v e,  and the list p r o vi de s  
some s im pl e p r e d i c t i o n s  on t r an s f e r  p r i c i n g  b e h a v i o u r  of a 
m u l t i n a t i o n a l  e n t e r p r i s e  u nde r g iv e n  c i r c u m s t a n c e s .
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T a b l e  7.1
I n d u c e m e n t s  for T r a n s f e r  Pr i c e  M a n i p u l a t i o n  and
its Impact on D e c l a r e d  P r o f i t  P e r f o r m a n c e  in a S u b s i d i a r y
(where the p a r e n t  co mp any  sells goods to a s u bs i d ia r y )

A c t i o n  t ake n by 
F a c t o r s  p a r e n t  co mp an y

Pr of i t  impact 
in s u b s i d i a r y

- Corporate tax:
High corporate tax in host country 
Low corporate tax in host country

Over-pricing
Under-pricing

Deflated
Inflated

profit
profit

- Customs duties:
High customs duties in host country 
Low customs duties in host country

Under-pr i cing 
Over-pricing

Inflated
Deflated

profit
profit

- Inflation:
High inflation in host country 
Low inflation in host country

Over-pricing
Under-pricing

Deflated
Inflated

profit
profit

- Local equity participants in 
host country

Over-pricing Deflated profit

- Exchange controls in host country Over-pricing Deflated profit
- Profit repatriation restrictions 

in host country
Over-pricing Deflated profit

- Weak currency in host country Over-pricing Deflated profit
- Price control actions in 

host country
Over-pricing Deflated profit

- Political attacks on charges of 
monopoly power in host country

Over-pricing Deflated profit

- Possibility of new entrants into 
the host country market

Over-pricing Deflated profit

“ Many competitors in host country Under-pricing Inflated profit

7.4 E M P I R I C A L  S T U D I E S  ON I N D U C E M E N T S  F O R  I N T E R N A T I O N A L  
T R A N S F E R  P R I C I N G  D E C I S I O N S  IN M U L T I N A T I O N A L S

The a v a i l a b l e  e m p i r i c a l  studies in the l i t e r a t u r e  i n d i c a 
te that w o r l d - w i d e  t ra n s f e r  p r i c i n g  po l i c y  is an in te gr al part 
of the o v e r a l l  l o n g - t e r m  f i n an ci a l d e c i s i o n - m a k i n g  p o l ic y  of a

15m u l t i n a t i o n a l  en te r p ri s e . A nu mb er  of s t ud i es  have at t e m p t e d  
to i d e n t i f y  the f ac to rs  u s u a l l y  c o n s i d e r e d  by m u l t i n a t i o n a l  
e n t e r p r i s e s  in d e c i d i n g  t r a n s f e r  prices. It is i m p o r t a n t  to 
n ote  that m o s t  of th ese s tu d ie s  w e r e  done by i n t e r v i e w i n g  the 
e x e c u t i v e s  of m u l t i n a t i o n a l s  and/o r by an ana l y si s  of the

15. For ex ample, see: S.H. Kim, and S.W. M i l l e r ,  " C o n s t i t u e n t s
of the I n t e r n a t i o n a l  T r a n s f e r  P r i c i n g  D e ci sio n' 1, 
the C o l u m b i a  J o u r n a l  of W o r l d  B u s i n e s s , Spring 1979 ,pp. 69-77.
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repli es to q u e s t i o n n a i r e s  m a i l e d  to the m a n a g e m e n t  of th ese 
e n t e r p r i s e s .  If a m u l t i n a t i o n a l  e n t e r p r i s e  p r a c t i s e s  a t r a n s 
fer p r i c i n g  p o l i c y  to shift funds fr om  one s u b s i d i a r y  to 
another, then it seems d o u b t f u l  that the m a n a g e m e n t  of that 
e n t e r p r i s e  w o u l d  d i s c l o s e  the actual d e t e r m i n i n g  f act ors  of its 
t r a n s f e r  p r i c i n g  dec isi on s.  This poses a great i m p e d i m e n t  to 
the st udi es  on t r a n s f e r  p r i c i n g  de cis io n s.  W i t h  this q u a l i f i 
cation in view, a b r i e f  d i s c u s s i o n  of some of t hes e studies 
seems w o r t h w h i l e .

1 6G re e n e  and D u e r r  (1970) found that tax and customs 
c o n s i d e r a t i o n s  and desires of d o m e s t i c  d i v i s i o n a l  e x e c u t i v e s  
and local m a n a g e r s  a b ro a d  ha ve a p r o f o u n d  i n f l u e n c e  on c o r 
p o r a te  p o l i c y  in i n t e r n a t i o n a l  t r an s f e r  pr ic ing . T h e i r  study 
was b a s e d  on the re s p o n s e s  fr o m  130 senior e x e c u t i v e s  of 
U.S. c o r p o r a t i o n s  h a v i n g  i n t e r n a t i o n a l  o p er at i o n s .  A n u m b e r  
of r e s p o n d e n t s  a s s e r t e d  that m a n a g e r s  s ho uld , so far as p o s s i 
ble, condu ct  all r e l a t i o n s  w i t h  f o re i gn  units w i t h  an eye to
the " e f f e c t  on the total c o r p o r a t i o n " ,  or "the o p t i m u m  conso-

1 7li dated profi t" . This p a r t i c u l a r  a sp ect  of c o r p o r a t e  m a n a g e 
me nt b e h a v i o u r ,  c o n c e r n i n g  the r e l a t i o n s h i p  of a p a r e n t  com p an y  
w i t h  its s u b s i d i a r i e s  abroad, in di ca t e s that a t r a n s f e r  p r i c i n g  
d e c i s i o n  c o ns i d er s such e c o n o m i c  and n o n - e c o n o m i c  fact ors  in 
b ot h  ho me  and ho st  c o u nt ri e s as are likely to h av e  m a j o r  i m p a 
ct on the o v e r al l  p r o f i t a b i l i t y  of the m u l t i n a t i o n a l  e n t e r 
prise. G r ee n e  and D u e r r  r e c o r d e d  s t a t e m e n t s  of some top c o r p o 
rate e x e c u t i v e s  about the factors c o n s i d e r e d  by their c o m p a 
nies in r e v i e w i n g  the p o l i c i e s  g o v e r n i n g  r e l a t i o n s  w it h  o v e r 
seas a f fi l ia t e s.  The fact or s i d e n t i f i e d  in t he se s t a te m e nt s  
se em to f or m  the ma j o r  v a r i a b l e s  of c o n s i d e r a t i o n  in a t r a n s 
fer p r i c i n g  d e c i si on ;  b e c a u s e  t r a n s f e r  p r i c i n g  is the only 
c o r p o r a t e  p o l i c y  that is in vo l v e d  in the day to day dea l i ng s  
b e t w e e n  a f f i l i a t e s  of a m u l t i n a t i o n a l  e n t e r p r i s e ,  and b e c a u s e  
t r a n s f e r  p r i c i n g  p o l i cy  seems to c o n t i n u o u s l y  g ov ern  the 
re l a t i o n s  of a p a r e n t  co mp a n y w i t h  its o v er s e as  aff il iat es.

16. Green e,  J., and M.G. Duerr , I n t e r c o m p a n y  T r a n s a c t i o n s  in 
the M u l t i n a t i o n a l  F i r m , The C o n f e r e n c e  Board: M a n a g i n g  
I n t e r n a t i o n a l  Bu s i n e s s ,  N o , 6, N e w York, 1970, p.iv.

17, G r e e n e  and D u e r r  (1970) , ibid. , p. vi.
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G r e e ne  and Du e r r  r e c o r d e d  the f o l l o w i n g  s t at e m e n t s  by 
top U.S. c o r p o r a t e  e x e c u t i v e s  on the fa ct or s that induce the 
r e v i e w  of c o r p o r a t e  p o l i c i e s  r e g a r d i n g  r e l a t i o n s  w i t h  fo r e i g n  
a ff i l i a t e s  : ^

"Any s i g n i f i c a n t  d e v e l o p m e n t  in the U.S. or over sea s  
i n v o l v i n g  e x c h a n g e  rates, s u b s t a n t i a l  tarif f c h a n 
ges, impo rt or e xp o r t  r e s t r i c t i o n s ,  s u b s t a n t i a l l y  
d i f f e r e n t  c o m p e t i t i o n ,  and m a n y  o th er f ac tor s w o u l d  
p r o m pt  us to r e v i e w  our p o l ic i e s and p r a c t i c e s  for 
d e s i r a b l e  c h an ge s ."

(Vice president - instrument and controls company) 
k k k

" D e v e l o p m e n t s  w h i c h  cause us to r e v i e w  our p ol i c ie s  
and p r a c t i c e s  include, of course, the c o m p e t i t i v e  
s i t ua t i on ,  tax l e g i s l a t i o n  b ot h  in the U n i t e d  States 
and abroa d, g o v e r n m e n t a l  c on tr ol s, e.g., the U.S.
F o r e i g n  D i r e c t  I n v e s t m e n t  R e g u l a t i o n s ,  and the s t r e 
n gt h  or w e a k n e s s  of v a r i o u s  c u r r e n c i e s . "

(Vice president - electronics manufacturer)
k k k

"The types of d e v e l o p m e n t  in the U.S. or o ve r s ea s  m a r 
kets w h i c h  w i l l  p r o m p t  our c o m p a n y  to r e v i e w  its p o l 
icies and p r a c t i c e s  for d e s i r a b l e  ch an ge s  are:
1. R e l a t i v e  chan ges  in p ri ces  r e s u l t i n g  f r om  v a r y i n g

rates of i n f l a t i o n  or de fl ati on.
2. Ch a n g e s  in tax pr a ct i c es .
3. C h an g e s in duty rates.
4. C h a n g e s  in p o l i t i c a l  cl im at e."

(President - machinery and equipment company)
k k k

" D e v e l o p m e n t s  n e c e s s i t a t i n g  r e v i e w  of past  p r a c t i c e s  
w o u l d  b e :
(a) C h a n g e s  in c o m p e t i t i v e  s i t u a t i o n  in f o r e ig n  market.
(b) Ch a n g e s  in tax or r e s t r i c t i o n s  on f l ow  of funds or 

goods and s e r v i c e s  by U.S. or f o r e i g n  go v e r n m e n t s .
(c) C h a n g e s  in o r g a n i z a t i o n  s t r u c t u r e  of p a re n t c om pan y  

w h i c h  affe ct f o r e i g n  unit."
(Regional development manager - packaging firm) 

k k k

" C h a n g e s  in r u li n gs  by the U.S. i n te r n a l  R e v e n u e  Serv ice  
as w e l l as the D e p a r t m e n t  of C o m m e r c e  w o u l d  cause us to 
r e v i e w  our pol i c ie s .  Of course, m u c h  of the pr e s e n t  
p o l i c y  r e v i e w  has b e e n  m ad e  n e c e s s a r y  by ne w  rulin gs  or 
n e w  i n t e r p r e t a t i o n s  of the law f ro m  th ese g o v e r n m e n t a l  
d e p a r t m e n t s ."

(Vice president - chemical products company)
18. Greene and Duerr (1970), op.cit., p p . 52-53.



www.manaraa.com

7 .22

" C h a n g e s  in m a r k e t  p o s i t i o n  of a f f i l i a t e d  company, e c o 
n o m i c  r e s t r i c t i o n s  by ho st  go v e r n m e n t ,  or as s i g n e d  
p r o j e c t s  by pa r e n t  c o m pa n y  for r e s e a r c h  and d e v e l o p m e n t , "

(Vice president - machinery and equipment company)
A * *

"A ch an g e  in tax laws, or a c o m p l e t e l y  ne w range of 
p ro d u c t s  or p r o c e s s e s  - h a v i n g  no h i s t o r i c a l  p a t t e r n  
of t r a n s f e r  cost p o l i c i e s  - w o u l d  p r o m p t  our com p ah y  
to r e v i e w  s e r i o u s l y  our p r e s e n t  p r a c t i c e s . "

(Managing director - metals and products company)

The fa c to r s  of c o n s i d e r a t i o n  m e n t i o n e d  in the above s t a t e 
ment s w e r e  s u b s e q u e n t l y  i d e n t i f i e d  by d i f f e r e n t  r e s e a r c h e r s  
as the m a j o r  e n v i r o n m e n t a l  v a r i a b l e s  i n f l u e n c i n g  tr an s f er  
p r i c i n g  d e c i si o n s of m u l t i n a t i o n a l  e n t e r p r i s e s .

1 9 .A r p a n  (1972) s t u d i e d  the e n v i r o n m e n t a l  v a r i a b l e s  c o n s i 
d ere d by m u l t i n a t i o n a l  e n t e r p r i s e s  in t a ki n g  de c i s i o n s  on 
i n t e r n a t i o n a l  t r a n s f e r  pr ices. His study was b a s e d  on c o r r e s 
p o n d e n c e  and i n t e r v i e w s  w i t h  the e x e c u t i v e s  of m u l t i n a t i o n a l  
s u b s i d i a r i e s  in the U n i t e d  States, and w i t h  the p a r t n e r s  of the 
"big  eight" i n t e r n a t i o n a l  a c c o u n t i n g  firms. A r p a n  found that 
the n a t u r e  of c o m p e t i t i o n  and the d i f f e r e n c e s  in taxes w e r e  
the two mo st i m p o r t a n t  v a r i a b l e s  taken into ac c o u n t  by m u l t i 
n a t i o n a l  e n t e r p r i s e s  in f o r m u l a t i n g  i n t r a c o r p o r a t e  pr ices; 
o the r v a r i a b l e s  c o n s i d e r e d  w e r e  customs d u ti e s , e xp ort  s u b s i 
dies and tax c re dit s, pr i c e  cont ro ls,  i n f l a t i o n ,  and d e v a l u a -  

20t i o n .

2 1 .T a n g  and C h a n  (1979), s t u d y i n g  the e n v i r o n m e n t a l  v a r i a 
bles of i n t e r n a t i o n a l  t r a n s f e r  p r i c i n g  p r a c t i c e s  in the U.S. 
and J a p a n e s e  m u l t i n a t i o n a l s ,  found that:

" o v e r a l l  p r o f i t  was the si n g le  most i m p o r t a n t  c o n s i d e 
r a t i o n  for the A m e r i c a n  and the J a p a n e s e  co m p a n i e s  in 
f o r m u l a t i n g  their i n t e r n a t i o n a l  t r a n s f e r  p r i c i n g  p o l i 
cies. But w h e r e a s  p r o f i t  was the ke y c o n s i d e r a t i o n ,

19. Ar p a n,  J.S., I n t e r n a t i o n a l  I n t r a c o r p o r a t e  P r i ci n g , Uo n-  
A m e r i c a n  Sy ste ms  and V i e w s,  P ra e g er ,  H e w  York, 1972.

20. Ibid, p . 70.
21. Tang, R. Y . W . ,  and K.H. Chang, " E n v i r o n m e n t a l  V a r i a b l e s  

of I n t e r n a t i o n a l  T r a n s f e r  Pr ic in g: A J a p a n - U n i t e d  States 
C o m p a r i s o n " ,  A b a c u s , June 1979, p p . 3-12.
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thes e c o m p a n i e s  also at t a c h e d  great i m p o r t a n c e  to 
e n v i r o n m e n t a l  v a r i a b l e s  such as the c o m p e t i t i v e  
p o s i t i o n  of f o r e i g n  s u b s i d i a r i e s ,  r e s t r i c t i o n s  on 
r e p a t r i a t i o n  of pr o f i t s ,  inco me  taxes, and d e v a l u a 
tion and r e v a l u a t i o n  of f or e i gn  c u r r e n c i e s ."22

This study  was c o n d u c t e d  on the basis of a m a i l e d  q u e s t i o n n 
aire survey. T h e r e f o r e ,  the fi nd in gs of this study, like those 
of others us ing the same m e t h o d o l o g y ,  need to be i n t e r p r e t e d  
w i t h  caution. B e c a u s e  t r a n s f e r  p ri c i n g  is a s e n s i t i v e  issue, 
it is d i f f i c u l t  to ex pec t that the r e s p o n d i n g  c o r p o r a t e  e x e c u 
tives in the h e a d q u a r t e r s  of m u l t i n a t i o n a l s  w o u l d  v o l u n t a 
rily d i s c l o s e  the ac tua l e n v i r o n m e n t a l  v a r i a b l e s  of tr a n s f e r  
p r i c i n g  in re p l y  to a q u e s t i o n n a i r e  m a i l e d  to them.

7.5 M O T I V A T I O N S  FOR  T R A N S F E R  PRICE M A N I P U L A T I O N  
IN LESS D E V E L O P E D  C O U N T R I E S

It may  be a r gu e d  that m u l t i n a t i o n a l  e n t e r p r i s e s  
o p e r a t i n g  in less d e v e l o p e d  co unt r i es  ha ve  the g r e a t e s t  i n d u 
ceme nts to m a n i p u l a t e  t r a n s f e r  prices, and this ma y  be e x p e c 
ted to h ave  an impa ct  on the d e c l a r e d  p r o f i t a b i l i t y  of these 
e nt e r p r i s e s .  The i n d u c e m e n t s  for t r a n s f e r  p r ic e  m a n i p u l a t i o n  
in less d e v e l o p e d  c ou n t r i e s  w o u l d  s eem  to m o t i v a t e  an o v e r 
p r i c i n g  of i n t r a - g r o u p  impor ts  of goods and se r v i c e s  into 
s u b s i d i a r i e s  lo c a t e d  in these co un tries. W h i l e  on the other 
hand, the same i n d u c e m e n t s  m i g h t  m o t i v a t e  an u n d e r - p r i c i n g  of 
i n t r a - g r o u p  e xp o r t  of goods and s er vic es f r o m  such s u b s i d i a 
ries. An a t t e m p t  is m a d e  b e l o w  to b r i e f l y  d e s c r i b e  each of the 
i m p o rt a n t m o t i v a t i o n s  for t ra ns f e r  p ri c e  m a n i p u l a t i o n  in 
less d e v e l o p e d  cou nt rie s.

(a) H i g h  C o r p o r a t e  Tax:

M a n y  less d e v e l o p e d  co u n tr i e s have hi gh c o r p o r a t e  t ax- 
rates c o m p a r e d  w i t h  the h ome  c oun tr ie s of the m u l t i n a t i o n a l  
e n t e r p r i s e s .  This m a y  m o t i v a t e  a m u l t i n a t i o n a l  to o v e r - p r i c e  
sales to its s u b s i d i a r i e s  locat ed in these  h i g h - t a x  countrie s.

Ba sic  c o r p o r a t e  t a x - ra te s  in the U n i t e d  States, U n i t e d  
K i n g d o m ,  F r a n c e  and G e r m a n y  range b e t w e e n  50 and 56

22. Tang and Chan (1979), op.cit., p . 11.
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per c e n t , a n d  in Ja p a n  and C a n a d a  ranges b e t w e e n  40 and 46 
2 3 .per cent; w h e r e a s  m  m an y less d e v e l o p e d  c ou n t r i e s  h o s t i n g  

m u l t i n a t i o n a l  i n v e s t m e n t s ,  ba s i c  c o r p or a t e ta x - r a t e s  appear  
s o m e w h a t  higher,' M o r e o v e r ,  in most of the less d e v e l o p e d  
host co unt r i es , local and fo r e i g n  c o mp a n ie s  are cha r g ed  c o r p 
orate p r of i t  taxes at d i f f e r e n t  rates. T a b l e  7.2 b e l o w  shows 
c o r p o r a t e  p r of i t  taxes in some less d e v e l o p e d  coun tr ies :

Table  7.2
Basic C o r p o r a t e  T a x - R a t e  in Se l e c t e d  ( n o n - t a x  haven, 
n o n - o i l  p ro d u c i n g )  Less D e v e l o p e d  C o un t ri e s . (In Per cent)

Bas i c Ra t es  
For R e s i d e n t  For N o n - R e s i d e n t

C o u n t r y  C o m p a n i e s  C o m p a n i e s

A l g e r i a 60 60
A r g e n t i n a 33 45
B a n g l a d e s h 55 60
B raz il 30 47.5
Chi le 52 52
Ind i a 45-55 70
Ke ny a 45 52.5
P akis tan 60 60
P e r u 20-55 44-68 .5
Sri L a n k a 60 6 6
T an z an i a 50 57.5
T r i n i d a d  and T o ba g o 50 50
Zaire 40 50
Z ambi a 45 45

Source: Lent, G.E., " C o r p o r a t i o n  In c o me  T a x  S t r u c t u r e  in 
D e v e l o p i n g  C o u n t r i e s " ,  IMF Staff P a p e r s , N o , 3, 
N o v e m b e r  1977, p p . 722-755.

T a x - r a t e s  in m o s t  less d e v e l o p e d  c o u n t r i e s  are at least 
as high as the ta x - r a t e s  in most of .the d e v e l o p e d  countrie s.  
T h e r e f o r e ,  o v e r - p r i c i n g  of expo rts  to s u b s i d i a r i e s  in less 
d e v e l o p e d  c o u n t r i e s  fr om  eith er p ar e n ts  or tax ha ve ns , may 
be c o m p a t i b l e  w i t h  the s t r a t e g y  of o p t i m i s i n g  global tax- 
adv an t ag e s . R a t h e r  this o v e r - p r i c i n g  ma y b r i n g  in a d d i t i o n a l  
o ver al l b e n e f i t s  for the. en ti re m u l t i n a t i o n a l  e nt e r pri se.

23. Choi and Mueller ("1978), op.cit., p p . 285-286.
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(b) L ow  C u s t o m s  Du tie s:

Most less d e v e l o p e d  co u n t r i e s  have low cus t o ms  duties
and other t ar iff s on impo rts  of raw m a t e r i a l s  and inter- 

24m e d i a t e  goods. Im po rt  dutie s on i n d u s t r i a l  inputs in these 
c o u n tr i es  are kept low (some times very low) in order to 
b oos t the i n d u s t r i a l i s a t i o n  process. This ma y p r o v i d e  an 
added  m o t i v a t i o n  to a m u l t i n a t i o n a l  e n t e r p r i s e  to o v e r - p r i c e  
i n t r a - g r o u p  im ports into its s u b s i d i a r y  in a less d e v e l o p e d  
country. This o v e r - p r i c i n g  m ay  e na ble  the m u l t i n a t i o n a l  e n t e r 
pris e to gain tax and o t he r  be n e f i t s  w i t h o u t  i n c u r r i n g  high 
costs for tarif fs on imports.

(c) High  In f l at i o n:

H ig h  rates of i n f l a t i o n  are co mm on  in m a n y  less d e v e 
loped cou nt ri e s . Such i n f l a t i o n  erodes m o n e y  v a l u e  faster 
than in d e v e l o p e d  c o u n t r i e s  w h e r e  inf 1 a t i o n - c o n t r o 1 1 ing e f f 
orts are m o r e  e f f e c t i v e l y  applied. The less d e v e l o p e d  c o u n 
tries, due to s c a r c i t y  of r e s o u r c e s  and h i g h  de m a nd  for d e v e 
l op me nt  e x p e n d i t u r e s ,  can not g e n e r a l l y  k ee p  i n f l a t i o n  at a 
t o l e r a b l e  level.

B e t w e e n  1970 and 1979 ,the av era ge  annu al .rate of i n f l a t i 
on was 10.8 per cent in l o w - i n c o m e  c ou n t ri es  and 13.3 per cent 
in m i d d 1 e - i n c o m e  c o u n tr i e s;  w h e r e a s  in i n d u s t r i a l  m a r k e t  
e c o n om i e s,  the ho m e c o un t r ie s  of most of the m u l t i n a t i o n a l
e n t e r p r i s e s  in the w o r l d , t h e  average annual rate of i nf l a t i o n

2 5d u r i n g  the same n ine  ye ar s was 9.4 per cent. This sugg es ts  
that m u l t i n a t i o n a l  e n t e r p r i s e s  o p e r a t i n g  in host l o w - i n c o m e  
and m i d d l e - i n c o m e  c o u nt r ie s  (i.e. less d e v e l o p e d  countries)  
m a y  ha v e  an i n c e n t i v e  to ch a nn e l  funds out of these c o un tr i es  
t h r o ug h  t r a n s f e r  p r i c e  m a n i p u l a t i o n s .  G e n e r a l l y ,  m u l t i n a t i o n a l  
e n t e r p r i s e s  w o u l d  p r e f er  to keep cash b a l a n c e s  in hi g h -  
i n f l a t i o n  h os t  co u n t r i e s  to a m in imu m.  Thus it may be h y p o t h e 
sised that m u l t i n a t i o n a l s  m a y  be m o t i v a t e d  to re d uc e  rep o rt e d

24. C e n t r e  on T r a n s n a t i o n a l  C o r p o r a t i o n s ,  N a t i o n a l  L e g i s l a t i o n  
and R e g u l a t i o n s  R e l a t i n g  to T r a n s n a t i o n a l  C o r p o r a t i o n s , 
U n i t e d  N a t i o n s ,  Sales No: E . 7 8 . I I . A . 3, 1978.

25. The W o r l d  Bank, W o r l d  D e v e l o p m e n t  R e p o r t  1 9 8 1 , The Wo r l d  
Bank, W a s h i n g t o n  D.C., A u g u s t  1981, p p . 134-135.

p ro f i ts  in these co u n t r i e s p r i c i n g  m ec h a n i s m .
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(d) W e a k  Currency:

M o s t  less d e v e l o p e d  co unt r i es  have w e a k  cur re nc i e s .
The w e a k  c u r r e n c y  of a ho st  less d e v e l o p e d  c o u n t r y  may induce 
a m u l t i n a t i o n a l  e n t e r p r i s e  in that coun tr y to s hif t funds 
to a s t r o n g - c u r r e n c y  cou n t ry  t h ro ugh  the t r a n s f e r  p r i c i n g  
gambit. E v i d e n c e  of w e a k  c u rr e n c i e s  in less d e v e l o p e d  c o u n t r 
ies may be found  in the sharp fall of the m a r k e t  rates of 
their c u r r e n c i e s  over the years. The am o un t  of U.S. dollars 
p u r c h a s a b l e  w i t h  one unit of c u rr e n c y  of m a n y  less d e v e l o p e d  
co un t ri e s  in 1980 was c o n s i d e r a b l y  lower than that of in 
1972. The am o u nt  of U.S. d o l l a r  that could be b o u g h t  w i t h  one 
unit of c u r r e n c y  of A r g e n t i n a  at the end of 1980 was 99.75 
per cent lower  than that could be b o ug h t at the end of 1972. 
This fall in c u r r e n c y - v a l u e  was of the o rde r of 50.29 per cent 
for B a n g l a d e s h ,  90,49 per cent for Brazil, 9 9.9 4 per cent for 
Chile, 55.24 per cent for Co l o m b i a ,  35.52 per cent for Greece, 
52.19 per cent for J a m ai ca ,  88.66 per cent for Peru, and 
62.78 per cent for S r i l a n k a . ^

A close look at the change in m a r k e t  rates for c u r r e n 
cies of less d e v e l o p e d  c oun tri es  revea ls  that the co un tr i e s  
w i t h  s l ow e r  e c o n o m i c  d e v e l o p m e n t  and w i t h  l i m i t e d  for e i g n  
e x c h a n g e  e a r n i n g s  fr om  d o m e s t i c  e xp ort s ha v e  r a p i d l y  d e c l i n i n g  
c ur re nc ies . T h e r e  is little in c e n t i v e  for m u l t i n a t i o n a l  e n t e r 
pr is e s in these cou nt r ie s  to r e i n v e s t  r e t a i n e d  p r o f i t s  and to 
m a i n t a i n  large cash flows w i t h i n  the econ omy . C o n s e q u e n t l y  
m u l t i n a t i o n a l  e n t e r p r i s e s  may be m o t i v a t e d  to shift funds 
f ro m  these co u n t r i e s  to h a r d - c u r r e n c y  co un t ri e s . A l t h o u g h  this 
may be a t t e m p t e d  in var i ou s ways , t r a n s f e r  p r i c i n g  m a n i p u l a 
tion is p r o b a b l y  the m o s t  i m p o r t a n t  channel.

(e) P o l i t i c a l  Risk:

D u r i n g  the p e r i o d  19 60 - 19 7 4 ,  for w h i c h  s y s t e m a t i c  i n f o r 
m a t i o n  is a va i l a b l e ,  at least 875 for e i gn  i n v e s t o r s  w er e

26. C a l c u l a t e d  f r o m : I M F , I n t e r n a t i o n a l  F i n a n c i a l  S t a t i s t i c s  
- S u p p l e m e n t  on E x c h a n g e  R a t e s , S u p p l e m e n t a r y  Series N o. l  
I n t e r n a t i o n a l  M o n e t a r y  Fund, 1981, p p . 18-19.
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a f f e c t e d  by the v a r i o u s  forms of t a k e o v e r  that took pl ace
2 7in 62 co un tr i e s.  A l m o s t  all of these 62 c o u n t r i e s  b e l o n g  to 

the group of less d e v e l o p e d  countri es . E x p r o p r i a t i o n  of f o r e 
ign assets alone  (not i n c l u d i n g  r e n e g o t i a t i o n  of co nt ra c t s,  
c re e p in g  e x p r o p r i a t i o n  etc.) a c c o u n t e d  for m o r e  than $10 b i l l 
ion over the p er i o d  19 56 -1 972 . C o m p e n s a t i o n  was paid for only

2 8about 40 per cent of the total assets e x p r o p r i a t e d .

In r e ce n t  years, f o l l o w i n g  the flood  of l i t e r a t u r e  on the 
o p e r a t i o n s  of m u l t i n a t i o n a l s ,  p o l i t i c i a n s  and the ge ner al  
p u b l i c  in . t hi rd w o r l d  cou nt ri es  ha ve  b e c o m e  aware of the 
u ndu e b e n e f i t s  that can be e x t r a c t e d  by thes e e n t e r p r i s e s  
f ro m  their n a t i o n a l  ec o no mi e s.  This has m a d e  the p o s i t i o n  of 
m u l t i n a t i o n a l  e n t e r p r i s e s  in less d e v e l o p e d  c o u n t r i e s  more 
v u l n e r a b 1 e .

The e x i s t e n c e  of p o l i t i c a l  risk m a y ind u c e a m u l t i n a t i o 
nal e n t e r p r i s e  to r e so r t to p r a c t i c e s  w h i c h  m i n i m i s e  such 
risk. T r a n s f e r  p r i c i n g  m a n i p u l a t i o n  may be an i m p o r t a n t  tool 
for w i t h d r a w i n g  pr o fi t s  fr o m  and r e p o r t i n g  lower p r o f i t a b i l i t y  
in a s u b s i d i a r y  lo c a t e d  in a less d e v e l o p e d  country. This ma y  
d i s c o u r a g e  p o l i t i c a l  a c t i v i s t s  f r o m  i m p o s i n g  p o l i t i c a l
costs on that e n te r p ri s e .

(f) O t h e r  M o t i v a t i o n s :

E x c h a n g e  co nt rol s, p ri ce cont rol s and in m a n y  cases 
g o v e r n m e n t  p r e s s u r e  for i n c l u s i o n  of local e q u it y  p a r t i c i p a n t s  
is of ten  found in m a n y  of the less d e v e l o p e d  c o unt ri es .
T he s e  fac t o rs  m a y  m o t i v a t e  m u l t i n a t i o n a l  e n t e r p r i s e s  to shift 
p ro f i t s  out of these c o u n t r i e s  t h ro ug h  t r a n s f e r  p r i c i n g  m e c h a 
n i s m -; M o r e o v e r ,  m u l t i n a t i o n a l s  e n j o y i n g  m o n o p o l i s t i c  or o l i g o 
p o l i s t i c  a d v a n t a g e s  in a less d e v e l o p e d  c o u n t r y  m ay  be m o t i 
v a t e d  to r e p o r t  lower p r o f i t  p e r f o r m a n c e s  t h ro u g h tr a n sf er  
pr ice m a n i p u l a t i o n s ,  in order to r e s t r i c t  the entry of p o t e n 
tial c o m p e t i t o r s  into the same market.

27. U n i t e d  N a t i o n s ,  P e r m a n e n t  S o v e r e i g n t y  over N a t u r a l
Re s o u r c e s , R e p o r t  of the E c o n o m i c  and So c ia l  C o u n c i l , U N O ,  
A / 9 7 1 6 ,  S e p t e m b e r  1974.

28. W i l l i a m s ,  M.L., "The E x t e n t  and S i g n i f i c a n c e  of the N a t i o 
n a l i z a t i o n  of F o r e i g n  O w n e d  Ass e t s in D e v e l o p i n g  C o u n t r 
ies 1 9 5 6 - 7 2 " , O x f o r d  E c o n o m i c  P a p e r s ,July 1975 , p p . 260-273.
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The above d i s c u s s i o n  of p o s s i b l e  m o t i v a t i o n s  for t r a n s 
fer p ric e m a n i p u l a t i o n  s u gg e s t s  that there is the p o s s i b i l i t y  
that the i n t r a - g r o u p  t r a n s f e r  of goods and s e r v i c e s  to m u l t i 
n a t i o n a l  s u b s i d i a r i e s  in less d e v e l o p e d  c o u n tr i e s may be 
f r e q u e n t l y  o v e r - p r i c e d ,  and the i n t r a - g r o u p  t r a n s f e r s  f ro m  
tjese s u b s i d i a r i e s  may be f r e q u e n t l y  u n d e r - p r i c e d .  It follows, 
th ere f o re ,  that the re p o r t e d  pr o fi ts  of m u l t i n a t i o n a l s  in less 
d e v e l o p e d  co u n t r i e s  may be u n d e r s t a t e d  as a di re ct  c o n s e q u e n c e  
of t r a n s f e r  pr ic e  m a n i p u l a t i o n s .

7.6 C O N C L U S I O N

A n o r m a t i v e  study of the d e t e r m i n a n t s  of t r a n s f e r  p r i c i n g  
d e c i si o ns  of m u l t i n a t i o n a l  e n t e r p r i s e s  i n d i c a t e s  that there 
are reasons to h y p o t h e s i s e  that m u l t i n a t i o n a l  e n t e r p r i s e s  
o p e r a t i n g  in less d e v e l o p e d  c o un t r ie s  have m o t i v a t i o n s  for 
m a n i p u l a t i n g  t r a n s f e r  prices. There  are v a r i o u s  e n v i r o n m e n t a l  
v a r i a b l e s  i n f l u e n c i n g  the p r i c i n g  d e c i s i o n  in an i n t r a - g r o u p  
t ra n sa c t io n .  The e n v i r o n m e n t a l  v a r i a b l e s  i n f l u e n c i n g  such a 
p r i c i n g  d e c i s i o n  of goods or s erv ice s e i th e r  to or f r o m  a 
m u l t i n a t i o n a l  s u b s i d i a r y  in a less d e v e l o p e d  coun tr y, s e em  
to p r o v i d e  an i n c e n t i v e  for m a n i p u l a t i o n .  Such a pr i c e  m a n i p u 
lation in an i n t r a - g r o u p  t r a n s a c t i o n  may be p r e d i c t e d ,  in most  
cases, to r e s u lt  in u n d e r s t a t e m e n t  of the r e p o r t e d  pr of i t  
p e r f o r m a n c e  of the su b si d i ar y .

The scope  for t r a n s f e r  p ri ce m a n i p u l a t i o n  is b r o a d e n e d  
by the i n c r e a s e  in v o l u m e  of i n t r a - g r o u p  t r a n s a c t i o n s  of a 
m u l t i n a t i o n a l  en t e r p r i s e .  This may be w hy  the t r a n s f e r  
p r i c i n g  issue has come to assume s u b s t a n t i a l  i m p o r t a n c e  in 
the l i t e r a t u r e  on i n t e r n a t i o n a l  trade, w i t h  a s i g n i f i c a n t  
gr ow t h of i n t r a - g r o u p  i n t e r n a t i o n a l  t r a n s a c t i o n s  in the last 
decade. T o d a y  a large p r o p o r t i o n  of i n t e r n a t i o n a l  trade 
takes pl ac e  b e t w e e n  a f f i l i a t e d  firms, at pr i ce s  w h i c h  are 
set by the m u l t i n a t i o n a l s  t he mse lv es.  T he s e  are a d m i n i s t e r e d  
price s, a d j u s t a b l e  to suit the n eed s of the m u l t i n a t i o n a l s .  
T h e r e  seems to be a p o s s i b i l i t y  that these a d m i n i s t e r e d  prices 
w o u l d  be d i f f e r e n t  from arm's length prices.
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2 9The f o l l o w i n g  quot e f r o m  a U.N. (1978) re po r t  d e m o n s 
trates that i n t r a - g r o u p  trade forms an i m p o r t a n t  part of the 
i n t e r n a t i o n a l  trad e in the world. It fu r th er  in d i c a t e s  that 
a d m i n i s t e r e d  p r i c i n g  is i n v o l v e d  in the case of a large 
vo lum e of i n t e r n a t i o n a l  t r a n s a c t i o n s ,  w h i c h  m a y  p r o v i d e  w i d e r  
scope for t r a n s f e r  p ri ce m a n i p u l a t i o n .

" a p p r o x i m a t e l y  40% of imports to the U n i t e d  States in 
1974 we r e i n t r a - f i r m  t r a n s a c t i o n s . . . .  R o u g h l y  50% of 
U n i t e d  States e x po r ts  in 1970 w er e w i t h i n  t r a n s n a t i o 
nal c o r p o r a t e  systerns.... there are also da ta  to 
i n d i c a t e  that 29% of S w e d i s h  expor ts  in 1975, 30% of 
U n i t e d  K i n g d o m  ex p o r t s  in 1973 (a rise f r o m  26% in 
1970) and 59% of C a n a d i a n  e x p o rt s in 1971 we re on an 
i n t r a - f i r m  has is .... these figur es are b a s e d  on s a m p 
ling p r o c e d u r e s  and are, t he r e f o r e ,  p r o n e  to error, 
but the error s are likel y to be small in c o m p a r i s o n  
to the m a g n i t u d e  of the base fi g ur es . "

It e m e rg e s  f r o m  the d i s c u s s i o n  in the p r e s e n t  ch a p t e r  
that there is a p o s s i b i l i t y  that m u l t i n a t i o n a l  e n t e r p r i s e s  
may e n d e a v o u r  to m a x i m i s e  their global i n t e r e s t s  throu gh  
p r i c i n g  d e c i s i o n s  of their i n t r a - g r o u p  t r a n s a c t i o n s .  This 
p o s s i b i l i t y  seems to be g r e a t e r  in case of m u l t i n a t i o n a l s  
o p e r a t i n g  in less d e v e l o p e d  coun tr ies . An a n a l y s i s  of the 
e n v i r o n m e n t a l  v a r i a b l e s  in less d e v e l o p e d  c o u n t r i e s  i ndi ca te s  
that a t r a n s f e r  p r i c i n g  p o l i c y  w o u l d  be li k el y  to be d i r e c t e d  
toward s u n d e r s t a t e m e n t  of r e p o r t e d  p r o fi t  p e r f o r m a n c e  of a 
m u l t i n a t i o n a l  s u b s i d i a r y  in one of these co unt ri e s.  In short, 
the p r e s e n t  c h a p t e r  has led to the a d v a n c e m e n t  of the 
h y p o t h e s i s  that: " m u l t i n a t i o n a l  e n t e r p r i s e s  in less d e v e l o p e d
c o u nt r i es  m a n i p u l a t e  t r a n s f e r  pr ic es in o rd e r  to u n d e r s t a t e  
r e p o r t e d  p r o f i t  p e r f o r m a n c e " .  An e m p i r i c a l  e x a m i n a t i o n  of 
this h y p o t h e s i s  is m a d e  in c hap ter  10 of the p r e s e n t  study.

29. U n i t e d  N a t i o n s ,  T r a n s n a t i o n a l  C o r p o r a t i o n s  in Wo rld
D e v e l o p m e n t :  A R e - E x a m i n a t i o n ,  UN E c o n o m i c  and Social 
Co un c il ,  E .7 8 , II, A . 5 , 1978, p . 4.
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C H A P T E R  E I G H T
Multinational Enterprises in Bangladesh : An Overview

8.1 I N T R O D U C T I O N

A n y o n e  w h o  has t r a v e l l e d  in B a n g l a d e s h  is aware that 
P h i l i p s  Radio, L u x  T o i l e t  Soap, B a ta  Shoes, S i n g e r  Se wi n g  
M ac h in e ,  C a p s t a n  C i g a r e t t e s ,  Gl axo  Baby Food, etc. are 
p r o b a b l y  m o r e  p o p u l a r  in its towns and v i l l a g e s  than in the 
h om e  co un tri es of the m u l t i n a t i o n a l  e n t e r p r i s e s  that pr o d u c e  
those pr od uc t s . M o r e o v e r ,  as in most less d e v e l o p e d  c o u n t r 
ies, most of the p h y s i c i a n s  and the gener al  p u b l i c  in 
B a n g l a d e s h  h a v e a n a t u r a l  i n c l i n a t i o n  to r e c o m m e n d  and to 
use m e d i c i n e s  of p o p u l a r  fo r e i g n  b r a n d  names. All this is 
due to the b u s i n e s s  ac t iv i t i e s  of m u l t i n a t i o n a l  e n t e r p r i s e s ,  
and re fl ec t s  the ex t e nt  of the o p e r at i o ns  of m u l t i n a t i o n a l s  
in B an g l a d e s h .

The st oc k of pr i v a t e  f o re i g n i n v e s t m e n t  in B a n g l a d e s h
was U S $ 8 0  m i l l i o n  at the end of 1 9 7 8 . ^About o n e - s i x t h  of this

2i n v e s t m e n t  was m  the m a n u f a c t u r i n g  in d u s t r i e s ,  w h i c h  r e p r e 
se nt e d about 2.5 per cent of the total i n v e s t m e n t  in the 
m a n u f a c t u r i n g  s e ct o r  of B a n g l ad es h . On the face of it, the 
e xte nt  of fo r e i g n  co nt r o l in the i n d u s t r i a l  s e ct o r  of B a n g l a 
desh may ap p e ar  to be very  low by w o r l d  s t a n d a r d s ,  but r e l a 
tive to the e c o n o m i c  co n d i t i o n s  and small size of the pr i v a t e  
i n d u s t r i a l  s e c t or  in B a n g l a d e s h ,  the vo lu m e of for e ig n  
i n v e s t m e n t  in that c o u n tr y is in fact si gn i f i c a n t .

B a n g l a d e s h  is a cou nt r y w i t h  a la rge p o p u l a t i o n ,  great 
p o v e r t y  and v er y li m i t e d  n a t u r a l  re so ur ces . W i t h  a p o p u l a t i o n  
of 90 m i l l i o n  in an area of 56 , 0 0 0  s q ua r e mi le s,  she has one 
of the lowest per c a p i t a  incomes in the world.

1. O r g a n i s a t i o n  for E c o n o m i c  C o - O p e r a t i o n  and D e v e l o p m e n t ,  
D e v e l o p m e n t  C o - O p e r a t i o n , OECD, Pa ri s, 1980, p . 165.

2. P r i v a t e  fo re i g n i n v e s t m e n t  in the m a n u f a c t u r i n g  i n d u s t r i a l  
s e c to r  d en o t es  the total share  of the p r i v a t e  fo r ei g n  
in ve s to r s  in the total fixed assets of the m a n u f a c t u r i n g  
e n t e r p r i s e s  in B a n g l a d e s h .
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Per ca p it a  inco me va ri e s  b e t w e e n  US $90 and U S $ 1 0 0  per annum.
In a d d i t i o n  to poor e c o n o m i c  co n di t i o n s ,  the i n v e s t m e n t  c l i 
mate in the B a n g l a d e s h  e c o n o m y  has been s e r i o u s l y  a f f e c t e d  by 
p o l i t i c a l  i n s t a b i l i t y  since the co un try  was bo r n  in 1971. All 
these facto rs  h av e c o n t r i b u t e d  to the lag in the i n d u s t r i a l i 
satio n p r o ce s s  in B an g l a d e s h .  F r o m  this p e r s p e c t i v e ,  the r e l a 
tively small v o l u m e  of fo r e i g n  p r i v a t e  i n v e s t m e n t  in B a n g l a 
desh can exert  a s u b s t a n t i a l  in f l ue n c e on the cou n t ry ' s  
economy. This p o s s i b i l i t y  r ai ses  the n e e d  for p a r t i c u l a r  
a t t e n t i o n  to be gi ve n to the o p e r a t i o n s  of m u l t i n a t i o n a l  e n t 
e rp r i s e s  in that country.

8.2 I N D U S T R I A L  SE CT O R AND F O R E I G N  I N V E S T M E N T  P O L I C Y

B a n g l a d e s h  has a small i n d u s t r i a l  sector. To t a l c o n t r i 
b u t i o n  of the in d u s t r i a l  se ct o r to the gros s d o m e s t i c  p r o d u c t  
(GDP) of B a n g l a d e s h  was about  7.2 per cent in 1979-80. But 
the c o n t r i b u t i o n  of the m o d e r n  i n d u s t r i a l  sect or , i.e. large- 
and m e d i u m - s c a l e  in d u s t r i e s ,  was about 4,1 per cent of the 
total GDP. The t r a d i t i o n a l  i n d u s t r i a l  secto r,  i.e. s m a l l - s c a l e
and c o t t a g e  i n d u st r i es ,  c o n t r i b u t e d  about 3.1 per cent of the

3total GDP. In 1979-80, the i n d u s t r i a l  se c to r  p r o v i d e d  e m p l o y 
ment for about 4.7 per cent of the total e m p l o y e d  labour force 
in Ba n g la d e s h .  E m p l o y m e n t  p r o v i d e d  by the m o d e r n  in d u s t r i a l  
se cto r was ab out 1.6 per cent and by the t r a d i t i o n a l  i n d u s t r i 
al se ct o r was about 3.1 per cent of the total e m p l o y e d  lab-

4our force. In spite of the s m a l ln e s s of the i n d u s t r i a l  sector 
in B a n g l a d e s h ,  most of the e c o n o m i c  p o l i c i e s  of that co un tr y  
over the last de c ad e  h a ve  b e e n  aimed at p r o m o t i n g  the i n d u s 
t r i a l i s a t i o n  process. Since the co u nt r y  a c h i e v e d  her p o l i t i c a l  
i n d e p e n d e n c e  in 1971, s u c c e s s i v e  g o v e r n m e n t s  h a ve  be c om e  i n c r 
e a s i n g l y  aware of the r e s p o n s i b i l i t y  to b r e a k  the p o v e r t y  
ci rc l e inlieiited f rom  the co l o n i a l  days, and to induce gr o wt h  
and d e v e l o p m e n t .  Th e y  p i n n e d  their a s p i r a t i o n s  for e c o n o m i c  
d e v e l o p m e n t  on the i n d u s t r i a l  sector. I n d u s t r y  was ex p ec t e d  
to p r o v i d e  an a c c e l e r a t e d  g r o w t h  in in com e w h i c h  w o u l d  lead to 
s u r p l u s e s  w h i c h  in turn w o u l d  furth er  s t i m u l a t e  de ve lop m e nt .

3. 1980 S t a t i s t i c a l  Y e a r b o o k  of B a n g l a d e s h , B a n g l a d e s h  Bu re a u  
of S t a t i s t i c s ,  Govt, of Ba n g l a d e s h ,  Da cc a,  1981, p . 394.

4. The Se c O nd  Five Y ea r P l a n  1 9 8 0 - 8 5 , P l a n n i n g  C o m m i ss i o n,  
Govt, of B a n g l a d e s h ,  Da cc a,  1980, p.vi-4.
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It was fu r t h e r  e x p e c t e d  that i n d u s t r i a l i s a t i o n ,  throu gh  
p ro d u c t  d i v e r s i f i c a t i o n ,  w o u l d  lead to exp o r t p r o m o t i o n  and 
import s u b s t i t u t i o n .  It has b e e n  h o p e d  by s u c c e s i v e  g o v e r n 
ments  that i n d u s t r i a l  gr o wt h  w o u l d  b r i n g  so c i al  t r a n s f o r m a 
tion, s oc ial  eq ual it y , h i g h e r  levels of e m p l o y m e n t ,  a mor e  
e q u i t a b l e  d i s t r i b u t i o n  of in co m e and a w e l l  b a l a n c e d  re g io n a l  
d e v e l o p me n t . H o w  far these hopes ha ve b e e n  a c h i e v e d  is yet 
to be seen. But e c o n o m i s t s  n o w argue that th er e  is a p r e s s i n g  
n ee d  for i n d u s t r i a l i s a t i o n  le ad ing  to the e c o n o m i c  p r og r e ss  
m  less d e v e l o p e d  c o u n tr i es  like B a n g la d e sh .

PU BL I C  AND P R I V A T E  O W N E R S H I P  IN THE I N D U S T R I A L  S E C T O R

On D e c e m b e r  16, 1971, w h e n  B a n g l a d e s h  was l i b e r a t e d  fr om
the P a k i s t a n i  o c c u p a t i o n  forces, the c o u n t r y  had 36 per cent

6of all i n d u s t r i a l  assets un d e r  pu b li c  ow ne r sh ip .  In M a r c h  
1972 the g o v e r n m e n t  took over p u b l i c  o w n e r s h i p  of all i n d u s 
trial units a b a n d o n e d  by P a k i s t a n i s  w i t h  assets above 1.5 
m i l l i o n  t a k a s , ^ a n d  it n a t i o n a l i s e d  all i n d u s t r i a l  units in 
three l a r g e - s c a l e  in d u s t r i e s ,  i.e. c ot ton  te x ti l e s (e xc e pt i n g  
h a n d l o o m  and s p e c i a l i s e d  te xt i l es ) ,  jute m a n u f a c t u r i n g  and 
sugar m a n u f a c t u r i n g .  As a resul t of the n a t i o n a l i s a t i o n  and 
take over of a b a n d o n e d  i n d u s t r i a l  units, the p u b l i c  and p r i 
vate o w n e r s h i p  of fixed assets in the i n d u s t r i a l  se ct o r  was 
3,771 m i l l i o n  takas (86 per cent) and 629 m i l l i o n  takas (14

g
per cent) r e s p e c t i v e l y ,  in M a r c h  1972.

The fi rst  I n d u s t r i a l  (Private) I n v e s t m e n t  P o l i c y  of 
B a n g l a d e s h ,  a n n o u n c e d  in J uly  1972, set v a r i o u s  limits on 
p ri v a t e  i n v es t m en t .  This was due to the c o n s t i t u t i o n a l  c o m m 
itment of the g o v e r n m e n t  to g r a d u a l l y  creat e a so c ia l i st  
e co n o m y  in B a n g l a d e s h .  But p o l i t i c a l  chan ge s in Ba n g l a d e s h ,  
r e s u l t i n g  f r o m  the coups and c o un t e r  coups in 1975, b r o u g h t

5. F or  a us e f u l  s um m a ry  of these a r g u m e n t s ,  see: L.J. White, 
I n d u s t r i a l  C o n c e n t r a t i o n  and E c o n o m i c  P o w e r  in P a k i s t a n ,
P r i n c e t o n  U n i v e r s i t y  Press,  P r i n c e t o n ,  1974, p p . 10-13.

6. Sobhan, R. , " N a t i o n a l i s a t i o n  of I n d u s t r i e s  in B a ng l ad e s h:  
B a c k g r o u n d  and P r o b l e m s " ,  in E.A.G. R o b i n s o n  et a l . ( e d s ,) , 
The E c o n o m i c  D e v e l o p m e n t  of B a n g l a d e s h  W i t h i n  a S o c i a l i s t  
Fr a m e w o r k , M a c m i l l a n ,  1974 , p p . 181-200.

7. T a k a  - Un it  of B a n g l a d e s h  Currency.
8. S o b h a n  (1974), ibid.
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s u b s t a n t i a l  changes in its e c o n o m i c  po li cie s. G o v e r n m e n t  
p ol i ci e s  towa rds  p r i v a t e  i n v e s t m e n t  w e r e  c o n s i d e r a b l y  l i b e r a 
lised. A n u m b e r  of small i n d u s t r i a l  units u nd e r  p u bl i c o w n e r 
ship were d i s i n v e s t e d ,  and the share of p r i v a t e  o w n e r s h i p  in 
the i n d u s t r i a l  s e ct o r  g r a d u a l l y  increase d.  This p o s i t i o n  is 
r e f l e c t e d  in the s t at i s t i c s  of the 1976-7 7 C en sus  of M a n u f a c 
turing I n d u s t r i e s  in Ba ng la de s h.

Tab le 8.1
S t a t i s t i c s  of Census of M a n u f a c t u r i n g  I n d u s t r i e s
in B a n g l a d e s h , 1976-77,

O w n e r s h i p  of F ix e d  A ss ets Gros s O u t p u t E m p 1oy men t
E n t e r p r i s e s (Mi 11 ion T a k a s ) (Mi 11 ion T a k a s ) (Numb e r )

(a) P u b l i c 5 ,096.88 10 ,708.56 275 ,6 7 5
(75.48%) (55.26%) (76. 13%)

(b) P r i v a t e 1 ,655.30 8, 669 .5 1 86,429
(24.52%) (44.74%) (23.87%)

6 , 752 . 18 19, 37 8 . 07 362 , 104
( 100% ) ( 100% ) 100%)

Source: 1980 S t a t i s t i c a l  Y e a r B oo k  of B a n g l a d e s h , o p .ci t . ,
p p .30 6-30 8.

As is e v i d e n t  in table 8.1 above, the share of p ri v a te  
ow n e r s h i p  in the i n d u s t r i a l  secto r of B a n g l a d e s h  sho w e d a 
m a r k e d  i n c r e a s e  over the five y ea r  p e r i o d  f r o m  1972 to 1977. 
In 1972 p r i v a t e  o w n e r s h i p  in i n d u s t r i a l  fixed assets was 14 
per cent; this rose to about 25 per cent in 1977. Gross o u t 
put of p r i v a t e  e n t e r p r i s e s ,  about 45 per cent of the total 
i n d u s t r i a l  o ut p u t  in 1976-77, re fl ec t s the i m p o r t a n t  role 
p l a y e d  by these e n t e r p r i s e s  in the B a n g l a d e s h  economy. Ta b l e  
8.1 f u rt h er  shows that the p r o d u c t i v i t y  in p r i v a t e  se c t o r  was 
very h ig h  c o m p a r e d  w i th  the p r o d u c t i v i t y  in p u b l i c  sector. In 
1976-77, f ixe d assets of one m i l l i o n  takas p r o d u c e d  a gross 
outpu t of 2.10 m i l l i o n  takas in the p u b l i c  e n t e r p r i s e s  and 
5.24 m i l l i o n  takas in the p r i v a t e  e n t e r p r i s e s .  In the same 
year, one e m p l o y e e  p r o d u c e d  a gross output  of a p p r o x i m a t e l y  
40 t h o u s a n d  takas in the p u b l i c  s ect or and of a p p r o x i m a t e l y  
100 t h o u s a n d  takas in the pr iv at e sector.
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P R I V A T E  F O R E I G N  I N V E S T M E N T  P O L I C Y

In the ea r l y years of the i n d e p e n d e n c e  of B a n g l a d e s h , t h e  
at ti t u d e  of the g o v e r n m e n t  towards d o m e s t i c  p r i v a t e  e n t e r p r i 
ses d e t e r m i n e d  in turn its p o l i c y  towards d i r ec t  f o re i g n  
inv est me nt . W h i l e  the n a t i o n a l i s a t i o n  p o l i c y  of the g o v e r n m e n t  
in 1972 did n ot  af fe ct the o p e r a t i o n  of the 20 m u l t i n a t i o n a l  
e n t e r p r i s e s  o p e r a t i n g  in d i f f e r e n t  areas of the i n d u s t r i a l  
sector, g o v e r n m e n t  p ol i c y  towa rds  new  d i r e c t  f o r e i g n  i n v e s t 
me nt  was r e l a t i v e l y  d i s c o u r a g i n g .  In the first i n d u s t r i a l  
p o l i cy  s t a t e m e n t  of the g o v e r n m e n t  in 1972, d i r ec t  for e i gn  
i n v e s t m e n t  was al l o w e d  only in c o l l a b o r a t i o n  w i t h  the p u bl i c  
se cto r c o r p o r a t i o n s ,  and wi t h  a m i n o r i t y  e q u i t y  p a r t i c i p a t i o n  
of up to 49 per cent. Al l acts of f o r ei gn  c o l l a b o r a t i o n ,  
how ev e r,  w er e  to be a p p r o v e d  by the g ov e r n m e n t .  Full f r e e d o m  
was g u a r a n t e e d  for the t r a n s f e r  of a n n ua l  pr o f i t s  (after p a y 
me nt  of taxes) and for the r e p a t r i a t i o n  of c a p i t a l  spread over 
a n u m b e r  of years. A m i n i m u m  d i v i d e n d  of 15 per cent, sub j ec t  
to the a v a i l a b i l i t y  of pro f i ts ,  was also gu a r an t e e d .  But the 
p r i n c i p a l  s o u rc e  of d i s c o u r a g e m e n t  to p o t e n t i a l  p ri v a t e  f o r e 
ign in v e s t o r s  was the threat of n a t i o n a l i s a t i o n .  This threat 
was po se d by the c o n s t i t u t i o n a l  c o m m i t m e n t  of the g o v e r n m e n t  
to t r a n s f o r m  the B a n g l a d e s h  e c o n o m y  into a s o c i a l i s t  one.

P o l i t i c a l  chan ges  in B a n g l a d e s h  d u ri n g  1975, f o l l o w e d  by 
liber al g o v e r n m e n t  p o l i c i e s  to wards p r i v a t e  e n t e r p r i s e s  in 
the i n d u s t r i a l  sector, i n t r o d u c e d  ne w p o l i c i e s  for a t t r a c t i n g  
p r i v a t e  f o r e i g n  i n v es t m en t .  F r o m  1976 o n wa r d s,  n e w i n d us t ri a l  
i n v e s t m e n t  p o l i c i e s  e n c o u r a g e d  pr i v a t e  f o r e i g n  i n v e s t m e n t  in 
bo th the p u b l i c  and p r i v a t e  sect or s, w i t h o u t  any limit. The 
f o l l o w i n g  s p e c i f i c  m e a s u r e s  w e r e  taken  by the g o v e r n m e n t  in 
order to c o u n t e r  the fear of n a t i o n a l i s a t i o n  and to att r a ct  
fo r e i g n  in v es t m en t :

(i) In 1978, the G o v e r n m e n t  a n n o u n c e d  that it did not 
h a v e  any i n t e n t i o n  to n a t i o n a l i s e  any in d u st r y  at 
any fu t u r e  p oin t in time. It was f u r t h e r  a n n o u n c e d  
that, s h ou l d c i r c u m s t a n c e s  or any e m e r g e n c y  n e c e 
s s i t a t e  n a t i o n a l i s a t i o n  in any p a r t i c u l a r  case, 
just and fair c o m p e n s a t i o n  w o u l d  be paid in the 
c u r r e n c y  of the co u nt r y  of o r i g i n  of the fo r ei gn  
inve s tor.
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(ii) To give legal b a c k i n g  to the above c o m m i t m e n t ,  the 
B a n g l a d e s h  P a r l i a m e n t ,  in 1980, p a s s e d  an Act 
na med  " F o r e i g n  P r i v a t e  I n v e s t m e n t  P r o m o t i o n  and 
P r o t e c t i o n  A c t ” . This Act no w g u a r a n t e e s  that no 
f o r e i g n  i n v e s t m e n t  w i l l  be e x p r o p r i a t e d  by the 
g o v e r n m e n t ;  but if c i r c u m s t a n c e  c o m p e l s  the g o v e r 
nm e n t  to e x p r o p r i a t e  any for e ig n e n t r e p r e n e u r ' s  
asset s, just and fair c o m p e n s a t i o n  w i l l  be paid.

(iii) The B a n g l a d e s h  g o v e r n m e n t  e n t e r e d  into an ag r e e m e n t  
w i t h  the U.S. g o v e r n m e n t ,  unde r w h i c h  the U.S. 
g o v e r n m e n t  g u a r a n t e e s  i n v e s t m e n t s  by p r i v a t e  U.S. 
i nv e s t o r s  in B a n g l a d e s h  a ga ins t any loss a r i si n g  
from: (a) p r o b l e m s  in c o n v e r t i n g  e a r n i n g s  in B a n g l a 
desh c u r r e n c y  to U.S. do ll ar s , and (b) e x p r o p r i a t i o n  
in B a n gl a d es h.

In a d di t i on ,  in p u r s u a n c e  of its p o l i c y  of a t t r a c t i n g  
p r i v a t e  f o r e i g n  in v e s t m e n t ,  the g o v e r n m e n t  of B a n g l a d e s h  a l l 
owed i n v e s t m e n t s  by fo r e i g n  i nv est or s in c e r t a i n  areas p r e v i 
o usl y r e s e r v e d  e x c l u s i v e l y  for the p u b l i c  sector; for ex am p l e  
jute, textile, sugar, h e a v y  e l ect ri c,  and h e a v y  e n g i ne e r in g .  
M o r e o v e r ,  in 1979, the g o v e r n m e n t  e s t a b l i s h e d  an E x p o r t  P r o 
c es s i n g  Z o n e w h e r e  f o r e i g n  in ve s to r s  w o u l d  be a ll o w e d  to i n v e 
st in ex po rt  o r i e n t e d  i n du st r i e s ,  w i t h  no b u r d e n  of tax and 
tariff, and w i t h  f a c i l i t i e s  for u n c o n t r o l l e d  r e p a t r i a t i o n  of 
p ro f i ts  and i n v e s t e d  capital. But u nti l the b e g i n n i n g  of 1982, 
there was l it tl e r e s p o n s e  f r o m  forei gn  i n v e s t o r s  w i l l i n g  
to i nv est  in that zone. S til l the g o v e r n m e n t  pl an s to set up 
two m o r e  E x p o r t  P r o c e s s i n g  Zones in B a n g l a d e s h .

The f o l l o w i n g  e x t r a c t  f r o m  the Se con d Fi v e  Ye a r  P l a n of
B a n g l a d e s h ,  l a u n c h e d  in 1980, gives a p r e c i s e  a c co un t  of the
p ol i c y  of the B a n g l a d e s h  g o v e r n m e n t  tow a r ds  p r i v a t e  f o r e i g n

9i n v e s t m e n t  d u r i n g  the p la n  p e r i o d  (1980-85) :

"All i n d u s t r i e s  in B a n g l a d e s h ,  ex ce pt  a h a r d - c o r e  of 
eight c a t e g o r i e s  r e s e r v e d  for the g o v e r n m e n t  sector, 
are ke pt  open for p r i v a t e  i n v e s t m e n t  by bo th  local 
and f o r e i g n  i n v es t or s,  and v i r t u a l l y  w i t h o u t  any c e i 
lings on. i n v es tm e nt .  F o r e i g n  p r i v a t e  i n v e s t m e n t s  are 
a l l o w e d  in c o l l a b o r a t i o n  w i t h  b o t h  g o v e r n m e n t  and local 
e n t r e p r e n e u r s .  D u r i n g  the Second  F i v e  Y e a r  period, 
f o r e i g n  e q u i t y  p a r t i c i p a t i o n  wi l l  c o n t i n u e  to be e n c o u 
r ag e d  in those i n d u s t r i e s  w h e r e  raw m a t e r i a l s  are e n t i 
re ly  local but t e c h n i c a l  k n o w - h o w  is not a v a i l a b l e

9. The Second Five Year Plan 1 9 8 0 - 8 5 , op.cit., p.IX-12.
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locally, t e c h n o l o g y  i n v o l v e d  is c o m p l i c a t e d  or c api ta l  
in t e n s i v e  and the ou tp u t  is e x p o r t - o r i e n t e d .  F o r e i g n  
t e c h n i c a l  c o l l a b o r a t i o n  w i t h o u t  eq ui t y  p a r t i c i p a t i o n  
w ill , h o w e v e r ,  be a ll o w e d  in almost all types of 
i n d u st r i es .  T h e r e  is no r i g i d i t y  ab out the e x t e n t  of 
eq ui t y  p a r t i c i p a t i o n  by f or ei gn  c o l l a b o r a t o r s .  G o v e r n 
ment p o l i c i e s  c o m p r i s i n g  v ar i o us  m o n e t a r y ,  fiscal  and 
o t h e r  i n c e n t i v e s  that are no w a l l o w e d  to induc e f o r e ig n  
i n v e s t m e n t  are quite liberal. In orde r to p r o m o t e  
f o r e ig n  p r i v a t e  i n v e s t m e n t  the F o r e i g n  I n v e s t m e n t  P r o m o 
tion and P r o t e c t i o n  Ac t has al r ea d y  b e e n  p a s s e d  by the 
P a r i l i a m e n t .  It w o u l d  pr o v i d e  fu r t h e r  c o n f i d e n c e  to the 
p o t e n t i a l  fo re ig n i n ve s t or s and re mo v e  a p p r e h e n s i o n s ,  
if any, about n o n - b u s i n e s s  risk,"

8.3 M U L T I N A T I O N A L  E N T E R P R I S E S  IN B A N G L A D E S H

In 1979, there we r e 20 m u l t i n a t i o n a l  e n t e r p r i s e s  o p e r a 
ting in d i f f e r e n t  areas of the i n d u s t r i a l  s e c t o r  of B a n g l a 
desh. M o s t  of these e n t e r p r i s e s  were e s t a b l i s h e d  du ri n g the 
1960s. The ho me  c ou nt r ie s  of these m u l t i n a t i o n a l s  are as 
follows: 10 in U . K . , 3 in U . S . A . , 3 in H o l l a n d ,  2 in Canada,
1 in Be lg iu m ,  and 1 in W e s t  Germany. Of the 20 m u l t i n a t i o n a l s ,  
8 op e r a t e  in the p h a r m a c e u t i c a l  ind us t ry ,  3 in the c h emi cal  
i nd us tr y, 7 in the e l e c t r i c  and e n g i n e e r i n g  i n d u s tr y,  1 in 
shoe m a n u f a c t u r i n g  and 1 in tobacco. P a r e n t  c o m p a n y' s  o w n e r 
ship in the e q u i t y  of each of the s u b s i d i a r i e s  ranges  from  
49 per cent to 76.33 per cent in the p h a r m a c e u t i c a l  indus tr y,  
fr om 56 per cent to 60.75 per cent in the ch e mi c a l  i n dus try ,  
f ro m  40 per cent to 100 per cent in the e l e c t r i c  and e n g i 
n e e r i n g  i nd u s t r y ,  66 per cent in the t o b a c c o  i n d u s t r y  and 100 
per cent in the shoe m a n u f a c t u r i n g  indus tr y.  L oc al o w n e r s h i p  
in ea ch  of the m u l t i n a t i o n a l s  is p r i n c i p a l l y  h e l d  by the 
p u b l ic  sector. All but one of the m u l t i n a t i o n a l s  in B a n g l a 
desh w e r e  e s t a b l i s h e d  b e f o r e  1971, w h e n  local eq u it y  p a r t i c i 
pants w e r e  the (West) P a k i s t a n i s .  A f t e r  the i n d e p e n d e n c e  of 
B a n g l a d e s h  in 1971, the shares h e ld  by P a k i s t a n i s  w e r e  taken 
over by the B a n g l a d e s h  g o v e r n me n t . Thus the p u b l i c  sector 
e me r g e d  as an i m p o r t a n t  eq ui t y p a r t i c i p a n t  in m u l t i n a t i o n a l  
o p e r a t i o n s  in B a n g l a d e s h .  Some of the m u l t i n a t i o n a l s  that 
e x p a n d e d  t he ir p a i d - u p  capita l after 1971 sold shares to
p r i v a t e  B a n g l a d e s h i  inve sto rs.  H o w e v e r ,  p r i v a t e  i n v e st o r s

. . . 10f orm  a tiny p o r t i o n  of the local eq ui t y  p a r t i c i p a t i o n .

10. Fo r f i r m  level data on s h a r e h o l d i n g  p at t e r n , see :Appendix-8A.
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M A R K E T  C O N C E N T R A T I O N  AND M A R K E T  D O M I N A N C E

As in m a n y  o the r less d e v e l o p e d  c o un t r i e s ,  the m u l t i 
n a t i o n a l  e n t e r p r i s e s  in B a n g l a d e s h  d o m i n a t e  s p e c i f i c  pr od uc t  
marke ts.  Such d o m i n a t i o n  arises m a i n l y  fr o m the high  level 
of c o n c e n t r a t i o n  in s p e c i f i c  p r o d u c t  m a r k e t s  w h e r e  there is 
only one or a few m u l t i n a t i o n a l s .  An a t t em pt  is m a d e  b el o w  to 
look at the m a r k e t  c o n c e n t r a t i o n  r e s u l t i n g  f r o m  the high m a r 
ket share of the m u l t i n a t i o n a l s  in the total ou tpu t of s p e c i 
fic p r o d u c t s  in B a n g l a d es h.  A v a i l a b i l i t y  oi the n e c e s s a r y  data  
on the p h a r m a c e u t i c a l  i n d u s t r y  allows a d e t a i l e d  d i s c u s s i o n  of 
this industry. H o w e v e r ,  d i s c u s s i o n s  of ot h e r i n d u s t r i e s  are 
i n c l u d e d  to the exten t a l l ow e d  by the a v a i l a b i l i t y  of the 
n e c e s s a r y  in f o r m a t i o n .

(a) P h a r m a c e u t i c a l  I nd ust ry :

T o t a l  sales of p h a r m a c e u t i c a l  p r o d u c t s  in B a n g l a d e s h  in 
1980 was about 1,250 m i l l i o n  takas. Of this, about 150 m i l l i o n
takas sales we r e  from the direc t import of m e d i c i n e s ,  and

. . . 11the r e m a i n i n g  sales w e r e  f r o m  d o m e s t i c  p r o d u c t i o n .  That is,
the p h a r m a c e u t i c a l  i n d u s t r y  in B a n g l a d e s h  a c c o u n t e d  for total 
sales of 1,100 m i l l i o n  takas.

Of this total ou t pu t  of 1,100 m i l l i o n  takas of p h a r m a 
ce ut i c al  p r o d u c t s  in B a n g l a d e s h  in 1980, 8 m u l t i n a t i o n a l
e n t e r p r i s e s  a c c o u n t e d  for o u t p u t  a m o u n t i n g  to 890 m i l l i o n  

12 .takas, i.e. 81 per cent. Of the total p h a r m a c e u t i c a l  m a r k e t
in B a n g l a d e s h ,  the shar e of 8 m u l t i n a t i o n a l s  was 71 per cent.

13A c c o r d i n g  to an e a rl i e r es t im a t e,  the same 8 m u l t i n a t i o n a l  
e n t e r p r i s e s  a c c o u n t e d  for 66,35 per cent of the total sales 
of the d o m e s t i c  p r o d u c t i o n  of p h a r m a c e u t i c a l  p r o d u c t s  in 
B a n g l a d e s h  in 1976.

11. Bi chi tr a (a B e n g a l i  w e e k l y  p u b l i s h e d  f r o m  Dacca , B a n g l a 
desh), 10th Ju ly 1981, p . 22; es t i m a t e s  m a d e  by the 
" P r o g r e s s i v e  P h a r m a c i s t s  Group  in B a n g l a d e s h " .

12. B i c h i t r a  (1981), Ibid.
13. R e p o r t  of the E x p e r t  C o m m i t t e e  on D ru gs & P h a r m a c e u t i c a l  

C a p a c i t y  U t i l i z a t i o n  of the P h a r m a c e u t i c a l  F a c t o r i e s  of 
B a n g l a d e s h  ( 1 9 7 5 - 1 9 7 6 ) , D e p a r t m e n t  of I n d u s t r i e s  (Che mi cal  
D i r e c t o r a t e ) ,  Govt, of B a n g l a d e s h  ( m i m e o ) , D a c c a  ( B a n g l a 
desh) , 1977 , p . 22.
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A c o m p a r i s o n  of the m a r k e t  share of the 8 m u l t i n a t i o n a l s  
in the p h a r m a c e u t i c a l  i nd u s t r y  in 1976 and in 1980 sugg est s  
that these firms h a v e  e n j o y e d  o l i g o p o l i s t i c  m a r k e t  po we r  
w h i c h  has e n a b l e d  them to i n c r e a s e  their sh are in the total 
p r o d u c t i o n  fr o m 66.35 per cent to 81 per cent over a p e r i o d  
of 5 years. This e v i d e n c e  on the m a r k e t  p o w e r  of m u l t i n a t i o 
nals in the p h a r m a c e u t i c a l  i n d u s t r y  of B a n g l a d e s h  co r r e s p o n d s

1 4w i t h  e v i d e n c e  f r om  other less d e v e l o p e d  co un tr ie s .

This o l i g o p o l i s t i c  p o w e r  is f ur t h er  r e f l e c t e d  by the 
fact that the top 4 firms in the p h a r m a c e u t i c a l  i nd u s t ry  
p r o d u c e d  43 per cent of the total d o m e s t i c  o u tp u t  in 1976 and 
the same 4 firms p r o d u c e d  52 per  cent of the total d o m e s t i c  
ou tpu t in 1980. All of these 4 firms are m u l t i n a t i o n a l s .  The 
l a r g es t  m u l t i n a t i o n a l  firm in the p h a r m a c e u t i c a l  i nd u s t r y  
p r o d u c e d  about 16 per cent and about 18 pe r cent of the total 
d o m e s t i c  o u t p u t  in 1976 and 1980 r es p e c t i v e l y .

The re ta il  pr i ce s  of drugs p r o d u c e d  by the m u l t i n a t i o n a l s  
and the retail prices of the c o m p a r a b l e  (of same g e n e r i c  name) 
drugs p r o d u c e d  by local e n t e r p r i s e s  in B a n g l a d e s h  give a 
p i c t u r e  of the o 1i g o p o 1 istic  c h a r a c t e r  of m u l t i n a t i o n a l s  in 
p r o d u c t  p r ici ng . In the B a n g l a d e s h  m a rk e t , there is e vi de n c e  
that the drugs p r o d u c e d  by the m u l t i n a t i o n a l  e n t e r p r i s e s  have 
c o n s i d e r a b l y  h i g h e r  m a r k e t  pr i ce s  than the c o m p a r a b l e  drugs 
p r o d u c e d  by their co u n t e r p a r t s .  This is shown in table 8.2 
below, for the m a r k e t  price s of 5 drugs. A l t h o u g h  the m a r k e t  
prices of only 5 drugs may not s ee m  to be r e p r e s e n t a t i v e  of 
the m a r k e t  pr i ce s  of the drugs p r o d u c e d  by the m u l t i n a t i o n a l s  
and the local firms in B a n g l a d e s h ,  ob s e r v e r s  h a v e  c o m m e n t e d  
that the g e ne ra l  p a t t e r n  of d r u g s - p r i c i n g  in that cou n tr y  
is no t ve ry d i f f e r e n t  fr om  the e v i d e n c e  p r o d u c e d  in 
table 8 . 2 . 15

14. Lall, S., "The I n t e r n a t i o n a l  P h a r m a c e u t i c a l  I n d u s t r y  and 
L e s s - D e v e l o p e d  C o u n t r i e s " ,  O x f o r d  B u l l e t i n  of E c o n o m i c s  
and S t a t i s t i c s , A u g u s t  1974, p p . 143-172.

15. B i ch i tr a (1981), op .c it ., p . 28; this was also stat ed  by 
a top o f f i c i a l  of the Pr ice  C o n t r o l  D e p a r t m e n t  in the 
M i n i s t r y  of C o m m e r c e  in B a n g l a d e s h ,  in an i n t e r v i e w  in 
c o n n e c t i o n  w i t h  the p r e s e n t  study.
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T abl e 8.2
C o m p a r a t i v e  Re t a il  Pr ic e s of Drugs in B a n g l a d e s h  (1981) :
A v e r a g e  M u l t i n a t i o n a l s ’ vs. A v e r a g e  L o c a l s ’

Ave. Retail Price of the Produce of Percent
----------------------------------------  Higher Price
Multinationals Locals in Multina-

(Taka) (Taka) tionals

1)T e t r a c y c 1 ine 250mg. 
(per capsules)

1 .05 0 . 55 91

2) M e t r o n i d a z o 1e 200mg. 
(per tablet)

0 . 79 0 . 43 84

3)D i a z e p a m
(per tab let)

0 .42 0. 12 5 236

4 ) P a r a c e t a m o l  5 0 0 m g . 
(per tablet)

0 .25 0 .1 5 67

5 ) A s p i r i n  300mg, 
(per tablet)

0 . 11 0 .06 83

Source: C a l c u l a t e d  fr o m  d ata  in B i c h i t r a  (1981), o p . c i t . , p . 28

Ta bl e  8.2 was c o n s t r u c t e d  as follows: eac h of the five
drugs is p r o d u c e d  by one or m o re  m u l t i n a t i o n a l  and one or 
m or e  local firms in B a n g l a d e s h .  For each of the drugs, the 
a v e r ag e  reta il  p ri ce c h ar ge d  by the m u l t i n a t i o n a l ( s )  and by 
the local(s) was ca lc u l at e d . The h i g he r  price of the m u l t i n a 
tional (s) was c a l c u l a t e d  as a p e r c e n t a g e  of the price  of the 
l o c a l (s ).

Ta bl e  8.2 shows that for the 4 drugs e x a m i ne d,  the
m u l t i n a t i o n a l s ’ prices  are 67 to 91 per cent h i g h e r  than the
locals' prices; and for one drug this p e r c e n t a g e  is much
h i g h e r  at 236 per cent. One i n t e r e s t i n g  c h a r a c t e r i s t i c  of
drug b u y e r s  in B a n g l a d e s h  is that they p r e f e r  to buy drugs
p r o d u c e d  by the fo r e i g n  firms, e v e n  at a c o n s i d e r a b l y  hi gh
price, than to buy a c o m p a r a b l e  drug p r o d u c e d  by local firms.
But in terms of q ual ity , the drugs p r o d u c e d  by b ot h types of
f irm  are al mo s t  iden ti ca l. The B a n g l a d e s h  g o v e r n m e n t ’s q u a l i t y
te st i n g l a b o r a t o r y ,  and in a n u m b e r  of cases f o r e i g n  i n d ep e n -

16dent so ur ces , ha ve c o n f i r m e d  this.

16. S t at e d by Dr. H, H y e , D i r e c t o r  G e n e r a l  of the D i r e c t o r a t e  
of D ru g A d m i n i s t r a t i o n ,  Govt, of B a n g l a d e s h ,  in an i n t e r 
v i e w  in c o n n e c t i o n  w i t h  the p r e s e n t  study.

Generic Names 
of the Drugs
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The cons um ers ' p r e f e r e n c e  for h i g h - p r i c e  fo r e i g n  pr odu c e rs '  
drugs may h av e  b e e n  a c o n t r i b u t o r y  fa ct o r  to the c re a ti o n  
of the d o m i n a n t  m a r k e t  p o w e r  of m u l t i n a t i o n a l  p h a r m a c e u t i c a l  
firms in B an g l a d e s h .

B e c a u s e  of their m a r k e t  p o w e r  these m u l t i n a t i o n a l  p h a r ma  
ce ut i c a l  firms ma y be e x p e c t e d  to earn h ig h  prof its . But in 
p r a c ti c e , the m a n a g e m e n t  of these firms o f t e n  comp 1 ains about 
d i f f i c u l t i e s  in e a r n i n g  any pr o f i t  at all. A p o s s i b l e  e x p l a 
n a t i o n  of this p a r a d o x  is st at e d  in the f o l l o w i n g  ext r ac t

1 7f rom  a r e p o r t  p u b l i s h e d  in T he  A s i a n  W a l l S tre e Jo ur na l :

" . . . E i g h t  m u l t i n a t i o n a l s  run f a c t o r i e s  (in p h a r m a c e u 
tical ind ustry) in Ba n g la d e sh .  . . . The co m p an ie s
c o m p l a i n  fe rv e nt l y , th o u gh  not for q u o t a t i o n  by name, of 
e x c e s s i v e  g o v e r n m e n t  p ric e cont rol s and the e x t r em e  
d i f f i c u l t y  of m a k i n g  money.

"it isn't p r o f i t a b l e " ,  says the m a n a g e r  of a co mp an y., ..  
" W e ' re  just k e e p i n g  our h ea ds above  water. We h a v e n ' t  
paid a cent to our s h a r e h o l d e r s  since we op e n e d . "

C u r i o u s l y  this e x e c u t i v e ' s  c om p a ny  is c o n t e m p l a t i n g  a 
m a j o r  e x p a n s i o n  in Ba n g la d e s h .  A nd  abou t three other 
c o m p a n i e s  are said to be th i n k i n g  a bou t l o c a t i n g  here... 
m a n y  in the c o u n t r y  b e l i e v e  they can e x p l a i n  the 
anom aly . T h e y  say drug c o m p a n y  p r o fi t s  are a c t u a l l y  
s u b s t a n t i a l ,  but are q u i e t l y  t r a n s f e r r e d  to pa r en t  c o m 
pan ie s  in the f o r m  of p a y m e n t s  for raw m a t e r i a l s  used 
in m a k i n g  f i n i s h e d  drugs.

" T h e y  buy f r o m  the p a r en t  c o m pa n y  to give the par e n t  
p ro f i t  q u ic k l y" ,  says M a t i u l  Islam, S e c r e t a r y  of the 
M i n i s t r y  of I nd us t r i e s .  "The i m p o r t a n t  th ing is to m ak e  
a q ui c k  p rof it , w h i c h  they do." A W e s t e r n  d i p l o m a t  adds: 
Th ey  avoid c o m p l i c a t i o n s  and a c c u s a t i o n s  of p r o f i t e e r i n g  
at the e x p e n s e  of the poor."

" T h e r e  is a g ra i n  of tr uth in it", c o n c e d e s  a drug-  
c o m p a n y  ma n ag e r . " C o m p a n i e s  m ak e  raw m a t e r i a l s  for a 
profit. So they c h arg e a price that gives them that p r o 
fit," . . ."

This e x t r a c t  refers to the o ft e n  mad e a l l e g a t i o n  that m u l t i -  
n a t i o n a l  p h a r m a c e u t i c a l  firms in B a n g l a d e s h  e x e r c i s e  d o m i n a n t  
m a r k e t  p o w e r  to b e n e f i t  their pa r en t  f i r m s , a n d  at the cost of 
the "poor" p e o p l e  of the c o u n t r y . S o m e  e v i d e n c e  c o n c e r n i n g  the 
se a l l e g a t i o n s  w i ll  be d i s c u s s e d  in c ha p t e r  10 of this thesis

17. " I n e x p e n s i v e  Drugs for B a n g l a d e s h  Put M u l t i n a t i o n a l s  on 
A n t a c i d s " ,  The A s i a n  W al l  Stre et  J o u r n a l , 2 8 February 1981.
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(b) C h e m i c a l  Ind ustry:

The three m u l t i n a t i o n a l  e n t e r p r i s e s  in B a n g l a d e s h  that 
may be b r o a d l y  c l a s s i f i e d  as the c he m i c a l  i nd ust ry , p ro duc e  
d i v e r s i f i e d  pr od uct s. For  the p u r p o s e  of e x a m i n i n g  m a rk e t  
c o n c e n t r a t i o n  the p ro d u c t  m a r k e t  of each of the three e n t e r 
pris es needs to be c o n s i d e r e d  s e par ate ly . Of these three 
e n t e r p r i s e s ,  one p r o d u c e s  soaps and d e t e r g e n t s ,  one paints,  
and the o t h e r  v a r i o u s  c h em i c a l  p r o du ct s  for h o u s e h o l d  use.

To tal  p r o d u c t i o n  of soaps and d e t e r g e n t s  in 1979 in
1 8B a n g l a d e s h  was about 550 m i l l i o n  takas. The m u l t i n a t i o n a l

e n t e r p r i s e  o p e r a t i n g  in this area had p r o d u c t i o n  of 283
19 . •m i l l i o n  takas. This s ug g es t s  a high c o n c e n t r a t i o n  m  the

p r o d u c t  m a r k e t  of soaps and de t e r g e n t s ,  c au s e d  by one m u l t i 
n a t i o n a l  e n t e r p r i s e ,  since this e n t e r p r i s e  alone p r o d u c e d  
about 51 pe r cent of the total d o m e s t i c  p r o d u c t i o n .  The 
se co n d  and the third la r ge s t  - p r o d u c e r s  of soaps and d e t e r 
gents in B a n g l a d e s h  are in the pu bl i c  sector , and their shares 
in total d o m e s t i c  p r o d u c t i o n  in 1979 w er e about 20 per cent 
and about 8 per cent re s p e c t i v e l y .  The r e m a i n i n g  21 per cent 
of the total p r o d u c t i o n  was a c c o u n t e d  for by over 100 small 
pro duc e r s.  It fol l ow s  f ro m the above that a si n g le  m u l t i n a t i o 
nal e n t e r p r i s e  seems to pos s e ss  a d o m i n a n t  m a r k e t  p o s i t i o n  
in the soaps and d e t e r g e n t s  m a r k e t  of B a n g l a de s h .

D a t a  on the total c o u n t ry 's  p r o d u c t i o n  of paints  and 
ot her c h e m i c a l s  for h o u s e h o l d  use could not be col le c t ed ;  
th ere fo re , m e a s u r e m e n t  of m a r k e t  c o n c e n t r a t i o n  in the 
c he mi ca l i n d u s t r y  had to be r e s t r i c t e d  to the soaps and 
d e t e r g e n t s  p r o d u c t i o n  sectors.

(c) E l e c t r i c  and E n g i n e e r i n g  Industry:

M u l t i n a t i o n a l  e n t e r p r i s e s  o p e r a t i n g  un de r  this br oa d  
i n d u s t r i a l  g r o u p i n g  p r o d u c e  v a r i o u s  ki nds of p r odu cts . An 
a tt e mp t  is m a d e  b e l o w  to e s t i m a t e  the c o n c e n t r a t i o n  of the

18. E s t i m a t e d  from i n f o r m a t i o n  in: B a n g l a d e s h  E c o n o m i c  Su rv ey
19 80-81 , M i n i s t r y  of F in a n c e ,  Govt, of B a n g l a d e s h ,
Dacca, 1981.

19, F r o m  A n n u a l  A c co u n t s.
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si ngl e m u l t i n a t i o n a l  e n t e r p r i s e  in the e l e c t r i c  and e n g i 
n e e r i n g  i n d u s t r y  of Ba ng la de s h.

The m a r k e t  for d o m e s t i c a l l y  p r o d u c e d  radio s,  t e l e v i s i o n  
and allie d e l e c t r i c  goods in B a n g l a d e s h  is e x t r e m e l y  c o n c e n 
trated. On l y  one firm is r e s p o n s i b l e  for the h i g h  c o n c e n t r a 
tion, and that f ir m  is a m u l t i n a t i o n a l .  This e n t e r p r i s e  
en g a g e d  in the p r o d u c t i o n  (assembling) of radio, t e l e v i s i o n
and al li e d e l e c t r i c  goods in B a n g l a d e s h ,  had outp ut of 71

20m i l l i o n  takas in 1979. In that year, total d o m e s t i c  output
2 1of these p r o d u c t s  was about 83 m i l l i o n  takas. E v i d e n t l y ,  

this single m u l t i n a t i o n a l  had about 86 per cent m a r k e t  share, 
w h i c h  ma de  it r e s p o n s i b l e  for the high c o n c e n t r a t i o n  in the 
p r o d u c t i o n  of radio, t e l e v i s i o n  and al l ie d  goods in 
B a n g l a d e s h .

The m a r k e t  for d o m e s t i c a l l y  p r o d u c e d  e l e c t r i c  fans,
e l e c t r i c  mo t or s and a ll ied  e l e c t r i c  goods is m o d e r a t e l y
c o n c e n t r a t e d  by a m u l t i n a t i o n a l  en t er p r i s e .  In 1979, this
m u l t i n a t i o n a l  h ad  an outp ut of 25 m i l l i o n  takas a ga i ns t  the

2 2total d o m e s t i c  p r o d u c t i o n  of about 75 m i l l i o n  takas. Any 
ot he r  si n g le  p r o d u c e r  in this se cto r did not have m a r k e t  
share over even 20 per cent.

The m a r k e t  for d o m e s t i c a l l y  p r o d u c e d  e l e c t r i c  bulbs is
also h i g h l y  c o n c e n t r a t e d .  In 1979, total d o m e s t i c  ou tp u t  of

2 3this p r o d u c t  was about 41 m i l l i o n  takas. One m u l t i n a t i o n a l
2 4e n t e r p r i s e  m  this se ct o r  had ou tp u t of 30 m i l l i o n  takas. 

Thus, this firm  a c c o u n t e d  for about 73 per cent of the total 
d o m e s t i c  o u tp u t of e l e c t r i c  bulbs.

20 , F r o m  A n n u a l  Ac co un t s .
21. 1980 S t a t i s t i c a l  Y e a r b o o k of B a n g l a d e s h ,  op .ci t . ,

p p .319-320.
22 . F r o m  A n n u a l  A c c o u n t s ,  and 1980 S t a t i s t i c a l Ye arb ook of

B a n g l a d e s h ,  op.cit.
23. F r o m  A n n u a l  A c c o u n ts .
24 . 1980 S t a t i s t i c a l  Y e a r b o o k of B a n g l a d e s h ,  op . ci t .
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O t h e r  p r o d u c t i o n  sectors in the e l e c t r i c  and e n g i n e e r i n g  
i n d u s t r y  are also d o m i n a t e d  by m u l t i n a t i o n a l  e n t e rp r is e s .
L a c k  of s p e c i f i c  data on d o m e s t i c  output r e s t r i c t e d  e s t i m a 
tion of m a r k e t  c o n c e n t r a t i o n  in those p r o d u c t i o n  sectors. 
How ev e r,  e s t i m a t e s  b as e d  on s c a t t e r e d  d a t a  f ro m d i f f e r e n t  
sour ces  reveal s that one m u l t i n a t i o n a l  e n t e r p r i s e  p r o d u c i n g  
i n d u s t r i a l  o x y g e n  has a m a r k e t  share of m o r e  than half of 
the total d o m e s t i c  output, one m u l t i n a t i o n a l  p r o d u c i n g  i r r i g a 
tion pumps has a m a r k e t  share of about o n e - t h i r d  of the total 
d o m e s t i c  outp ut,  and the p r o d u c t i o n  s ect or s of se wi n g  m a c h 
ines and c eme nt r o o f i n g  shee ts  are one h u n d r e d  per cent 
c o n c e n t r a t e d  by a m u l t i n a t i o n a l  o p e r a t i n g  in each.

(d) Shoe M a n u f a c t u r i n g :

The m o d e r n  m a n u f a c t u r i n g  s ec to r of shoe i nd u s t r y  in
B a n g l a d e s h  is d o m i n a t e d  by a single m u l t i n a t i o n a l  en ter p r is e .
In 1979, total ou tp u t of shoes in B a n g l a d e s h  was about 200 

25m i l l i o n  takas. One m u l t i n a t i o n a l  e n t e r p r i s e  had ou tp u t  of
2 6about 136 m i l l i o n  takas, i.e. 68 per cent of the total d o m 

es tic  o u t p u t .

(e) To ba cc o :

The t o ba c c o i n d u s t r y  in B a n g l a d e s h  is also d o m i n a t e d  
by one m u l t i n a t i o n a l  e nt e r p r i s e .  The m u l t i n a t i o n a l  e n t e r 
pr ise  o p e r a t i n g  in this i n d u s t r y  had total o u t p u t  of 1,484

2 7m i l l i o n  takas in 1979. In the same year, total ou tp ut  of
the t o b a cc o  i n d u s t r y  in B a n g l a d e s h  was about 2000 m i l l i o n  

2 8takas. The share of the m u l t i n a t i o n a l  thus stood  at 74 
per cent of the total d o m e s t i c  p r o d u c t i o n .

It ap p ea rs  fro m the above figures that, g e n e r a l ly  
spea kin g,  sing le  firm c o n c e n t r a t i o n  or the m a r k e t  share of the 
top firm(s) in v a ri ou s  mar k e ts  w i t h i n  the in d u s t r i a l  se cto r  
of B a n g l a d e s h ,  is fairl y high. In these m a r k e t s  m u l t i n a t i o n a l  
e n t e r p r i s e s  dom inate.

25. 1980 S t a t i s t i c a l  Y e a r b o o k  of B a n g l a d e s h , o p .c i t . ,pp. 319-320.
26. F r o m  A n n u a l  Ac c o u n t s .
27. F r o m  A n n u a l  A c c o u n t s .
2 8• 1980 S t a t i s t i c a l  Y e a r b o o k  of B a n g l a d e s h , Ibid.
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8.4 F I N A N C I A L  ST R U C T U R E  AND PR O F I T  P E R F O R M A N C E  :
M U L T I N A T I O N A L  E N T E R P R I S E S  vs. L O C A L  E N T E R P R I S E S

It is of ten  ar g u ed  that m u l t i n a t i o n a l  e n t e r p r i s e s  in
less d e v e l o p e d  co u nt r i es  have i n c e n t i v e s  for m a n i p u l a t i n g

2 9a c c o u n t i n g  n u m b e r s  to d is t o rt  the d e c l a r e d  pr of it s .  If this 
is correct, there seems to be little po i n t  in u sin g a c c o u n 
ting repor ts  to ana l ys e  f i n a n c i a l  s t r u c t u r e  and p r o f it  p e r 
form anc e of m u l t i n a t i o n a l s  in less d e v e l o p e d  count ri es.  Yet 
a ge n er al  surve y of m u l t i n a t i o n a l  e n t e r p r i s e s  in B a n g l a d e s h  
w i t h o u t  any r e f e r e n c e  to the c o m p a r a t i v e  f i n a n c i a l  s t r u c tu r e  
and p r o f i t  p e r f o r m a n c e  of m u l t i n a t i o n a l  and local firms w ou l d  
be i n co m p l e t e .  T h e r e f o r e ,  an a t t em p t  is m ade  b e l o w  to look 
at the f i n a n c i a l  s t r u c t u r e  and p r o f i t  p e r f o r m a n c e  of the 
m u l t i n a t i o n a l  e n t e r p r i s e s  and of the local e n t e r p r i s e s  o p e r a 
ting in d i f f e r e n t  i n d u s t r i e s  in B a ng l a d e s h .  Wh i l e all the 20 
m u l t i n a t i o n a l  e n t e r p r i s e s  in B a n g l a d e s h  are i n c l u d e d  in the 
di s c u s s i o n ,  only 10 local e n t e r p r i s e s  are c o n s i d e r e d  due to 
the lack of c o m p a r a b l e  si zed  local e n t e r p r i s e s  in the m o d e r n  
m a n u f a c t u r i n g  se c to r s  w h e r e  the m u l t i n a t i o n a l s  operate. The 
10 local e n t e r p r i s e s  are the larg est  ones in their  r e s p e c t i v e  
fields.

F I N A N C I A L  ST R U C T U R E

The f i n a n c i a l  s t r u c t u r e s  of m u l t i n a t i o n a l  and local 
firms in d i f f e r e n t  in d u s t r y  groups, as shown by their b a l a n c e  
sheets for the five years fr om  1975 to 1979, are shown in 
table 8,3, V a r i o u s  c o m p o n e n t s  of C a p i t a l  and L i a b i l i t i e s ,  and 
of To ta l A s se t s  are show n in p e r c e n t a g e  terms for the aver ag e 
fi rm in m u l t i n a t i o n a l  and local e n t e r p r i s e  in each industry. 
The f i n a n c i a l  s t r u c t u r e  of m u l t i n a t i o n a l s  and locals shown on 
an aver age  basis  for all i n d u s t r i e s  d e m o n s t r a t e s  the general 
p a t t e r n  of f i n a n c i n g  in m u l t i n a t i o n a l s  and local e n t e r p r i s e s  
in Ba n g l a d e s h .

29, This a r g u m e n t  may  be found in most of the stud ies  that
w e r e  b a s e d  on data f ro m the p u b l i s h e d  a c c o u n t i n g  reports; 
for ex a mp l e ,  see: S, La ll , and P. S t r e e t e n ,  F o r e i g n  
I n v e s t m e n t ,  T r a n s n a t i o n a l s  and D e v e l o p i n g  C o u n t r i e s  , 
M a c m i l l a n ,  1977, p . 99.
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As is e v i d e n t  f r o m  table 8.3 the f i n a n c i n g  p a t t e r n  of 
m u l t i n a t i o n a l s  and locals in B a n g l a d e s h  is v e r y  di ff e r en t .
Of the total ca pi ta l and l i ab il i ti e s , l o n g - t e r m  fina nce  in 
m u l t i n a t i o n a l s  is 39.27 per cent and in local firms is 31.94 
per cent. Of this total l o n g - t e r m  fi na n c e in m u l t i n a t i o n a l s ,  
about 94 p er cent is equ i t y plus r e t a i n e d  p r o f i t s ,  and only 
6 per cent is debt capital. But in case of the local firms, 
equ it y  plus r e t a i n e d  pro f it s  c o n s t i t u t e s  only 44 per cent of 
the l o n g - t e r m  finan ce , w h i l e  debt capital c o n s t i t u t e s  56 
per cent. This ind ic a te s  that the local firms in B a n g l a d e s h  
are m ore  h i g h l y  ge a re d  than m u l t i n a t i o n a l s .  It can be seen in 
table 8,3 that this p a t t e r n  of f i n a n c i n g  p r e v a i l s  w h e n  an 
i n d u s t r y  b r e a k - d o w n  is made. One i n t e r e s t i n g  c h a r a c t e r i s t i c  
of the f i n a n c i a l  s t r u c t u r e  of the m u l t i n a t i o n a l s  and of the 

locals is that b o t h  types of f i r m  have  al mo st  s i m il a r  cur r en t  
asset st r uc tu re s.  In the m u l t i n a t i o n a l s ,  c u r r e n t  l i a b i l i t i e s  
w or t h  1 taka is b a c k e d  by cur r e nt  assets w o r t h  1.26 taka; 
and in the local e n t e r p r i s e s ,  c u r r en t  l i a b i l i t i e s  w o r t h  
1 taka is b a c k e d  by curre nt assets w o r t h  1.27 taka. A m or e  
or less s i m i l a r  p a t te rn  of asset s t r u ct u r e of the m u l t i n a t i o 
nals and locals can be seen wh e n  an i n d u s t r y  b r e a k - d o w n  is 
made .

PR OF I T  P E R F O R M A N C E

It was shown  e a r l i e r  that m u l t i n a t i o n a l  e n t e r p r i s e s  
o p e r a t i n g  in d i f f e r e n t  p r o d u c t i v e  sectors of B a n g l a d e s h  are 
h i g h l y  c o n c e n t r a t e d  and en j o y  d om i n an t  m a r k e t  power. If 
p r o f i t a b i l i t y  is in part a f u n c t i o n  of m a r k e t  d o m i n a n c e  then 
it may be e x p e c t e d  that the m u l t i n a t i o n a l  e n t e r p r i s e s  in 
B a n g l a d e s h  w o u l d  show h i g h e r  p r o f i t a b i l i t y  than their local 
co u n t e r p a r t s .  But the a c c o u n t i n g  pr o fi t s  p r e s e n t e d  b e l o w  
s ug g es t s  that this is not so.

It may be c o n t e n d e d  that p r o f i t a b i l i t y  is a fu n c t i o n  
of size of the e n t e r p r i s e .  Ta bl e 8,4 shows the c o m p a r a t i v e  
size of m u l t i n a t i o n a l  and local e n t e r p r i s e s ,  bo th  in terms 
of net f ixe d assets and in terms of total sales. This table 
d e m o n s t r a t e s  that the a ve r ag e  m u l t i n a t i o n a l  f i r m  in
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T able 8.4
T ota l Sales and Ne t F i x e d  As se t s  of M u l t i n a t i o n a l
and L oc al Firms in B a n g l a d e s h ,  A v e r a g e  F i r m  in
E a c h  Type, A v e r a g e  A n nu a l (1975-1979) ,in M i l l i o n  Ta k a

Ty pe of F i r m A v e r a g e  
A n n u a 1 Sales

A v e r a g e  A n n u a l  
Ne t F i x e d  As set s

(1) Mu l t i n a t i o n a l 114.9 14.2
F i rms

(2) L o c a l  Firms 35 . 3 4 . 6

Source: A p p e n d i x  - 8 B , and A p p e n d i x  - 8C

B a n g l a d e s h  is m o r e  than three times la r g er  than the aver ag e 
local firm, by b oth  the m e a s u r e s  of fi r m -s iz e . T h e r e f o r e ,  
if p r o f i t a b i l i t y  is a f u n c t i o n  of fi rm - s i z e ,  then again it 
may be e x p e c t e d  that the m u l t i n a t i o n a l  e n t e r p r i s e s  in 
B a n g l a d e s h  sh o u l d  show a h i g h e r  p r o f i t a b i l i t y  than their 
local c o u n t e rp a r ts .

The e x p e c t a t i o n  of h i g h e r  p r o f i t a b i l i t y  in m u l t i n a 
tiona l e n t e r p r i s e s  is r e i n f o r c e d  by the fact that these 
e n t e r p r i s e s  h a ve  h i g h e r  p r o d u c t i v i t y ,  b o t h  in terms of 
capit al p r o d u c t i v i t y  and lab o ur  p r o d u c t i v i t y .  In B a n g l a d e s h ,  
in one av e ra g e  y e a r  b e t w e e n  1975 and 1979, an av er a g e m u l t i 
n a t i o n a l  f ir m p r o d u c e d  total ou t p ut  of 8.1 m i l l i o n  takas 
and an av e r a g e  local fi r m p r o d u c e d  total ou tp u t  of 7.7 
m i l l i o n  takas by e m p l o y i n g  fixed assets of one m i l l i o n  
takas. Total p r o d u c t i o n  per emp l o ye e  was 0.31 m i l l i o n  takas 
in the case of m u l t i n a t i o n a l s ,  w h e r e a s ,  in the case of locals 
it was 0 . 1 3  m i l l i o n  takas. E v i d e n t l y  the p r o d u c t i v i t y  of 
assets and of la bou r in m u l t i n a t i o n a l s  is h i g h e r  than that 
of the local f i r m s .^

Ta bl e  8.5 shows three m e a s u r e s  of p r o f i t a b i l i t y  for 
m u l t i n a t i o n a l  and local e n t e r p r i s e s  o p e r a t i n g  in Ban gl a d es h .  
T h e s e  three m e a s u r e s  give the i m p r e s s i o n  that m u l t i n a t i o n a l s  
are less p r o f i t a b l e  than t he ir local co u n t e r p a r t s .

30 For d e t a i l e d  s t a t i s t i c s ,  see: A p p e n d i x  - 8B, and 
A p p e n d i x  - 8 C .
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Table 8.5
P r o f i t a b i l i t y  of M u l t i n a t i o n a l  and L o c a l  Firms
in B a n g l a d e s h ,  A v e r a g e  F i r m  in E a c h  Type,
A v e r a g e  A n n u a l  (1975-1979)

P r o f i t a b i l i t y  M u l t i n a t i o n a l  L o c a l
M e a s u r e  F i r m  F i r m

(1) N e t  P r o f i t  as 17.7 40.0
P e r c e n t a g e
of N et  W or t h  
(Equity plus 
Res erves &
R e t a i n e d  P ro fit s)

(2) N e t  P r o f i t  as 6.5 5.7
P e r c e n t a g e  of
T o t a l  As s e t s

(3) N e t  P r o f i t  as 3.4 5.4
P e r c e n t a g e  of
To ta l  Sales

Source: A p p e n d i x  - 8B, and A p p e n d i x  - 8C

Ta bl e  8.5 was c o n s t r u c t e d  us in g  the r e p o r t e d  a c c o u n t i n g  
n u m b e r s  of 20 m u l t i n a t i o n a l  firms and t h ei r 10 local c o u n t e r 
parts. It shows that net p r o f i t  as a p e r c e n t a g e  of net wo r t h  
of the a v er a ge  local fi rm  was about 126 p er  cent h i g h e r  than 
that of the a v e r a g e  m u l t i n a t i o n a l  firm; net p r o f i t  as a 
p e r c e n t a g e  of total assets is, h o w e v e r ,  a bou t 14 per cent 
h i g h e r  in the a ve r a g e  m u l t i n a t i o n a l  fi rm  than in that of 
av era ge  local firm; but net p r o f i t  as p e r c e n t a g e  of total 
sales in the aver ag e m u l t i n a t i o n a l  firm is abou t 59 per cent 
lower than that of the a ve r a g e  local firm.

Of the three m e a s u r e s  of profit, in table 8.5, the third 
one seems to be b a s e d  on a more r e li ab l e d e n o m i n a t o r  than the 
others. The sales fi gu re s in the annual ac c o u n t s  of the 
m u l t i n a t i o n a l s  o p e r a t i n g  in B a n g l a d e s h  s e e m  to be less s u b j 
ect to the p o s s i b i l i t i e s  of m a n i p u l a t i o n .  B e c a u s e  these e n t e r 
prises make all their sales in the i n t e r n a l  m a r k e t  the 
p o s s i b i l i t y  of t r a n s f e r  price m a n i p u l a t i o n s  in i n t r a - g r o u p  
ex por ts  is v i r t u a l l y  n o n - e x i s t e n t .  Tota l assets  as a 
d e n o m i n a t o r  seems less re l i a b l e  b e c a u s e  in an e n v i r o n m e n t  of 
h igh  i n f l a t i o n  the a ss et figur es  in c o r p o r a t e  ac co un t s  do not



www.manaraa.com

8.20

see m to r e f l e c t  r e a l i s t i c  va lu es of assets; that is, the 
asset va lu e s may be u n d e r s t a t e d  in the books of accounts.
This u n d e r s t a t e m e n t  of the va lu e s  of assets in the books of 
ac counts w o u l d  r esu lt in h i g h e r  rates of p r o f i t  a c c o r d i n g  
to the s e c o n d  me a su r e . The p o s s i b i l i t y  of the o v e r s t a t e m e n t  
of p r o f i t - r a t e s  un de r this m e a s u r e  seems g r e a t e r  in the 
case of m u l t i n a t i o n a l s  than their local c o u n t e r p a r t s ,  
b e c a u s e  m u l t i n a t i o n a l s  in B a n g l a d e s h  are m u c h  la rg e r than 
their local c o u n t e r p a r t s .  The first m e a s u r e  of p r o f i t  in 
table 8.5 also seems less re l i a b l e  b e c a u s e  an e n t e r p r i s e  in 
B a n g l a d e s h ,  due to the abse nce  of strict  a c c o u n t i n g  s t a n d a 
rds, may m a n i p u l a t e  its r es e r ve s  fi gur e thus m a k i n g  the 
d e n o m i n a t o r  less relia bl e. H o w e v e r ,  it s h o u l d  be b orn e in 
m in d  that the r e p o r t e d  p r o f i t  fi gu re  used in each of the 
three m e a s u r e s  of p r o f i t - r a t e ,  has the p o s s i b i l i t y  of b e i n g  
m a n i p u l a t e d .  T h e r e f o r e ,  the above d i s c u s s i o n  on the r e l i a 
b i l i t y  of the d e n o m i n a t o r s  may ap pe ar  to be m e a n i n g l e s s .  
A l t h o u g h  all the three m e a s u r e s  of p r o f i t  in table 8.5 may 
show d i s t o r t e d  p r o f i t - r a t e s ,  the third one may be t r eat ed  
as the "b es t a mon g the w o r s t ” .

The o v e r a l l  p i c t u r e  as shown in table 8.5, is that the 
r e p o r t e d  p r o f i t  p e r f o r m a n c e  of m u l t i n a t i o n a l s  is no b e t t e r  
than that of the local e n t e r p r i s e s  in B a n g l a d e s h ;  rat h e r it 
appears to be o t he r  w ay round. This c o n t r a d i c t s  the 
11 a p r io r i " e x p e c t a t i o n  about the p r o f i t a b i l i t y  of the 
m u l t i n a t i o n a l s .

8.5 C O N C L U S I O N

M u l t i n a t i o n a l  e n t e r p r i s e s  o p e r a t i n g  in d i f f e r e n t  i n d u s 
tries in B a n g l a d e s h  w e r e  fo und to enjoy m a r k e t  power. In the 
p h a r m a c e u t i c a l  in dus t r y,  m a r k e t  d o m i n a n c e  of a few m u l t i n a 
tional e n t e r p r i s e s  m i g h t  be e x p e c t e d  to m a k e  th em  m or e p r o f i 
table than their  local c o u n t e rp a r ts .  In ot h e r  p r o d u c t i v e  
sec tor s,  m a r k e t  d o m i n a n c e  of a si ng le  m u l t i n a t i o n a l  e n t e r 
pr i s e  could  be e x p e c t e d  to give each of these e n t e r p r i s e s  
m o n o p o l i s t i c  a d v a n t a g e s  w h i c h  should  e n a b l e  t h e m  to earn
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s u p e r i o r  pr of it s. But the e m p i r i c a l  e v i d e n c e  on p r o f i t  
p e r f o r m a n c e  of the m u l t i n a t i o n a l  and local e n t e r p r i s e s  
appears to i n d i c a t e  that m u l t i n a t i o n a l s  do no t earn h i g h e r  
p r o f it s  than their local c ou n t er par ts .

The e v i d e n c e  of lowe r p r o f i t  p e r f o r m a n c e  in m u l t i n a 
tionals r e l a t i v e  to that of locals rais es  the q u e s t i o n s  
about the d e c l a r e d  p r of i t  p e r f o r m a n c e  of m u l t i n a t i o n a l  
e n t e r p r i s e s .  The d i f f e r e n c e  b e t w e e n  the r e p o r t e d  and e x p e c t e d  
p ro fi ts  of m u l t i n a t i o n a l  e n t e r p r i s e s  in B a n g l a d e s h  seems to
c o r r e s p o n d  to the fi nd ing s in o t he r  less d e v e l o p e d

31 . . .countrie s. Such d i f f e r e n c e s  w h i c h  give rise to s u sp i c i o n s
c o n c e r n i n g  the r e p o r t e d  p r o f it s  of m u l t i n a t i o n a l  e n t e r p r i s e s  
in less d e v e l o p e d  c o u n t ri e s , seems to r e i n f o r c e  the 
h y p o t h e s i s  that m u l t i n a t i o n a l  e n t e r p r i s e s  in less d e v e l o p e d  
c o u nt r i es  m ay  u n d e r s t a t e  their r e p o r t e d  pro fits. An e m p i r i 
cal e x a m i n a t i o n  of this h y p o t h e s i s  will be u n d e r t a k e n  in 
the f o l l o w i n g  cha p t er s us i ng  B a n g l a d e s h  data.

31. See: c h ap t er  4 of the p r e s e n t  study.
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C H A P T E R  N I NE
Examination of the Accounting Policy Manipulation Hypothesis

9.1 I N T R O D U C T I O N

In this c h a pt e r  an att e mp t  has b e e n  m a de  to e x a m i n e  
e m p i r i c a l l y  the " a c c o u n t i n g  p o l i c y  m a n i p u l a t i o n  h y p o t h e s i s "  
d e v e l o p e d  in ch a p t e r  6. In the c o n c l u s i o n  to that c h a p t er  the 
h y p o t h e s i s  was d e v e l o p e d  that " m u l t i n a t i o n a l  e n t e r p r i s e s  in 
less d e v e l o p e d  c o u n t ri e s  m a n i p u l a t e  a c c o u n t i n g  p o l i c i e s  in 
orde r to u n d e r s t a t e  r e p o r t e d  p r o f i t  p e r f o r m a n c e " .  An e m p i r i 
cal e x a m i n a t i o n  of this h y p o t h e s i s  could be a c h i e v e d  by a n a l y 
sing the " i n c o m e  ef fe ct " of the a c c o u n t i n g  p o l i c i e s  used by 
m u l t i n a t i o n a l  e n t e r p r i s e s  in c o m p a r i s o n  to the " i n c o m e  effect"  
of the a c c o u n t i n g  p o l i c i e s  used by local e n t e r p r i s e s  in less 
d e v e l o p e d  co unt ri e s.

The " i n c o m e  ef fe ct " of a c c o u n t i n g  p o l i c i e s  d e no t e s the 
i mpa ct  of a p a r t i c u l a r  a c c o u n t i n g  p o li cy  on r e p o r t e d  profit. 
That is, if one a l t e r n a t i v e  a c c o u n t i n g  t r e a t m e n t  u n d e r s t a t e s  
r e p o r t e d  p r o f i t  in r e l a t i o n  to o th er a l t e r n a t i v e (s ), then 
this p a r t i c u l a r  a c c o u n t i n g  t r e a t m e n t  ( a c c o u n t i n g  policy) ma y  
be c o n s i d e r e d  as h a v i n g  an "i n c o m e  r e d u c i n g  e f fe c t ",  and other 
a c c o u n t i n g  p o l i c i e s  ma y be c o n s i d e r e d  as h a v i n g  "no income 
r e d u c i n g  effe ct" . For the p u r p o s e  of the p r e s e n t  study, this 
a r b i t r a r y  c l a s s i f i c a t i o n  c r i t e r i o n  has b e e n  a p p l i e d  to 
i de n ti f y  w h i c h  of the a c c o u n t i n g  p o li c i e s  used by an e n t e r p r i s e  
fall un d e r the " i n c o m e  r e d u c i n g "  cat e g or y,  and w h i c h  fall 
under  the " n o n - i n c o m e  r e d u c i n g "  category. This m e t h o d  has been  
ap p l i e d  in the p r e s e n t  c h a p t e r  to find out the income ef fe ct  
of a c c o u n t i n g  p o l i c i e s  used by m u l t i n a t i o n a l  and local e n t e r 
p r i s es  in s e l e c t e d  areas of a c c o u n t i n g  tr e a t m e n t s .

An e m p i r i c a l  st u d y of the a c c o u n t i n g  p o l i c y  m a n i p u l a t i o n  
h y p o t h e s i s  w o u l d  be more m e a n i n g f u l  if a n u m b e r  of less 
d e v e l o p e d  c o u n t ri e s  c oul d be ex am in ed.  But r e s o u r c e s ,  time, 
and other  c o n s t r a i n t s  have r e s t r i c t e d  the p r e s e n t  study to one
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less d e v e l o p e d  country. It is h ope d that this s i n g l e - c o u n t r y  
study w i l l  p r o v i d e  some i n sig hts  and give d i r e c t i o n  for 
f ur t he r  r e s e a r c h  in the area,

9.2 S E L E C T I O N  OF THE V A R I A B L E S  AND THE D A T A

To e x a m i n e  w h e t h e r  or no t e n t e r p r i s e s  a t t e m p t  to u n d e r 
state r e p o r t e d  p r of i t p e r f o r m a n c e  by m a n i p u l a t i o n  of a c c o u n t i n g  
p o l i c i e s ,  it is n e c e s s a r y  to i d e n t i f y  w h i c h  a c c o u n t i n g  p o l i 
cies are m os t  likely to be used. C o r p o r a t e  b e h a v i o u r  in terms 
of c h o o s i n g  p a r t i c u l a r  a c c o u n t i n g  p o l i c i e s  may  be d i f f e r e n t  
in d i f f e r e n t  co un tr ies . Such d i f f e r e n c e s  m ay be due to e x i s 
ting customs in a p a r t i c u l a r  count ry an d/ o r may be due to 
s t a n da r ds  set by the a c c o u n t i n g  p r o f e s s i o n  or by the g o v e r n 
ment a u t h o r i t i e s  in that country. T h e r e f o r e  i d e n t i f i c a t i o n  of 
a c c o u n t i n g  p o l i c i e s  that are more  likely to be used may not 
follo w the same rule in all cou nt r ie s - in p a r t i c u l a r  
d i f f e r e n c e s  may exis t b e t w e e n  d e v e l o p e d  and less d e v e l o p e d  
c o u n t r i e s .

The a c c o u n t i n g  p o l i c i e s  e x a m i n e d  in the p r e s e n t  study 
w er e  l i m i t e d  to four sets of a c c o u n t i n g  a l t e r n a t i v e s .  Th e s e  
four we re ch ose n b e c a u s e ,  in the con t e xt  of B a n g l a d e s h ,  
their e f fe c t  on r e p o r t e d  p r o f it  is r e l a t i v e l y  u n a m b i g u o u s  and 
the choice of m e t h o d  coul d be e a si l y  d i s c o v e r e d  f r o m  the 
annual a c c o u n t s  of the e n t e r p r i s e s .  This later c o n d i t i o n ,  
though e s s e n t i a l ,  could bias the resul ts ag a i n s t  f i n d i n g  a 
r e l a t i o n s h i p  b e t w e e n  the types of e n t e r p r i s e s  s tu di ed , i.e. 
m u l t i n a t i o n a l  e n t e r p r i s e s  and local e n t e r p r i s e s ,  and the 
choice a mo n g  a c c o u n t i n g  a l t e r n a t i v e s ,  b e c a u s e  firms w i s h i n g  
to m a n i p u l a t e  a c c o u n t i n g  pr o f i t s  may p r e f e r  no t to di s c l o s e
the m e t h o d s  they use for this purp os e. T hi s p o s s i b i l i t y  need
to be ke pt in m i n d  w h i l e  i n t e r p r e t i n g  the re sults.

The f our  a c c o u n t i n g  po l i c i e s  s e l e c t e d  for the p u r p o s e
of the p r e s e n t  study, are: stock v a l u a t i o n  me t h o d ,  asset
r e v a l u a t i o n  po li cy,  d e p r e c i a t i o n  c o m p u t a t i o n  m e t h o d ,  and the 
m e t h o d  of c or p o r a t e  tax p r o vi s i on . T hes e p o l i c i e s ,  and their 
incom e e f f e c t  u n de r  a l t e r n a t i v e  a c c o u n t i n g  t r e a t m e n t s ,
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are b r i e f l y  r e v i e w e d  below.

(a) Stock V a l ua t io n :
It is an a c c e p t e d  fact that o v er - or  u n d e r - v a l u a t i o n  of 

stock can p r o d u c e  a m a t e r i a l  e f fe c t on the c a l c u l a t i o n  of 
profit. G e n e r a l l y  a c ce p t e d  a c c o u n t i n g  p r i n c i p l e s  allow 
v a l u a t i o n  of st oc k  on the basis  of va ri ou s m e a s u r e m e n t  rules 
wh ic h  can p r o d u c e  quite d i f f e r e n t  figures for the va lu e of 
the total st ock of an e n t e r pr i se .  C o n s e q u e n t l y  d i f f e r e n t  pr of it  
figures may be re ported.

In a c c o u n t i n g  for stock, the a s s u m p t i o n s  that are made 
as to the cost of the units used for p r o d u c t i o n  or sale £and 
c o n s e q u e n t l y ,  the cost of the units r e m a i n i n g  in c lo si ng  
stock) are i m p o r t a n t  to the stoc k v a l u a t i o n  p roc es s.  Ther e 
are va ri o u s c o s t - f l o w  as su mpt i o ns . The three n o r m a l l y  used, 
are :

(i) Fi r s t In Fi r s t  Out (FIFO)
(ii) Last In F i rs t  Out (LIFO)

(iii) A v e r a g e  Cost

T a k i n g  FIFO as the norm, and c o n s i d e r i n g  it as h a v i n g  a
n o n - i n c o m e  r e d u c i n g  effect, LI F O and A v e r a g e  Cost a s s u m p t i o n s  
of c o s t - f l o w  in stock v a l u a t i o n  will fall u n d e r  the income 
r e d u c i n g  cat egory. Or d i f f e r e n t l y ,  if it is a r b i t r a r i l y  
c o n s i d e r e d  that the " co s t  of goods sole" figur e a r r i v e d  at 
by u s i n g  FIFO is the norm, then the "cost of goods sole" 
figure in the In co m e  S t a t e m e n t  w ill  be h i g h e r  than the norm, 
under e i t h e r  L IF O or A v e r a g e  Cost. C o n s e q u e n t l y ,  un de r bo th  
the L IF O and the A v e r a g e  Cost, r e p o r t e d  p r o f i t  w il l  be lower 
than w h a t  w o u l d  h av e b e en  un der  the FIFO a s s um p t io n .  A c c o r d i 
n gl y  the in com e e f f e c t  of each of the three a l t e r n a t i v e  stock 
v a l u a t i o n  p o l i c i e s  may be s u m m a r i s e d ,  for the p u r p o s e  of the 
p r e s e n t  study, as below:

(i) FIFO : n o n - i n c o m e  r e d u c i n g  effe ct
(ii) LI FO  : income r e d u c i n g  ef f e c t

(iii) A v e r a g e  Cost : income r e d u c i n g  e f f e c t
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In ma ny  co u n tr i e s the LI F O me th o d  is not a l l o we d  by 
tax law and is, th er e f or e,  no t c u s t o m a r i l y  used for stock 
val ua t io n .  In B a n g l a d e s h ,  due to tax law, the L I FO  m e t h o d  
is not use d by any e n t e r p r i s e  i n c l u d e d  in this study. T h e r e 
fore, in the p r e s e n t  study, the income e f f e c t of only two 
stock  v a l u a t i o n  m e t h o d s  have be e n  c o n s i d er e d ; and the values 
a tt a ch e d  to each of these m e t h od s  for s t a t i s t i c a l  analysis 
are as fo llows :

(i) FIFO ( n o n - i n c o m e  r e d u c i n g  effect) = 0
(ii) A v e r a g e  Cost (income r e d u c i n g  effect) = -1

It s ho u l d  be m e n t i o n e d  h er e that no n e  of the e n t e r p r i s e s  
i n c l u d e d  in the p r e s e n t  study s w i t c h e d  fr om  one m e t h o d  to the 
other d u ri n g  the five ye ar p e r i o d  cov e re d  (1975-19 79 ).  
T h e r e f o r e ,  the income  e f f e c t  due to s w i t c h i n g  f r om  one m e t h o d  
to a n ot h e r n e e d  not be con sid ere d.

(b) As s e t  R e v a l u a t i o n :

G e n e r a l l y  a c c e p t e d  a c c o u n t i n g  p r a c t i c e s  in B a n g l a d e s h  
allows the r e v a l u a t i o n  of assets of an e n t e r p r i s e .  R e v a l u a 
tions may be ca r ri e d  out an n ua ll y  or at lo ng e r p e r i o d i c  
interval s. T h r o u g h  asset r e v a l u a t i o n  the d e p r e c i a t i o n  base 
can be changed. This p ro v i d e s  scope for in c o me  m a n i p u l a t i o n .  
As s e t  r e v a l u a t i o n  in line w it h i n f l a t i o n  r ai ses  d e p r e c i a t i o n  
charges in the In c o m e  S t a t e m e n t  and th er eb y  re duc es  r e p o r t e d  
p r o fi t  figure s b e l o w  the n o n - r e v a l u a t i o n  level.

In the f o l l o w i n g  diag ram , a h y p o t h e t i c a l  case is shown 
w h e r e  a c o mp a ny  p u r c h a s e s  an asset for £ 1 0 , 0 0 0  in 1976 and 
re val ue s it a n n u a l l y  f r o m  the end of 1977, a c c o r d i n g  to an 
annual i n d e x  of pr ic e level changes. S t r a i g h t - l i n e  d e p r e c i a t i o n  
c a l c u l a t e d  on the r e v a l u e d  amounts is sh own by the line PQ; 
and that P R  line shows annual d e p r e c i a t i o n  us i n g  the s t r a i g h t -  
line m e t h o d  w i t h o u t  r e v a l u a t i o n s .  W h a t e v e r  d e p r e c i a t i o n  me th o d  
is used, r e v a l u a t i o n  in a p e r i o d  of i n f l a t i o n  w il l p r o d u c e  
lower p r o f i t  figures.
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E s t i m a t e d  L if e (1976 to 1980)
Figure 9.1: Depreciation Charges Under Asset Revaluation Policy
(i) E s t i m a t e d  Life : 5 years
(i i) A nn u a l D e p r e c i a t i o n  W i t h o u t  R e v a l u a t i o n  : £2 ,0 0 0
(ii i)Rate of I n f 1a t i o n : _ ^

1978 - 15%
1979 - 15%
19 80 - 12%

(i v)A n nu a l  D e p r e c i a t i o n  on R e v a l u a t i o n :
1976 - £ 2 ,00 0
1977 - £2,200
1978 - £2 ,530
1979 - £2,909
1980 - £3, 2 5 8

The above d i a g r a m  r e p r e s e n t s  the si m pl e  case of a singl e  
asset firm. N o r m a l l y ,  asset a c q u i s i t i o n s  take p l a c e  f r o m y e a r  
to year, and thus, the scope for r e p o r t i n g  lo wer p ro f i t  
p e r f o r m a n c e s  th ro ug h  r e v a l u a t i o n s  c o n t i n ue s  to be an useful 
m e c h a n i s m  for r e d u c i n g  r e p o r t e d  profits.

In the p r e s e n t  study, the annual a cc o un t s  of the e n t e r 
pr ise s w e r e  s t u d i e d  for the five year p e r i o d  (1975-1979) to 
id en t i f y  w h e t h e r  or not these e n t e r p r i s e s  f o l l o w e d  any asset 
r e v a l u a t i o n  policy. In terms of incom e e f fec t, two c a t e g o r i e s  
of e n t e r p r i s e s  w er e i d e n t i f i e d  - those f o l l o w i n g  an asset 
r e v a l u a t i o n  poli cy , and those not f o l l o w i n g  an asset r e v a l u a 
tion polic y.  V a lu es  ha v e  b ee n  at t a c h e d  to each of these 
p ol i ci e s  for s t a t i s t i c a l  ana lys is , by a r b i t r a r i l y  a s s u m i n g  
that the a b se nc e  of an asset r e v a l u a t i o n  p o l i c y  is aimed at
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not u n d e r s t a t i n g  r e p o r t e d  p ro fit s; i.e. this p o l i c y  has been 
c o n s i d e r e d  as the norm. An d the p r e s e n c e  of an asset r e v a l u a 
tion p o l i c y  has b e e n  c o n s i d e r e d  as b e i n g  ai me d at an u n d e r 
s t a t e m e n t  of r e p o r t e d  profits. Thus we have:

(i) A s se t s  not r e v a l u e d  ( n on - i nc o m e r e d u c i n g  effect) = 0
(ii) A s s e t s  r e v a l u e d  (income r e d u c i n g  effect) = -1

(c) D e p r e c i a t i o n :

G e n e r a l l y  a c c e p t e d  a c c o u n t i n g  p r a c t i c e  in B a n g l a d e s h  
allows a l t e r n a t i v e  m e t h o d s  of d e p r e c i a t i o n  ca l cu l a t i o n .  The 
two m e t h o d s  of d e p r e c i a t i o n  c a l c u l a t i o n  m os t w i d e l y  used in 
B a n g l a d e s h ,  are (i) S t r a i g h t - L i n e  Met h od , and (ii) A c c e l e r a 
ted Method . For the p u r p o s e  of the pr e s e n t  study, only these
two me t ho d s  h ave  b ee n  cons id ere d.

Un d e r  the a c c e l e r a t e d  m e tho d, the d e p r e c i a t i o n  charge is 
h i g h e r  than the d e p r e c i a t i o n  charge un de r the s t r a i g h t - l i n e  
m e t h o d  in the in it ia l ye ars of the life of an asset. A l t h o u g h  
t h r o u g h o u t  the life of the asset both m e t h o d s  all oc a te  the 
same total amount, the a c c e l e r a t e d  m e t h o d  he lps  to defer 
p ro f it s  in the in it ia l  years of an asset's life. T h e r e f o r e ,  in 
the a c c o u n t i n g  l i t e r a t u r e  it is n o r m a l l y  c o n s i d e r e d  that the 
a c c e l e r a t e d  m e t h o d  has an income r e d u c i n g  e f f e c t  in r e l a t i o n  
to the s t r a i g h t - l i n e  m e t h o d . ^ F o r  the p u r p o s e  of the p r e s e n t  
study, c o n s i d e r i n g  the i n c o m e  e f fe c t of the s t r a i g h t - l i n e  
m e t h o d  as the norm, a c c e l e r a t e d  m e t h o d  has b ee n  c o n s i d e r e d  
as h a v i n g  an in c om e  r e d u c i n g  effect. For s t a t i s t i c a l  analy si s,  
we h a v e :

(i) S t r a i g h t - l i n e  m e t h o d  ( n on - i n c o m e  r e d u c i n g  e f f e c t ) = 0
(ii) A c c e l e r a t e d  m e t h o d  (income r e d u c i n g  effect) =-1

(d) C o r p o r a t e  T a x  P r o v i s i o n :
In a d d i t i o n  to c u rr e n t t ra d i ng  l i a b i l i t i e s ,  an e n t e r p r i s e  

n eed s to a cc o u n t  for o b l i g a t i o n s  wh ich  are no t c u r r e n t l y

1. For ex am ple , see: R. B a r e f i e l d  and E. C o m i s k y ,
" D e p r e c i a t i o n  P o l i c y  and the B e h a v i o u r  of C o r p o r a t e  P r o f i 
ts", J o u r n a l  of A c c o u n t i n g  R e s e a r c h , 9, 1971, pp. 35 1- 358  .
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e n f o r c e a b l e  as m o n e y  pay me n ts .  For these it is n e c e s s a r y  to 
make p r o v i s i o n  in annual accounts. One of the most  common 
types of p r o v i s i o n  is for co r p o r a t e  tax. The l i a b i l i t y  to 
such taxes arises as the pr o fi ts  are made, and thus pr o pe r  
p r o v i s i o n  ne ed s to be made  in the annual ac co unt s. A l t h o u g h  
a s s e s s m e n t  by the t a x - a u t h o r i t y  n o r m a l l y  takes p lac e some 
c o n s i d e r a b l e  time after the ac c o u n t s  are p r e p a r e d ,  e n t e r p r i 
ses in B a n g l a d e s h  have to pay advan ce c o r p o r a t e  tax a n n ua l l y  
on the b as is of a p r o v i s i o n a l  s e l f - a s s e s s m e n t .  As the ta x a ti o n  
a ut h o r i t y  s u b s e q u e n t l y  may d i s a l l o w  c e rt a i n e x p e ns e s,  actual 
tax l evi ed  for a p a r t i c u l a r  y e ar  may exc e ed  the advan ce  c o r p o 
rate tax p r o v i s i o n a l l y  c a l c u l a t e d  and p aid  by the e n t e r pr i s e .  
Thus, p r o v i s i o n s  for c o r p o ra t e  tax are n o r m a l l y  r e q u i r e d  for 
a d d i t i o n a l  tax lia bi li ti e s.  The m a n a g e m e n t  of an e n t e r p r i s e  
may a tt e m p t  to repo rt  a lower n et  p r o f i t  by m a k i n g  a high 
p r o v i s i o n  for c o r p o r a t e  tax.

In the p r e s e n t  study an at t em p t  has b e e n  made to id en tif y  
e n t e r p r i s e s  that ap pe a r  to use c or p o r at e  tax p r o v i s i o n  to 
u n d e r s t a t e  r e p o r t e d  prof it s. This w o u l d  be easy  if the annual 
tax bill coul d be c o m p a r e d  w i t h  the annual p r o v i s i o n  of 
c o r p o r at e tax in each p a r t i c u l a r  e n t e r p r i s e .  In the absen ce  of 
i n f o r m a t i o n  a bo ut the annu al  tax bill of each p a r t i c u l a r  
e n t e r p r i s e ,  a s u r r o g a t e  of the annual tax b il l has b ee n  used.
On the basis of d i s c u s s i o n s  wi t h the A c c o u n t a n t s  and F i n a n c e  
M a n a g e r s  (Finance D i re c t o r s )  of the e n t e r p r i s e s  st udi ed , and 
on the ba si s of e s t i m a t e s  given by the tax o f f i c i a l s  in 
B a n g l a d e s h ,  the an nu al  tax b il l  of an e n t e r p r i s e  n o r m a l l y  does 
not ex c e e d  by mo re  than 25 per cent the a d v a n c e  c o r p o r a t e  
tax a s s e s s e d  and p a i d by the e n t e r p r i s e s  the m s el v e s.  Th e r e f o r e ,  
in or d e r to find a s u i t a b l e  s u rr o g a te  for the annua l tax bill, 
the a v e ra ge  annual tax p a y m e n t  duri ng  the five y ear  p e r i od  
(1975-1979) has be e n i n c r e a s e d  by 25 per cent in each p a r t i 
cular case. A n d this s u r r o g a t e  of the ann u al  tax bill has been  
c o m p a r e d  w i t h  the annual a ve ra g e c o r p or a t e tax p r o v i s i o n  
du ri n g the same five y e a r  period. It has b e e n  d ec i d e d  for the 
p u r p o s e  of the p r e s e n t  study that any e n t e r p r i s e  h a v i n g  an 
annual a v er a g e c o r p o r a t e  tax p r o v i s i o n  m or e  than the s u r r o g a t e  
of the annu al tax b il l  is the type of e n t e r p r i s e  that uses
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its c o r p o r a t e  tax p r o v i s i o n  as a means of u n d e r s t a t i n g  
r e p o r t e d  pr of it s. A c c o r d i n g l y , we have:

(i) A n n u a l  av era ge  c o r p o r a t e  tax p r o v i s i o n  not 
e x c e e d i n g  the s u r r o g a t e  of the a nn ual  
av e r a g e  tax bi ll  ( n on- inc om e r e d u c i n g  effect) = 0

(ii) A n n u a l  a ve rag e c o r p o r a t e  tax p r o v i s i o n  
e x c e e d i n g  the s u r r o g a t e  of the annual 
av er a g e tax b i ll  (income r e d u c i n g  effect) = -1

The incom e e f f ec t  of p o l i c y  choice in eac h of the four
a c c o u n t i n g  areas has be en  as s u m e d  to be i n d e p e n d e n t  of the
choice m ad e  in the ot he r three areas. This may not be the case
in p r a ct i c e.  M a n a g e m e n t  may be gu i de d  by an o v e r a l l  income

2d i s c l o s u r e  policy. This study h o w e v e r  assum es  that each of the 
four a c c o u n t i n g  p o l i c i e s  are i n d e p e n d e n t l y  chose n by m a n a g e 
ment; and leaves a c o n s i d e r a t i o n  of the b r o a d e r  f r a m e w o r k  
of income d i s c l o s u r e  p o li c y  for future re se arc h.

B a s e d  on the above d i s c u s s i o n ,  the i n d e p e n d e n t  v a r i a b l e s ,  
and their a t t a c h e d  va lue  labels are s u m m a r i s e d  below:

St oc k  A s s e t  D e p r e -  C o r p o r a t e
Incom e E f f e c t  V a l u a t i o n  R e v a l u a t i o n  c i a t i o n  T a x  Prov.

(STV) (ARV) (DEP) (C T P )

N o n - i n c o m e  0 0 0 0
r e d u c i n g  e f f e ct

I nco me  r e d u c i n g  -1 -1 -1 -1
effec t

The d e p e n d e n t  v a r i a b l e s  used in the p r e s e n t  s tu dy for a p p l i c a 
tion of s t a t i s t i c a l  t e c h n i q u e s ,  are the types of e n t e r p r i s e s ;  
that is, (i) m u l t i n a t i o n a l  e n t e r p r i s e s ,  and (ii) local 
e n t e r p r i s e s ,

Th e total n u m b e r  of e n t e r p r i s e s  e x a m i n e d  in the p r e s e n t  
study are 30, of w h i c h  20 are m u l t i n a t i o n a l  and 10 are local 
firms. The n u m b e r  of firms s t u di e d  may s e e m  very small, but 
the 20 m u l t i n a t i o n a l s  c o n s t i t u t e  the w h o l e  p o p u l a t i o n  of

2. Z m i j e w s k i ,  M.E., and R.L. H a g e r m a n ,  "An In co me  St r a t e g y  
A p p r o a c h  to the P o s i t i v e  T h e o r y  of A c c o u n t i n g  S t a n d a r d  
S e t t i n g / C h o i c e " , J o u r n a l  of A c c o u n t i n g  and E c o n o m i c s , 3, 
1981, p p . 129-149.
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m u l t i n a t i o n a l  e n t e r p r i s e s  in B a ng l ad e s h.  A l t h o u g h  c o m pa r ab le  
local e n t e r p r i s e s  are not a v a i l a b l e  in B a n g l a d e s h ,  the 10 top 
local e n t e r p r i s e s  wer e s e l e c t e d  from a m o n g s t  the local e n t e r 
prises in i n d u s t r i e s  w h e r e  those 20 m u l t i n a t i o n a l s  operate. 
More than 10 local e n t e r p r i s e s  could not be s t u d i e d  b e c a u s e  
all others w o u l d  be too sm all by c o m p a r i s o n  to the m u l t i n a t i o 
nals; and in B a n g l a d e s h ,  s m a l l - s i z e  e n t e r p r i s e s  do no t pr o d uc e  
a c c o u n t i n g  repor ts  in a s y s t e m a t i c  manner. T h e r e f o r e ,  it is 
h o p e d  that the smal l n u m b e r  of sample c o m p a n i e s  wi l l not cause 
any bias in the results due to s a m p l i n g  error.

Ta bl e  9.1
A c c o u n t i n g  P o l i c y  Ch oic e by Samp le  Firms

In come E f f e c t ST V A RV DEP CTP To ta l

Not r e d u c i n g  effect 9 23 20 18 70

R e d u c i n g  ef f ec t 21 7 10 12 50

TO T A L 30 30 30 30 120

T ab l e 9.1 shows the a c c o u n t i n g  po li cy ch oi ce  by the 
sa mpl e firms, a n a l y s e d  by the incom e effect  of these po licies.  
It appea rs  that the n o n - i n c o m e  r e d u c i n g  p o l i c i e s  are more 
used by the sample  firms than the in co me  r e d u c i n g  poli cie s.  
S t a t i s t i c a l  an a ly s i s is, h o w e v e r ,  n e c e s s a r y  to find out w h e t h e r  
or not m u l t i n a t i o n a l  e n t e r p r i s e s  ma k e more use of the income 
r e d u c i n g  p o l i c i e s  than the local e n t e r p r i s e s .  This s t a t i s t i c a l  
an aly si s, the m ea n s  of an e m p i r i c a l  e x a m i n a t i o n  of the " a c c o u n 
ting p o li c y  m a n i p u l a t i o n  h y p o t h e s i s " ,  p r e s e n t e d  below:

9.3 S T A T I S T I C A L  M E T H O D

A f t e r  a c o n s i d e r a t i o n  of the n a t u r e  of data and the 
p u r p o s e  of the study, d i s c r i m i n a n t  an al ys i s  was chosen as the 
m e t h o d  of s t a t i s t i c a l  analysis. A l t h o u g h  not as p o p u l a r  as 
r e g r e s s i o n  an a l ys i s , d i s c r i m i n a n t  a nal ysi s has b e e n  u t i l i s e d
in a v a r i e t y  of d i s c i p l i n e s  since its first a p p l i c a t i o n  in the

319 30's- D u r i n g  its early  years  this s t a t i s t i c a l  m e t h o d  was

3. Fishe r,  R . A . , "The Use of M u l t i p l e  M e a s u r e m e n t s  in T a x o n o m i c  
P r o b l e m s "  ,A n n a l s  of E u g e n i c s , N o  . 7 , S e p t e m b e r  1 9 3 6 , p p . 179-188.
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used m a i n l y  in the b i o l o g i c a l  and b e h a v i o u r a l  sc ie nce s. More
re ce n t l y  this m e t h o d  had b e en  ap p li e d  s u c c e s s f u l l y  in co nd uc-

4ting r e s e a r c h  m  b u s i n e s s  di sc i p li ne s .

The o b j e c t i v e  of d i s c r i m i n a n t  an a l y s i s  is to s t a t i s t i c a l l y  
d i s t i n g u i s h  b e t w e e n  two or mo re  groups of cases. T h e s e  " gro up s"  
are d e f i n e d  by the p a r t i c u l a r  re s ea r c h  s i tu a t io n .  In the 
p re s e n t  study, d i s c r i m i n a n t  anal ysi s d e t e r m i n e s  the degre e to 
w h i c h  an i n d i v i d u a l  e n t e r p r i s e ' s  p r o f i l e  of sc or es  on a set of 
me as u r e s  (i.e. the income ef fe c t of each of the a c c o u n t i n g  
pol ic i es )  c o r r e s p o n d s  to or r e s e m bl e s  the ty p i c a l  p ro f il e s  of 
each of the d i s c r e t e  types (i.e. the m u l t i n a t i o n a l  and local 
ente rp ri s e s ) .

The m a t h e m a t i c a l  d et ail s of d i s c r i m i n a n t  an al y s is  can be
5foun d m  any s t a n d a r d  text on " M u l t i v a r i a t e  A n al y s i s " .  

E s s e n t i a l l y ,  there is a si m p le  " s c or i n g"  s y s t e m  that assigns a 
"s cor e"  or v a l u e  to each en t e rp r i s e .  This score is a w e i g h t e d  
avera ge of the n u m e r i c a l  val u e s l a b e l l e d  to the i n d e p e n d e n t  
va ri a bl e s . On the b as is of this score, each e n t e r p r i s e  is a s s i 
gned to the "m os t likely" group or type of en t e r p r i s e .  H ow eve r,  
the c l a s s i f i c a t i o n  p r o c e d u r e  in d i s c r i m i n a n t  a n a ly s i s takes 
into a cc o u n t  the p r o b a b i l i t y  of each e n t e r p r i s e ’s m e m b e r s h i p  in 
each of the groups. D i s c r i m i n a n t  a na ly si s has the a d v a nt a g e of 
c o n s i d e r i n g  an en t i re  p r o f i l e  of c h a r a c t e r i s t i c s  ( i n d e p e n d e n t  
va ria b l es )  co mmo n to the r e l e v a n t  e n t e r p r i s e s ,  as we ll  as the
i n t e r a c t i o n  of these p r o p e r t i e s .  A u n i v a r i a t e  study, on the
o th e r  hand, can only c o n s i d e r  the m e a s u r e m e n t s  used for group
a s s i g n m e n t s  one at a time.

4. For a list of m a r k e t i n g  st ud ie s u s in g  d i s c r i m i n a n t  an alysis 
see: M.R. Cr a s k  and W.D. P e r r e a u l t ,  " V a l i d a t i o n  of D i s c r i 
m i n a n t  A n a l y s i s  in M a r k e t i n g  R e s e a r c h " ,  J o u r n a l  of M a r k e t i n g  
Res e a r c h , F e b r u a r y  1977 , p . 60; and for a list of studies
in c o r p o r a t e  fa ilu re  us i ng  d i s c r i m i n a n t  an a ly s i s  see:
R . W . S c a p en s  et a 1., E x p l a i n i n g  C o r p o r a t e  Fai l u re :  A C a t e s - 
trophe T h e o r y  A p p r o a c h , W o r k i n g  P a p e r  8005, D e p a r t m e n t  of 
A c c o u n t i n g  and B u s i n e s s  Fi n a n c e ,  U n i v e r s i t y  of M a n c h e s t e r ,  
1979 , p . 7.

5. See, for example: W.W. Co ol ey  and P.R. L o hn e s  , M u l t i v a r i a t e  
D a t a  An aly s i s , John W i l e y  & Sons, N e w  York, 1971; T.W. 
A n d e r s o n ,  An I n t r o d u c t i o n  to M u l t i v a r i a t e  S t a t i s t i c a l
An alys i s , J o h n  Wi l e y  & Sons, N e w  Yo rk, 1958; M . M . T a t s u o k a , 
M u l t i v a r i a t e  A n a l y s i s :  T e c h n i q u e s  for E d u c a t i o n a l  and 
P s y c h o l o g i c a l  R e s e a r c h , Jo hn W i l e y  & Sons, N e w  Yo rk, 1971.
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A n o t h e r  a d v a n t a g e  of d i s c r i m i n a n t  an al ys i s is that it
re duces the n u m b e r  of d i m e n s i o n s  from the n u m b e r  of d i f f e r e n t
i n d e p e n d e n t  v a r i a b l e s  to (g - 1) d i m e n s i o n (s ) , w h e r e  g equals£
the n u m b e r  of o r i g i n a l  'a p r i o r i ’ groups. The p r e s e n t  study is 
c o n c e r n e d  w i t h  two groups. T h e r e f o r e ,  the an a l y s i s  is t r a n s 
fo rm e d  into its s i m p l e s t  form: one di me ns ion . The d i s c r i m i n a n t
f u n c t i o n  of the f or m  Z = V, X-, + V 0X 0 + . . . + V X tr an sf o r m s1 1  2 2 n n
i n d i v i d u a l  v a r i a b l e  v al ues  to a singl e d i s c r i m i n a n t  score or 
Z va l u e  w h i c h  is then used to cla s si f y  the e n t e r p r i s e s ;

w h e r e  V ^ , V 2 ». • ■ = d i s c r i m i n a n t  c o e f f i c i e n t s ,  and
X-^jX^*. . . X^ = i n d e p e n d e n t  va r i a b l e s .

The d i s c r i m i n a n t  anal ysi s compu tes  the d i s c r i m i n a n t  c o e f f i c i 
ents, V j , w h i l e  the i n d e p e n d e n t  v a r i a b l e s  Xj are the actual  
values; w h er e ,  j - 1,2, . . n.

W h e n  us in g a set of a c c o u n t i n g  p o l i c i e s  to de t e r m i n e  
w h e t h e r  or n o t  the in co me ef fe ct of the c hos en a c c o u n t i n g  p o l i 
cies d i s t i n g u i s h  m u l t i n a t i o n a l s  from local e n t e r p r i s e s ,  there 
is re a so n  to b e l i e v e  that the income e f f ec t s  of some of the 
a c c o u n t i n g  p o l i c i e s  may ha ve  a hig h degree  of c o r r e l a t i o n  or 
c o l l i n e a r i t y  w i t h  each other. Wh il e d i s c r i m i n a n t  analysis 
takes care of this in a s s e s s i n g  the p r e d i c t i v e  abi l it y  of the 
i n d e p e n d e n t  v a r i a b l e s ,  it also has the a d v a n t a g e  of y i e l d i n g  
a m od el w it h  a r e l a t i v e l y  small n u m b e r  of v a r i a b l e s  w h i c h  have 
the p o t e n t i a l  of c o n v e y i n g  a great deal of i n f o r m a t i o n .  This 
i n f o r m a t i o n  may i n di c a te  d i f f e r e n c e s  b e t w e e n  groups - h ow e ve r ,  
in the p r e s e n t  st udy the co n ce r n  is about w h e t h e r  or no t these 
d i f f e r e n c e s  are m e a n i n g f u l .  D i s c r i m i n a n t  an a l y s i s  p r o vi d e s  
s t a t i s t i c a l  tests for m e a s u r i n g  the succe ss  w i t h  wh i c h  the 
d i s c r i m i n a t i n g  v a r i a b l e s  ac tu al ly d i s c r i m i n a t e  w h e n  c om b in e d  
into the d i s c r i m i n a n t  function. In a d di tio n,  the w e i g h t i n g  
c o e f f i c i e n t s  of the d i s c r i m i n a t i n g  v a r i a b l e s  serv e to ide n t if y  
those v a r i a b l e s  w h i c h  c o n t r i b u t e  m o st  to the d i s c r i m i n a t i o n  
along the r e s p e c t i v e  d i m e n s i o n  (function).

6. The m a x i m u m  n u m b e r  of d i s c r i m i n a n t  f u n c t i o n s  to be d e r iv e d  
is e i t h e r  one less than the n u m b e r  of groups or equal to 
the n u m b e r  of d i s c r i m i n a t i n g  v a r i a b l e s ,  w h i c h e v e r  is 
s m a l l e r .
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P er h a p s  the p r i m a r y  a d v a n t a g e  of d i s c r i m i n a n t  ana lysis  
in d e a l i n g  wit h c l a s s i f i c a t i o n  p ro b l em s is the p o t e n t i a l  of 
a n a l y s i n g  the e n t i r e  v a r i a b l e  p r o f i l e  of an i n d i v i d u a l  (e nt e r 
prise) s i m u l t a n e o u s l y ,  ra t he r  than s e q u e n t i a l l y  e x a m i n i n g  its 
i n d i v i d u a l  c h a r a c t e r i s t i c s .  M o r e o v e r ,  the s t e p w i s e  m e t h o d  of 
d i s c r i m i n a n t  an a l y s i s  id e nt i f i e s  any i n d e p e n d e n t  v ar i a b l e s  
that do not h ave  d i s c r i m i n a t i n g  power, and e x a m i n e s  only the 
r e m a i n i n g  v a r ia b l es .

The last but not least, a d v a n ta ge  of d i s c r i m i n a n t  analy si s  
stems fr om  the fact that this s t a t i s t i c a l  m e t h o d  is useful in 
a t t a c k i n g  p r o b l e m s  w h e r e  the d e p e n d e n t  v a r i a b l e  appears in 
q u a l i t a t i v e  form. In the p r e s e n t  study, d i s c r i m i n a n t  ana lysis 
is used to ex a m i n e  w h e t h e r  or not  m u l t i n a t i o n a l  e n t e r p r i s e s  in 
B a n g l a d e s h  use in co me r e d u c i n g  a c c o u n t i n g  p o l i c i e s  in c on t r a s t  
w it h  local e n t e r p r i s e s  - the d ep e n d e n t  v a r i a b l e s  are the types 
of e n t e r p r i s e s .

At this stage, m e n t i o n  ne ed s to be ma de  about the sample
size. The rule in d i s c r i m i n a n t  anal ys is,  as d e p i c t e d  by 

7T a t s u o k a  (1970) , is that:

" To t a l  sample size sh ou ld  be at least two or (p referably)  
three times the n u m b e r  of v a r i a b l e s  used. . . . In fact,
to be r e al i s t i c ,  there are good reas on s to in si st  that 
the size of the s m al l e s t  group be no less than the 
n u m b e r  of v a r i a b l e s  used."

In the p r e s e n t  study, this c o n d i ti o n  is s a t is f i ed .  The n u m b e r  
of v a r i a b l e s  used  is 4 (4 a c c o u n t i n g  p o l i c y  choices) and the
total n u m b e r  of samples is 30 (where the s m a l l e s t  group, i.e. 
local e n t e r p r i s e s ,  has 10 m e m b e r s ,  two and ha lf  times the 
total n u m b e r  of v a r i a b l e s ) . A n o t h e r  i m p o r t a n t  r e q u i r e m e n t  is 
that the total n u m b e r  of v a r i a b l e s  shou ld  not be less than

g
the total n u m b e r  of groups. This latter r e q u i r e m e n t  has also 
been f u l f i l l e d  in the p r e s e n t  study, b e c a u s e  the n u m b e r  of 
groups is two and the n u m b e r  of v a r i a b l e s  is four.

7, T a t s u o k a ,  M . M . , D i s c r i m i n a n t  An a ly s i s : The Study  of Group
D i f fe ren ce s , I n s t i t u t e  for P e r s o n a l i t y  and A b i l i t y  T es t i ng ,  
C h a m p a i g n ,  I l l in o i s,  1970, p . 38.

8. T a t s u o k a  (1970), ibid.
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The D i s c r i m i n a n t  A n a l y s i s  C o m p u t e r  P r o g r a m m e  
(D ISC R I MI N A NT )  a v a il a b le  in the SPSS , \ a s  b e e n  us e d to p e r f o r m  
the s t a t i s t i c a l  analysis. The resul ts  are d i s c u s s e d  in the 
f o l l o w i n g  section,

9,4 I N T E R P R E T A T I O N  OF RE SU L T S

This se c t i o n  is di v i d e d  into three parts. In the first 
part, the resul ts o b t a i n e d  by ru n n i n g  the SPSS D i s c r i m i n a n t  
A na l ys i s  P r o g r a m m e  us in g  the DI R E C T  m e t h o d  are i n t er p r et e d .
In the se c o n d  part, the results of the S T E P W I S E  m e t h o d  are 
i n t e r p r e t e d .  And in the third part, a s u m m a r y  of the fi nd ing s  
is used to e x a mi n e  the a c c o u n t i n g  p o l i cy  m a n i p u l a t i o n  
hyp o th e s i s .

D I R E C T  M E T H O D

In this met h od ,  all the i n d e p e n d e n t  v a r i a b l e s  are e n t e r e d  
into the an al ys i s c o n c u r r e n t l y .  The d i s c r i m i n a n t  f u n c t i o n  is 
taken d i r e c t l y  f r o m  the en ti r e set of i n d e p e n d e n t  v a r ia b le s ,  
r eg a r d l e s s  of their  i n d i v i d u a l  d i s c r i m i n a t i n g  power.

The c l a s s i f i c a t i o n  re s ul t s  a c h i e v e d  by the d i s c r i m i n a n t  
a na ly si s are p r e s e n t e d  b e l o w  in t a b ul ar  form. A c t u a l  group 
m e m b e r s h i p  is e q u i v a l e n t  to the !a p r i o r i ’ g r o u p in gs  - the 
m od e l  at t em p t s  to c l as s i fy  co r r e c t l y  th ese firms. Str ic t ly ,  
at this stage the mo d e l  is e x p l a n at o r y.  Only w h e n  ne w compa-

are i n t r o d u c e d w ill  the m ode l b e c o m e  truly p r e d i c t i v e .

T a b 1e 9,2
Cl as s ifi cation Re suits : D i r e c t  Me th o d

A c t u a l  Group N u m b e r  of P r e d i c t e d  Group Memb er sh i p

M u l t i n a t i o n a l s Locals

M u l t i n a t i  onals 20 18
(90%)

2
(10%)

Lo ca l s 10 1
(10%)

9
(90%)

P E R C E N T  OF GR O U P E D  CASES C O R R E C T L Y  C L A S S I F I E D :  90.00

9. Kl eck a,  W.R., " D i s c r i m i n a n t  A n a l y s i s " ,  in N.H. Nei et al. 
(eds . ) S t a t i s t i c a l  P a c k a g e  for the So ci al  S ci e n c e s  ( S P S S ) , 
M c G r a w - H i l l ,  N e w  Yo rk , 1975, p p . 434-467.
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The d i s c r i m i n a n t  analy si s mo de l  has c o r r e c t l y  i d e n t i f i e d
90 per cent of the m u l t i n a t i o n a l  e n t e r p r i s e s ,  and in the case
of local e n t e r p r i s e s  90 per cent has also b e e n  c o r r e c t l y
ide nti f ie d .  Thus in each case 10 per cent m i s c l a s s i f i c a t i o n
has ta ken place. The 90 p er cent co rr ect  c l a s s i f i c a t i o n  of
gro up e d clases is a n al og o us  to the c o e f f i c i e n t  of d e t e r m i n a -  

2tion (R ) in r e g r e s s i o n  analy si s,  wh i c h  m e a s u r e s  the p e r c e n t a g e  
of the v a r i a t i o n  of the d e p e n d e n t  v a r i a b l e  e x p l a i n e d  by the 
i n d e p e n d e n t  v a r i a bl e .  The above resul ts  i n d i c a t e  that m u l t i n a 
tional and local e n t e r p r i s e s  in B a n g l a d e s h  can be c l a s s i f i e d  
into th eir groups t hr oug h an e v a l u a t i o n  of the in c o me  effect 
of their a c c o u n t i n g  po li ci e s . The resu lt s, t h e r ef o r e , se e m  
e n c o u r a g i n g  as far as the e x p l a n a t o r y  p o w e r  of the d i s c r i m i n a n t  
f u n c t i o n  m o d e l  is co nc e rn e d . But p o t e n t i a l  l i m i t a t i o n s  of the 
results s h oul d be ke p t in m i nd  and n e e d  for f ur t h er  analy si s  
sh ou l d not be ignored.

In the p r e s e n t  test only one d i s c r i m i n a n t  f u n c t i o n  has 
b e e n  derived. In ot her  cases more than one d i s c r i m i n a n t  f u n c 
tion may be deri ved , and a j u d g e m e n t  is then n e e d e d  as to 
w h i c h  of the d e r i v e d  f un c t i o n s  is/ar e i m p o r t a n t  in terms of 
d i s c r i m i n a t i n g  ability. Two u s efu l aides in j u d g i n g  the i m p o r 
tance of a d i s c r i m i n a n t  f u n c t i o n  are, " c a n o n i c a l  c o r r e l a t i o n "  
and " W i l k s 1 lambda". Both of th ese s t a t i s t i c s  are p r o d u c e d  by 
SPSS, The c a n o n i c a l  c o r r e l a t i o n  i nd i c a te s  h o w  cl o s e l y  the 
fu nc t i on  and the " g r o u p  v a r i a b l e "  are r e l at ed ,  I.e., it m e a s u 
res the f u n c t i o n ’s a bi li ty  to d i s c r i m i n a t e  among the groups.
The W i l k s ’ la m b da  is an in ve r s e m e a s u r e  of the d i s c r i m i n a t i n g  
p o w e r  in the o r i g i n a l  v a r i a b l e s  w h i c h  have not yet be e n  r e m o 
ved by the d i s c r i m i n a n t  f u n c t i o n  - the l ar g e r  the lambda, the 
less i n f o r m a t i o n  remains. L a m b d a  can be t r a n s f o r m e d  into a 
c h i - s q u a r e  s t a t i s t i c  for a simple test of s t a t i s t i c a l  s i g n i f i 
cance.

The d i s c r i m i n a n t  f u n c t i o n  de r i v e d  by the di re ct  me th o d ,  
has a c a n o n i c a l  c o r r e l a t i o n  of .7697262. This su gg e s ts  that 
the f u n c t i o n  has r e a s o n a b l e  d i s c r i m i n a t i n g  ability. The W i l k s ’ 
l amb da  of ,4 075216, wi t h a c o r r e s p o n d i n g  c h i - s q u a r e  of 23.33 9  
w h i c h  is s i g n i f i c a n t  at the .0001 level, i n d i c a t e s  that the
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d i s c r i m i n a n t  f u n c t i o n  has made a high de g re e  of s e p a r a t i o n  
b e t w e e n  the groups, and there seems to be little p r o b a b i l i t y  
that the p r e d i c t i o n  of the e n t e r p r i s e  group m e m b e r s h i p  has 
be en made by chance.

R e f e r r i n g  b ac k to table 9.2, the di re ct m e t h o d  of d i s c r i 
m i n a n t  an al ysi s has p r e d i c t e d  group m e m b e r s h i p  of the e n t e r 
prises  on the ba sis  of each o n e ’s c h a r a c t e r i s t i c s  e x p l a i n e d  
by the i n c o me  ef fe cts  of its a c c o u n t i n g  p o li c i e s.  E a c h  e n t e r 
pr is e  has b e e n  s u b j e c t e d  to a test to see w h e t h e r  or not the 
incom e ef fe c t  of its a c c o u n t i n g  po li ci es he l p s to p r e d i c t  its 
group m e m b e r s h i p .  The Z scores or d i s c r i m i n a n t  scores of the 
e n t e r p r i s e s  we re  c o n s i d e r e d  for this test. The mean d i s c r i m i 
na nt score of the e n t e r p r i s e s  o r i g i n a l l y  b e l o n g i n g  to each 
group is the group c e n t r o i d  of that group. The group c e nt r o i d  
of m u l t i n a t i o n a l  e n t e r p r i s e s  was -. 8 2 3 6 9 ,  and of local e n t e r 
p ris es  was 1.64738, The d i f f e r e n c e  b e t w e e n  these group 
c en t r oi d s  m e a s u r e s  the " n or m a l d i s t an c e " b e t w e e n  them; and 
the m i d - p o i n t  of this di st a n ce  draws the d i v i d i n g  line b e t w e e n  
the d e r i v e d  Z scores. The f o l l o w i n g  p r o c e d u r e  is i n v o l v e d  in 
the c l a s s i f i c a t i o n  pr ocess:

If Z "‘S  Z .  ̂ , c la s si f y  the e n t e r p r i s e  as b e l o n g i n gcr 1 1 5 _ 'to local group.

If Z ^  Z , , c l as s i fy  the e n t e r p r i s e  as b e l o n g i n g
to m u l t i n a t i o n a l  group

The Z or cr i t i c a l  v a l u e  for the d i s c r i m i n a n t  scores, orcr i t
the po i n t  of d i v i s i o n  b e t w e e n  c e n t ro i ds  of the two groups,
was .82369. Any e n t e r p r i s e  h a v i n g  a Z score less than this
criti cal  va lue is p r e d i c t e d  to be a m u l t i n a t i o n a l  and any 
e n t e r p r i s e  h a v i n g  Z score more than this c r i t i c a l  value is 
p r e d i c t e d  to be a local en t e rp r i s e .  In figure 9.1, a h i s t o g r a m  
of the Z scores of b ot h the groups has b e e n  drawn w i th  
symb ols  (1) for m u l t i n a t i o n a l  e n t e r p r i s e s  and (2) for local 
e n t e r p r i s e s .  The group c e n t ro id s  are i n d i c a t e d  along the 
h o r i z o n t a l  line. A thick v e r t i c a l  line is d ra w n  at the m i d 
p oi n t  b e t w e e n  the two group c en tro id s; this line se p ar at e s  
the p r e d i c t e d  m u l t i n a t i o n a l  group (left side) f r o m  the p r e d i c 
ted local g rou p (right s i d e ) . It is shown on the h i s t o g r a m  
that two actual m u l t i n a t i o n a l  e n t e r p r i s e s  h a v e  f a lle n
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on the r ig ht side and one actual local e n t e r p r i s e  has fall en
on the left side of the line of sep ara t io n .  This means  that
the Z score s of two m u l t i n a t i o n a l s  are more than Z . ,crit
and Z score of one local e n t e r p r i s e  is less than the Z c r 1 1

P e r h a p s  the m o st  i m p o r t a n t  s t a t i s t i c s  p r o d u c e d  by the 
d i s c r i m i n a n t  a n aly sis  are the w e i g h t s  a s s o c i a t e d  w i t h  each of 
the d i s c r i m i n a t i n g  v a r i a b l e s  ( i n d e p e n d e n t  va r ia b l e s )  in the 
d i s c r i m i n a n t  fun ct ion . T h e s e  w e i g h t s  are ca ll e d  " s t a n d a r d i s e d  
d i s c r i m i n a n t  f u n c t i o n  c o ef f i ci e n t s " .  W h en  signs are ignored, 
each c o e f f i c i e n t  r e p r e s e n t s  the re l a t i v e  c o n t r i b u t i o n  of its 
a s s o c i a t e d  v a r i a b l e  to that function. The signs m e r e l y  de no te s  
w h e t h e r  the v a r i a b l e  is m a k i n g  a p o s i t i v e  or n e g a t i v e  c o n t r i 
bution. The intre p r e t a t i o n  is an al og ous  to the i n t e r p r e t a t i o n  
of b e t a  w e i g h t s  in m u l t i p l e  r e g re s s io n .  "By p o s i t i v e  c o n t r i 
b u t i o n  is m e a n t  the d i r e c t i o n  d e s c r i p t i v e  of the group h a v i n g  
the h i g h e r  m ea n score on the linear c o m b i n a t i o n "  . ̂ O f  the 4 
v a r i a b l e s  us e d  in the direct me th od , 3 h a v e  p o s i t i v e  c o n t r i b u 
tions and 1 has n e g a t i v e  c o n t r i b u t i o n  (table 9.3).

T abl e 9.3
R e l a t i v e  I m p o r t a n c e  of the D i s c r i m i n a t i n g  V a r i a b l e s

S t a n d a r d i s e d  D i s c r i m i n a n t  R e l a t i v e  
F u n c t i o n  C o e f f i c i e n t  I m p o r t a n c e

Stock  V a l u 
ation (STV) .24970 10 %
A s s e t  R e v a 
lu at i o n (ARV) .53459 21 %
D e p r e c i a t i 
on (DEP) - . 85202 34 %
Co rpor ate 
T ax  P r o v . ( C T P ) . 89357 35 %

Of the four d i s c r i m i n a t i n g  v a r i a b l e s ,  STV appears to have 
the least d i s c r i m i n a t i n g  power, w h e r e a s  CTP has the h i g h e s t  
d i s c r i m i n a t i n g  power. But D E P 1s c o n t r i b u t i o n  to d i s c r i m i n a t i o n  
is fairl y high,  and its d i s c r i m i n a t i n g  p o w e r  is close to C T P ’s.

10, Tatsuoka (1970), op.cit., p . 4,
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The c o n t r i b u t i o n  of AR V in the d i s c r i m i n a t i o n  a n aly sis  is 
re as o na b l e.  In or d e r to i n t e r p r e t  the s t a t i s t i c s  on re l a ti v e  
i m p o r t a n c e  of each of the d i s c r i m i n a t i n g  v a r i a b l e s ,  it is 
n e c e s s a r y  to make r e f e re n c e to the group means  of the v a r i a 
bles (table 9.4).

Ta bl e  9.4
Gr oup  Means of the D i s c r i m i n a t i n g  V a r i a b l e s

Group s STV ARV DEP CTP

M u l t i n a t i o n a l s

L o c a l s

- .7 0 0 0 0  

-. 7 0 0 0 0

- . 3 0 00 0  

0 ,0 0 0 0 0

- . 2 0 0 0 0  

- . 6 0 0 0 0

- . 6 0 00 0  

0 . 0 0 00 0

R e c a l l i n g  the value labels for each of the accoun  t ing
p ol i ci e s , (-1) for in co me  r e d u c i n g  ef f ec t  and (0) for n o n 
income r e d u c i n g  effect, the group means can be used to i n t e r 
pret the s t a t i s t i c s  on r e l a t i v e  i m p o r t a n c e  of the d i s c r i m i n a 
ting v a r i a b l e s ,  as follows:

STV: Both the grou ps  h a v e the same mean va l ue  of- the income
e f f e c t  (income r e d u c i n g  effect) of st oc k v a l u a t i o n  
policy. T h e r e f o r e  a p o s i t i v e  sign of the s t a n d a r d i s e d  
d i s c r i m i n a n t  f u n c t i o n  c o e f f i c i e n t  does not ind ic a te  the 
d i r e c t i o n  of d i s c r i m i n a t i o n  b e t w e e n  the groups. In fact, 
the use of an income r e d u c i n g  s toc k v a l u a t i o n  p o li c y  is 
no d i f f e r e n t  in m u l t i n a t i o n a l s  than in local e n t e r pr i se s .  
This fact has r e d u c e d  the d i s c r i m i n a t i n g  p ow e r  of STV, 
w h i c h  is only 10 per cent; it t h e r e f o r e  seems that STV 
may be i g n o r e d  as a d i s c r i m i n a t i n g  v a r i a b l e .^

ARV: The m u l t i n a t i o n a l s  ma k e  use of income r e d u c i n g  ARV to
some exten t, wh i l e  n one  of the local e n t e r p r i s e s  do so. 
The m u l t i n a t i o n a l  group has a h i g h e r  m e a n  value. T h e r e 
fore, the p o s i t i v e  sign of the s t a n d a r d i s e d  d i s c r i m i n a n t  
f u n c t i o n  c o e f f i c i e n t  i n d i c a t e s  that the m u l t i n a t i o n a l  
group is d i s c r i m i n a t e d  fr om  the local gr oup as far as 
the use of an income r e d u c i n g  asset r e v a l u a t i o n  po li c y  
is conce rn ed . In ot h er  words,  the use of in co me  r e d u c i n g

11. See: S t e p w i s e  M e t h o d  in the f o l l o w i n g  sect io n.
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AR V  in an e n t e r p r i s e  has h e l p e d  to p r e d i c t  it as b e l o n g 
ing to the m u l t i n a t i o n a l  group. But it seems that the 
21 per cent degre e of r e l a t i v e  i m p o r t a n c e  and a m e a n  
v al u e of only ( - . 3 0 0 0 0 ) o f  A RV  are not s u f f i c i e n t  to c la i m  
that the m u l t i n a t i o n a l s  in g en era l use A RV  as a tool 
for r e d u c i n g  r e p o r t e d  profits.

DEP: Both gr ou ps  use inco me r e d u c i n g  d e p r e c i a t i o n  me th o d s,  
but the use of such a m e t h o d  is m o r e  p r e v a l e n t  in case 
of the local e n t e r p r i s e s  than in the case of the m u l t i n a 
t io n a l  e n t e r p r i s e s .  The m u l t i n a t i o n a l  gr oup has a lower 
m e a n  v a l u e  of DEP. The n e g a t i v e  sign of the s t a n d a r d i s e d  
d i s c r i m i n a n t  f u n c t i o n  c o e f f i c i e n t  i n d i c a t e s  that the 
local group is b e i n g  d i s c r i m i n a t e d  f r o m  the m u l t i n a t i o n a l  
group as far as the use of an income r e d u c i n g  d e p r e c i a 
tion m e t h o d  is con cer ne d.  In ot he r w o r d s ,  the use of 
income r e d u c i n g  DEP in an e n t e r p r i s e  has h e l p e d  to p r ed i ct  
it as b e l o n g i n g  to the local group. The DEP has a fa i rl y  
h ig h  c o n t r i b u t i o n  to d i s c r i m i n a t i o n  (34%), but the 
m u l t i n a t i o n a l  group has a lower m e an  value; th er e fo r e ,  
w h e n  c o m p a r e d  w i t h  the local group it seems that 
m u l t i n a t i o n a l s  in g en e r a l  may not use DEP as a tool for 
r e d u c i n g  r e p o r t e d  profits.

CTP: The m u l t i n a t i o n a l s  make  use of incom e r e d u c i n g  CTP w h i l e
none of the local e n t e r p r i s e s  do so. The m u l t i n a t i o n a l  
group has a h i g h e r  m e a n  value. T h e r e f o r e ,  the p o s i t i v e  
sign of the s t a n d a r d i s e d  d i s c r i m i n a n t  f u n c t i o n  c o e f f i c i e n t  
i n d i c a t e s  that the m u l t i n a t i o n a l  group  is d i s c r i m i n a t e d  
f r o m  the local grou p as far as the use of an income 
r e d u c i n g  c o r p o r a t e  tax p r o v i s i o n  is con ce r ne d .  In other 
w ord s,  the use of in co me r e d u c i n g  CTP in an e n t e r p r i s e  
has h e l p e d  to p r e d i c t  it as b e l o n g i n g  to the m u l t i n a t i o 
nal group. The CTP has the h i g h e s t  c o n t r i b u t i o n  to 
d i s c r i m i n a t i o n  (35%), and the m u l t i n a t i o n a l  gr oup has the 
h i g h e s t  m e a n  va l ue  of income r e d u c i n g  CTP (-.60000) .
Still  it is d i f f i c u l t  to s ugg es t that m u l t i n a t i o n a l s  use 
inco me r e d u c i n g  CTP to u n d e r s t a t e  r e p o r t e d  profits. This 
is m a i n l y  due to the fact that the m u l t i n a t i o n a l s
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are of very large size c o m p a r e d  w i t h  the local e n t e r 
pr is e s  stud ie d; and the large firms m ay  h a v e  a t en d e nc y  
to a l l o c a t e  h i g h e r  amoun ts for u n f o r s e e n  tax cha rges,  
than the s m a l l - s i z e  local firms.

The re su lts  of the direc t m e t h o d  of d i s c r i m i n a n t  a n a l y 
sis, d i s c u s s e d  above, do not se em  to lend s u p p o r t  to the 
a c c o u n t i n g  p o l i c y  m a n i p u l a t i o n  h y p o t h e s i s .  B e f o r e  any final 
d i s c u s s i o n  about these r es ult s,  the resul ts  o b t a i n e d  by use 
of the s t e p w i s e  m e t ho d  are given below.

S TE P W IS E  M E T H OD

An a l t e r n a t i v e  to the direc t m e t h o d  is the s t e p w i s e  
s e l e c t i o n  method. I n d e p e n d e n t  v a r i a b l e s  are s e l e c t e d  for 
e ntr y into the a na l y s i s  on the basis of t hei r d i s c r i m i n a t i n g  
power. In m an y  in st a n ce s,  the full set of i n d e p e n d e n t  v a r i a 
bles cont ain s excess i n f o r m a t i o n  about group d i f f e r e n c e s ,  or 
p er h ap s  some of the v a r i a b l e s  may not be v ery  us e fu l  in 
d i s c r i m i n a t i n g  am o n g the groups. By s e q u e n t i a l l y  s e l e c t i n g  
the "n ex t  best " d i s c r i m i n a t o r  at eac h step, a r e d u c e d  set of 
v a r i a b l e s  can be f ou nd w h i c h  could be as go od  as, and some 
times even b e t t e r  than, the full set. T h e r e  are five s t e p w i s e  
s e l e c t i o n  c r i t e r i a  a v a i l a b l e  in SPSS and of these, RAO has 
been used for the p r e s e n t  r es ear ch , b e c a u s e  RAO is ba s e d  on
a c r i t e r i o n  of R a o ’s V, a g e n e r a l i s e d  d i s t a n c e  m ea s u r e ,  w hi c h

12is m o s t l y  used m  r e s e a r c h  of the p r e s e n t  kind. He re  the 
v a r i a b l e  s e l e c t e d  is the one w h i c h  c o n t r i b u t e s  to the large st  
i n c r e a s e  in V w h e n  ad de d to the p re v i ou s v a r i a b l e s ;  this 
r esu lt s in the g r e a t e s t  o ve r a l l  s e p a r a t i o n  of groups.

T he  s t e p w i s e  m e t h o d  c o r r e c t l y  c l a s s i f i e d  (table 9.5) a 
lower p e r c e n t a g e  of cases than the d i rec t method. But the 
result s u nd e r  the s t e p w i s e  m e th o d  are still i n t e r e s t i n g  
b e c a u s e  n o n e  of the local e n t e r p r i s e s  h a v e  b e e n  m i s c 1 a s s i f i e d . 
It seems that the ty pi c a l use of a c c o u n t i n g  p o l i c i e s  in local 
e n t e r p r i s e s  has b e e n  c a p t u r e d  by the d i s c r i m i n a n t  ana lysis. 
Wh il e  25 per cent m i s c 1 a s s i f i c a t i o n  of m u l t i n a t i o n a l s  is two 
hal f times the m i s c 1 a s s i f i c a t i o n  un der  the di re ct  m e tho d,

12. Klecka (1975), op.cit.
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10 per cent m l s c 1 a s s i f i c a t i o n  of local e n t e r p r i s e s  under 
direct m e t h o d  has be en  a vo i de d  in pr e s e n t  ana lysis.

T ab l e  9.5
C l a s s i f i c a t i o n  R e s u l t s  : S t e p w i s e  M e t h o d

A c t u a l  Gr oup N umber
o f
Cases

P r e d i c t e d  G rou p  

M u l t i n a t i o n a l s

Memb e rship 

L oc a l s

M u l t i n a t i o n a l s 20 15 5
(75%) (25%)

Lo ca l s 10 0 10
( 100%)

P E R C E N T  OF G R O U P E D  CASES C O R R E C T L Y  C L A S S I F I E D :  83.33

The d i s c r i m i n a n t  f u n c t i o n  un de r the s t e p w i s e  me t h o d  has 
a ca n o n i c a l  c o r r e l a t i o n  of .7622681, w h i c h  is s l i g h t l y  lower 
than that un d er  the d i r e c t  m e tho d; but there is still r e a s o 
na bl e  d i s c r i m i n a t i n g  ability. The Wilks' l a m b d a  of ,4189474  
is sl i gh t l y  h i g h e r  than the Wilks' la mb d a un de r  the direct 
meth od;  the c o r r e s p o n d i n g  c h i - s q u a r e  of 2 3 .0 5 5  is s i g n i 
ficant at zero level in the p r e s e n t  case. T h e s e  s t a t i s t i c s  
ind ic a te  that the d i s c r i m i n a n t  f u nc t i o n  u n d e r  the s t ep w i se  
m e t h o d  p r o v i d e s  a high de gr ee of s e p a r a t i o n  b e t w e e n  the groups

Group  c e n tr o i ds  of the m u l t i n a t i o n a l  and local e n t e r 
pri se s  are - . 8 0 4 5 1  and 1.60902 r e s p e c t i v e l y .  The c ri t ic a l  
va l u e  of d i s c r i m i n a n t  scores is .80451. This c r it i c a l  v a l u e  is 
sl ig h t l y  lower than the cri ti c al  va lu e un d er  the di re ct m e t h o d  
and this has r e s u l t e d  in the n e w  p a t t e r n  of c l a s s i f i c a t i o n .
The h i s t o g r a m  in fi g ur e  9.2 shows that the p r e d i c t e d  locals 
on the ri gh t h a n d  side of the line of s e p a r a t i o n  (thick line) 
i nc l ud e  5 actua l m u l t i n a t i o n a l s ,  three of w h i c h  were c o rr e c t ly  
c l a s s i f i e d  un d er  the d i r ec t  metho d. H o w e v e r ,  all locals are 
on the ri ght h a n d  side of the line of s e p a r a t i o n .

The s t e p w i s e  m e t h o d  r eve als  that the st o c k v a l u a t i o n  
p o l i c y  (STV) does not ha ve s u f f i c i e n t  d i s c r i m i n a t i n g  powe r 
to be c o n s i d e r e d  as a d i s c r i m i n a t i n g  v a r i a b l e .
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Ta bl e  9.6
R e l a t i v e  I m p o r t a n c e  of the D i s c r i m i n a t i n g  V a r i a b l e s

V a r i a b l e s  S t a n d a r d i s e d  D i s c r i m i n a n t  R e l a t i v e
F u n c t i o n  C o e f f i c i e n t  I m p o r t a n c e

A s s e t  R e v a 
lu ati on  (AB.V) .56447 25 %
D e p r e c i a t i o -
on (DEP) - . 7 4 3 0 4 34 %
C o r p o r a t e
T ax  P r o v . (CTP) .90516 41 %

The d i s c r i m i n a n t  f u n c t i o n  c on t ai n s  three v a r i a b l e s  - ARV, D E P , 
and C T P , Ta b le  9.6 shows the r e l a t i v e  i m p o r t a n c e  of each of 
these three d i s c r i m i n a t i n g  v a ri a b l e s .  As in the case of the 
direc t m et h o d ,  DEP ma k es  a c o n t r i b u t i o n  of 34 per cent to the 
d i s c r i m i n a t i o n  p r o ce s s , and a n e g a t i v e  s t a n d a r d i s e d  d i s c r i m i 
nant f u n c t i o n  c o e f f i c i e n t  d en ot e s that the use of income 
r e d u c i n g  DEP in an e n t e r p r i s e  has h e l p e d  its i d e n t i f i c a t i o n  
as a local firm. Th at is, the income  ef f e c t  of DEP in local 
firms is towar ds  the d i r e c t i o n  of " i n co m e  r e d u c t i o n " ,  w hi l e  
in the case of m u l t i n a t i o n a l s  this is not so. As in the case 
of the d ire ct m e t h o d ,  A R V  in the p r e s e n t  an a ly s i s  appears to 
h av e  in c om e  r e d u c i n g  ef f ec t s  in the case of m u l t i n a t i o n a l s  
in c o n t r a s t  w i t h  locals; but its low r e l a t i v e  i m p o r t a n c e  (25%) 
r e s t r i c t s  the c la i m  that m u l t i n a t i o n a l s  use it as a tool for 
r e d u c i n g  r e p o r t e d  pr ofits. As in the p r e v i o u s  anal ys is,  CTP 
has the h i g h e s t  c o n t r i b u t i o n  to d i s c r i m i n a t i o n  (41%) and it 
is only in this case that m u l t i n a t i o n a l s  a p pe a r  to use an 
income r e d u c i n g  p o l i c y  in general. This e v i d e n c e  alone may 
not be s u f f i c i e n t  to c l a i m  that m u l t i n a t i o n a l s  use incom e  
r e d u c i n g  CTP to d e l i b e r a t e l y  u n d e r s t a t e  r e p o r t e d  profits.

S U M M AR Y

A l t h o u g h  the m u l t i n a t i o n a l  e n t e r p r i s e s  and the local 
e n t e r p r i s e s  in B a n g l a d e s h  can be c l a s s i f i e d  into two groups 
on the b as is  of the in com e ef fe c t of c h o s e n  a c c o u n t i n g  p o l i 
cies, e v i d e n c e  does not s u g g e s t  that m u l t i n a t i o n a l s  in gen e r al  
use i n com e r e d u c i n g  a c c o u n t i n g  p o l i c i e s  in a d e l i b e r a t e
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at tem pt  to u n d e r s t a t e  r e p o r t e d  profits. In o th er  w o rd s ,  the 
e m p i r i c a l  e v i d e n c e  does not s ee m to lend su p p o r t  to the 
a c c o u n t i n g  p o l i c y  m a n i p u l a t i o n  h y p o t h e s i s .  H o w e v e r ,  the 
find ing s of the s tu dy r ev eal s that the m u l t i n a t i o n a l s  and 
local firms in B a n g l a d e s h  use m o r e  or less d i s s i m i l a r  a c c o u n 
ting p o l i c i e s .

9.5 A C C O U N T I N G  P O L I C Y  D E C I S I O N S  : S U B S I D I A R Y  I N D E P E N D E N C E
OR P A R E N T  C O M P A N Y  I N T E R F E R E N C E

If a m u l t i n a t i o n a l  e n t e r p r i s e  pu rs ue s the p o li c y  of 
r e g u l a t i n g  the r e p o r t e d  p r o f i t  p e r f o r m a n c e  of its a f f i l i a t e d  
co mp a ni e s  in d i f f e r e n t  h os t c o u nt r ie s,  t h r o u g h  m a n i p u l a t i o n  
of a c c o u n t i n g  po l i ci e s , then it m ay be e x p e c t e d  that the 
pa re n t c o m p a n y  wi ll  i n t e r f e r e  w i t h  the a c c o u n t i n g  p o l i c y  
d e c i si o ns  of each of these affil iat es . I n t e r f e r e n c e  from the 
p a r e n t  co m p a n y  ma y be in the f orm  of g e ne r a l  g u i d e l i n e s  on 
a c c o u n t i n g  p o l i c i e s ,  or in the form of s p e c i f i c  p o l i c y  
p r e s c r i p t i o n s  for p a r t i c u l a r  s u b s i d i a r i e s .  In b ot h  these 
cases, a s u b s i d i a r y  m a n a g e m e n t  loses c o m p l e t e  i n d e p e n d e n c e  
r e g a r d i n g  a c c o u n t i n g  p o l i c y  de cis i o ns .  If the m a n a g e m e n t  of 
a s u b s i d i a r y  does not h a v e  i n d e p e n d e n c e  in d e c i d i n g  its 
a c c o u n t i n g  p o l i c ie s ,  there m a y  be a p o s s i b i l i t y  that the 
a c c o u n t i n g  p o l i c i e s  us e d  by the p a r t i c u l a r  s u b s i d i a r y  w o u l d  
be d i f f e r e n t  fr om  those c o m m o n l y  used by the local e n t e r p r i 
ses in the h o st  country. U n d e r  such a c i r c u m s t a n c e ,  it could  
be p r e d i c t e d  that the s u b s i d i a r y  m a n a g e m e n t  w o u l d  be in a 
p o s i t i o n  to d i s t o r t  the r e p o r t e d  p r of i t  p e r f o r m a n c e  of the 
e n t e r p r i s e  thr o u gh  a c c o u n t i n g  p o l ic y  m a n i p u l a t i o n .

The fi nd in gs of the p r e s e n t  B a n g l a d e s h  case study m ay  be 
e x p l a i n e d  in the wa y that the e n t e r p r i s e s  in B a n g l a d e s h ,  
w h e t h e r  m u l t i n a t i o n a l s  or locals, follow  a c c o u n t i n g  p o li c i e s  
c u s t o m a r i l y  us e d  in that country. The e x p e r i e n c e  g at h er e d  
thr ou g h the fi el d w o r k  in B a n g l a d e s h  s u gg e s ts  that the c u s t o 
m a r y  use of a c c o u n t i n g  p o l i c i e s  is g r ea t ly  i n f l u e n c e d  by the 
r e q u i r e m e n t s  of tax laws. This s ug ge st s that the m a n a g e m e n t  
of the a f f i l i a t e s  of m u l t i n a t i o n a l s  in B a n g l a d e s h  m i g h t  enjoy 
i n d e p e n d e n c e  in a c c o u n t i n g  p o l i cy  dec is i on s .
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That a c c o u n t i n g  p o l ic i e s used by m u l t i n a t i o n a l  e n t e r p r i 
ses in B a n g l a d e s h  are not i m po s e d by the p a r e n t  co m p an i e s,  
and are d e c i d e d  by the s u b s i d i a r y - m a n a g e m e n t  a c c o r d i n g  to the 
s t a t u t o r y  r e q u i r e m e n t s  of the host g o v e r n m e n t ,  was c o n f i r m e d  
by the f in a n c e  e x e c u t i v e s  of 17 of the 20 m u l t i n a t i o n a l s  in 
p e r s o n a l  i n t e r v i e w s  d u r i n g  the field w o r k  in B a n g l a d e s h .  The 
i n t e r v i e w e e s  of the r e m a i n i n g  3 m u l t i n a t i o n a l s  said that they 
decide a c c o u n t i n g  p o l i c i e s  w i t h  due re s p e c t  to bo t h  the 
i n s t r u c t i o n s  f r o m  the p a r e n t  c o mpa ny and the s t a t u t o r y  r e q u i 
rements of the ho st  gov e rn m e nt .

As the a nn ual  a c c o u n t i n g  report p r e p a r e d  by a m u l t i n a 
tional e n t e r p r i s e  for use of the host  g o v e r n m e n t  and of the 
g ene ra l p u b l i c  is b a s e d  on the a c c o u n t i n g  p o l i c i e s  c u s t o m a r i l y  
used in B a n g l a d e s h ,  a d i f f e r e n t  set of a c co u n t s  p r e p a r e d  
a c c o r d i n g  to the m e t h o d  p r e s c r i b e d  by the p a r e n t  c o mp a n y is 
sent by ea ch of the 20 m u l t i n a t i o n a l s  in B a n g l a d e s h  to their 
p ar e n t  compa ni es . The f i na n ce  e x e c u t i v e s  of all the 20 m u l t i 
n a t i o n a l s  in B a n g l a d e s h  c o n f i r m e d  this in i n t e r v i ew s .  This 
i n f o r m a t i o n  that the e x t e r n a l  a c c o u n t i n g  r ep o r t s  p r e p a r e d  by 
m u l t i n a t i o n a l s  in B a n g l a d e s h  are not used by the pa r e nt  
co m p a n i e s  e i t h e r  for p e r f o r m a n c e  e v a l u a t i o n  or for m a n a g e m e n t  
d e c i s i o n s ,  m i g h t  su g g e s t  that the a c c o u n t i n g  n u m b e r s  in 
these r ep o rt s  c ou ld be d i s t o r t e d  in o r d e r  to m i s i n f o r m  the 
e x t e r n a l  users r e g a r d i n g  e n t e r p r i s e  p e r f o r m a n c e .  But the 
e m p i r i c a l  e v i d e n c e  in the p re s e nt  study does no t m a k e  any 
s tro ng  s u g g e s t i o n  about e x i s t e n c e  of a c c o u n t i n g  po li c y  
m a n i p u l a t i o n  in m u l t i n a t i o n a l s  in B a n g l a d e s h .  It is, th e r ef o r e,  
p r e d i c t e d  that if m u l t i n a t i o n a l s  do not m a n i p u l a t e  a c c o u n t i n g  
p o l i c i e s  to d i s t o r t  a c c o u n t i n g  nu mb e r s ,  they m i g h t  re sor t to 
other de vi ce s (e.g. t r a n s f e r  pr ice m a n i p u l a t i o n )  for this 
purpo se.  This p r e d i c t i o n  is m ad e on the b asi s that m u l t i n a 
tional e n t e r p r i s e s  in less d e v e l o p e d  c o u n tr i e s s e e m  to have  
g r e a te r  i n c e n t i v e s  for d i s t o r t i o n  of a c c o u n t i n g  numbers.

9.6 C O N C L U S I O N

An e m p i r i c a l  e x a m i n a t i o n  of the a c c o u n t i n g  p o l i c y  m a n i p u 
lation h y p o t h e s i s  in the p r e s e n t  c h ap t e r r e v ea l s  that



www.manaraa.com

9.26

m u l t i n a t i o n a l  e n t e r p r i s e s  in B a n g l a d e s h  do no t tend to use 
p a r t i c u l a r  a c c o u n t i n g  p o l i c i e s  in order to u n d e r s t a t e  
r e p o r t e d  p r o f i t  p e r f o r m a n c e .  It in dic a t es , t h e re f or e,  that 
if a m u l t i n a t i o n a l  e n t e r p r i s e  in a less d e v e l o p e d  co u nt r y  
di st o r ts  its r e p o r t e d  p r o f i t  p e r f o r m a n c e ,  it may do so 
through the m a n i p u l a t i o n  of a c c o u n t i n g  inputs (e.g. income  
or e x p en s e  items) r at her  than t h rou gh m a n i p u l a t i o n  of the 
a c c o u n t i n g  po l ic i e s.  The p r e s e n t  study i n d i c a t e s  that the 
a c c o u n t i n g  p o l i c i e s  used by b o th  m u l t i n a t i o n a l  and local 
e n t e r p r i s e s  in B a n g l a d e s h  are those c u s t o m a r i l y  us ed in that 
country. But the a c c o u n t i n g  p ol i c i e s  used by the m u l t i n a 
tionals and local firms do not appear to be similar.

On the b as is of e m p i r i c a l  e vi d e nc e  f r o m  the B a n g l a d e s h  
case study, the a c c o u n t i n g  p o l i c y  m a n i p u l a t i o n  h y p o t h e s i s  
seems to be un f o u n d e d .  H o w e v e r ,  it is v e r y  d i f f i c u l t  to 
c o m p l e t e l y  r ej e c t  this h y p o t h e s i s  on the b as i s  of the e v i de nc e  
f rom  this s i n g l e - c o u n t r y  case study. In order to make any 
g e n e r a l i s e d  c omm ent  on the b e h a v i o u r  of m u l t i n a t i o n a l  e n t e r 
prises in less d e v e l o p e d  cou nt ri e s  as to their a c c o u n t i n g  
p o l i c y  choice, f u r t h e r  r e s e a r c h  in this area is ne c e s s a r y .
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C H A P T E R  TEN
Examination of the Transfer Price Manipulation Hypothesis

10.1 I N T R O D U C T I O N

F o c u s i n g  a t t e n t i o n  on the m o t i v a t i o n s  for t r a n s f e r  pr ice 
m a n i p u l a t i o n s  by m u l t i n a t i o n a l  e n t e r p r i s e s ,  the h y p o t h e s i s  
was a d v a n c e d  in c ha p t e r  7, that " m u l t i n a t i o n a l  e n t e r p r i s e s  in 
less d e v e l o p e d  c o u n tr i e s m a n i p u l a t e  t r a n s f e r  pr i c es  in order 
to u n d e r s t a t e  the r e p o r t e d  p r o f i t  p e r f o r m a n c e " .  An a tt emp t is 
made in the p r e s e n t  ch a p t e r  to exa m in e  this h y p o t h e s i s  in 
order to o b se r ve  w h e t h e r  or no t e m p i r i c a l  e v i d e n c e  lends 
su pp o r ts  to it.

T r a n s f e r  pr i ce  m a n i p u l a t i o n s  by m u l t i n a t i o n a l  e n t e r p r i s e s  
resul t in the c l a n d e s t i n e  t r an s f e r  of funds f r o m  one c ou nt ry  
to another. U n c o n t r o l l e d  m a n i p u l a t i o n  of t r a n s f e r  price s may 
affec t the b a l a n c e  of pa y m e n t s  p o s i t i o n  of the c o u n t r y  f r om  
w h i c h  funds are sh ifted. T h e r e f o r e ,  if m u l t i n a t i o n a l  e n t e r p r i 
ses m a n i p u l a t e  t r a n s f e r  pri c e s,  they are li ke ly  to do so s e c 
retly. It is thus very d i f fi c ul t ,  and s o m e t i m e s  i m p o s s i b l e ,  to 
assess h o w  far m u l t i n a t i o n a l s  a c t u a l l y  do m a n i p u l a t e  i n t r a 
group prices  (i.e. t r a n s f e r  prices) to t r a n s f e r  in co me  across 
n a t i o n a l  b o u n d a r i e s .

Du e to the p r o b l e m s  i n h e r e n t  in a s s e s s i n g  tr a n s f e r  price 
m a n i p u l a t i o n s ,  e m p i r i c a l  r e s e a r c h  is sc an t y  in this field. Most 
of the e v i d e n c e  on t r a n s f e r  p ric e m a n i p u l a t i o n s  was found 
e i t h e r  by g o v e r n m e n t  a u t h o r i t i e s ,  or by r e s e a r c h e r s  w o r k i n g  in 
c o l l a b o r a t i o n  w i t h  g o v e r n m e n t  a u t h or i t ie s .  As access to c o n f i 
de nti al  g o v e r n m e n t  d o c u m e n t s  and/or access to the book s of 
ac counts and in vo ic e s  of m u l t i n a t i o n a l  e n t e r p r i s e s  are i m p o r 
tant r e q u i r e m e n t s  for c o n d u c t i n g  a p r o p e r  st ud y on t r a n s f e r  
p rice m a n i p u l a t i o n s ,  it is very di f f i c u l t  for i n d i v i d u a l  r e s 
e ar c he r s  to co n du c t  st ud ie s in this s u b j e c t  w i t h o u t  the co
o p e r a t i o n  of g o v e r n m e n t  a u t h o r i t i e s ;  c o o p e r a t i o n  from m u l t i n a 
tiona ls can h a r d l y  be exp ect ed.  The da t a  on t r a n s f e r  p r i c i n g
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in B a n g l a d e s h  that has be e n u se d in the p r e s e n t  study was 
co l l e c t e d  w i t h  the c o o p e r a t i o n  of g o v e r n m e n t  a u t h o r i t i e s  in 
that country. The m u l t i n a t i o n a l s ,  as e xp e c t e d ,  r e f u s e d  to 
f urn is h any q u a n t i t a t i v e  i n f o r m a t i o n  on t r a n s f e r  prices.

M u l t i n a t i o n a l  e n t e r p r i s e s  t h r o u g h o u t  the w o r l d  are very 
s e c r e t i v e  about t r a n s f e r  pric in g. W i t h  the p r o l i f e r a t i o n  of 
m u l t i n a t i o n a l  e n t e r p r i s e s  in last q u a r t e r  of a ce ntury, g o v e r n 
ments in bo th  hom e and ho s t c o u n tr i e s of m u l t i n a t i o n a l s  have  
b e c o m e  s e r i o u s l y  c o n c e r n e d  about this " s e c r e t "  t r a n s f e r  of 
r es ou rc es.  In the last de c a de  m a n y  actions h a v e  be en  taken by 
d i f f e r e n t  n a t i o n a l  g o v e r n m e n t s  and also by i n t e r n a t i o n a l  and 
r eg i o na l  o r g a n i s a t i o n s  to c o nt ro l  tra n s fe r  pr i ce  m a n i p u l a t i o n s .  
But p r a c t i c a l  p r o b l e m s  h a v e  set limits to the e f f e c t i v e  o p e r a 
t i o n a l i s a t i o n  of these actions. The f o l l o w i n g  s e c t i o n  looks 
into these p ro b l em s .

10.2 G O V E R N M E N T  C O N T R O L  AND T R A N S F E R  P R I C I N G

The ex ten t to w h i c h  m u l t i n a t i o n a l  e n t e r p r i s e s  can over- 
o r - u n d e r - p r i c e  i mpo rt s and e xp ort s w i t h i n  the group depe nds  
upon the v i g o u r  w i t h  w h i c h  cont rol s are a p p l i e d  by the g o v e r n 
m ent  a u t h o r i t i e s  in h o s t and h om e cou nt ri es.  H o s t  g o v e r n m e n t ’s 
contr ol is e s p e c i a l l y  i m p o r t a n t  in this context. In v i e w of 
this, m u l t i n a t i o n a l  e n t e r p r i s e s  o p e r a t i n g  in less d e v e l o p e d  
co un t ri e s  are th o u g h t  to h a v e  w i d e r  scope for t r a n s f e r  price  
m a n i p u l a t i o n s ,  b e c a u s e  g o v e r n m e n t  co ntr ol  in these cou n t ri e s  
s ee m  to be less e f f i c i e n t  and less e f f e c t i v e  than in d e v e l o p e d  
c o u n t r i e s .

The m ai n  p r o b l e m  f r e q u e n t l y  faced by the g o v e r n m e n t  
a u t h o r i t i e s  in c o n t r o l l i n g  t r a n s f e r  pr ic e m a n i p u l a t i o n s  is the 
lack of i n f o r m a t i o n  on a r m ’s lengt h prices. S u p p o s e  a co m pu t e r  
m a n u f a c t u r e r  ships a crate of parts for a s s e m b l y  by a fo re i g n  
su bs i d ia r y . H ow  m u c h  is it w o rt h ? A p h a r m a c e u t i c a l  comp an y  
sends u n i q u e  c he m ic al  c o mp o u nd s  to a f o r e i g n  s u b s i d i a r y  that 
p ac k a ge s  t h e m  into f i n i s h e d  drugs. What is the a p p r o p r i a t e  
m a r k e t  pr ic e of the com po u nd s ,  e s p e c i a l l y  if they are the p r o 
duct of e x p e n s i v e  r e s ea r ch ?  Pe r h a p s  no one can an sw er these
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q u e s ti o ns  w i t h  p re c i s i o n .  The p r o b l e m  of f i n d i n g  a r m ’s length  
p ric es  of t r a n s a c t i o n s  b e t w e e n  r e la t e d p a r t i e s  in a m u l t i 
n a t i o n a l  group p r o v i d e s  w i de  scope for t r a n s f e r  p ri ce m a n i p u 
lations. It has b e e n  s u g g e s t e d  in The W al l St r e e t  J o u r n a l /  
that if m u l t i n a t i o n a l s  w a n t  to m a n i p u l a t e  t r a n s f e r  prices,  
it w o u l d  be hard for any b od y to p r e v e n t  them. Some of the 
e x e c u t i v e s  i n t e r v i e w e d  by The Wall  Street J o u r n a l  a dm i t t e d  
that t r a n s f e r  p r i c i n g  is used as an use f u l tool for a l l o c a t i n g  
fi xed e x p e n s e s  am o ng  s u b s i d i a r i e s ,  and for s h i f t i n g  pr of it  
f r o m  one s u b s i d i a r y  to another; this can be d on e  by tac it l y  
a v o i d i n g  g o v e r n m e n t  controls.

It is g e n e r a l l y  h e l d  that there are three reason s w h i c h  
e x p l a i n  the d i f f i c u l t y  of d e t e c t i n g  t r a n s f e r  pr i c e  m a n i p u l a 
tions: (i) it is f r e q u e n t l y  i m p o s s i b l e  to say w h a t  c on s t i t u t e s
a p p r o p r i a t e  pr i c es  for goods and s e r v ic e s  t r a n s a c t e d  b e t w e e n  
a f f i l i a t e s  of a m u l t i n a t i o n a l  e n t e r p r i s e ;  (ii) m a n y  of the 
se rvices, such as t e c h n o l o g i c a l  and m a n a g e r i a l  kn o w - h o w ,  have  
no d i s c e r n i b l e  m a r k e t  price; and (iii) to s u p e r v i s e  and 
control t r a n s f e r  p r i c i n g  p r a c t i c e s  th o r o u g h l y ,  the g o v e r n m e n t  
a u t h o r i t i e s  r e qu i r e a hig h degr ee  of e x p e r t i s e ,  a great v ol um e  
of i n f o r m a t i o n ,  large size of staff, and the n e c e s s a r y  l e g i s 
lation that few, if any, g o v e r n m e n t  a u t h o r i t i e s  is able to 
muster. Thus, even in d e v e l o p e d  c o u n t ri e s , w h e r e  a d m i n i s t r a t i v e  
m a c h i n e r y  is likel y to be m o re  h i g h l y  d e v e l o p e d ,  it is 
do ub t f u l  w h e t h e r  g o v e r n m e n t  a u t h o r i t i e s  can i d e n t i f y  and 
c ont ro l all p r o f i t  tr a n s f e r s  t hr oug h t r a n s f e r  p ric e m a n i p u l a 
tions. The p o s i t i o n  of less d e v e l o p e d  c ou n t r i e s ,  w h e r e  a d m i n i s 
t r a t iv e  m a c h i n e r y  is less de v e l o p e d ,  is li k e l y  to be muc h  
m or e  e xp o s e d .

A l t h o u g h  v a r i o u s  g o v e r n m e n t a l  bo di e s  may h a v e  in te res ts  
in the t r a n s f e r  p r i c i n g  issue, such i nt er e st s  m a y  not be in 
ha rmo ny . The cust om s a u t h o r i t y  in a co un tr y is g e n e r a l l y  not 
c o n c e r n e d  w i t h  impor t pr i c es  b e i n g  h i g h e r  than they sh o ul d  be,

1. " P r o f i t  P ro bes : I n v e s t i g a t i o n s  Beset M u l t i n a t i o n a l  Firms
w i t h  S t res s on P r i c i n g " ,  The W al l St r ee t J ou r n a l ,
D e c e m b e r  19, 1974, p.l.
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since these result  in h i g h e r  r ev e nu e as custo ms  duty. The
tax a u t h o r i t y  and the for ei g n e x c h a n g e  c o n t r o l  au th o r it y ,  on
the ot h e r hand, are likely  to be c o n c e r n e d  since such prices
lead to lower pr o f i t s  and t h e r ef o r e lower tax r e ve n u e ,  and
a h i g h e r  than n e c e s s a r y  o u t f l o w  of f o r e ig n  ex cha n g e.  The
c on t ra r y  s i t u a t i o n  exist s w h e r e  import p ri c e s  are a r t i f i c i a l l y
low; the customs a u t h o r i t y  is li ke l y  to react, but not the
tax or f o re i g n e x c h a n g e  c o n t ro l  au t h o r i t i e s .  This p r o b l e m  m ay
not be acute in d e v e l o p e d  co u nt ri e s due to d e v e l o p e d  and w el l
c o o r d i n a t e d  a d m i n i s t r a t i v e  m a c hi n e ry .  But in less d e v e l o p e d
cou nt r i es  this p r o b l e m  seems to pose a great h i n d r a n c e  to

. . 2g o v e r n m e n t  co nt ro l of t r a n s f e r  pricing.

R e c o g n i s i n g  that m u l t i n a t i o n a l  e n t e r p r i s e s  ma y m a n i p u l a t e
tra ns f er  pr i ce s,  i n t e r n a t i o n a l  and r e g i o n a l  o r g a n i s a t i o n s  like
the U n i t e d  N a t i o n s ,  O r g a n i s a t i o n  for E c o n o m i c  C o o p e r a t i o n  and
D e v e l o p m e n t ,  E u r o p e a n  E c o n o m i c  C o m m u n i t y  and s e v e r a l  others
ha ve  d e s i g n e d  v ar i o u s  g u i d e l i n e s  and r e g u l a t i o n s  for the con-

3trol of t r a n s f e r  prices. But these a c tio ns h a v e  n ot  y i e l d e d  
results, m a i n l y  b e c a u s e  the t r a n s f e r  p r i c i n g  issue is likely 
to e li cit  d i f f e r e n t  r e s p o n s e s  fr om  the two g o v e r n m e n t s  i n v o l 
ved in any i n t r a - g r o u p  t r a n s a c t i o n ,  W h i l e  a u t h o r i t i e s  in the 
i m p o r t i n g  c ou n t ry  could w e l l be d i s t u r b e d  by o v e r - p r i c i n g  the 
imports of a p a r t i c u l a r  good or serv ic e, a u t h o r i t i e s  in the 
e x p o r t i n g  c o u n t r y  us u a l l y  w e l c o m e  h i g h e r  e x p o r t  receipts, such 
a s i t u a t i o n  e n tai ls  actual or p o t e n t i a l  c o n f l i c t  of int e re s t  
b e t w e e n  c o u n t r ie s  i n v o l v e d  in p a r t i c u l a r  i n t r a - g r o u p  t r a n s a c 
tions, and is p er h a p s  a m a j o r  re as o n wh y i n t e r n a t i o n a l  r e g u l a 
tory a cti on s h a v e  ha d little i m pac t on the co n tr o l  of 
t r a n s f e r  p r ici ng.

2. In B a n g l a d e s h  study, this was found to be an i m p o r t a n t  
f a c t or  h i n d e r i n g  p r o p e r  m o n i t o r i n g  and c o n tr o l  of tr an sf e r  
pr icing. In fact, the customs a u t h o r i t y  in that coun tr y had 
n e v e r  d e t e c t e d  a case of o v e r - p r i c i n g ,  w h e r e a s  the tax 
a u t h o r i t y  s u g g e s t e d  that o v e r - p r i c i n g  of imp or t s often 
takes pi a c e .

3. For a r e v i e w  of i n t e r n a t i o n a l  r e g u l a t i o n s ,  see:
T.L. Brewer, " I n t e r n a t i o n a l  R e g u l a t i o n  of R e s t r i c t i v e  
B u s i n e s s  P r a c t i c e s " ,  J o u r n a l  of W o rl d  Tr a de  Law, V o l . 16,
N o . 2, March: A pr i l  1982, p p . 108-118.
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A l t h o u g h  the t r a n s f e r  p r i c i n g  issue seems to elic it  
d i f f e r e n t  r e s p o n se s  f r o m  d i f f e r e n t  c o u nt r i es ,  it is a great 
h e a d a c h e  for almost all the home and h ost  co u n t r i e s  of 
m u l t i n a t i o n a l  e n t e r p r i s e s ,  p a r t i c u l a r l y  b e c a u s e  m u l t i n a t i o n a l s  
may t r a n s f e r  p r of i t s f r o m  h i g h - t a x  c o un t r ie s  to l ow - t a x  
count rie s,  or to tax havens. E v e r y  tax a u t h o r i t y  is, 
the ref or e,  c o n s t a n t l y  l o o k i n g  for devices that can help to 
control t r a n s f e r  p ric e m a n i p u l a t i o n s .  The f o l l o w i n g  report in 
a L o n d o n  daily  n e w s p a p e r  h i g h l i g h t s  the concern:

The T im es,  F e b r u a r y  26, 1981, p . 19

I N S P E C T O R S  ST U D Y A B U S E  OF T A X  HA V E N S

Pa ris , F e b . 25 - Ta x i ns p e c t o r s  f r o m  m o r e  than 20 
c o u nt r i e s ha ve  met here for three days, u n d e r  the 
O r g a n i s a t i o n  for E c o n o m i c  C o o p e r a t i o n  and D e v e l o p 
ment, to d i sc u s s the i n c r e a s i n g  abuse of tax ha ve ns  
by m u l t i n a t i o n a l  companies.

The talks f o c u s e d  on the way the m u l t i n a t i o n a l s  set 
up s u b s i d i a r i e s  in c o u n t r ie s  w h e r e  taxes are low.

T h e r e  is n o t h i n g  illegal in c o r p o r a t i o n s  a t t e m p t i n g  
to m a x i m i s e  their pr o f i t s  by m i n i m i z i n g  tax o b l i g a 
tions .

But the s u s p i c i o n s  of tax a u t h o r i t i e s  ha ve  been 
a r o u s e d  by the c o n s i s t e n t l y  h i g h e r  sales, and prof it s 
of some co r p o r a t e  s u b s i d i a r i e s  o p e r a t i n g  in tax haven s 
and l o w - t a x  c o un t r i e s ,  c o m p a r e d  w i t h  the lower ea rn ing s  
that the same com pa n i es  repor t in h i g h - t a x  areas of 
o p e r a t i o n s .

Wh at this often impl ie s is that the c o m p a n i e s  have 
be en e n g a g i n g  in in t e r n a l  t r a n s a c t i o n s  i n t e n d e d  to 
d i s g u i s e  their true tax l i ab il it ies .

T r a n s f e r  p r i c i n g  is quite easy to d i s g u i s e  and h a r d  to 
prove. "W ha t  is re al l y  di f f i c u l t  is in g e t t i n g  the 
e v i d e n c e  and o b t a i n i n g  c o n v i c t i o n s " ,  One p a r t i c i p a n t  
at the m e e t i n g  said.

T a x  o f f i c i a l s  credi t A m e r i c a n  c o r p o r a t i o n s  w i t h  
p i o n e e r i n g  the use and abuse of tax h a v e n s  in the 1960s. 
But n o w  c o u n tr ie s  such as S wed en and The N e t h e r l a n d s  
ha ve  b e c o m e  i n c r e a s i n g l y  i n t e r e s t e d  in d e t e c t i n g  the 
m o r e  s o p h i s t i c a t e d  te c hn i q u e s  by w h i c h  co m pa n i es  there 
hide their true ea rn ings.
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M u l t i n a t i o n a l  c om p a ni e s  are e s t i m a t e d  to h av e  s h e l t e r e d  
t h o u sa n ds  of m i l l i o n s  of dolla rs f r o m  U n i t e d  States tax 
a u t h o r i t i e s  th r ou g h  i m a g i n a t i v e  t r a n s f e r  p r i c i n g  
p r a c t i c e s .

In spite of the p r o bl em s  i n v o l v e d  in the i n v e s t i g a t i o n  
of t ra n s f e r  p r ic e m a n i p u l a t i o n s ,  g o v e r n m e n t  ag e nc i e s  in some 
d e v e l o p e d  c o u n tr i e s have a t t e m p t e d  to u n d e r t a k e  such i n v e s t i 
gations and have d e te c t e d  s u b s t a n t i a l  d i v e r g e n c e s  in tr ans fe r  
prices f r om  arm's l eng th prices. T he se cases, b r i e f l y  
d i s c u s s e d  in the f o l l o w i n g  se ction, p r ov i d e  some e m p i r i c a l  
ev id e n c e  of t r a n s f e r  pr ice  m a n i p u l a t i o n s  by m u l t i n a t i o n a l  
e n t e r p r i s e s .

10.3 CASES OF T R A N S F E R  P RIC E M A N I P U L A T I O N S

(a) U n i t e d  Kin gd o m:

The m o s t  p u b l i c i s e d  case in the U n i te d  K i n g d o m  i n v o l v i n g  
m a n i p u l a t i o n  of t r a n s f e r  pr i ce s was the i n v e s t i g a t i o n  u n d e r 
taken by the M o n o p o l i e s  C o m m i s s i o n  into the sup p ly  of t ra n q u i -  
lisers ( l ib r i u m  and v a li um ) , in the U n i t e d  K i n g d o m  m a r k e t . ^
The p r i n c i p a l  s u p p l i e r  of the p r o d u c t s  in q u e s t i o n  was
R och e P r o d u c t s ,  the U n i t e d  K i n g d o m  s u b s i d i a r y  of the H o f f m a n n -
l a- R oc h e  gr o u p (home country: S w i t z e r l a n d ) .  The e c o n o m i c
c o n d i t i o n  that p e r m i t t e d  the group to m a n i p u l a t e  t r an s f e r

5pric es,  was i d e n t i f i e d  by the C o m m i s s i o n  as foll ows :

"The H o f f m a n n - 1a -R o ch e  group has v i r t u a l l y  a m o n o p o l y  
p o s i t i o n ,  b e i n g  d e r i v e d  f r o m  its suc c e ss  in p r o d u c t  
i n n o v a t i o n  and f r o m  pa t e n t s  on the ac t i v e  i n g r e d i e n t s  
of b ot h me di c i n e s .  This p a t e n t  m o n o p o l y  is r e i n f o r c e d  
... by the ef fe c t  of e s t a b l i s h e d  b r a n d  na m es  in a 
m a r k e t  w h e r e  there is a low degree of p ri ce c o m p e t i t i o n  
and p ri ce s e n s i t i v i t y . "

D i s t o r t i o n s  in t r a n s f e r  p r i c i n g  o c c u r r e d  p r i n c i p a l l y  
in two d i f f e r e n t  areas: (i) the o v e r - c h a r g i n g  of prices  on
"tied"  inputs s u p p l i e d  by the p a r e n t  compa ny,  and (ii) e x c e s s 
ive charges to the U n i t e d  K i n g d o m  s u b s i d i a r y  for centra l and

4. U n i t e d  K i n g d o m  M o n o p o l i e s  C o m m i s s i o n ,  C h i o r d i a z e p o x i d e  and 
D ia z e p a m ,  HMSO, L on don , 1973.

5. Ibid, p . 50.
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he ad  of f ic e  exp en s es .  I n d i r e c t  pr o fi t  t r a n s f er s  f rom  1966 
to 1972 from the U n i t e d  K i n g d o m  s u b s i d i a r y  to the pa r e n t  
c om p an y  by the above me an s was e s t i m a t e d  at £22 m i l l i o n s  in 
c on t ra s t  to a d e c l a r e d  p r o f i t  of only £3 m i l li o ns .

It was fo un d that the p ri ces  of the a c ti v e i n g r e d i e n t s  
p r o v i d e d  by the p a r e n t  c om pan y to the U n i t e d  K i n g d o m  s u b s i 
diary w ere  s u b s t a n t i a l l y  h i g h e r  than those q u o t e d  on the 
i n t e r n a t i o n a l  market: the prices for these i n g r e d i e n t s ,  if
p u r c h a s e d  f r o m  i n d e p e n d e n t  sources in Italy, w o u l d  h av e  be en  
£9 and £20 pe r kg, c o m p a r e d  w i t h  those c h a r g e d  to the Ro c h e  
s u b s i d i a r y  by its p a r e n t  of £370 and £922.

F u r t h e r m o r e ,  b a s e d  on its own cost e s t i m a t e s ,  the 
c o m m i s s i o n  d e t e r m i n e d  that the rate of re t ur n  on capital  
was far above the rates for the U n i t e d  K i n g d o m  m a n u f a c t u r i n g  
industry. A c c o r d i n g l y ,  it r e q u e s t e d  the U.K. s u b s i d i a r y  of 
the Roche g ro up to reduce the price of l i b r i u m  by 40 per cent 
and that of v a l i u m  by 25 per cent of the m a r k e t  price s  
p r e v a i l i n g  in 1970,

The s u b s i d i a r i e s  of H o f f m a n n - 1a- Ro c he  in A u s t r a l i a ,  the 
N e t h e r l a n d s  and N e w  Z e a l a n d  w e r e  s u b s e q u e n t l y  asked, by the 
g o v e r n m e n t s  of these c o u nt r i es ,  to reduce the m a r k e t  price s  
of l i b r i u m  and v a l i u m  in these markets.

(b) F e d e r a l  R e p u b l i c  of Germany:

The F e d e r a l  C art el O f f i c e  (FC0) i n i t i a t e d  p r o c e e d i n g s  
in 1973 w h e n  it b e c a m e  aware of likely a b u s i v e  pric es charg ed  
by H o f f m a n n - 1 a - R o c h e  (Roche Gre nza ch)  for v a l i u m  and l ib riu m  
in the F e d e r a l  R e p u b l i c  of Germany. It o r d e r e d  H o f f m a n n - l a -  
Roch e to cut its m a r k e t  pric es  by 35 and 40 per cent r e s p e c 
tively for v a l i u m  and l i b r i u m  on the g ro und  that it had 
abus ed its d o m i n a n t  m a r k e t  p o s i t i o n  by c h a r g i n g  e x c e s s i v e  
prices. It n o t e d  that in a n u m b e r  of othe r E u r o p e a n  co un tr ies  
the pr ice s c h a r g e d  for these p r o d u c t s  we r e c o n s i d e r a b l y  lower 
than those in the F e d e r a l  R e p u b l ic . The rea s o ns  a l l e g e d  by

6. B u n d e s k a r t e l l a m t  G. B e s c h l u s s a b t e i l u n g , 3 6 - 4 3 2 1 9 0  -T-37/73.



www.manaraa.com

10 . 8

the G e r m a n  s u b s i d i a r y  of H o f f m a n n - 1a - Ro che  for these d i f f e 
rences w e r e  c o n s i d e r e d  invalid. The t ra n s f e r  pr i ce s  charged  
by the p a r e n t  w e r e  found to be n i n e t y  times the I t a l i a n  
c o m p e t i t i v e  p r i c e  in r e s p e c t  of valium, and f o u r t y - s e v e n  
times in r e s p e c t  of librium. The co mpa ny  a p p e a l e d  to the 
Court of A p p e a l  ( K a m me r g er i c ht )  but the Cour t c o nf i rm e d , in 
1976, the d e c i s i o n  of the FCO.

F o l l o w i n g  pr i c e i nc r e a s e s  for ga so li n e ,  di e s el  oil and 
light fuel oil, the FCO also i n v e s t i g a t e d  m a j o r  oil companies' 
t ra n sf e r  prices. H o w e v e r ,  in its i n v e s t i g a t i o n s  it e n c o u n t e r e d  
d i f f i c u l t i e s  in o b t a i n i n g  i n f o r m a t i o n  on t r a n s f e r  pr i c es  for 
crude oil and ot he r charges. All ex c ep t  one of the co mp an i e s  
i n v o l v e d  cl a im e d  that they could not p r o v i d e  the r e q u i r e d  
i n f o r m a t i o n  since it was he ld  by group h e a d q u a r t e r s  loca te d  
in o th er cou nt ri e s . C o n s e q u e n t l y ,  a p r o c e e d i n g  was i n i t i a t e d  
ag ai n st  B r i t i s h  P e t r o l e u m ’s s u b s i d i a r y  in the F e d e r a l  Pvepublic 
w i t h  a v iew  to p r o h i b i t i n g  it f ro m  c h a r g i n g  p ric es  in excess  
of those v a l i d  at a ce r t a i n  date. The FCO o rd e r  of i mm e d ia t e  
e n f o r c e m e n t  of this d e c i s i o n  was s u b s e q u e n t l y  r e v e r s e d  by the 
Co ur t  of Appe al.  In its d e ci si o n,  the Cour t a g r ee d that in the 
light of the c o n s i d e r a b l e  pro f i t in c r e a s e  of the pa r e n t  
comp a n y :

" t h e r e  was a s u s p i c i o n  that this e n t e r p r i s e  had  i m p r o v e d  
its pr o f i t s  as a re su l t of the i n c r e a s e  in the p ro d u c t  
prices ; h o we v e r ,  it said that the re as o n s g iv en to 
p rov e the abuse  w e r e  not c o nc l us ive . The Court, h o we v e r ,  
c o n f i r m e d  the p o s s i b i l i t y  of c o n d u c t i n g  i n v e s t i g a t i o n s  
into w h e t h e r  f o r ei g n  a f f i li a t es  of the c o mp a n y h a d ca u se d  
an abuse a f f e c t i n g  the d o m e s t i c  m a r k e t  by c h ar g i ng  
e x c e s s i v e  crude oil price s and d i r e c t e d  a re q u e s t  for 
i n f o r m a t i o n  to the foreig n af f i li a t e,  . . ."7

In the above case, a l t h o u g h  the FCO could de te ct th r ou g h  its 
e x p e r i e n c e  of p r o f it  p e r f o r m a n c e  of s u b s i d i a r i e s  in the F e d e 
ral R e p u b l i c  and of th ei r p a r e n t s  abroad, that e x c e s s i v e  t r a n s 
fer pri c es  w e r e  c h ar g e d for impor ts  f r o m  the pa r e n t s ,  actions

g
could not be taken for lack of a p p r o p r i a t e  i n f o r ma t i o n.
7. O r g a n i s a t i o n  for E c o n o m i c  C o o p e r a t i o n  and D e v e l o p m e n t ,

A n n u a l  R e p o r t s  on C o m p e t i t i o n  P o l i c y  in OECD M e m b e r  
Coun tri es , OECD, Pa ri s,  19 75/No. 2, p . 53,

8. O r g a n i s a t i o n  for E c o n o m i c  C o o p e r a t i o n  and D e v e l o p m e n t ,  
R e s t r i c t i v e  B u s i n e s s  P r a c t i c e s  of M u l t i n a t i o n a l  E n t e r 
prises: R e p o r t  of the C o m m i t t e e  of E x p e r t s  on R e s t r i c t i v e
Business Practices, OECD, Paris, 1975 , p . 23.
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(c) U n i t e d  States of Ame ri c a:
QThe U.S. T r e a s u r y  D e p a r t m e n t  (1973) p u b l i s h e d  data on 

a s i ze a b l e  r e a l l o c a t i o n  of t ax abl e f o r e i g n - s o u r c e  income of 
m u l t i n a t i o n a l  e n t e r p r i s e s  h e a d q u a r t e r e d  in U . S .A . ,  for the 
year 1968 -6 9, on the b as is of a r m ’s leng th  p r i c i n g  rules. A 
total of 871 cases w e r e  c o ns i d er ed ,  and a l l o c a t i o n s  were  
made in mo re  than half of them. T h e s e  a l l o c a t i o n s  w e r e  made 
by the I n t e r n a l  R e v e n u e  Ser vi c e a c c o r d i n g  to the p r o v i s i o n s  
of s e ct i on  482 of the U.S. I n t e r n a l  R e v e n u e  Code. Sec t io n  
482 a u t h o r i s e s  the I n t e r n a l  R e v e n u e  S e r v i c e  to a ll o c a te  
income  or ex p e n s e s  am o n g r e l a t e d  c o m p a ni e s  w h e n  it is n e c e 
ssary  to p r e v e n t  tax e v a s i o n  or to r e f l e c t  c l ea r l y the income 
of each company.

The I n t e r n a l  R e v e n u e  Se r v i c e  d e t e c t e d  la rge d e v i a t i o n s  
in t r an s f e r  prices from arm's length price s and in case 
of p a r t i c u l a r  m u l t i n a t i o n a l s  these w e r e  s u b j e c t e d  to r e a l l o 
cation of ta xa b l e income. The total e s t i m a t e d  d e v i a t i o n  was 
about US$ 662 mi ll io n . This e s t i m a t e d  m a g n i t u d e  of d e v i a t i o n  
f ro m  a r m ’s le n g t h  price s in i n t r a - g r o u p  t r a n s a c t i o n s  lends 
some s up p o r t  to the h y p o t h e s i s  that m u l t i n a t i o n a l s  tend to 
fix t r a n s f e r  pr i ce s  at levels d i f f e r e n t  f r o m  arm's length 
p ric es  (i.e. they m a n i p u l a t e  t r a n s f e r  pri ce s ).

A l t h o u g h  the above s c a t t e r e d  cases of t r a n s f e r  price 
m a n i p u l a t i o n s  do not p r o v i d e  c o n c l u s i v e  e v i d e n c e  about t r a n s 
fer p r i c i n g  p r a c t i c e  in m u l t i n a t i o n a l  e n t e r p r i s e s ,  they give 
an i m p o r t a n t  i n d i c a t i o n  of the issue co nc ern ed.  It is e vi den t 
f rom  i n v e s t i g a t i o n  p r o c e d u r e s  in the above cases that 
d e v e l o p e d  c o u nt r i es  h a v e a d m i n i s t r a t i v e  m e c h a n i s m s  to control,  
to some e x ten t, the abuse of tr an sf e r  p r ic i n g;  n e v e r t h e l e s s ,  
m u l t i n a t i o n a l s  did not s par e o p p o r t u n i t i e s  to m a n i p u l a t e  
t r a n s f e r  prices. In less d e v e l o p e d  c o u nt r ie s ,  w h e r e  the a d m i n i 
s t r a t i v e  m a c h i n e r y  and m e c h a n i s m  for the c o nt r ol  of t ra n s f e r  
p r i c i n g  is less o r g a n i s e d ,  m u l t i n a t i o n a l  e n t e r p r i s e s  may ha ve

9. U.S. T r e a s u r y  D e p a r t m e n t ,  Su m ma r y  Study of I n t e r n a t i o n a l  
Cases I n v o l v i n g  S e c t i o n  482 of the I n t e r n a l  R e v e n u e  Code 
( m i m e o ) , W a s h i n g t o n  D . C . , J a n u a r y  8, 1973.
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g r e a te r  o p p o r t u n i t i e s  for t r a n s f e r  price m a n i p u l a t i o n s .  The 
l imi te d n u m b e r  of st ud ie s  on t r a n s f e r  pr i c e  m a n i p u l a t i o n s  
by m u l t i n a t i o n a l  e n t e r p r i s e s  in less d e v e l o p e d  co u nt r i es  b r i e f 
ly d i s c u s s e d  in the f o l l o w i n g  secti on , su p p or t s  this view.

10.4 E M P I R I C A L  S T U DI E S  ON T R A N S F E R  PRICE M A N I P U L A T I O N S

The a v a i l a b l e  l i t e r a t u r e  on m u l t i n a t i o n a l  e n t e r p r i s e s  
cont ain s v er y l i m i t e d  q u a n t i t a t i v e  i n f o r m a t i o n  on t r an s f er  
price m a n i p u l a t i o n s .  An a tt emp t is made in the p r e s e n t  secti on  
to a s s em b l e the i n f o r m a t i o n  w h i c h  is a v a i l a b l e  in orde r to 
e x a m in e  w h e t h e r  or no t e m p i r i c a l  e v i d e n c e  lends s upp ort  to the 
t r a n s f e r  p ric e m a n i p u l a t i o n  h y p o t h e s i s  s t at e d in c h a pt e r  7 
of the p r e s e n t  study.

(a) V a i t s o s  ( 1 9 7 4 ) ^

V a i t so s  e x a m i n e d  tr a n s f e r  p r i c i n g  p o l i c i e s  of mu 1 1in atio- 
nal e n t e r p r i s e s  o p e r a t i n g  in La ti n Am erica. His su rv ey of 
the mo t i v e s  for fo r ei g n  i n v e s t m e n t  e m p h a s i s e d  o l i g o p o l y  theory 
and m a r k e t  i m p e r f e c t i o n .  His w o r k  p r o v i d e d  an i ns i g ht  into the 
d i s t o r t i o n s  w h i c h  result  fr om o v e r - p r i c i n g  of the p r o d u c t s  
i m p o r t e d  by m u l t i n a t i o n a l s  from i n t r a - g r o u p  so ur ces  into 
ho st less d e v e l o p e d  countries.

Va i t s o s  found that in Co l o mb ia ,  on av er ag e, m u l t i n a -
11tional e n t e r p r i s e s  o v e r - p r i c e d  imports as follows:

T abl e 10.1
O v e r - p r i c i n g  of I n t r a - G r o u p  Impor ts  in C o l o m b i a  (1968)

Industry Estimated Over-pricing (average)

P h a r m a c e u t i c a l s 155 per cen t
Chemi cals 25.5 per cent
Rubb e r • • 40 per cent
Ele ct ronics 16 to 60 pe r cent

10. V a i t s o s ,  C.V., I n t e r c o u n t r y  In co me  D i s t r i b u t i o n  and T r a n s - 
n a t i o n a l  E n t e r p r i s e s ,  C l a r e n d o n  Pr es s,  O x f o rd ,  1974.

11. Ibid, p . 47.
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Va it s os  was able to collec t data on t ra n s f e r  p r i c i n g  
and on arm's le ng t h  pr i ce s  for p a r t i c u l a r  p r o d u c t s  in 1968.
His study m a i n l y  used data f r o m  Co lo mb ia,  but w i t h  some 
s u p p o r t i n g  d at a  fr om  E c u a d o r ,  Chile, and Peru.

O v e r p r i c i n g  in V a i t s o s 's study was d e f i n e d  as the 
d i f f e r e n c e  b e t w e e n  the FOB pr ice paid by the p u r c h a s i n g  
m u l t i n a t i o n a l  and the aver ag e of FOB pr ic e s for a p a r t i c u l a r  
p r o d u c t  q u o t e d  in d i f f er en t  m a r k et s aroun d the wo rl d , div i de d  
by the latter. It was a ll e ge d  that t r an s f e r  price m a n i p u l a 
tions took place in two ways - exports b e i n g  u n d e r - p r i c e d  
wh en  sales we r e made by L a t i n  A m e r i c a n  s u b s i d i a r i e s  to 
their p a r e n t  firms in the U.S . A. ,  and im po rts  b e i n g  o v e r 
p r i c e d  w h e n  sales we r e  made from  the par e nt s  to the s u b s i d i a 
ries. V a i t s o s  r e p o r t e d : ^

" P r e l i m i n a r y  r e s e a r c h  in Co lo mb i a , still in p r o g r e s s ,  
has given an i n d i c a t i o n  of s i g n i f i c a n t  u n d e r p r i c i n g  
of ex po rt s by fo r e i g n  s u b s i d i a r i e s  to their pa re nt s  
in the timber, f i s h - p r o c e s s i n g ,  and p r e c i o u s  meta ls  
in d u s t r i e s .  S i m i l a r l y ,  f or ei g n i n d u s t r i a l i s t s  with  
an i n t e r e s t  in e n t e r i n g  the f i s hi n g  i n d u s t r y  in Pe ru  
have  e x p r e s s e d  their p r e f e r e n c e  of b r e a k i n g  even, in 
their o p e r a t i o n s  in Peru, w hi l e  m a k i n g  their pr o fi t s  
'in the m a r k e t i n g  end abroa d' ."

Va i t s o s  a rgu ed that the m u l t i n a t i o n a l  e n t e r p r i s e s
i n v e s t i g a t e d  in his study, a p p a r e n t l y  used t r a n s f e r  p r i c i n g

13as a m e c h a n i s m  for r e p o r t i n g  lower p r o f i t  p e r f o r m a n c e .  He 
f u r t h e r  a r g ue d  that m o n o p o l y  pr of it s e a rn e d by s u b s i d i a r i e s  
of m u l t i n a t i o n a l s  could not be c a p t u r e d  by the g o v e r n m e n t  
since d e c l a r e d  pr o f i t s  at the s u b s i d i a r y  level w e r e  u n d e r 
stated. V ai t s o s r e p o r t e d  that in C o l o m b i a  in 1968 de c la r e d  
returns we re  only 6.7 per cent on the i n v e s t m e n t  of m u l t i n a 
tionals in the p h a r m a c e u t i c a l  i nd ust ry , w h i l e  he c a l c u l a t e d  
the e f f e c t i v e  p r o f i t  rate to be 136.3 per cent. The e f f e c t i v e  
pr of i t  rate for the e l e c t r o n i c  in du st r y was 50 to 80 per cent, 
w he r e a s  a f or e i gn  s u b s i d i a r y  in that i n d u s t r y  r e p o r t e d  a 
"loss" of 18 per cent in 1967. He also found that in the 
ru bb e r i n d u s t ry ,  the e f f e c t i v e  rate of r e t u r n  on i n v e s t m e n t

12. V a i ts o s  (1974), op.c it. , p . 51.
13. Ibid, p .5 0.
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of the s u b s i d i a r y  was 43 per cent in 1968, w h e r e a s  the
1 4r e p o r t e d  p r o f i t  was 16 per cent. In the wo rd s of Vait so s;

" . . . d e f i n i n g  as e f f e c t i v e  retur ns  to the p a r e n t  
c o r p o r a t i o n  the s u m  of r e p o r t e d  p r o f i t s  at the s u b s i 
diary, ro y a l t y  pa y m e n t s ,  and i n t e r m e d i a t e  p r o d u c t s  o v e r 
p ri c in g ,  and e x c l u d i n g  i n t e r e s t  p a y m e n t s  on i n t e r a f f i l i 
ate loans, the f o l l o w i n g  data can be i n f e r r e d  f r o m  our 
sample r e p r e s e n t i n g  al mo st ha l f  of the C o l o m b i a n  p h a r m a 
c eu t ic a l  in du st ry:  r e p o r t e d  pr of it s c o n s t i t u t e  3.4 per 
cent of the e f f e c t i v e  re turns, ro y a l t i e s  14 per cent 
and o v e r p r i c i n g  82.6 per cent."

V ai t so s  also f ou nd the f o l l o w i n g  d i s t o r t i o n s  in t ra n s f e r
15price s in o th e r  L a t i n  A m e r i c a n  cou ntr ie s:  In Chile, of

the 50 p r o d u c t s  e xa min ed , o v e r - p r i c i n g  on a v e ra g e  e x c e e d e d  
100 per cent; and in E c u a d o r  6 pr od uc t s had  an av era ge  o v e r 
p r i c i n g  of about 200 per cent and 7 other  p r o d u c t s  an 
average of 75 per cent. In Peru, pr ice s of i mp o r ts  of 22 
f ore ig n s u b s i d i a r i e s  in the p h a r m a c e u t i c a l  i n d u s t r y  i n d i c a t e d  
o v e r - p r i c i n g  r a n g i n g  fr om  5 per cent to 300 pe r cent.

The st udy by V a i t s o s  is n ot free fr o m m e t h o d o l o g i c a l  
lim it a ti o n s.  He did not address the issue of w h e t h e r  it was 
a p p r o p r i a t e  to use o f f i c i a l  or m a r k e t - d e t e r m i n e d  for e i gn  
e x c h a n g e  rates w h e n  c a l c u l a t i n g  i n t e r n a t i o n a l  costs and 
prices. N o r  did he c o n s i d e r  in any detail the c o m p l e x  issues 
of m u l t i n a t i o n a l  tax p o l i c y  and double t a x a t i o n  ag re eme nt s.
The i n v e s t i g a t i o n  into the t r an s f e r  p r i c i n g  issue in V a i t s o s 's 
study i n v o l v e d  p r o c e s s i n g  vast a m oun ts of data, c o l l e c t e d  
fr om  d i f f e r e n t  parts  of the world, to e s t i m a t e  the a r m ’s 
l eng th  prices. W i t h  such a vast task, some m e t h o d o l o g i c a l  
li m i t a t i o n s  are likely. T h e r e f o r e ,  even if V a i t s o s ' s  study 
suff ers  f r o m  some m e t h o d o l o g i c a l  l i m i t a t i o n s ,  his fi ndings 
s ee m  to lend su p p o r t  to the t r an s f e r  pr i ce  m a n i p u l a t i o n  
hy po the s i s .

14. V a i t so s (1974), op .c it ., p . 62.
15. Ibid, pp. 49-50.
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(b) Lall (1973)16

Lall s t u d i e d  t r a n s f e r  p r i c i n g  p r a c t i c e s  in 11 p h a r m a 
ceut ica l,  1 rubber, and 2 e le c t r i c a l ,  s u b s i d i a r i e s  in
C o l o mb i a,  for the p e r i o d  1966-70: 12 w e r e  w h o l l y - o w n e d  by 
f or ei gn  firms and 2 had f or e ig n  m a j o r i t y  h o l d i n g s  (51 to 
99 p e r c e n t  f o r e i g n  ow n e rs h i p ) .  P r i m a r y  data w e r e  c o l l ec t ed  
by the I m p o rt  C on t r ol  B oa r d  and the P l a n n i n g  O f f i c e  of the 
G o v e r n m e n t  of Col om bia .

Lall fo un d that the w e i g h t e d  av er ag e of o v e r - p r i c i n g  
r a n ge d  f rom  33 per cent to over 300 per cent for the imports 
i n v e s t i g a t e d  in the p h a r m a c e u t i c a l  sector, and f ro m  24 
per cent to 81 per cent in the other sectors.

Lall a d j u s t e d  for the o v e r - p r i c i n g  of im po rts  of each
of the 14 firms in or der to e s t i m a t e  rates of r e t u r n  on net 
worth. The e s t i m a t e d  rate of r e tu rn  was s u b s t a n t i a l l y  h i g h e r  
than the d e c l a r e d  rate of r e t u r n  of the 11 p h a r m a c e u t i c a l  
firms. In the ot h er  three cases d i f f e r e n c e s  w e r e  found, but 
they w e r e  not  so dra matic.

L a l l' s  f i nd i n gs  are s u m m a r i s e d  in table 10.2. He 
e s t i m a t e d  that s u b s i d i a r i e s  of m u l t i n a t i o n a l s  in the p h a r m a 
ce uti ca l i n d u s t r y  u n d e r s t a t e d  their p r o f i t s ,  by m a n i p u l a t i o n s  
of t r a n s f e r  pr ic e s ( o v e r - p r i c i n g  of im p o r t s ) ,  by an average  
of 58.7 per cent of net worth. If L a l l ’s e s t i m a t e s  are not 
g r o s sl y  in c o rr e c t,  his e v i d e n c e  supp or ts the h y p o t h e s i s  that 
m u l t i n a t i o n a l  e n t e r p r i s e s  in a less d e v e l o p e d  c ou ntr y tend to
m a n i p u l a t e  t r a n s f e r  p r i c e s  in o rde r to u n d e r s t a t e  re p o r t e d

1 7p r o f i t  p e r f o r m a n c e .  H o we v e r ,  Lal l concl ud ed :

"It is i m p o s s i b l e  to g e n e r a l i s e  f r om  a sa mp l e  of such 
a small size and w i t h  such v a r i a b i l i t y .  Clearly, 
d i f f e r e n t  f o re i gn  firms have d i f f e r e n t  a t t i tu d e s to 
t r a n s f e r - p r i c i n g  as o p p o s e d  to d e c l a r i n g  pr ofi ts  
openly. The i n d u c e m e n t s  to use t r a n s f e r - p r i c i n g  in 
C o l o m b i a  are ob vi o u s enough: there are q u a n t i t a t i v e

16. Lall, S., " T r a n s f e r - P r i c i n g  by M u l t i n a t i o n a l  M a n u f a c 
t u r i n g  Fi rm s",  O x f o r d  B u l l e t i n  of E c o n o m i c s  and St ati s-  
t i c s , V o l . 35, N o . 3 , 19 73, pp. 173-195 .

17. Ibid, p p . 187-188.
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limi ts on p r o f i t  r e m i t t a n c e s  abroad as we ll  as price 
co ntr ol s on p h a r m a c e u t i c a l  and ru b b er  p r o d u c t s ;  
duties on im po rts  of i n t e r m e d i a t e  p r o d u c t s  are quite 
low, e s p e c i a l l y  in p h a r m a c e u t i c a l s  (a n o m i n a l  1-2 
per cent); there is c o n s i d e r a b l e  s u s p i c i o n  of fo r ei g n  
e n t e r p r i s e s  and r e s t r i c t i o n  on their a c t i v i t i e s ;  and 
some of the fo rei gn  firms are e x c e p t i o n a l l y  p r of i ta b l e.  
C o l o m b i a  seems to ha v e been  almost a l a b o r a t o r y  case 
for the e x e r c i s e  of t r a n s f e r - p r i c i n g .  M a n y  o t h e r  less- 
d e v e l o p e d  h os t  co unt r i es  are in a s i m i l a r  si t u a t i o n ,  
but ha ve  no t s t a r t e d  to react to it e f f e c t i v e l y . "

T abl e 10.2
E x t e n t  of P r o f i t  U n d e r s t a t e m e n t  by T r a n s f e r  Pr i ce  
M a n i p u l a t i o n s  in C o l o m b i a  (1969-1970)

■Industries and 
Foreign Affiliates

Understated Profit 
(Percentage of net worth)

P h a r m a c e u t i  cal
F i r m  : 1 79.6
F i r m  : 2 10 . 0
F irm : 3 19 . 6
F i rm : 4 19 . 9
F i r m  : 5 59 .3
F irm : 6 63.9
F i r m  : 7 8. 8
F i r m  : 8 33.1
F i r m  : 9 22 9. 8
F i rm : 10 89 . 6
F i rm : 11 32 . 0

Ru bb er
F i r m  : 12 • • 10.2

E l e c t r i c
F i rm : 1 3 1. 3
F i rm : 14 5.9

* U n d e r s t a t e d  P r o f i t  = P ro f i t s  on O v e r - p r i c i n g  To ta l
Im po r ts  (imputed) as 
P e r c e n t a g e  of N e t  Wort h.

Source: Lall (1973), op.cit.
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(c) Kopits (1976)18

Ko pi t s  a t t e m p t e d  to e st im a te  i n d i r e c t l y  the e x te n t  of 
tr an s f e r  price m a n i p u l a t i o n s  in i n t r a - g r o u p  t r a n s fe r s  of 
i n t a n g i b l e s  in m u l t i n a t i o n a l s .  He i n v e s t i g a t e d  the roy a l ti e s  
r e m i t t e d  by m a n u f a c t u r i n g  s u b s i d i a r i e s  in d i f f e r e n t  co un tri es  
to the U.S. par e n ts  as p a y m e n t  for the t r a n s f e r  of i n t a n g i 
bles (patents, k no w - h o w ,  or tra de ma rk s ).  He f o r m u l a t e d  a 
m od e l  in w h i c h  r o y a lt i es  are a f u n c t i o n  of s u b s i d i a r y  sales, 
the excess f o r e i g n  tax credit g e n e r a t e d  by s u b s i d i a r y  d i v i 
dends f r o m  h i g h - t a x  h ost  co u nt ri e s,  and f o r e i g n  e x c h a n g e  
r e s t r i ct io n s.  In that study, ro y a l t y  p a y m e n t s  f r o m  14 
s u b s i d i a r i e s  in h o s t  d e v e l o p e d  c o unt rie s,  and f r o m 9 s u b s i d i a 
ries in h os t  less d e v e l o p e d  cou ntr i es ,  w e r e  co ns id ere d.

T h r o u g h  the use of w e i g h t e d  l e a s t - s q u a r e s  r e g r e s s i o n s  on
c r o s s - s e c t i o n a l  data for 1968, b r o k e n  down by ho st c ou n t r y  and
ind us t r y,  Ko p i t s  found  that r o y a l t y  p a y m e n t s  to U.S. par e n ts
was on an a v er a ge  h i g h e r  than a r m ’s length pr ic e s , by 33
per cent in case of s u b s i d i a r i e s  in d e v e l o p e d  co u n t r i e s ,  and
by 14.7 per cent in case of the s u b s i d i a r i e s  in less d e v e l o p e d
cou ntr ie s.  He found that the larger  the exce ss of the host
co un t r y' s  tax rate (income plus d i vi d e n d  w i t h h o l d i n g  taxes)
over the home rate, the g r e a t e r  was the firm's p r o p e n s i t y  to
inf la t e s u b s i d i a r y  r o y a l t i e s  (if d e d u c t i b l e  in the host
country) and to r e du c e  div ide n ds .  Ko pi t s f u r t h e r  found that
roy al t y p a y m e n t s  w e r e  a s s o c i a t e d  w ith  t e c h n o l o g i c a l  intensity.
A p o s s i b l e  e x p l a n a t i o n  of the lower r o y a l t y  p a y m e n t s  and lower
t r a n s f e r  pr ice  m a n i p u l a t i o n s  in less d e v e l o p e d  co un t r i es  is
that m u l t i n a t i o n a l s  in l o w - i n c o m e  co u n tr i e s sell goods w h i c h

19em bo d y  ch e a p e r  and less a d v a n c e d  te c h no l o gy .  A n o t h e r  re a s on
may be that in m a ny  less d e v e l o p e d  c o u n t r i e s  r o y a l t y  p a y m e n t s
for a p a r t i c u l a r  p a t e n t  or t r a d e m a r k  are no t a l l o w e d  b e y o n d  a

20fixed time p e r i o d  (7 or 10 year s).  H o w e v e r ,  K o p i t s 1s find in gs

18. Ko pit s,  G.F., " I n t r a - F i r m  R o y a l t i e s  C r o s s i n g  F r o n t i e r s  
and T r a n s f e r - P r i c i n g  B e h av i o r" ,  E c o n o m i c  J o u r n a l , 86, 
D e c e m b e r  1976 , p p . 791-805.

19. K o p i ts  (1976), ibid, p . 796.
20. For de ta ils , see: C e n t r e  on T r a n s n a t i o n a l  C o r p o r a t i o n s ,  

N a t i o n a l  L e g i s l a t i o n  and R e g u l a t i o n s  R e l a t i n g  to T r a n s 
n a t i o n a l  C o r p o r a t i o n s ,  UNO, No, S T / C T C / 6 ,  1978.
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in di c a te  that m u l t i n a t i o n a l  e n t e r p r i s e s  in less d e v e l o p e d  
c ou n t ri e s  do m a n i p u l a t e  t r a n s f e r  pric es of i n t a n g i b l e s  w i t h i n  
the scope allowed.

A l t h o u g h  K o p i t s 's e s t i m a te s  of t r a n s f e r  pr ic e  m a n i p u l a 
tions can be tr ac ed  u n a m b i g u o u s l y  to the tax factor, they 
cannot be c h e c k e d  ag a in s t  actual prices - a s h o r t c o m i n g  of 
the study. H o w e v e r ,  K op i t s  c o n t e n d e d  that his study made 
some p r o g r e s s  in a s c e r t a i n i n g  the e x te n t  of t a x - i n d u c e d  
t r a n s f e r  p r i c i n g  p r a c t i c e s ,  but he a d m i t t e d  that more e m p i r i 
cal r e s e a r c h  in this ar ea  was needed,

(d) O t h e r  Studies:

O t h e r  st udi es  have also found e m p i r i c a l  e v i d e n c e  of 
tr an s f e r  pric e m a n i p u l a t i o n s  by m u l t i n a t i o n a l  e n t e r p r i s e s  in 
less d e v e l o p e d  co untries. T he s e  studie s are o u t l i n e d  below:

2 1(i) S u b r a h m a n i a n  and P i l l a i  (1976), s t u d y i n g  i n t r a - f i r m  trade 
of firms w i t h  m u l t i n a t i o n a l  c o n n e c t i o n s  in the I n d i a n  d ye s t u f f  
in dus tr y,  o b s e r v e d  that about t wo - t h i r d s  of total imports in 
1973- 74 w e r e  f r o m  r e l a t e d  for e i gn  sources. T he y  found  that 
firms w it h  m u l t i n a t i o n a l  c o n n e c t i o n s  paid  s u b s t a n t i a l l y  h i g h e r  
prices for i m por ts,  in c o m p a r i s o n  to i mpo rt pr ic e s  paid by the 
d o m e s t i c  firms. The e x t e nt  of o v e r - p r i c i n g  in firms wi t h  
m u l t i n a t i o n a l  c o n n e c t i o n s ,  in re s p e c t  of imp o rt s  of five items, 
was found to be b e t w e e n  124 per cent and 328 per cent. The 
study s u g g e s t e d  that the firms w it h  m u l t i n a t i o n a l  c o n n e c t i o n s  
in the I nd i a n  d ye s t u f f  i n d u s t r y  h ad a t e n d e n c y  to m a n i p u l a t e  
t ra n s f e r  p r i c e s in order to shift funds f r om  I n d i a  to 
f o r e ig n  r e l a t e d  e n te r p r i s e s .

(li) A s tud y s p o n s o r e d  by U N C T A D  and c o n d u c t e d  by Lall  
2 2(1975) found c o n s i d e r a b l e  o v e r - p r i c i n g  of impo rts  by m u l t i 

n a t i o n a l  firms in the p h a r m a c e u t i c a l  i n d u s t r y  in Iran.

21. S u b r a h m a n i a n ,  K.K. , and P.M. P i lla i,  " I m p l i c a t i o n s  of 
T e c h n o l o g y  T r a n s f e r  in E x p o r t - l e d  G r ow t h  S t r a t eg y" ,
E c o n o m i c  and P o l i t i c a l  W e e k l y  (Bombay, India) , 30 O c t o b e r  
19 76 , pp. 1729-1735.

22. Lall, S., M a j o r  Issu es in T r a n s f e r  of T e c h n o l o g y  to 
D e v e l o p i n g  Co u n t r i e s :  A Case St ud y of the P h a r m a c e u t i c a l
In dus t r y , UNCTAD, Geneva, N o .T D / B /C . 6/4 , 1975 , para 42.
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In Iran, in the late 1960s, 38 pe r cent of the 72 cases
e x a m i n e d  i n v o l v e d  o v e r - p r i c i n g  of i n t e r m e d i a t e  drug chem ica ls  
of up to 199 per cent, a n o th e r  50 per cent of the cases 
i n v o l v e d  o v e r - p r i c i n g  of the order of 200 to 999 per cent, and 
in 6 per cent of the cases o v e r - p r i c i n g  was h i g h e r  than 1000 
pe r cent.

2 3(i i i )B u s i n e s s  A s i a  (1977) r e p o r t e d  that in the P h i l i p p i n e s ,  
claims have b e e n  made that m u l t i n a t i o n a l  drug c o r p o r a t i o n s  
w ere  m a k i n g  upto 1000 per cent pr o fi t by o v e r - p r i c i n g  
impo rts  fr om  r e l a t e d  sources.

. , 2 4(iv) S u b m i s s i o n s  to the U n i t e d  States Se n a te  h e a r i n g s ,
also i n d i c a t e d  i n s t a n ce s of o v e r - p r i c i n g  of im po rts  by 
m u l t i n a t i o n a l  e n t e r p r i s e s  in the drug i n d u s t r i e s  in India, 
P a k i s t a n  and Brazil.

2 5(v) U N C T A D  (1978) r e p o r t e d  that a c c o r d i n g  to an o f fi c i a l  
e st i ma t e  in Chile, av er ag e o v e r - p r i c i n g  of i m po r t s by P f i z e r  
(a p h a r m a c e u t i c a l  m u l t i n a t i o n a l  h e a d q u a r t e r e d  in the U.S . A .) ,  
in 1971, was 214.5 per cent. T abl e 10.3 shows the ex te n t of

Ta ble  10.3
E x t e n t  of O v e r - p r i c i n g  by P f i z e r  L a b o r a t o r y  of Ch il e  
on I m p o r t e d  S e l e c t e d  Drugs in 1971.

P ro duc t E x t e n t  of 0 ve r-p r i cing

T i o t i xen e 50 5.40 per cent
Terr ami cine 322.22 per cent
S i gmami cine (capsules) 2 82.22 per cen t
S i gmami cine (IM) 3 83, 33 per cent
Te rrami c i n e , unpro cesse d 45 . 45 per cent

Source: U N C T A D  (1978), op.ci t . , p .22

B u s i n e s s  A s i a  (Hong Kong),Vol. 
U n i t e d  States Co n g r e s s ,  Senate 
P r o b l e m s  in the Dr ug  I n dus try ,

IX,. No,4, 28 January 1977, p.27. 
S u b - C o m m i t t e e ,  C o m p e t i t i v e  
U.S. G o v e r n m e n t  P r i n t i n g

Of fic e,  W a s h i n g t o n  D.C., p p . 73330-31. 
UN CTA D,  D o m i n a n t  P o s i t i o n s  of M a r k e t  P o w e r o f T r a n s n a t i o -
nal C o r p o r a t i o n s : Use of the T r a n s f e r  P r i c i n g M e c h a n i  s m ,
UN Fub 1 1 c a t i on No. T D / B / C  . 2 /16 7 , N e w  Y ork , 1978 , p. "227
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o v e r - p r i c i n g  by P f i z e r  in imports of five p r o d u c t s  fr om  
r e l a te d  so urces. The e x t e n t  of o v e r - p r i c i n g  was e s t i m a t e d  
in r e l a t i o n  to prices  of these p r o d u c t s  q u o t e d  on the 
i n t e r n a t i o n a l  ma rket.

2 6(vi) V e r n o n  (1971), in his sem i na l  w o r k  on m u l t i n a t i o n a l  
e n t e r p r i s e s ,  p o i n t e d  out that the t r an s f e r  p r i c i n g  pr a ct i c e  
in the a u t o m o b i l e  i n d u s t r y  was foun d to be a m e c h a n i s m  for 
u n d e r s t a t i n g  p r o f i t s  of fo re i g n a s s e m b l y  p la nts  of U.S. 
e n t e r p r i s e s .  V e r n o n  m e n t i o n e d  that plants in the U n i t e d  
States that p r o d u c e  c o mp o n e n t s  for a s s e m b l y  o v e r s e a s  tended  
to charge the a s s e m b l i n g  s u b s i d i a r y  the full w h o l e s a l e  price 
for " c o m p l e t e l y  k n o c k e d  d o w n ” kits of c o m p o n e n t s .  A nd  wh en  
any item was d e l e t e d  fr o m a c om p l et e  kit b e f o r e  ship me nt,  
such as a b u m p e r  or a h e a d l i g h t ,  the pr ic e of the ki t was 
g en e r a l l y  r ed u c e d  only by the m a r g i n a l  cost of the d e le t ed  
item.

The ab ove r e v i e w  of the l i te r a t u r e  on i n v e s t i g a t i o n s  
into t r a n s f e r  price m a n i p u l a t i o n s  in less d e v e l o p e d  coun tr ies  
seeks to sh ow  e m p i r i c a l l y  that m u l t i n a t i o n a l s  m a n i p u l a t e  
t ra n s f e r  p ri c e s ,  but in d i f f e r e n t  m a g n i t u d e s  in d i f f e r e n t  
i nd u s t r i e s  and d i f f e r e n t  countries. The fin d in g s  of the 
studi es d i s c u s s e d  above, se e m to lend s up p o r t  to the tr a ns f e r  
pr i c e  m a n i p u l a t i o n  h y p o t h e s i s .  W i t h o u t  such s u p p o r t i n g  
ev id e n c e  a r g u m e n t s  about the p o t e n t i a l  abuse of t r a n s f e r  
p r i c i n g  by m u l t i n a t i o n a l  e n t e r p r i s e s  in less d e v e l o p e d  c o u n 
tries could s imp ly be d i s m i s s e d  as u n f o u n d e d  or p r o p a g a n d i s t .

10.5 I N T R A - G R O U P  T R A N S A C T I O N S  AND SCOPE
FO R T R A N S F E R  P R I C E  M A N I P U L A T I O N S

If a m u l t i n a t i o n a l  e n t e r p r i s e  co nd uc ts all its t r a n s a c 
tions w i t h  u n r e l a t e d  e n t e r p r i s e s ,  then there w i l l  be no 
tr an s f e r  p r i c i n g  and the q u e s t i o n  of t r a n s f e r  p ri ce  m a n i p u l a 
tion w i l l  not arise. In other  word s,  the p r e r e q u i s i t e  of a 
t ra n s f e r  p ric e m a n i p u l a t i o n  is the e x i s t e n c e  of an i n t r a - g r o u p

26. Ve rn on,  R., S o v e r e i g n t y  at Bay: The M u l t i n a t i o n a l  Sp r ea d  
of U.S. E n t e r p r i s e s , Ba s ic  Books, N e w  Y ork , 1971, p . 138,
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tr an s f e r  of goods or se r v i c e s  b e t w e e n  two a f f i l i a t e s  of a 
m u l t i n a t i o n a l  e n t e r p r i s e .  It follows, th e r e f o r e ,  that the 
v olu me  of i n t r a - g r o u p  t r a n s a c t i o n s  of a m u l t i n a t i o n a l  e n t e r 
prise does i n f l u e n c e  the scope for t r a n s f e r  pr ic e  m a n i p u l a t i o n .  
As the p ri ces  for i n t r a - g r o u p  tr an sfe rs of goods or se rv ice s 
are a d m i n i s t e r e d  by a m u l t i n a t i o n a l  itself, t he se may be 
a d j u s t e d  to suit the n ee ds of the o r g a n i s a t i o n ,  and these 
may be d i f f e r e n t  fr o m  open m a r k e t  prices. A d i s c u s s i o n  on the 
vo lu m e  of i n t r a - g r o u p  t r a n s a c t i o n s  in i n t e r n a t i o n a l  trade is 
thus im p o r t a n t  to an u n d e r s t a n d i n g  of the p o s s i b l e  scale of 
tr an s f e r  price m a n i p u l a t i o n s  by m u l t i n a t i o n a l  e n t e r p r i s e s .  In 
the con te x t of less d e v e l o p e d  co un tri es,  such a d i s c u s s i o n  
seems even more im po rta nt.

An at t em p t  is made b e l o w  to as se m b le  a v a i l a b l e  i n f o r m a 
tion on the e x te n t  of i n t r a - g r o u p  tr a n sf e r s of goods in m u l t i 
n a t i o n a l  e n t e r p r i s e s .  M o s t  of the e m p i r i c a l  d a ta  on i n t r a 
group t ra n s fe rs  a v a i l a b l e  in the e x i s t i n g  l i t e r a t u r e ,  are 
in r e l a t i o n  to U . S . - b a s e d  m u l t i n a t i o n a l s .  D a t a  for non-TJ.S. 
m u l t i n a t i o n a l s  are r e l a t i v e l y  scarce.

A c c o r d i n g  to one es t i ma t e , about one q u a r t e r  of all
i n t e r n a t i o n a l  trade may be i d e n t i f i e d  as i n t r a - g r o u p
t r a n s a c t i o n s  made by m u l t i n a t i o n a l  e n t e r p r i s e s .  In 1980,
i n t r a - g r o u p  e x p or t s  and im po rt s was e s t i m a t e d  at $500 b i l l i o n ;
about 36 per cent of this b e i n g  a c c o u n t e d  for by U . S . - b a s e d

2 7m u l t i n a t i o n a l  e nt e r p r i s e s .

2 8The U.S. D e p a r t m e n t  of C o m m e r c e  (1981) , s u r v e y i n g
U . S . - b a s e d  m u l t i n a t i o n a l  trade wi th  f or e i g n  a f f i l i a t e s  (a ffi 
liates in w h i c h  U.S. e n t e r p r i s e s  had 10 per cent or more 
o w n e r s h i p ) , found that U.S. p a re n t  co mp a ni e s  sold $32.4 
b i l l i o n  w o r t h  of e x po rt s  to their for e i gn  a f f i l i a t e s  in 1977,

27. " M u l t i n a t i o n a l s  and W o r l d  Trade'1, M u l t i n a t i o n a l  B u s i n e s s ,
(a p u b l i c a t i o n  of the E c o n o m i s t  I n t e l l i g e n c e  Unit,
L o n d o n ) ,  N o , 4, 1981, p . 16.

28. U.S. D e p a r t m e n t  of C o m m er c e,  "1 977 B e n c h m a r k  Su rve y of
US D i r e c t  I n v e s t m e n t  A b ro a d ",  Surv ey  of C u r r e n t  Bus in e ss ,  
A pri l 1981, p p . 29-37.
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e q u i v a l e n t  to 26.7 per cent of that y e a r ’s total expor ts  
fr om the U.S.A.. D u r i n g  the same year, im p or t s  w o r t h  32.6 
b i l l i o n  into the U.S.A. came fro m fo r e i g n  a f f i l i a t e s  to 
their U.S. parents.

2 9H o w e n s t i n e  (1981) fo und that d u ri n g  1977 the af f i li a t es  
of f o re i gn  m u l t i n a t i o n a l s  o p e r a t i n g  in the U.S.A. e x p o r t e d  
goods a m o u n t i n g  to $11.3  b i l l i o n  to their p a r e n t  firms, and 
these a f f i l i a t e s  i m p o r t e d  fr om  their p a r e n t  firms goods a m o u n 
ting to $2 8.7  bi ll io n .  D a t a  for 1978 and 1979 on the U.S. 
af fi l i a t e s  of f o r e i g n  m u l t i n a t i o n a l s  re ve a l  that i n t r a - g r o u p  
trade has an i m p o r t a n t  p o s i t i o n  in the total e xpo rts  and 
impo rts  of m u l t i n a t i o n a l  e n t e r p r i s e s  (table 10.4).

If it is a s s u m e d  that the p r o p o r t i o n  of U.S. exports  
r e p r e s e n t e d  by sales of U.S. p a r e nt s to their o v ers eas  
af f i l i a t e s ,  and p r o p o r t i o n  of U.S. impo rt s r e p r e s e n t e d  by 
p u r c h a s e s  by U.S. p ar e n ts  fro m their o v e r s e a s  a f f i l i a t e s ,  
r e m a i n e d  u n c h a n g e d  over the p e r i o d  from  1977 to 1979, then 
i n t r a - g r o u p  ex p or t s  f r o m  and impo rt s into the U . S . A. ,  1977 
t hr o ug h  1979, ma y be e s t i m a t e d  by c o m b i n i n g  U.S. m u l t i n a t i o 
nals' and U.S. af fi li at e s'  i n t r a - g r o u p  impor ts into and 
e x p o rt s  fr o m  the U n i t e d  States (table 10.5).

The i n f o r m a t i o n  c o n t a i n e d  in tables 10.4 and 10.5,
in di c a te  the p o t e n t i a l  sc ope for t r a n s f e r  pr ic e m a n i p u l a t i o n s
in m u l t i n a t i o n a l  e n t e r p r i s e s .  As the U n i t e d  State s a c c o u n t e d
for 12 per cent of total w o r l d  exports and 14 per cent of

30total w o r l d  impo rt s in 1977, the U.S. da ta give an i n c o m p l e t e  
p i c t u r e  of the e xt e n t  of i n t r a - g r o u p  trade by m u l t i n a t i o n a l  
e n t e r p r i s e s .  But even w i th  this i n c o m p l e t e  p i ct u r e ,  it is 
p o s s i b l e  to v i s u a l i s e  the ex te n t  of i n t r a - g r o u p  t r a n s a c t i o n s  
in m u l t i n a t i o n a l  e n t e r p r i s e s .

29. H o w e n s t i n e ,  N .G .,  " S e l e c t e d  D at a  on the O p e r a t i o n s  of 
US A f f i l i a t e s  of F o r e i g n  C o m p a n i e s ,  1978 and 1979",
S u r v ey  of C u r r e n t  B u s i n e s s , May 1981, p p . 35-54.

30. M u l t i n a t i o n a l  B u si ne s s (1981), o p. cit ., p . 21.
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Table 10.4
T rad e Flows of U.S. A f f i l i a t e s  of F o r e i g n  C o m p a n i e s  
($ b i l l i o n ;  p e r c e n t a g e  of total U.S. e x p o rt s  or 
imports in p a r e n t h e s e s )

E X P O R T S
Sales to 
f o r e i g n  paren t

Sales to
other f o r e i g n e r s Total

1977 11.3
(9.3)

12 . 7 
(10.5)

24.0
(19.8)

1978 16.1
(11.2)

15 . 1 
(10.5)

31 . 2 
(21.7)

1979 21.4
(11.8)

21.6
(11.9)

43.0
(23.7)

IM PO R TS
P u r c h a s e s  from  
F o r e i g n  p a r e n t

P u r c h a s e s  f r om  
other f o r e i g n e r s Total

1977 28.7
(19.4)

12 . 7 
(8.6)

41.4
(28.0)

1978 36.9
(21.5)

16 . 8 
(9.8)

53,7
(31.2)

1979 42 . 2 
(20.5)

17. 1 
(8.3)

59 . 4 
(28.8)

S o u r c e : H o w e n s t i n e  (1981) , op.cit.

T ab l e 10.5
E s t i m a t e d  I n t r a - G r o u p  E x p o r t s  fr om and Impor ts  into 
the U.S.A. as P e r c e n t a g e  of Total  E x p o r t s  and I mpo rt s

Yea r
I n t r a - G r o u p  E x p o r t s  I n t r a - G r o u p  Imports  
as p e r c e n t a g e  of as p e r c e n t a g e  of 
total U.S. E x p o r t s  t ota l U.S. Impor ts

19 77 36.1 41 .4

1978 37.9 43. 5

1979 38.5 42 .5

Source: C a l c u l a t e d  from: U.S. D e p a r t m e n t  of C om mer ce ,
Su rv e y of C u r r e n t  B u s i n e s s  (April 1981, and May 1981) ; 
and H o w e n s t i n e  (1981), op.cit.
N o t e  (Table 10,5) : F i g u r e s  in table 10.5 are m o s t  c o n s e r 
v a t i ve  e s t i m a t e s ,  and are u n d e r s t a t e d  to some extent.
The i n t r a - g r o u p  exp o r ts  and imp o r ts  as p e r c e n t a g e s  of 
total U.S. ex por ts  and imports r e s p e c t i v e l y ,  are u n d e r 
s t a t ed  to the e x t e n t  that e x po r ts  and impor ts
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of U.S. a f f i l i a t e s  of fo rei gn  m u l t i n a t i o n a l s ,  sold 
to and b o u g h t  from  r e l a t e d  sources o t h e r  than the 
p ar e nt s  (i.e. s i ste r af f il i a te s  ab road), are not c a p 
ture d in these es t i ma t e s.  Th e s e  u n c a p t u r e d  ex p or ts  
and i mp ort s in the above e s t i m a t e s  are i n c l u d e d  in 
sales to and p u r c h a s e s  from other fo r e i g n  com pa n ie s  
in table 10.4.

31A st udy by D u n n i n g  and P e a r c e  (1981) has p r o v i d e d  
e n t e r p r i s e  level data  on the p r o p o r t i o n  of i n t r a l g r o u p  
ex por ts  in the total e x po r t s of the p a r en t  c o m p a n i e s  in the 
la rg e st  i n d u s t r i a l  firms in the world . D u n n i n g  and Pe a r c e  
c o n s i d e r e d  866 of the largest i n d u s t r i a l  firms in the worl d,  
and for 523 firms they w e r e able to c ol lec t s p e c i f i c  ratios 
r el at in g, for ex am ple , ov er s e as  p r o d u c t i o n  to total group 
sales. For a s m a l l e r  s u b - s a m p l e  of 329 firms, they were able 
to c al c u la t e  the p e r c e n t a g e  of total p a r e n t  c om p a ny  expo rt s  
w h i c h  w e n t  to a f f i l i a t e d  c o m p a n ie s abroad. The o v e r al l  re su l t  
of this s u b - s a m p l e  of 329 firms (which a c c o u n t e d  for 49 per 
cent of the sales of all 866 firms) was that about one third 
of pa r e n t  c o m pa n y  ex p or t s  was sent to a f f i l i a t e s  over se as.
The resu lt s by co un tr y are shown in table 10.6.

F r o m  the data in table 10.6 it appears that m u l t i n a t i o 
nals f ro m d i f f e r e n t  co unt r i es  ha ve  d i f f e r e n t  p r o p o r t i o n s  of 
i n t r a - g r o u p  expor ts . T h e s e  count ry  d i f f e r e n c e s  may be due to 
s amp le  firms fr o m  d i f f e r e n t  cou nt r i es  b e l o n g i n g  to d i f f e r e n t  
in d u s t r i e s ,  or may be due to m u l t i n a t i o n a l s  of d i f f e r e n t  
co un t r ie s  b e h a v i n g  d i f f e r e n t l y  in their i n t r a - g r o u p  b u y i n g  
and s e l l i n g  a c t i v i t i e s ,  or may be both. H o w e v e r ,  data on the 
indus t r y - w i s e  d i s t r i b u t i o n  of in t e r n a l  e x p o r t  ratios of the 
sampl e firms in D u n n i n g  and P e ar c e  study, s how  that the high  
(except ae ro spa ce)  and m e d i u m  re s ea r c h i n t e n s i t y  i n d us t ri e s
en ga g e in m o r e  i n t r a - g r o u p  trade than less r e s e a r c h  i n t e n s i t y  

32i n d u s t r i e s ,

31. D u nn i n g ,  J.H., and R.D. P ea r ce ,  The W o r l d ' s  L a r g e s t  
I n d u s t r i a l  E n t e r p r i s e s , Go we r Publi s h i n g  Comp a n y , 
H a m p s h i r e  (E ng lan d),  1981.

32. Ibid, p . 132.
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Table 10.6
* c tI n t e r n a l  E x p o r t  Ra tio  for the W o r l d ’s 

L a r g e s t  I n d u s t r i a l  Firms by Co untry, 1977

Coun try Ratio ( % )

U.S.A. 45 . 5
C an ad a 39 . 3
Swe den 36 . 1
G e r m a n y  (West) 34.6
Fr an c e . . 32 . 2
U.K. 29 . 6
J ap an 17.0

a. I n t e r n a l  exp o rt s  ratio = pa r e n t  c o m pa n y  
exp or t s to a f f il ia t es  as % of total 
p a r e n t  comp an y exp orts.

Source: D u n n i n g  and P e a r c e  (1981), o p. c i t. ,  p .132.

The e v i d e n c e  of i n t r a - g r o u p  trade, sh own above, does 
not s p e c i f i c a l l y  i nd i c at e the e x t en t  of i n t r a - g r o u p  exports 
from and i mpo rt s into less d e v e l o p e d  co un tr ies . Such i n f o r 
m a t i o n  co uld be of great i m p o r t a n c e  for the p r e s e n t  study.
But e m p i r i c a l  e v i d e n c e  in this re sp ect  is v i r t u a l l y  absent  
in the a v a i l a b l e  lit er at ur e . H o w e v e r ,  in the p r e s e n t  study, 
it is o b s e r v e d  that the p r o p o r t i o n  of i n t r a - g r o u p  imports 
in total impor ts of the s u b s i d i a r i e s  of m u l t i n a t i o n a l  
e n t e r p r i s e s  in B a n g l a d e s h  is very high.

Be si d es  i n t e r n a t i o n a l  trade in goods, i n t e r n a t i o n a l
trade in t e c h n o l o g y  p r o v i d e s  m u l t i n a t i o n a l  e n t e r p r i s e s  wi th
ample scope for t r a n s f e r  pr i ce  m a n i p u l a t i o n s .  I n t e r n a t i o n a l
trade in t e c h n o l o g y  has grown so fast in re ce n t  years that
it has e x c e e d e d  by a wi de  m a r g i n  the rate of gr o wt h  of the
stock fo r e i g n  i n v e s t m e n t  in the world. In 1965 p a y m e n t s  for
i n t e r n a t i o n a l  trade in t e c h n o l o g y  was a r o u nd  $2 , 70 0  m i l l i o n
and it re a c h e d  over $1 1 , 0 0 0  m i l l i o n  in 1975, a gr o w th  of
307 per cent over a decade. The m a j o r i t y  of the p a y m e n t s  for

3 3trade in t e c h n o l o g y  i n v o l v e d  i n t r a - g r o u p  tran sfe rs .

33. U n i t e d  N a t i o n s ,  T r a n s n a t i o n a l  C o r p o r a t i o n s  in Wo r ld  D e v e - 
lop ment: A R e - E x a m i n a t i o n ,  U n i t e d  N a t i o n s  E c o n o m i c  and 
Socia l Cou n ci l,  No. E / C . 10/38, N e w  York, 1978, p . 70.
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The U n i t e d  States, the p r i n c i p a l  e x p o r t e r  of t e c h n o l o g y  in
the world , a cc o u nt s  for a s u b s t a n t i a l  p o r t i o n  of the total

34i n t r a - g r o u p  t r a n s a c t i o n s  m  tec hn olo gy . C h u d n o v s k y  (1981) 
found that the U.S.A. o b t a i n e d  $5.6 b i l l i o n  in 1978 in r ec eip t 
of r o y al t ie s ,  l ic enc e fees and m a n a g e m e n t  fees: $4.6 b il l io n,
or 82 per cent of the ne t flows w e r e  a c c o u n t e d  for by i n t r a 
group t r a n s a c t i o n s .  C h u d n o v s k y  found that, in 1978, of the 
total U.S. r e c e i p t s  for t e c h n o l o g y  expo rts  to L a ti n  A m e r i c a n  
co unt ri es and to other less d e v e l o p e d  c o u n t r i e s ,  81 per cent 
and 88 per cent r e s p e c t i v e l y  was a c c o u n t e d  for by i n t r a - g r o u p  
trans acti o n s .^

The above d i s c u s s i o n  seeks to e x p l a i n  that i n t r a - g r o u p  
tr ans f er s  fo rm  the bulk of i n t e r n a t i o n a l  t r a n s a c t i o n s  of 
m u l t i n a t i o n a l  e n t e r p r i s e s .  It su gg est s that the e x t e n t  of 
i n t r a - g r o u p  t r a ns f er s  of goods and s e rvi ces  p r o v i d e s  c o n s i d e 
rable scope for m a n i p u l a t i o n s  of t r a n s f e r  pr i c es  - thus an 
i n c r e a s e  in i n t r a - g r o u p  t r a n s a c t i o n s  of m u l t i n a t i o n a l  e n t e r 
prise s may p r o v i d e  i n c r e a s e d  scope for t r a n s f e r  pr ic e m a n i p u 
lations. This p o s s i b i l i t y  may be even more in case of the 
m u l t i n a t i o n a l  e n t e r p r i s e s  o p e r a t i n g  in less d e v e l o p e d  c o u n t r 
ies, due to the lack of an e f f e c t i v e  m e c h a n i s m  for c o n t r o l l i n g

3 6t r a n s f e r  pr i c e  m a n i p u l a t i o n s  in these h o st  coun tr ie s.

10.6 T R A N S F E R  PRICE M A N I P U L A T I O N  : CASE STUDY OF B A N G L A D E S H

In a p e r i p h e r a l  e c o n o m y  like B a n g l a d e s h ,  t r a ns f e r price 
m a n i p u l a t i o n  may a d v e r s e l y  a ffe ct the b a l a n c e  of p a ym e n ts  
p os i t i o n ,  t he r e b y  r e t a r d i n g  e c o n o m i c  d e v e l o p m e n t  and giving  
rise to e c o n o m i c  pr ob le m s . T h e re f o re ,  the e v i d e n c e  on t r a n s 
fer p r i c i n g  p r a c t i c e  in B a n g l a d e s h  is e s p e c i a l l y  i m p o r t a n t  for 
the p o l i c y  ma ke r s of that country. But no e m p i r i c a l  e vi d e n c e  
exist s on the t r a n s f e r  p r i c i n g  p r a c t i c e s  of m u l t i n a t i o n a l s  
in B a n g l a d e s h ;  this may be due to the p r o b l e m s  of

34. C h u d n o v s k y ,  D., " P r i c i n g  of I n t r a - F i r m  T e c h n o 1og ic a  1 T r a n 
s a c t i o n" , in R. M u r r a y  (ed.) , M u l t i n a t i o n a l s  Be y o n d  the 
Market: I n t r a - F i r m  T ra d e  and the C o n t r o l  of T r a n s f e r  P r i - 
cing, H a r v e s t e r  Press,  B r i g h t o n  (sussex) ,1981 , p p .119” 132.

35. Ibid, p . 121.
36. For a n o t e  on the lack of t r a n s f e r  pr i c e  co n tr o l  m e c h a n i s m  

in less d e v e l o p e d  c o u n t r i e s ,s e e : T . L . B r e w e r  (1982) , o p .c i t .
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i n v e s t i g a t i n g  t r a n s f e r  p r i c i n g  p r a c t i c e s  m e n t i o n e d  at the 
ou ts e t  of the p r e s e n t  chapter. In spite of these many  
p r o b l e m s ,  an attem pt  is made  b e l o w  to p r e s e n t  some e v i d e n c e  
on the i n t r a - g r o u p  t ra n s fe rs  and tr an s f e r  p r i c i n g  p r a c t i c e s  
of the m u l t i n a t i o n a l  m a n u f a c t u r i n g  e n t e r p r i s e s  in B a ng l ad e s h.  
A l t h o u g h  s u b s t a n t i a l  amounts of data could n ot  be ob ta i n e d,  
the lim i te d  am ou n t  wh i c h was c o l l ec t e d in B a n g l a d e s h  pro v id e s  
a useful b asi s for u n d e r s t a n d i n g  the t r a n s f e r  p r i c i n g  p r a c t i 
ces of the m u l t i n a t i o n a l s .  M os t  i m p o r t a n t l y ,  the findi ng s  
fr om B a n g l a d e s h  s e e m  to lend sup p or t  to the h y p o t h e s i s  that 
m u l t i n a t i o n a l  e n t e r p r i s e s  in a less d e v e l o p e d  c o un t r y  tend to 
m a n i p u l a t e  t r a n s f e r  p ric es for the p u r p o s e  of u n d e r s t a t i n g  
r e p o r t e d  pro fits.

To c o l le c t  data for the p r e s e n t  study, field w o r k  was 
u n d e r t a k e n  in B a n g l a d e s h  d u r i ng  the last part of 1980
and ealy 1981. The F i n a n c e  D i r e c t o r s  (or F i n a n c e  Ma n a ge r s ) of

37 . .all 20 m u l t i n a t i o n a l s  in B a n g l a d e s h ,  and s e n i o r o ff i c ia l s
in d i f f e r e n t  g o v e r n m e n t  d e p a r t m e n t s ,  w e r e  p e r s o n a l l y  i n t e r 
viewed. A l t h o u g h  the top fi na nce  e x e c u t i v e s  in m u l t i n a t i o n a l  
e n t e r p r i s e s  w e r e  not w i l l i n g  to pr o v i d e  any q u a n t i t a t i v e  
i n f o r m a t i o n  about their t r a n s f e r  p r i c i n g  p r a c t i c e s ,  their 
views in this c o n n e c t i o n  gave some i m p o r t a n t  i n d i c a t i o n s
as to the p o s s i b i l i t y  of o v e r - p r i c i n g  of i n t r a - g r o u p  imports 

3 8of their firms. It is w o r t h  n o t i n g  that no m u l t i n a t i o n a l  in 
B a n g l a d e s h  exp o r ts  goods or ser vi ces ; th e r ef o r e,  the q u e st i o n  
of t r a n s f e r  p r i c i n g  for their  ex po rt s did not arise.

The first step in data  c o l l e c t i o n  on t r a n s f e r  p r i c i n g  
p r a c t i c e s  in B a n g l a d e s h ,  was to a s c e r t a i n  the e x t en t  of i n t r a 
group impor ts into each of the 20 m u l t i n a t i o n a l s  under 
c o n s i d e r a t i o n .  This r e q u i r e d  c o n s i d e r a b l e  r ig o ro u s  wo r k in 
d i f f e r e n t  g o v e r n m e n t  de pa rt m en t s .

E v e r y  i m p o r t e r  in B a n g l a d e s h  ne ed s to obt ai n  an import 
licence f ro m  the O f f ic e  of the Ch ie f C o n t r o l l e r  of Imports 
and Ex p or t s . I n f o r m a t i o n  on annual i mp ort s of each of the

37. Th er e are 20 m a n u f a c t u r i n g  m u l t i n a t i o n a l s  in B an g l a d e s h .
38. T h e s e  vi ew s are s u m m a r i s e d  at the end of this section.
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firms was c o l l e c t e d  f r o m  this source. Ne xt , an a t te mp t  was 
made to c o ll e c t i n f o r m a t i o n  on i n t r a - g r o u p  i mp ort s from  
d oc u m en t s  of the Custom s A u t h o r i t y .  A l m o s t  all the imports  
of i n d u s t r i a l  raw m a t e r i a l s  in B a n g l a d e s h  are made th ro ugh  
C h i t t a g o n g  Port. The Cust oms  Of fi c e  in C h i t t a g o n g  p r e s e r v e s  
in vo i c es  of all the impor ts  th r ou g h  that port. A c c e s s  was 
o b t a i n e d  to these d o c u me n t s,  w h i c h  f a c i l i t a t e d  an es ti m a t e  
of i n t r a - g r o u p  impor ts  of each of the firms u nde r c o n s i d e r a 
tion. B e c a u s e  of time and r e s o u r c e  c o n s t r a i n t s ,  only a 
li mi t e d n u m b e r  of in vo ic es of each firm could be e xa min ed.
For each firm, the inv o i ce s  for imports d u r i n g  the six mo nt h s  
p e r i od  f r om  J u ly  1979 to D e c e m b e r  1979, w e r e  se le c te d ,  and 
the vo l u me  of i mp ort s from the p a re n t  co m p a n y  and f ro m kn ow n  
r e l a t e d  s our ce s w e r e  e x tr a c t e d .  K n o w n  r e l a t e d  s our ce s denote  
those s o ur c e s of impo rts  o the r than the p a r e n t  c o mp a ny  that 
could be i d e n t i f i e d  as m e m be rs  of the m u l t i n a t i o n a l  group 
in qu es ti on.  In this p r oc e s s some r e l a t e d  so ur c e s of imports 
m ay h ave  e s c a p e d  c o n s i d e r a t i o n  b e c a u s e  of p r o b l e m s  of i d e n t i 
fication. C o n s e q u e n t l y  some v o l u me  of i n t r a - g r o u p  imports may 
not h av e  b e e n  i n c l u d e d  in the e s t i m a te s  of i n t r a - g r o u p  imports 
of the m u l t i n a t i o n a l  e n t e r p r i s e s  in B an g l a d e s h .  T h e r e f o r e ,  
the f i ndi ng s of the p r e s e n t  study as to the e x te n t  of i n t r a 
group im po rt s of each of the m u l t i n a t i o n a l s  m a y have been  
u n d e r s t a t e d  to some extent. H o w e v e r ,  the D i r e c t o r  Ge n e r a l  of 
D ru g  A d m i n i s t r a t i o n  who keeps i n f o r m a t i o n  on all impo rt s of 
the p h a r m a c e u t i c a l  firms in B a n g l a d e s h  p r o v i d e d  v a l u a b l e  
i n f o r m a t i o n ;  this i n f o r m a t i o n  we re  h e l p f u l  in a d j u s t i n g  o r i g i 
nal e s t i m a t e s  of i n t r a - g r o u p  imports of the p h a r m a c e u t i c a l  
m u l t i n a t i o n a l s  in B a n g l a d e s h .  F in a l  e s t i m a t e s  of i n t r a - g r o u p  
impor ts are gi ven in table 10.7.

The m u l t i n a t i o n a l  firms o p e r a t i n g  in d i f f e r e n t  i n d us t r ie s  
in B a n g l a d e s h  are h i g h l y  i m po rt - b a s e d .  The p r o p o r t i o n  of total 
imports to total inputs in a year, on ave r a ge ,  in 8 m u l t i n a 
tionals in the p h a r m a c e u t i c a l  in d u s t r y  is about 78 per cent, 
in 3 m u l t i n a t i o n a l s  in the c h e m ic a ls  i n d u s t r y  is about 74 per 
cent, in 7 m u l t i n a t i o n a l s  in the e l e c t r i c  and e n g i n e e r i n g  
i n d u s t r y  is about 70 per cent, and in two m u l t i n a t i o n a l s  in 
the shoes and t o b ac co  i n d u s t r i e s  is ab out 50 per cent.
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Table 10.7
I n t r a - G r o u p  I m po r t s by M u l t i n a t i o n a l  E n t e r p r i s e s  
in B a n g l a d e s h  ( 1979 - 1980 )
I n d u s t r i e s  I n t r a - G r o u p  Impo rts  I n t r a - G r o u p  Imports
and as P e r c e n t a g e  of as P e r c e n t a g e  of
Firms To tal  P u r c h a s e s  To t al  Impo rts

P h a r m a c e u t i c a l s

F i rm : 1 52 69
F i r m  : 2 46 70
F i r m  : 3 56 74
F i r m  : 4 54 72
F i r m  : 5 58 75
F i rm : 6 65 82
F i rm : 7 50 67
F i rm : 8 57 75
A V E R A G E 55 7 3

Ch emi c als

F i rm : 9 59 75
F i rm : 10 44 63
F i rm : 11 45 60
A V E R A G E 49 6 6

E l e c t r i c  and 
E n g i n e e r  ing

F i r m  : 12 62 78
F i rm : 13 53 69
F i r m  : 14 39 60
F i r m  : 15 70 70
F irm : 16 47 65
F i r m  : 17 33 55
F irm : 18 54 75
A V E R A G E 51 67

Ot he r s (Shoes 
and Tobac co )

F i r m  : 19 28 55
F i rm : 20 27 60

A ll F irm s A v e r a g e  50 68
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U s i n g  the e s t i m a t e s  of i n t r a - g r o u p  i mpo rts , and c o m b i 
n i n g  th e m  w i t h  data on total p u r c h a s e s  fi gu re s in annual 
ac cou nt s and total import figures o b t a i n e d  f r o m  the O f f ic e
of the Ch ief  C o n t r o l l e r  of I m po r t s and E x p o r t s ,  table 10.7

39was c o n st r u ct ed .  It is e v i d e n t  from table 10.7 that h i gh -  
impor t i n d u s t r i e s  h ad  a r e l a t i v e l y  h i gh  p r o p o r t i o n  of i n t r a 
group import s d u r i n g  the y e a r  1979-80, In the p h a r m a c e u t i c a l  
in dus tr y,  a v e r a g e  i n t r a - g r o u p  imports of the m u l t i n a t i o n a l s  
was 73 per cent of total imports and 55 per cent of total 
p u r c h a s e s  of inputs d u ri ng  a year. A v e r a g e  i n t r a - g r o u p  imports 
as a p e r c e n t a g e  of total impor ts  of the m u l t i n a t i o n a l s  was 
66% in the ch e m i c a l s  in du str y,  67% in the e l e c t r i c  and e n g i 
n e e r i n g  in du str y,  and 55% to 60% in the shoes and to ba cc o  
in dus t r ie s .  A v e r a g e  i n t r a - g r o u p  imports as a p e r c e n t a g e  of 
total p u r c h a s e s  of inputs of m u l t i n a t i o n a l s  was 49% in the 
chemi cal  i n d u s tr y ,  51% in the e l e c t r i c  and e n g i n e e r i n g  i n d u s 
try, and 27% to 28% in the shoes and to b ac co  ind us tri es .

For all the m u l t i n a t i o n a l  firms, a v e ra g e  i n t r a - g r o u p  
impor ts was e s t i m a t e d  to be 68 per cent of total imports.
This h i g h  p r o p o r t i o n  of i n t r a - g r o u p  impor ts seems to p r o vi d e  
a great scope for tr an s f e r  pr i c e m a n i p u l a t i o n .  The average  
p r o p o r t i o n  of i n t r a - g r o u p  i mp ort s in total p u r c h a s e s  of all 
the m u l t i n a t i o n a l s  was 50 per cent. This gives f u r t h e r  i n d i 
catio n that m u l t i n a t i o n a l s  in B a n g l a d e s h  h a v e  scope for 
d i s t o r t i n g  r e p o r t e d  p r o f i t s  to a c o n s i d e r a b l e  e x te n t  by 
ma ni p u la t i on ,  of the t r a n s f e r  pr i ce s  of the r e l a t e d  imports.

The final step in the data c o l l e c t i o n  was to obt a in  
i n f o r m a t i o n  on the t r a n s f e r  p ric es  and a r m ’s l e ng t h price s 
of s e l e c t e d  i m p o r t e d  items in 1980. Due to the p r o b l e m s  
i n v o l v e d  in c o l l e c t i o n  of i n f o r m a t i o n  on arm's length price s 
f r o m  the i n t e r n a t i o n a l  m ar ket , a m e t h o d o l o g y  was de v i s e d  to 
find a s u r r o g a t e  of a r m ’s leng th  price for each of the i m p o r 
ted items c o n s id er e d.  Due to var i ou s  c o n s t r a i n t s ,  only ten 
items in the p h a r m a c e u t i c a l s  i n du s t ry  coul d be cons id ere d.

39. The na mes  of the firms are kept a n o n ym o u s for m a i n t a i n i n g  
the e thi cs of c o n f i d e n t i a l i t y  about the s t u d y - s a m p  1e s .
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Th ese ten items w er e  i m p o r t e d  by bo th  m u l t i n a t i o n a l s  and local 
firms f r om  d i f f e r e n t  s ou rce s in d i f f e r e n t  parts of the world. 
I n f o r m a t i o n  on i mpo rt  pr i ce s  and sources of imports by each 
of the i m p o r t e r s  was p r o v i d e d  by the D i r e c t o r a t e  of Drug  
A d m i n i s t r a t i o n  in Ba n g l a d e s h ,  P h a r m a c e u t i c a l  firms are r e q u i 
red to su bm i t  to the D i r e c t o r a t e  of D r u g  A d m i n i s t r a t i o n  
d e t a i l e d  i n f o r m a t i o n  about all imports. If such i n f o r m a t i o n  
is i nc o r r e c t ,  the im p o rt e r s ha ve  the chance of lo s in g their 
im por t licence. T h e r e f o r e ,  the sour ce of i n f o r m a t i o n  on import 
pric es of the ten items un d e r c o n s i d e r a t i o n  s e e m e d  reliable.

The i n f o r m a t i o n  o b t a i n e d  was a n a l y s e d  as follows: 
suppo se an i te m  was i m p o r t e d  by two m u l t i n a t i o n a l s  fro m  
r e l a t e d  ov e r se a s  sourc es (the re l a t e d  s our ce could be the 
pa re n t  c o mp a n y or an a f f i l i a t e  of the m u l t i n a t i o n a l  group), 
and three ot h e r firms, p e r h a p s  all locals or locals and 
m u l t i n a t i o n a l s ,  i m p o r t e d  the same item f ro m  u n r e l a t e d  o v e r 
seas sources. The av e r a g e  impo rt  price per unit of the it em  in 
three firms wh o  i m p o r t e d  fr om  u n r e l a t e d  s o ur c e s was c o n s i d e r e d  
as an a r m ’s le n gt h  p ri ce of the item. This p ric e was then 
c om p a re d  w i t h  the ave r ag e im po rt  pr ic e per  unit of the imports 
by the m u l t i n a t i o n a l s  f r o m  r e l at e d  sources. An e s t i m a t e  of 
the o v e r - p r i c i n g  of i n t r a - g r o u p  im po rts  (or m a n i p u l a t i o n  of 
t r a n s f e r  price s) was made as below:

(Average Import Price (Average Import Price
from Related Sources) from Unrelated Sources)
---------------------------------------------------  x 100

(Average Import Price from Unrelated Sources)

In table 10.8, im po rt  prices of the goods mean s CIF 
(Cost, I n s u r a n c e  and Freight) p ric es at the C h i t t a g o n g  port 
in B a n g l a d e s h .  T h e r e f o r e ,  price v a r i a t i o n s  f r o m  d i f f e r e n t  
source s m i g h t  be a c c o u n t e d  for to some e x t e n t  by v a r i a t i o n s  
in f re i g ht  and in sur an c e.  But deta ils  of im po rt  pr i ce s  and 
so urc es  of i m por ts given in A p p e n d i x  - 10 A, shows that in 
m any  cases p ri ces  of i n t r a - g r o u p  imports into B a n g l a d e s h  
f ro m  r e l a t i v e l y  n e a r e r  co u nt r i es  w e r e  c o n s i d e r a b l y  h i g h e r  
than the pri c es  of i mp ort s from u n r e l a t e d  so u rc e s  in more 
d i s t an t  coun tr ie s. It w o u l d  h o w e v e r  be p r u d e n t  to allow for
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Table 10.8
O v e r - p r i c i n g  of I n t r a - G r o u p  Impor ts in B a n g l a d e s h :  
P h a r m a c e u t i c a l  I n d u s t r y  (1980)

Imported Items 
of Pharmaceu
tical Inputs

Average Price 
per Kg. for 
Related Source 
Imports

Average Price 
per Kg. for 
Unrelated Source 
Imports

Over-pricing 
of Related 
Source 
Imports

(Taka) * (T aka) (In Per Cent)

1) Te tracy cline 1,067 AAA 1A0
2) 0 xy-

Te t r a c y c l i n e 1 ,280 600 113
3) Amp i c i 11 in 

T r i h y d r a t e 2 , A 7 9 1,393 78
A) Strep tomy cin 1 ,900 752 153
5) T r i m e t h o p r i m 9 ,000 1 ,2A3 62 A
6) D i e t h y l  Carba-  

maz in C i t r a t e 1 ,680 6A8 159
7) G e 1 atine 

Ca ps u l e s 80 37 116
8) Sorb i tol 19 9 111
9) L a c t o s e

A n h y d r o u s 51 19 168
1 0)L e v a m i s o l e A ,061 1,081 2 76

Note: D e t a i l s  of import prices  of the items in d i f f e r e n t  
firms are given in A p p e n d i x  - 10 A.

* T a k a  = Unit of B a n g l a d e s h  currency.

the p o s s i b i l i t y  of pr ice d i f f e r e n t i a l s  due to d i f f e r e n t
frei ght  and i n s u r a n c e  costs w h e n  i n t e r p r e t i n g  the results in
table 10.8. F r o m  that table it can be c a l c u l a t e d  that average
pr ic e s of all the ten items for inputs fr o m  r e l a t e d  so urces
was 19A per cent h i g h e r  than the price s of s i m i l a r  imports
from u n r e l a t e d  sources. This e v i d e n c e  of o v e r - p r i c i n g  su gg e s ts
t r a n s f e r  pr ice  m a n i p u l a t i o n  by m u l t i n a t i o n a l  e n t e r p r i s e s  in
B an g l a d e s h .  E v e n  if some a d j u s t m e n t  is m a d e  for p o s s i b l e
d i f f e r e n c e s  in fr e i g h t  and i n s u r a n c e  costs, the ex te n t  of
o v e r - p r i c i n g  w o u l d  still be more than 150 per cent. This

A0fi n d i n g  c o r r e s p o n d s  w i t h  the f i ndi ngs  of V a i t s o s  (197A) who 
found 155 per cent o v e r - p r i c i n g  of imports of p h a r m a c e u t i c a l

A0. Vaitsos (197A), op.cit.
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inputs by m u l t i n a t i o n a l  e n t e r p r i s e s  in C o lo mb i a.  F r o m  the 
e v i d e n c e  on o v e r - p r i c i n g  of only ten items in i n t r a - g r o u p  
imports of m u l t i n a t i o n a l s  in the p h a r m a c e u t i c a l  i n d u s t r y  in 
B a n g l a d e s h ,  it m ay  not be p r u d e n t  to make any g e n e r a l i s e d  
com me n t about t r a n s f e r  p ri c e  m a n i p u l a t i o n s  by m u l t i n a t i o n a l s  
in less d e v e l o p e d  countrie s. But it adds to the e m p i r i c a l  
e v i d e n c e  on t ra n s f e r  price m a n i p u l a t i o n s  a l r e a d y  a v a i l a b l e  
f r o m  ot he r co un tr ies .

F r o m  table 10.7, it can be seen that m u l t i n a t i o n a l s  in 
the p h a r m a c e u t i c a l  i n d u s t r y  in B a n g l a d e s h  im po rt about 55 
per cent of their total y e a r l y  p u r c h a s e s  f r o m  th eir re l a t e d  
o ve rs ea s sources. F r o m  the e v i d e n c e  in table 10.8, if it is 
a ss u m e d  that a v e r a g e  o v e r - p r i c i n g  of imports fr o m  r e l a t e d  
sour ces  in a m u l t i n a t i o n a l  f ir m in p h a r m a c e u t i c a l  i n d u s t r y  in 
B a n g l a d e s h  is b e t w e e n  100 and 150 per cent, then it can be 
a p p r e c i a t e d  h ow  m u c h  funds can be s h i f t e d  out of the country  
via t r a n s f e r  p r ic ing . This p ro c e ss  of s h i f t i n g  funds out of 
the co u nt r y  could c o n t r i b u t e  to the u n d e r s t a t e m e n t  of p r of i ts  
of the m u l t i n a t i o n a l s  in B a ng la d es h .

D u r i n g  the field w o r k  for the p r e s e n t  study, an at te mp t  
was m a d e  to g a t he r  p e r s o n a l  views of the top fin a n ce  e x e c u 
tives of m u l t i n a t i o n a l s  in B a n g l a d e s h ,  on the t r a n s f e r  p r i c 
ing issue. Wh e n asked q u e s t i o n s  about p o s s i b l e  m a n i p u l a t i o n s  
in the t r a n s f e r  p r i c i n g  of i mp ort s,  the p e r s o n a l  i n t e r v i e w s  
of the fi n a n c e  e x e c u t i v e s  r e f l e c t e d  m i x e d  re a ct i o n s.  T he s e  
re a c t i o n s  may be s u m m a r i s e d  as follows:

1) The view s of some of the f i n an ce  e x e c u t i v e s  w e r e
of this kind: "We b e l i e v e  the i n t r a - g r o u p  su p pl i e rs
of our impor ts  o v e r - p r i c e  p r o d u c t s  in c o m p a r i s o n  
w i t h  pr i ce s p r e v a i l i n g  in the i n t e r n a t i o n a l  mar k et ,  
but we do not ha v e  any sa y .i n  this matt er.  It is 
f o r b i d d e n  in our co mp an y to c h a l l e n g e  the t r a n s f e r  
pr ic e s  c ha r g e d  e i th e r  by the p a r e n t  co m p a n y  or by 
any other  r e l a t e d  s u p p l i e r  abroad. We h a v e  to carry
out orders fr o m the M a n a g i n g  D i r e c t o r ;  may be he is
u nd e r  p r e s s u r e  f r o m  the parent company. Wh en  d e c i d i n g  
ab out any p a r t i c u l a r  import, if the p a r e n t  compa ny  
or any of our f or e i g n  r el a t e d  sou r c es  can su pp ly it, 
we ha v e  to impo rt it from  that s o ur c e  i r r e s p e c t i v e  of 
the p r ic e  cha r ge d  for such import. We h a ve  to keep
qu iet  about t r a n s f e r  p ri ces , in o r d e r  to save our
j ob s . "
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2) Some of the i n t e r v i e w e e s  put f o r w a r d  their views in 
the f o l l o w i n g  way: "The p r o d u c t s  of our pl a n t  in 
B a n g l a d e s h ,  are the results of h ug e  r e s e a r c h  and 
d e v e l o p m e n t  e x p e n s e s  in our p a r e n t  company. T h e r e 
fore, we are u nd er  o b l i g a t i o n s  to bu y our inputs from 
the p a r en t  co m pa n y  a n d /o r  from ot he r r e l a t e d  fore ig n
s u p p 1i e r s .^ W e  b e l i e v e  our r e la t e d f o r e i g n  su ppl i e rs  
do not charge m ore  than the cost of p r o d u c t i o n .  If 
the t r a n s f e r  pr ic es ap p ea r to be h i g h e r  than open 
m a r k e t  p r i ce s ,  then that must be due to the fact that 
r e s e a r c h  and d e v e l o p m e n t  e x pe n s es  in our p a r e n t  c o m 
pany are very high. If our r e l a t e d  s u p p l i e r s  try 
to r e c o v e r  high r e s e a r c h  and d e v e l o p m e n t  e xp e n se s  
th rou gh  t r a n s f e r  p ri c i n g ,  there is n o t h i n g  illeg al  
abou t it, and it cannot be ca lle d m a n i p u l a t i o n . "

3) The F i n a n c e  M a n a g e r  of an a f f i l i a t e  of a U . S . - b a s e d  
m u l t i n a t i o n a l  p h a r m a c e u t i c a l  c o mp a ny  said, "We are 
aware of the fact that tr a n sf e r  p ri c e s  for our i n t e r 
nal imp o rt s  are h i g h e r  than the i n t e r n a t i o n a l  m a r k e t  
pric es;  bu t we have no o b j e c t i o n  to this. B e ca u se
we are h e re  to en abl e our p ar e n t  c om p a n y  to m a x i m i s e  
o v e r a l l  pr o f i t s  of the co mp any  - the t r a n s f e r  p r i c i n g  
m e c h a n i s m  is one of the ways of a t t a i n i n g  m a x i m u m  
g l o b al  prof its . So long as our p a r e n t  com p a ny  is happy, 
we are happy, b e c a u s e  it en su r e s our job s e c u r it y . "

4) A b o u t  h al f of the twenty i n t e r v i e w e e s  flatly denie d  
the a l l e g a t i o n  that i n t r a - g r o u p  im po r t s  are o v e r 
pr ice d.  These fi n an c e  e x e c u t i v e s  said, "We b e l i e v e  
that the su p p l i e r s  of our i n t r a - g r o u p  imports do not 
c har ge  us m or e than the prices p r e v a i l i n g  in the 
i n t e r n a t i o n a l  m ark et;  the q u e s t i o n  of t r a n s f e r  price 
m a n i p u l a t i o n  is i r r e l e v a n t . "

The above s t a t e m e n t s  by the fi na n c e e x e c u t i v e s  of m u l t i 
n a t i o n a l  e n t e r p r i s e s  in B a n g l a d e s h ,  a l t h o u g h  not g i vi n g  any 
e m p i r i c a l  e v i d e n c e  on the t r a n s f e r  p r i c i n g  issue, n e v e r t h e l e s s  
p r o v i d e  some p e r s o n a l  views of c o r p o r a t e  m a n a g e m e n t  as to the 
p o s s i b i l i t y  of t r a n s f e r  pr ic e m a n i p u l a t i o n s .  The views of the 
fina nce  e x e c u t i v e s  w ho r e f u t e d  the a l l e g a t i o n  of t r a n s f e r  
price m a n i p u l a t i o n  do not n e c e s s a r i l y  p r o v i d e  any e v id e n c e  
that t r a n s f e r  pr i c e  m a n i p u l a t i o n  does not take place, since 
one w o u l d  n ot  n o r m a l l y  e x p e c t  the m a n a g e m e n t  of m u l t i n a t i o n a l s  
to be f o r t h c o m i n g  on this issue. The p e r s o n a l  views of those 
finan ce e x e c u t i v e s  w ho i n d i c a t e d  that o v e r - p r i c i n g  of

41. Th e r e  ma y no t be c o n t r a c t u a l  o b l i g a t i o n s  in all cases. 
P e r h a p s ,  in many cases, o b l i g a t i o n s  ar ise  f r o m  the n e ed  
to s a t i s f y  the p a r e n t  co mp an y in o r de r  to en s u re  job 
s e c u r i t y  of the s u b s i d i a r y  m a n a g e m e n t .
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i n t r a - g r o u p  im po rt s ha p p e n s  in p r a c t i c e  a p p e ar  to be c o m p a 
tible w it h  the e m p i r i c a l  e vi d e n c e  on t r a n s f e r  price m a n i p u l a 
tions in p h a r m a c e u t i c a l  m u l t i n a t i o n a l s .  T h e i n d i c a t i o n  about 
p o s s i b l e  t r a n s f e r  p ri ce m a n i p u l a t i o n ,  given by the st at e m e n t s  
of the f i na n c e e x e c u t i v e s  of about  half  of the total m u l t i 
n a t i o n a l s  in B a n g l a d e s h ,  c o m b i n e d  w i t h the a v a i l a b l e  em p i r i c a l  
e v i d e n c e  seems to lend su ppo rt  to the t r a n s f e r  pr ice 
m a n i p u l a t i o n  h y p o t h e s i s .

10.7 C O N C L U S I O N

In the p r e s e n t  ch apter, some e m p i r i c a l  e v i d e n c e  f rom  
av ai l ab l e  st ud i e s on t ra n s f e r  pr ic e m a n i p u l a t i o n s  h a ve  be en  
assem ble d.  The f in di ng s of the B a n g l a d e s h  case study have  
p r o v i d e d  some a d d i t i o n a l  i n f o r m a t i o n  on the t r a n s f e r  p r i c i n g  
p r a c t i c e s  of m u l t i n a t i o n a l  e n t e r p r i s e s  o p e r a t i n g  in less 
d e v e l o p e d  c o unt rie s.  E m p i r i c a l  e x a m i n a t i o n  of the t r a n s f e r  
p ric e m a n i p u l a t i o n  h y p o t h e s i s ,  in the p r e s e n t  chapt er,  seems 
to lend s u p p o r t  to the h y p o t h e s i s  that m u l t i n a t i o n a l  e n t e r 
prises in less d e v e l o p e d  co unt r i es  tend to shif t p ro f i ts  
ou t s i d e  the host co u n tr i e s by t r a n s f e r  pr ic e  m a n i p u l a t i o n s ,  
and this c o n t r i b u t e s  to the u n d e r s t a t e m e n t  of t hei r pr of it s  
in these cou nt rie s.

A l t h o u g h  it has be e n said above that m u l t i n a t i o n a l  
e n t e r p r i s e s  in less d e v e l o p e d  cou n t ri e s  s e e m  to p r a c t i s e  
t r a n s f e r  pr ic e  m a n i p u l a t i o n ,  fu r th e r  e m p i r i c a l  studies  
c o v e r i n g  m an y  less d e v e l o p e d  co unt r i es  and i n v o l v i n g  s u b s 
tan ti a l n u m b e r s  of sa mp l e s n e e d  to be u n d e r t a k e n ,  in or der  
to come to any g e n e r a l i s e d  c o n c l u s i o n  about this issue. 
H o w e v e r ,  b a s e d  on the e m p i r i c a l  e v i d e n c e  d i s c u s s e d  in this 
chapter, it does not s e em ^ t o su gg est  that m u l t i n a t i o n a l  
e n t e r p r i s e s  in less d e v e l o p e d  co unt r i es  h a v e  the abi l it y  to 
di st o rt  r e p o r t e d  p r o f i t  p e r f o r m a n c e s  by use of the tr an s f er  
p r i c i n g  m e c h a n i s m .  P e r h a p s  it is only in r e c e n t  years that the 
use of t r a n s f e r  p ric e m a n i p u l a t i o n s  has b e c o m e  i n c r e a s i n g l y  
evident. This may be wh y the U.N. Ge ne ra l A s s e m b l y  in 1978 
de c i d e d  to con vene, un de r  the a u spi ces  of UN C TA D ,
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a U n i t e d  N a t i o n s  C o n f e r e n c e  on R e s t r i c t i v e  B u s i n e s s  Pr a c t i c e s
to n e g o t i a t e  a set of p r i n c i p l e s  and rules for the cont ro l of
r e s t r i c t i v e  b u s i n e s s  p r a c t i c e s  h a v i n g  a d ve r s e ef fe c t s on
i n t e r n a t i o n a l  trade, p a r t i c u l a r l y  that of less d e v e l o p e d
co unt ri es , and the e c o n o m i c  d e v e l o p m e n t  of these countri es .
The C o n f e r e n c e  met in N o v e m b e r / D e c e m b e r  1979 and in s u b s e q u e n t
m e e t i n g s  in f o l l o w i n g  years , at te mp ts ha ve b e e n  made to
r e c o m m e n d  p r i n c i p l e s ,  p a r t i c u l a r l y  to con t ro l  " p r i c i n g
p o l i c i e s  in t r a n s a c t i o n s  b e t w e e n  a f f i l i a t e d  e n t e r p r i s e s  wh ic h
o v e r - c h a r g e  or u n d e r - c h a r g e  for p ro du c ts  or s e r v i c e s  p u r c h a s e d
or s u p p l i e d  as c o m p a r e d  wi th  price s for s i m i l a r  or co mp a r ab l e  

,,42trans a c t i o n s .

42. G r e e n h i 11, C.R., and E.O. H e r b o l z h e i m e r , " I n t e r n a t i o n a l  
T r a n s f e r  Pr i c i n g :  The R e s t r i c t i v e  B u s i n e s s  P r a c t i c e s  
A p p r o a c h " ,  J o u r n a l  of Wo r l d  Tr ad e  L a w , V o l . 14, N o . 3, 
M a y / J u n e  1980, p p . 232-241.
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C H A P T E R  E L E V E N
Accounting Standards and Multinational Enterprises 
in Less Developed Countries

11.1 I N T R O D U C T I O N

The p r e c e d i n g  ch apters m ak e  it clear that m u l t i n a t i o n a l  
e n t e r p r i s e s  are s i g n i f i c a n t  e c o n o m i c  e n t i t i e s  in less 
d e v e l o p e d  co un tri es.  An i m p o r t a n t  r e q u i r e m e n t  of a less 
d e v e l o p e d  cou n tr y in its de al i n gs  w i t h  m u l t i n a t i o n a l  e n t e r 
pris es is a k n o w l e d g e  of their ove r al l c h a r a c t e r i s t i c s  and 
p e r f o r m a n c e .  This k n o w l e d g e  is a p r e r e q u i s i t e  for e v a l u a t i n g  
a l t e r n a t i v e  i n v e s t m e n t  p r o p o s a l s ,  and is e s s e n t i a l  for m o n i t o 
ring the ove r al l o p e r a t i o n s  of m u l t i n a t i o n a l s  once they are 
e s t a b l i s h e d  in the host country. A t h o r o u g h  ana l y si s  of the 
o p e r a t i o n s  of m u l t i n a t i o n a l  e n t e r p r i s e s  and th ei r e c o n o m i c  
impa ct in the h o s t  c ou n tr y is, ho w e v e r ,  h a m p e r e d  by the lack 
of us u a b l e  i n f o r m a t i o n  on m an y aspec ts  of th e i r  ac ti v i ti e s .  
A l t h o u g h  p u b l i s h e d  a c c o u n t i n g  repor ts  p r o v i d e  an i mp o r t a n t  
source of i n f o r m a t i o n  about m u l t i n a t i o n a l  e n t e r p r i s e s ,  
i n a d e q u a t e  d i s c l o s u r e  of i n f o r m a t i o n  r e s t r i c t s  the e f f i c a c y  
of p e r f o r m a n c e  e v a l u a t io n .  This p r o b l e m  is d e e p e n e d  by the 
lack of a c c o u n t i n g  s t an d a rd s and d i s c l o s u r e  r e q u i r e m e n t s  in 
m a n y  less d e v e l o p e d  co un tri es.

F r o m  the above p e r s p e c t i v e ,  the p r e s e n t  ch a p t e r  atte mp ts  
to ad dre ss  a c c o u n t i n g  s t a n d a r d  s e t t i n g  issues in less d e v e l o p 
ed co unt ri e s.  The t e r m  " a c c o u n t i n g  s t a n d a rd "  m ay  be used in 
a v a r i e t y  of w ay s but h ere  it is used b r o a d l y  to m e a n  a set 
of p o l i c i e s  on a c c o u n t i n g  t r e a t m e n t  and i n f o r m a t i o n  di s c l o s u r e  
to be f o l l o w e d  by m u l t i n a t i o n a l s  in their p u b l i s h e d  a c c o u n t i n g  
r epo rt s in h o s t  co u nt r i es .  The a s s u m p t i o n  is that o p e r a t i o n a 
l i s a t i o n  of a c c o u n t i n g  s t a n da r d s for m u l t i n a t i o n a l  e n t e r p r i 
ses w o u l d  h el p  m e a n i n g f u l  i n t e r p r e t a t i o n  of t hei r p u b l i s h e d  
a c c o u n t i n g  r epo rt s and w o u l d  also make f i n a n c i a l  st a t e m e n t s  of 
d i f f e r e n t  m u l t i n a t i o n a l s  r e a s o n a b l y  c o m p a r a b l e  one w i t h  
another. It is f u r t h e r  a s s u m e d  that c o m p l i a n c e  w i t h  such
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a c c o u n t i n g  s ta n d a r d s  w o u l d  u l t i m a t e l y  help p o l i c y  ma ke r s in 
a less d e v e l o p e d  cou n tr y  in their a tt e mp t s  to take d i f f e r e n t  
p o l i c y  d e c i s i o n s  c o n c e r n i n g  m u l t i n a t i o n a l  e n t e r p r i s e s .

D u r i n g  the 1970s, mu c h effort  was d e v o t e d  to set t i ng  
a c c o u n t i n g  s t a n d a r d s  for m u l t i n a t i o n a l  e n t e r p r i s e s  on an 
i n t e r n a t i o n a l  level. Va r i o u s  o r g a n i s a t i o n s  ha v e p u b l i s h e d  
or are p r e p a r i n g  p r o n o u n c e m e n t s  aimed at a g r e a t e r  s t a n d a r d i 
sa ti o n  of a c c o u n t i n g  p r a c t i c e s  of m u l t i n a t i o n a l  e n t e r p r i s e s  
t h r o u g h o u t  the worl d. These includ e the U n i t e d  N a t i o n s  C o m m i 
ssion  on T r a n s n a t i o n a l  C o r p o r a t i o n s  (UN), the O r g a n i s a t i o n  
for E c o n o m i c  C o o p e r a t i o n  and D e v e l o p m e n t  (OECD), the E u r o p e a n  
E c o n o m i c  C o m m u n i t y  (EEC), and the I n t e r n a t i o n a l  A c c o u n t i n g  
S t a n d a r d s  C o m m i t t e e  (IASC). Th ese  i n t e r n a t i o n a l  i n i t i a t i v e s  
for s t a n d a r d i s a t i o n  of a c c o u n t i n g  p r a c t i c e s  ha v e  b a s i c a l l y  
a d d r e s s e d  the p r o b l e m  w i t h  a v i e w  to h a r m o n i s a t i o n  of
a c c o u n t i n g  p r a c t i c e s  in d i f f e r e n t  b u s i n e s s  e n t e r p r i s e s  in

1d i f f e r e n t  co un t ri e s . The UN p r o p o s a l s  on mo r e  e x t e n s i v e
d i s c l o s u r e  by large m u l t i n a t i o n a l s  is d i r e c t e d  to w ar d a w id e
range of users but appe ars  to be i n f l u e n c e d  n e v e r t h e l e s s  by
the i n f o r m a t i o n  needs of i n d i v i d u a l  home and h os t c o u nt r i es ,
p a r t i c u l a r l y  of h o s t  less d e v e l o p e d  co un tr i e s.  The OECD 

2g u i d e l i n e s  , in c o n t r a s t  to the UN p r o p o s a l s  (which cover 
i n d i v i d u a l  s u b s i d i a r y  as w e l l  as group ac c o u n t s ) ,  are lim i t ed  
to group a cc o u nt s  and i n c o r p o r a t e  d i s c l o s u r e  r e q u i r e m e n t s  
wh ic h  are more gen e r al  in nature. The IASC s ta n d a r d s  and the 
EEC d i r e c t i v e s  are c o n c e r n e d  w i t h  i n t e r n a t i o n a l  h a r m o n i s a t i o n  
of a c c o u n t i n g  and r e p o r t i n g ,  ra th er  than i n t r o d u c t i o n  of 
s p e c i f i c  a c c o u n t i n g  st a n da r d s for m u l t i n a t i o n a l  e n t e r pr i s es .  
H ow e v e r ,  the p r e s e n t  st udy is c o n c e r n e d  w i t h  a c c o u n t i n g  
s ta n d a r d s  for m u l t i n a t i o n a l  e n t e r p r i s e s  f r o m  the host coun tr y  
p e r s p e c t i v e .  A s s u m i n g  the p r e s e n c e  of a c c o u n t i n g  s ta n d ar d s

1. Ce n tr e  on T r a n s n a t i o n a l  C o r p o r a t i o n s ,  I n t e r n a t  ional 
S t a n da r ds  of A c c o u n t i n g  and R e p o r t i n g  for T r a n s n a t i o n a l  
C o r p o r a t i o n s  , U n i t e d  N a t i o n s ,  N e w  York, 19 77.

2. O r g a n i s a t i o n  for E c o n o m i c  C o o p e r a t i o n  and D e v e l o p m e n t ,  
I n t e r n a t i o n a l  I n v e s t m e n t  and M u l t i n a t i o n a l  E n t e r p r i s e s ,
OECD, Paris, 1976, revised 1979.
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in d e v e l o p e d  co un tr i e s,  and their d e f i c i e n c y  in m a n y  less 
de v e l o p e d  c o u nt ri e s,  the p r e s e n t  study c o n s i d e r s  only the 
host less d e v e l o p e d  c o unt rie s.  The study starts w i t h  a 
ge ner al  d i s c u s s i o n  on s ta n d a r d  setting.

11.2 US E R S  N E E D S  AND A C C O U N T I N G  ST A N DA R D S

In the a c c o u n t i n g  li t e r a t u r e ,  there seems to be little 
c o n t r o v e r s y  about the fact that any a t t em p t  at a c c o u n t i n g  
s t a n d a r d  s e t t i n g  sh ou l d be p r e c e d e d  by a c le ar i d e n t i f i c a t i o n  
of the need s of the e x t e r n a l  users of a c c o u n t i n g  reports. Of 
the p o t e n t i a l  users of a c c o u n t i n g  r ep ort s,  e x i s t i n g  and p o t e n 
tial in v es t o r s ,  cr ed i to r s , g o ve r n m e n t ,  trad e un i on  o r g a n i s a 
tions, and i n t e r e s t e d  m e m b e r s  of the p u b l i c  are o ft en consi -

3de red  as the m a i n  u se r groups. The d i f f e r e n t  u se rs are likely
to n ee d  d i f f e r e n t  a c c o u n t i n g  i n f o r m a t i o n  f r o m  the c o r p o r at e
accounts. But the p r o v i s i o n  of su ff i c i e n t  i n f o r m a t i o n  in
c o r po r a te  a c c o u n t i n g  r e p or t s  to s ati sfy  the ne eds  of all user
groups may in vo l v e hu ge  i n f o r m a t i o n  p r o d u c t i o n  costs w h i c h
e n t e r p r i s e s  may be un abl e or u n w i l l i n g  to bear. A l s o  the
need s of d i f f e r e n t  user groups may conflict. Th is p o s s i b i l i t y
may h av e in d u c e d  some a c c o u n t i n g  r e s e a r c h e r s  and c e r t a i n
po li c y  m a ke r s to a d v o c a t e  " g e n e r a l  pu r p o s e "  a c c o u n t i n g  re p or ts
- i.e. r ep ort s that are d e s i g n e d  to serve the i n f o r m a t i o n
ne eds of the d o m i n a n t  u s e r  group (norm al ly  as s u m e d  to be the
co r p o r a t e  i n v e s t o r s ) ,  w hi l e  s i m u l t a n e o u s l y  s e r v i n g  r e a s o n a b l y
w ell  the i n f o r m a t i o n  needs  of ot her  u s e r s . ^ M a n y  p r o p o s e d
a c c o u n t i n g  m e t h o d s  ap p ea r  to be aimed at h e l p i n g  the d e c i s i o n

5m a k i n g  of the c o r p o r a t e  inves to rs.  But in the real wo r l d,

3. C a r s b er g,  B., A. Hope, and R.W. Scapens, " T h e O b j e c t i v e  of
P u b l i s h e d  A c c o u n t i n g  Re p o r t s " ,  A c c o u n t i n g  and B us ine ss
Re s e ar c h , S u m m e r  1974 , pp. 162-173.

4. Ca r s b e r g ,  B., J. A r n ol d,  and A. Hope, " P r e d i c t i v e  Value:
A C r i t e r i o n  for C h o i ce  of A c c o u n t i n g  M e t h o d s " ,  in W.T. 
B a x t e r  and S. D a v i d s o n  (eds.), St udi es  in A c c o u n t i n g , 
I n s t i t u t e  of C h a r t e r e d  A c c o u n t a n t s  in E n g l a n d  and Wales, 
Lond on,  1977, p p . 403-423.

5. For e x a m p l e ,  see: C a r s b e r g  et al. (1977), ibid; J. A r n o l d  
and A. Hope, " R e p o r t i n g  B u s i n e s s  P e r f o r m a n c e " ,  Ac count ing 
and B u s i n e s s  R e s e a r c h , Sp r i ng  1975, p p . 96-105; and
L. R e v s i n e ,  R e p l a c e m e n t  Cost A c c o u n t i n g , P r e n t i c e  Hall,
N e w  J e r se y ,  1973.
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the use and users of f i n an c i al  st at e m en t s  go w e ll  b e y o n d  the 
co nfi ne s of the s e c u r i t i e s  market.

Th ere  are v a r io us  a l t e r n a t i v e  a s s u m p t i o n s  w h i c h  may be 
m ade  w i t h i n  the n o r m a l  scope of f i n a n c i a l  a c c o u n t i n g  about 
the i d e n t i t y  of user groups and the na t ur e  of th eir i n f o r 
m a t i o n  needs. On the basis of the find ing s of an e m p i r i c a l  
study by C ar s b e r g ,  Hope, and Sc ap en s (1974)^, the p o t e n t i a l  
us er groups of a c c o u n t i n g  rep o r ts  may be li st ed  as below:

(1) S h a r e h o l d e r s  - to be i n f o r m e d  of the state of affairs of 
their i n v e s t m e n t s ,  and of the p o t e n t i a l  fu tu r e earnings.

(2) P o t e n t i a l  I n v e s t o r s  - to be in f o r m e d  of the f i n a n c i a l  
status of the e n t e r p r i s e  in order to e x a m i n e  w h e t h e r  
or n ot i n v e s t m e n t  in the e n t e r p r i s e  in q u e s t i o n  wo u l d  
be ’w o r t h w h i l e ’ .

(3) C r e d i t o r s  ( e x i st in g  and po te n ti a l ) - to be i n f o r m e d  of 
the c r e d i t w o r t h i n e s s  of the en t er p r i s e .

(4) T ra d e  U n i o n  O r g a n i s a t i o n s  - to be i n f o r m e d  of the f i n a n 
cial a b i l i t y  of the e n t e r p r i s e  to i n c r e a s e  e m p l o y e e  
b e n e f i t s  such as i n c r e a s e d  wages,  bo n u s e s ,  etc.; and to 
assess w h e t h e r  or not the e m p l o y e e s  are b e i n g  e x p l o i t e d  
by the ow ner s of the e nt er p r i s e .

(5) I n t e r e s t e d  M e m b e r s  of the P u b l i c  or R e p r e s e n t a t i v e s  of 
S oc i e t y  - to ga th e r i n f o r m a t i o n  to ju dg e w h e t h e r  
a c t i v i t i e s  of the e n t e r p r i s e  are c o n s i s t e n t  w i t h  n a t i o n a l  
obj e c t i v e s .

(6) G o v e r n m e n t  - to a ss ess  taxab le  income; to e n f o r c e  s t a t u 
tory co n tr o l s such as pr ice control, i m p o r t  r e s t r i c t i o n s ,  
p r o t e c t i o n  for s p e c i f i e d  i nd u s t r i e s ,  f o r e i g n  e xc h an g e  
con trol, etc.; and to guide p u b l i c  p o l i c y  d e c i s i o n s ^  
r e g a r d i n g  the c o r p o r a t e  sect or of the eco nomy.

In the con t e xt  of the co r p or at e  o w n e r s h i p  st r u ct u r e  
and g e ner al  e c o n o m i c  s y s t e m  in d e v e l o p e d  m a r k e t  e c o n o m i e s ,  
i d e n t i f i c a t i o n  of c o r p o r a t e  inv e s to rs  as the d o m i n a n t  user 
group may not be far f r o m  reality. But in the co nt ext  of

6. A c c o u n t i n g  S t a n d a r d s  Co m mi t t e e ,  Se t t i n g  A c c o u n t i n g
S t a n d a r d s , R e p o r t  and R e c o m m e n d a t i o n s  by the A c c o u n t i n g  
S t a n d a r d s  C o m m i t t e e ,  L o nd o n , J a n u a r y  1981, p . 4.

7. C ar s b e r g ,  Hope, and Sc ap en s (1974), op.cit.
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less d e v e l o p e d  c o u nt r ie s  w h e r e  stock m a r k e t  a c t i v i t i e s  are 
lim it e d due to the n a tu r e  of c o r p or a t e o w n e r s h i p  st r u ct u r e,  
and w h e r e  the countries' p o l i c y  m a ker s n e e d  to m o n i t o r  and 
c ont ro l the a c t i v i t i e s  of b u s i n e s s  e n t e r p r i s e s  in order to 
de vis e and i m p l e m e n t  v ar io u s p u b l i c  p o l i c i e s  for a t t a i n i n g  
e c o n o m i c  d e v e l o p m e n t ,  g o v e r n m e n t  seems to rank first in the 
list of users of co r p o r a t e  a c c o u n t i n g  re ports. This  r a nk i n g  
is p r e d i c t e d  f ro m  the f o l l o w i n g  a na l y si s  of c o r p o r a t e  
o w n e r s h i p  s t r u c t u r e  and the i m p o r t a n t  role of c o r p o r a t e  
a c c o u n t i n g  rep o rt s  in aid i n g g o v e r n m e n t  a ct i o n s  c o n c e r n e d  
with e c o n o m i c  d e v e l o p m e n t ,  in less d e v e l o p e d  co un tr ie s .

C O R P O R A T E  S E C T O R

The c o r p o r a t e  se ct or  in m an y  less d e v e l o p e d  co u nt r i es  
c om p ri s e s p r i m a r i l y  of p u b l i c  e n t e r p r i s e s  and m u l t i n a t i o n a l  
e n t e r p r i s e s .  This c o r p o r a t e  o w n e r s h i p  s t r u c t u r e  is i m p o r t a n t  
in d e t e r m i n i n g  the d o m i n a n t  user group of a c c o u n t i n g  re ports 
in these coun tri es.

(a) P u b l i c  E n t e r p r i s e s  - In the past q u a r t e r  of a century,  
the g o v e r n m e n t s  of m a n y  less d e v e l o p e d  c o u n t r i e s  have  p i n n e d  
their ho p e s  for i n d u s t r i a l  d e v e l o p m e n t  on p u b l i c  se ct or  
e n t e r p r i s e s .  This has r e s u l t e d  in the e m e r g e n c e  of n a t i o n a l  
g o v e r n m e n t s  as the m a j o r  c o r p o r a t e  in ve s to r s  in their own 
countri es.  T a b l e  11.1 i n d ic a t es  that in the ea rl y  se v e n t i e s  
the c o n t r i b u t i o n  of the p u b l i c  s ect or  in the n a t i o n a l  e c o n o m  
ies of a n u m b e r  of less d e v e l o p e d  co u n t r i e s  was s i g n i f ic a n t .  
A n a t u r a l  c o n s e q u e n c e  of a large pu b l i c  se c to r  i n v e s t m e n t  is 
that pr i v a t e  i n v e s t o r s  are not in v o l v e d  in the i n v e s t m e n t  
d e c i s i o n s  of a large n u m b e r  of e n te r p r i s e s .  In ot her  words, 
the use of p u b l i s h e d  a c c o u n t i n g  i n f o r m a t i o n  in a i di n g the 
i n v e s t m e n t  d e c i s i o n s  of p r i v a t e  i n v e s to rs  may not e xt end  
s i m i l a r l y  to the i n v e s t m e n t  d ec i s i o n s  of p u b l i c  s ec tor  enter  
prise s .

(b) M u l t i n a t i o n a l  E n t e r p r i s e s  - The p r i v a t e  s e ct o r of many  
less d e v e l o p e d  c o u n t ri e s  is d o m i n a t e d  by m u l t i n a t i o n a l  
e n t e r p r i s e s  (i.e. m o s t  of the large e n t i t i e s  in the p r iv a t e
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T a b 1e 11.1
The P a t t e r n  of Ca p i t a l  A c c u m u l a t i o n  in Some
Less D e v e l o p e d  C o u n t r i e s ,  in early 1970
(Per cent of Gross Fi x e d  C a p i t a l  F o r m a t i o n  (GFCF))

Count ry Pu bl i  c Se cto r P r i v a t e  S e ct o r T ot a l  GFCF

B a n g l a d e s h 87 13 100
Brazil 52 48 100
In dia 43 57 100
Ke n y a 38 62 100
M exi  co 48 52 100
N i g e r i a 42 58 100
P e r u 43 57 100
T anz ani a 44 56 100

Source: F i t z G e r a l d ,  E .V . K. ,  P u b l i c  Se c t or  I n v e s t m e n t  P l a n n i n g
for D e v e l o p i n g  C o u n t r i e s , M a c m i l l a n ,  L o nd on ,  1978, p .x v .

se ct o r  of m a n y  less d e v e l o p e d  co un tr i e s are m u l t i n a t i o n a l
g

e n t e r p r i s e s ) .  The w h o l l y  o wn ed s u b s i d i a r i e s  of m u l t i n a t i o n a l s
in less d e v e l o p e d  co u n t r i e s  do not offer  share s on the stock
m ar k e ts  of the host cou ntr i es .  Wh en  s u b s i d i a r i e s  are not
w h o l l y  owned, the m a j o r i t y  shares are u s u a l l y  he ld  e i th e r by
the p a r e n t  c o m p an y  or by a m e m b e r  of the m u l t i n a t i o n a l  gr oup
abroad. G e n e r a l l y  only a h a n d f u l  of local e n t r e p r e n e u r s  are
c o l l a b o r a t o r s  w i t h  the m u l t i n a t i o n a l  e n t e r p r i s e s .  This group
of local i n v e s t o r s  do not a pp ear  to engage  in f r e q u e n t

9t r a n s a c t i o n s  of shares on the stock ma rke t.  M o r e o v e r ,  m  a 
less d e v e l o p e d  co un try  like B a n g l a d e s h ,  w i t h  a d o m i n a n t  
p u b l i c  sector, the g o v e r n m e n t  holds a s i g n i f i c a n t  p o r t i o n  
of the local o w n e r s h i p  in j o i n t - v e n t u r e s  w i t h  m u l t i n a t i o n a l  
e n t e r p r i s e s .  Thus the i n s i g n i f i c a n t  p o r t i o n  of the shares 
of m u l t i n a t i o n a l s  that are qu o te d  on the local stock ma r k e t

8. See: c h ap t e r  8 of the p re s e n t  study; and S. Lall and 
P. S t r e e te n ,  T r a n s n a t i o n a l s  and D e v e l o p i n g  C o u n t r i e s , 
M a c m i l l a n ,  L o n d o n ,  1977.

9. This s t a t e m e n t  is b a s e d  on i n f o r m a t i o n  f r o m  d i f f e r e n t  
l i t e r a t u r e s  on the o p e r a t i o n s  of m u l t i n a t i o n a l  e n t e r p r i s e s  
in P a k i s t a n  and India; e x p e r i e n c e  on c o r p o r a t e  o w n e r s h i p  
p a t t e r n  in B a n g l a d e s h  su ppo rt s this view.
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does not p r o v i d e  m u c h  scope for c o nt i n u o u s  d e c i s i o n s  as to 
buyi ng,  h o l d i n g  or se l l i n g  of s h a r e s .^ U n d e r  such c i r c u m s 
tances, the role of a c c o u n t i n g  re po rt s in i n v e s t m e n t  d e c i s i 
ons seems to be limited.

E C O N O M I C  D E V E L O P M E N T  NE E DS

The g o v e r n m e n t s  of less d e v e l o p e d  c o u n t r i e s  ofte n  
in t e r v e n e  more d i r e c t l y  in their ec o n o m i e s  than do g o v e r n 
me nt s  of most d e v e l o p e d  n a tio ns.  Th e s e c ou n t r i e s  of ten  have 
e xp l i c i t ,  c a r e f u l l y  di r ec t e d  pr o g r a m s  of g o v e r n m e n t  a c t iv i ty ,  
u s u a l l y  w i t h  the dual p u r p o s e  of i n c r e a s i n g  e c o n o m i c  d e v e 
lop me n t and p r o m o t i n g  e c o n o m i c  s t ab i 1 i ty . ̂  '''The e c o n o m i c  
d e v e l o p m e n t  pr o g r a m s  of a g o v e r n m e n t  ne ed to be ba s e d  on 
we ll i n f o r m e d  d e c i s i o n  maki ng.  G o v e r n m e n t  n ee d s  i n f o r m a t i o n  
on the facto rs of p r o d u c t i o n ,  and ca pi tal  m a r k e t s ;  about 
a l t e r n a t i v e  e c o n o m i c  a ct i v i t i e s ;  about the e f f i c i e n c y  of 
d i f f e r e n t  e c o n o m i c  units; and about the costs and be n e f i t s  
of its own p r o g r a m s  as w el l as about m a n y ot he r  factors.
An i m p o r t a n t  part of the g o v e r n m e n t ’s i n f o r m a t i o n  input is

12a v a i l a b l e  f r o m s t a n d a r d i s e d  c o r p o r a t e  a c c o u n t i n g  reports.
In fact, c o r p o r a t e  a c c o u n t i n g  rep o r ts  c o n s t i t u t e  the single
mo st i m p o r t a n t  source of i n f o r m a t i o n  about the e c o n o m i c

13 . . .a c t i v i t y  of a natio n. The c o n t r i b u t i o n  w h i c h  a c c o u n t i n g
repo rts  can m a ke  to e c o n o m i c  d e v e l o p m e n t  p r o g r a m s  of g o v e r n 
ments in less d e v e l o p e d  c ou n t ri e s  have b e e n  s u m m a r i s e d  by 

14Scott (1970) as follows:

" A c c o u n t i n g  i n f o r m a t i o n  fr om  p r i v a t e  c o m p a n i e s  is n e e d e d  
by d e v e l o p m e n t  o r i e n t e d  g o v e r n m e n t s  for two b r o a d  p u r p o 
ses, b o t h  of w h i c h  are e x t r e m e l y  i m p o r t a n t  for ec o n o m i c  
d e v e l o p m e n t .  The first p u r p os e is to p r o v i d e  an

10. This s t a t e m e n t  is b a s e d  on the fi n di n g s of the p r e s e n t  
B a n g l a d e s h  study, see: A p p e n d i x  - 8A.

11. Bal d w in , R.E., E c o n o m i c  D e v e l o p m e n t  and G r o w t h ,
Joh n W i l e y  & Sons, N e w  York, 1966, p p . 80-81.

12. E n t h o v e n ,  A. J . H . ,  " S t a n d a r d i z e d  A c c o u n t a n c y  and E c o n o m i c  
D e v e l o p m e n t " ,  F i n a n c e  and D e v e l o p m e n t , Vol. 10, No.l,
M a r c h  1973, p p . 28-31.

13. M o r g e n s t e r n ,  0.^ On the A c c u r a c y  of E c o n o m i c  O b s e r v a t i o n s , 
P r i n c e t o n  U n i v e r s i t y  Press , P r i n c e t o n ,  1963 , p . 70.

14. Scott, G.M., A c c o u n t i n g  and E c o n o m i c  D e v e l o p m e n t ,
G r a d u a t e  S c h oo l  of B u s i n e s s  A d m i n i s t r a t i o n ,  U n i v e r s i t y  of 
W a s h i n g t o n ,  Se a t tl e ,  1970, p p . 30-31.
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e q u i t a b l e  b as i s  for t a x a t i o n  and at the same time 
en su r e  g o v e r n m e n t s  e n ou g h  r ev e n ue s  to e f f e c t i v e l y  
p r o s e c u t e  their d e v e l o p m e n t  p rog ram s.  . .

The sec o n d b r o a d  p u r p o s e  to be c o n s i d e r e d  he re  is to 
p ro v i d e  g o v e r n m e n t s  w i t h  i n f o r m a t i o n  to a s si st  in 
c o n t r o l l i n g  the d i r e c t i o n  and s t a b i l i t y  of their 
e c o n o m i e s ,  and also for c o n t r o l l i n g  and a s s i s t i n g  the 
v a r i o u s  e l em e n ts  w i t h i n  the e c o n o m i e s  so that all are 
w o r k i n g  h a r m o n i o u s l y  and e f f e c t i v e l y  t o wa r d co m mo n goals. 
This may be st at e d  in more detail as the need, by 
g o v e r n m e n t ,  for c o mp a n y a c c o u n t i n g  i n f o r m a t i o n  for

(1) c o n t r o l l i n g  and r e g u l a t i n g  p r i v a t e  e n t e r p r i s e s ;
(2) c o n t r o l l i n g  e c o n o m i c  cycles;
(3) d e c i d i n g  the n e e d  for i n f r a s t r u c t u r e  e x p e n d i 

tures and for g o v e r n m e n t  e n t e r p r i s e s :
(4) r e p o r t i n g  of n a t i o n a l  income and o th e r  e c o n o m i c  

data;
(5) a g g r e g a t i n g  and d i s s e m i n a t i n g  b u s i n e s s  i n f o r m a 

tion to the ge n e r a l  p u b l i c  and b u s i n e s s  c o m m u n i 
ties (perhaps even c on t r a r y  to the d e s i r e s  of 
firms f r om  w h i c h  the i n f o r m a t i o n  was c o l l e c t e d ) : 
an d

(6) m e a s u r i n g  o p p o r t u n i t y  losses f ro m idle c a p a ci t y  
in the e c o n o m i e s . "

It foll ows , t h er e f o r e ,  that c o r p or a t e  a c c o u n t i n g  
r e p o rt s  in a less d e v e l o p e d  co u n t r y  can play a s i g n i f i c a n t  
role in m e a s u r i n g  e c o n o m i c  a c t i v i t i e s ,  and in the de s ig n  of 
d e v e l o p m e n t  p lan s and pol ic ie s .  Ho we ve r, the c r e d i b i l i t y  of 
c o r p o r a t e  a c c o u n t i n g  rep o r ts  in p r o v i d i n g  i n f o r m a t i o n  towards 
the e c o n o m i c  d e v e l o p m e n t  n eed s of the g o v e r n m e n t  de pe n d s to a 
g rea t e xte nt  on the degree  of u n i f o r m i t y  in the t r e a t m e n t  of 
a c c o u n t i n g  ev ent s,  and on a d e q u a t e  d i s c l o s u r e s  in a c c o u n t i n g  
reports. Bri e fl y,  the n e ed  for s t a n d a r d i s a t i o n  of c o r po r a te  
a c c o u n t i n g  p r a c t i c e  is well re c og n i s e d ;  the b e n e f i t s  are 
so u n d e r  e c o n o m i c  and fi s ca l  p o l i c i e s ,  and b e t t e r  p l a n n i n g  and 
c o n t r o 1.

F r o m  the d i s c u s s i o n  in the p r e s e n t  s e c t i o n  it appears 
that, of the m a j o r  users of a c c o u n t i n g  r e p o r t s  in a less 
d e v e l o p e d  c o u n t r y  the g o v e r n m e n t  is very i m p o rt a n t.  T h e r e f o r e ,  
in any a c c o u n t i n g  s t a n d a r d  se t t i n g  ef f o r t  in a less d e v e l o p e d  
country, n a t i o n a l  p o l i c y  c o n s i d e r a t i o n s  n e e d  to assume  
p a r a m o u n t  i mp o r t a n c e .  In o the r words, in i d e n t i f y i n g
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a c c o u n t i n g  o b j e c t i v e s ,  m a c r o  e c o n o m i c  o b j e c t i v e s  shoul d  
d om i n a t e  over the m i c r o  o b je c t iv e s . An e x a m p l e  of the d o m i 
na nce of m a c r o  o b j e c t i v e s  over the m i c r o  o b j e c t i v e s  may be

15fo und in the F r e n c h  P l a n  Co mp t a b l e .  A c c o u n t i n g  s t a nd a r ds  m  
Fr a n c e  are d i r e c t e d  m a i n l y  towards s a t i s f y i n g  n a t i o n a l  
e c o n o m i c  needs. K n o w l e d g e  of the ma cr o a c c o u n t i n g  o b j e c t i v e s  
st at e d in the F r e n c h  P la n  Co m p t a b l e ,  m a y  be h e l p f u l  in 
i d e n t i f y i n g  a c c o u n t i n g  o b j e c t i v e s  and in d e v e l o p i n g  a c c o u n t i n g  
s t a n da r d s in less d e v e l o p e d  countries. The st a t e d  o b j e c t i v e s  
of the F r e n c h  Pl an C o m p t a b l e  are to:

(1) p r o m o t e  more r e l i a b l e  n a t i o n a l  e c o n o m i c  and 
fi sca l p o l i c ie s;

(2) as s i st  in e l i m i n a t i n g  fisc al  i n e q u a l i t i e s ;
(3) m i n i m i s e  social m i s u n d e r s t a n d i n g s  by i n f o r m i n g  

the p u b l i c  of the true d i s t r i b u t i o n  of n a t i o n a l  
w e a l t h ;

(4) p r o v i d e  data  for the study of m a r k e t  trends;
(5) i m pro ve  h e a l t h y  c o m pe t i ti o n ;
(6) aid in the d e v e l o p m e n t  of more e q u i t a b l e  taxa ti on;
(7) p r o v i d e  s h a r e h o l d e r s ,  su p p li er s , and b a n k e r s  wi t h  

an o p p o r t u n i t y  to e x e r c i s e  thei r j u d g e m e n t  more 
s a t i s f a c t o r i l y ;

(8) p r o v i d e  clear and p r o mp t  vi e w  of f i n a n c i a l  
r es u l ts ;  and

(9) p e r m i t  a n a l y s i s  and c o m p a r i s o n  of m a n u f a c t u r i n g  
costs .

On the ba sis of the ab ove  d i s c u s s i o n  it can be a r gu e d  
that a g r e a t e r  d eg ree  of s t a n d a r d i s a t i o n  in c o r p o r a t e  a c c o u n 
ting w o u l d  be of p a r t i c u l a r  b e n e f i t  to the less d e v e l o p e d  
e c o n om i e s.  Such s t a n d a r d i s a t i o n  shoul d be c o m p a t i b l e  w i t h  the 
i n f o r m a t i o n  n ee d s  for m a c r o  e c o n o m i c  d e v e l o p m e n t .  B e c a us e  of 
li mi t e d n a t u r a l ,  fi n a n c i a l ,  and s k i l l e d  h u m a n  r e s o u r c e s  in 
less d e v e l o p e d  c o u n t r i e s ,  g o v e r n m e n t s  in th e s e c o u n t r i e s  may 
i nv o l ve  t h e m s e l v e s ,  thr o u gh  p l a n n i n g  and co n t r o l  systems,

15. AI CP A ,  P r o f e s s i o n a l  A c c o u n t i n g  in 25 C o u n t r i e s , AI CP A,  
N e w  Y ork , 1964, c h a p t e r  12,
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in all s o c i o e c o n o m i c  ac ti vi ti e s.  S t a n d a r d i s e d  c o r p o r a t e  
a c c o u n t i n g  re po r t s can be of m u ch  help to g o v e r n m e n t s  in 
a t t a i n i n g  their goals of e c o n o m i c  d e v e l o p m e n t .

11.3 A C C O U N T I N G  S T A N D A R D S  FOR M U L T I N A T I O N A L S

The p r e v i o u s  d i s c u s s i o n  sugge sts  that the i n f o r m a t i o n  
ne eds of the d o m i n a n t  user of a c c o u n t i n g  r ep o r t s  in a less 
d e v e l o p e d  c o unt ry,  i.e. the i n f o r m a t i o n  n e ed s  of g o v e r n m e n t ,  
may be f u l f i l l e d  to a r e a s o n a b l e  ex t en t  if a c c o u n t i n g  n um b e r s  
co nve y u n d i s t o r t e d  i n f o r m a t i o n  on the p e r f o r m a n c e  of the 
e n t e r p r i s e s  o p e r a t i n g  in the econo my . If m u l t i n a t i o n a l  e n t e r 
p ris es  do not e n g ag e in i n t r a - g r o u p  t r a n s f e r s  of goods and 
serv ice s,  it can be e x p e c t e d  that a u n i f o r m  set of s t a n d a r d  
a c c o u n t i n g  p o l i c i e s  for all e n t e r p r i s e s  in the e c o n o m y  wo u l d  
be h e l p f u l  in p r o v i d i n g  s t a n d a r d  c o r p o r a t e  i n f o r m a t i o n  and 
thus c o n t r i b u t e  to the r e q u i r e m e n t s  of the user group(s).
Such a c i r c u m s t a n c e  w o u l d  m a k e  a case for s et t i n g  simil ar  
a c c o u n t i n g  s t a n d a r d s  for b ot h  the local and m u l t i n a t i o n a l  
e n t e r p r i s e s  in less d e v e l o p e d  countrie s.  But in the real 
wo rl d , m u l t i n a t i o n a l  e n t e r p r i s e s  f r e q u e n t l y  e nga ge  in i n t r a 
group t r a n s a c t i o n s  and this gives rise to the p o s s i b i l i t y  of
t r a n s f e r  p r i c e  m a n i p u l a t i o n s  w i t h  their a t t e n d a n t  e f fe c t on

X 6the a c c o u n t i n g  reports. This ma kes c o m p a r a b i l i t y  w it h the 
a c c o u n t i n g ' r e p o r t s  of local e n t e r p r i s e s  a d i f f i c u l t  target. 
This i n d i c a t e s  that p a r t i c u l a r  a c c o u n t i n g  s t a n d a r d s  ma y be 
n e c e s s a r y  for m u l t i n a t i o n a l s ,  in order to m i n i m i s e  the 
p o s s i b i l i t y  of p e r f o r m a n c e  d i s t o r t i o n  th r o u g h  t r a n s f e r  pr ic e  
man ipulat i o n .

The p r e s e n t  study fo u n d  that there is c o n s i d e r a b l e
d i v e r s i t y  in the use of a c c o u n t i n g  p o l i c i e s  b e t w e e n  m u l t i n a -

1 7ti on a l and local e n t e r p r i s e s  in B a ng l ad es h . The users of 
B a n g l a d e s h i  a c c o u n t i n g  r e p or t s  who a t t e mp t to a ss ess  the 
r e l a t i v e  p e r f o r m a n c e  of i n d u s t r i a l  e n t e r p r i s e s  in the e c on o m y,  
or to co m p a r e  p e r f o r m a n c e  b e t w e e n  m u l t i n a t i o n a l  and local

16. See: c h a pt e r  7 and cha p t er  10 of the p r e s e n t  study.
17. See: ch a p t e r  9 of the p r e s e n t  study.
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e n t e r p r i s e s  in the econ om y, are likely to face p r o b l e m s  due 
to the lack of u n i f o r m i t y  in the a c c o u n t i n g  p o l i c i e s  used by 
d i f f e r e n t  e n t e r p r i s e s .  T h e r e  seems to be a n e e d  for u n i f o r m  
s t a nd a r ds  of a c c o u n t i n g  p o l i c i e s  in all e n t e r p r i s e s  o p e r a 
ting in the economy. This sugg es ts that u n i f o r m  a c c o u n t i n g  
a l l o c a t i o n  and m e a s u r e m e n t  rules ought to be p r e s c r i b e d  for 
bo th local and m u l t i n a t i o n a l  en t er p r i s e s .  This wo u ld  en ha nc e 
c o m p a r a b i l i t y  of the f i n a n c i a l  s ta t e m e n t s  of b o t h  types of 
e nt e r p r i s e s .  In a d di t i on ,  m u l t i n a t i o n a l  e n t e r p r i s e s  may  be 
r e q u i r e d  to c o mp l y  w i t h  some a d d i t i o n a l  d i s c l o s u r e  r e q u i r e 
ments r e g a r d i n g  i n t r a - g r o u p  t r a n sa c ti o n s .

I N F O R M A T I O N  ON I N T R A - G R O U P  T R A N S A C T I O N S

I n t r a - g r o u p  t r a n s a c t i o n s  f r e q u e n t l y  a c c o u n t  for a 
s u b s t a n t i a l  p r o p o r t i o n  of the total t r a n s a c t i o n s  of a m u l t i 
n a t i o n a l  e n t e r pr i s e.  P o t e n t i a l  abuse of the t r a n s f e r  p r i c i n g  
m e c h a n i s m  calls for ways and me ans to c o nt r o l such m a n i p u 
lation. Un l e ss  t r an s f e r  price m a n i p u l a t i o n  can be checked, 
the a c c o u n t i n g  re po rt s  of m u l t i n a t i o n a l  e n t e r p r i s e s  could 
be d i s t o r t e d ,  th e r e b y  d i s t o r t i n g  their p e r f o r m a n c e .  As 
d i s c u s s e d  e l s e w h e r e ,  it is ve ry  d i f f i c u l t  and some times 
i m p o s s i b l e  to co nt ro l t r a n s f e r  p ric e m a n i p u l a t i o n .  Still, 
a tt e mp t s  n e e d  to be made  by a ho st  cou nt r y g o v e r n m e n t  to 
m o n i t o r  and c o n tr o l  such m a n i p u l a t i o n s .  One such at te mp t  
m ig h t be to r e q u i r e  m u l t i n a t i o n a l  e n t e r p r i s e s  to f u rn i s h c er 
tain i n f o r m a t i o n  in co r p o r a t e  re p or t s  on i n t r a - g r o u p  t r a n s a c 
tions. The p o s s i b i l i t y  of d e t e c t i o n  of t r a n s f e r  price  
m a n i p u l a t i o n ,  fr om the i n f o r m a t i o n  on i n t r a - g r o u p  t r a n s a c 
tions in c o r p o r a t e  repo rt s, may  impos e some t r a n s f e r  p ri c i n g  
r e s t r a i n t s - o n  m u l t i n a t i o n a l s .

T he  f o l l o w i n g  d i s c l o s u r e  r e q u i r e m e n t s  (e x pr e s se d  in local 
currency) may  be i n c l u d e d  in any a c c o u n t i n g  s t a n d a r d s  for 
m u l t i n a t i o n a l  e n t e r p r i s e s  in a less d e v e l o p e d  host country. 
C o m p l i a n c e  w i t h  thes e di s l o s u r e  r e q u i r e m e n t s  in the p r e p a r a 
tion of c o r p o r a t e  a c c o u n t i n g  re por ts  by m u l t i n a t i o n a l s ,  
ma y be e x p e c t e d  to make the f i n a n c i a l  s t a t e m e n t s  more 
m e a n i n g f u l  and usable.



www.manaraa.com

11 . 12

I n f o r m a t i o n  D i s c l o s u r e  R e q u i r e m e n t s

(a) E x p o r t s  of goods.
(b) E x p o r t s  of goods to r e l a t e d  p a r ti e s  ( i n t ra - g ro u p ).
(c) E x p o r t s  of services.
(d) E x p o r t s  of se rv ic e s  to re l a t e d  parties.
(e) I m po r t s of goods.
(f) Im por ts  of goods f ro m  r e l a t e d  parties.
(g) R o y a l t y  p a y m e n t s  and the c r i t e r i o n  of c a l c u l a t i n g  

ro y a l t y  charges.
(h) M a n a g e m e n t  fees and ot he r o v e r h e a d  ch ar ges  p ay a b l e  to 

the p a r e n t  co mp a n y or to any o t he r  r e l a t e d  firm(s) 
ov e r s e a s ,  and the b as is of c a l c u l a t i n g  o v e r h e a d  charges 
by the s u b si d i ar y .

(i) I n t e r e s t  p a y a b l e  on f or e i g n  loans f ro m u n r e l a t e d  sources. 
(j ) I n te r e s t  pa y a b l e  on f o r e i g n  loans f r o m  r e l a t e d  sources, 
(k) I n t e r e s t  r e c e i v a b l e  on fo r e i g n  loans e x t e n d e d  to

u n r e l a t e d  par t i es .
(1) I n t e r e s t  r e c e i v a b l e  on f o re i g n loans e x t e n d e d  to rela te d  

parties .
(m) F o r e i g n  loans r e c e i v e d  from u n r e l a t e d  sou r c es ,  rates of 

i n t e r e s t s  and terms of paym ent .
(n) F o r e i g n  loans r e c e i v e d  f r o m  r e l a t e d  so ur ce s,  rates of

i n t e r e s t s  and terms of payment.
(o) F o r e i g n  loans e x t e n d e d  to u n r e l a t e d  p a r t i e s ,  rates of

i nt e r e s t s  and terms of paym en t.
(p) F o r e i g n  loans e x t e n d e d  to r e l a t e d  p ar t i e s ,  rates of 

i n t e r e s t s  and terms of pay ment.
(q) N e w  i nw a r d  f o r e i g n  dire ct i n ve stm en t.
(r) N e w  o u t w a r d  f o r e i g n  d i re c t  inv e s tm e n t.
(s) D i v i d e n d s  p a y a b l e  abroad.
(t) D i v i d e n d s  r e c e i v a b l e  f r o m  abroad.

In a d d i t i o n  to the above i n f o r m a t i o n ,  a m u l t i n a t i o n a l  
e n t e r p r i s e  m i g h ^ b e  r e q u i r e d  to fur n is h  i n f o r m a t i o n  about 
the m e t h o d  of f i x in g t r a n s f e r  pr ic e s  of i n t r a - g r o u p  imports 
an d exp or t s .
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M u l t i n a t i o n a l  e n t e r p r i s e s  in a ho st  c o u n t r y  w ill  no
doubt p o s s e s s  all the i n f o r m a t i o n  listed  above. T h e r e f o r e ,
they can f u r ni s h  all such a d d i t i o n a l  i n f o r m a t i o n  w i t h o u t
any s i g n i f i c a n t  a d d i t i o n a l  costs. It sh o u ld  be m e n t i o n e d  at
this p oin t that m u l t i n a t i o n a l  e n t e r p r i s e s  n o r m a l l y  p r e p a r e
two sets of a cc o u nt s  - one set is p u b l i s h e d  for e x t e r n a l
users in the h ost  c ou n t ry  and the other set is for the

X 8i n f o r m a t i o n  ne ed s  of the p a re n t company. D e t a i l e d  a c c o u n t i n g  
is c o m p i l e d  for the p r e p a r a t i o n  of the a c c o u n t i n g  r e p o rt s  to 
be sent to the pa r e n t  company. This a c c o u n t i n g  i n f o r m a t i o n  
coul d be us ed  by the m u l t i n a t i o n a l  to c o m p l y  w i t h  the 
a d d i t i o n a l  i n f o r m a t i o n  d i s c l o s u r e  r e q u i r e m e n t s ,  at an 
i n s i g n i f i c a n t  a d d i t i o n a l  i n f o r m a t i o n  p r o d u c t i o n  cost.

11.4 WHO S H O U L D  SET A C C O U N T I N G  S T A N D A R D S

A c c o u n t i n g  s t a n d a r d s  for m u l t i n a t i o n a l  e n t e r p r i s e s  in a 
ho st  less d e v e l o p e d  c ou n tr y  can be e f f e c t i v e l y  i m p l e m en t e d,  
if these are p r e p a r e d  by the g o v e r n m e n t  and are i m p o s ed  on 
the m u l t i n a t i o n a l s  t h r o u g h  le gi s l at io n . But in p r a c t i c e ,  
there may be p r o b l e m s  in d o i n g  so. Such p r o b l e m s  arise  
m a i n l y  f r o m  the w o r l d - w i d e  e c o n o m i c  po we r of the m u l t i n a 
tiona ls that o p e r a t e  in less d e v e l o p e d  co un tr ie s . For e x a mp l e ,  
some (or all) of the f o l l o w i n g  event s m ay  occur:

(a) The e c o n o m i c a l l y  p o w e r f u l  m u l t i n a t i o n a l  e n t e r p r i s e s  
o p e r a t i n g  in a host less d e v e l o p e d  c o u n t r y  m ay  
j o i n t l y  move to i n f l u e n c e  the g o v e r n m e n t  to r e f r a i n  
f r o m  s e t t i n g  such s t a nd a r ds  that could affec t their 
i n t e r e s t s .

(b) The m u l t i n a t i o n a l s  in a host less d e v e l o p e d  cou n tr y  
have the f i n a n c i a l  a bi l i t y  to h i re  p r e s s u r e  groups 
in the co u nt r y  to join w i t h  th em  in m o v e s  to comb at  
g o v e r n m e n t  i n i t i a t i v e s  towards s e t t i n g  stric t a c c o u n 
ting s t a n d a r d s  and d i s c l o s u r e  r e q u i r e m e n t s .

(c) M an y less d e v e l o p e d  co unt ri e s r e c e i v e  aid fr o m i n t e r 
n a t i o n a l  o r g a n i s a t i o n s  like the W o r l d  Bank, IMF,

18. See: ch a p t e r  9 of the p r es e n t study.
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OECD, etc.. M u l t i n a t i o n a l  e n t e r p r i s e s  o r i g i n a t i n g  
f r o m  d e v e l o p e d  m a r k e t  e c o n o m i e s  m a y  at t e m p t  to 
ex ert p r e s s u r e  on s y m p a t h i s e r s  h o l d i n g  top p o s i t i o n s  
in those o r g a n i s a t i o n s ,  and so put p r e s s u r e  on the 
g o v e r n m e n t  of a h ost  less d e v e l o p e d  co u n t r y  not to 
set a c c o u n t i n g  s t a n da r ds  d e t r i m e n t a l  to the i nt e r e s t s  
of these e n t e r p r i s e s .

(d) In r e ce n t  years, m a n y  less d e v e l o p e d  c o u n tr i e s have 
b e e n  t r y i ng  to att r a ct  m u l t i n a t i o n a l  i n v e s t m e n t s  in 
their c o u n t r i e s  by o f f e r i n g  va r i o u s  forms of i n c e n 
tives. T h e s e  c o u n t r i e s  b e l i e v e  that m u l t i n a t i o n a l  
i n v e s t m e n t s  w i l l  help in the p r o c e s s  of i n d u s t r i a l  
d e v e l o p m e n t s .  U n d e r  such c i r c u m s t a n c e s ,  a ho s t less 
d e v e l o p e d  co u nt ry  m ay  not find it b e n e f i c i a l  to 
set such a c c o u n t i n g  st an da rds  that m i g h t  ma ke  
m u l t i n a t i o n a l  e n t e r p r i s e s  d i s i n t e r e s t e d  in i nv e s t i n g  
in that country.

In a d d i t i o n  to the above h u r d l e s  the lack of ad e q u a t e  
a d m i n i s t r a t i v e  m a c h i n e r y  to set and o p e r a t i o n a l i s e  a p p r o p r i a 
te a c c o u n t i n g  s t a n d a r d s  may imped e the s t a n d a r d  se t t i n g  
process. The last, but not the least, p r o b l e m  of a c c o u n t i n g  
s t a n d a r d  s e t t i n g  in these c o u n t r i e s  seems to be the ab se nc e  
of a w e l l  o r g a n i s e d  and w e ll  d e v e l o p e d  a c c o u n t i n g  pro fes s io n .  
This may  be the m o s t  i m p o r t a n t  re a s on  for the lack of a c c o u n 
ting s t a n d a r d s  in m a n y  less d e v e l o p e d  co un tr ie s .

To o v e r c o m e  the p r o b l e m s  m e n t i o n e d  above, it seems that 
a p o l i t i c a l  a p p r o a c h  is i n ev i ta b l e.  In the U n i t e d  States,
"a p o l i t i c a l  s o l u t i o n  in the c r e a t i o n  of the SEC was seen
as the only wa y  of a c h i e v i n g  h a r m o n i z a t i o n  at an a c c e p t a b l e

19 . .level of d i s c l o s u r e . "  In a less d e v e l o p e d  cou n t ry ,  p o l i t i 
cally c o n s ci o u s i n d i v i d u a l s  ma y  start a c a m p a i g n  t h ro u g h the 
m e d i a  and v a r i o u s  ot he r c han nel s to c r e at e  p r e s s u r e  on the

19. Gray, S.J., J.C. Shaw, and L.B. M c S w e e n e y ,  " A c c o u n t i n g  
S t a n d a r d s  and M u l t i n a t i o n a l  C o r p o r a t i o n s " ,  J o u r n a l  of 
I n t e r n a t i o n a l  B u s i n e s s  S t u d i e s , S p r i n g /S u m m e r  1 9 8 1 , p . 130.
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g o v e r n m e n t  for s e t t i n g  up a n a t i o n a l  b o dy  r e s p o n s i b l e  for 
a c c o u n t i n g  s t a n d a r d  setting. This n a t i o n a l  b o d y  m a y consist  
of r e p r e s e n t a t i v e s  from g o v e r n m e n t ,  the a c c o u n t i n g  p r o f e s s i o n ,  
a c a d e m i c s ,  p o l i t i c a l  p e r s o n a l i t i e s ,  c h a mb e r s of c o m m e r c e  and 
in dustry, and ot he r i n t e r e s t e d  m e mb e r s o f ^p u b l i c .  Such a 
n a t i o n a l  b o d y  m ay  b e g i n  to ini t ia te  de ba t e s at a n a t i o n a l  
level about d i f f e r e n t  a c c o u n t i n g  issues. In this w a y a c o n t i 
nu ous p r o c e s s  of a c c o u n t i n g  s t a n d a r d  s e t t i n g  ma y emerg e, wh i c h  
m ay  am oun t to a b u i l t - i n  c on t r o l  s y s t e m  r e s t r i c t i n g  the 
g o v e r n m e n t  f r o m  g i v i n g  in to p r e s s u r e s  f r o m  n a t i o n a l  and 
i n t e r n a t i o n a l  i n t e r e s t - g r o u p s  a g ai n st  a c c o u n t i n g  standards.

The above e ff o r t s  ma y be s u p p l e m e n t e d  by such i n t e r n a 
ti ona l ef f o r t s  as those of the UN and IASC, The UN g u i d e 
lines on a c c o u n t i n g  s t a n d a r d s  for m u l t i n a t i o n a l s  can be used 
as the s t a r t i n g  po i n t  in any s t a n d a r d  s e t t i n g  e f f o r t  in a 
less d e v e l o p e d  country. If m o s t  of the less d e v e l o p e d  c o u n 
tries do the same, the p o s s i b i l i t y  of i n t e r n a t i o n a l  h a r m o n i 
s at i o n  w o u l d  be g r e a t e r  than at present. The UN g u i d e l i n e s  on 
m i n i m u m  d i s c l o s u r e  r e q u i r e m e n t s  in a ho s t c o u n t r y  can be used 
by the g o v e r n m e n t  of a less d e v e l o p e d  c o u n t r y  as a b as is for 
a r g u m e n t s  a g a in s t  any p r e s s u r e  groups who m i g h t  try to foil 
any i n i t i a t i v e  on a c c o u n t i n g  s t a n d a r d i s a t i o n  for m u l t i n a t i o 
nal e n t e r p r i s e s .  The IASC, in s te a d  of p r e s c r i b i n g  s ta n d ar d s  
fro m the top, can w o r k  as a c o n s u l t a n t  and guide in s t a nd a r d  
se tt i ng  at the n a t i o n a l  level in less d e v e l o p e d  countries.
As i n d i v i d u a l  co u n t r y  s t an d a rd s  w o u l d  be f o r m u l a t e d  under the 
g u i d a n c e  and u n d e r  the br o a d  f r a m e w o r k  of IASC, an i m p or t a nt  
step w o u l d  be take n tow a r ds  the i n t e r n a t i o n a l  h a r m o n i s a t i o n  
of a c c o u n t i n g  p r a c t i c e s .  T his  p r o p o s e d  f u n c t i o n  of the IASC 
co uld p e r h a p s  help  a l l e v i a t e  the ma j o r  p r o b l e m s  that are 
c u r r e n t l y  f a c e d  in g ai n i n g  a c c e p t a n c e  for IASC st a n d a r d s  in 
d i f f e r e n t  co un t r ie s .  Some of these p r o b l e m s ,  pe r h a p s  e q u a ll y  
a p p l i c a b l e  for b o t h  d e v e l o p e d  and less d e v e l o p e d  cou nt ri e s ,  
have b ee n  p o i n t e d  out by Sir He n r y  Benson, f o r m e r  P r e s i d e n t
of the I n s t i t u t e  of C h a r t e r e d  A c c o u n t a n t s  in E n g l a n d  and

20Wal es,  as follo ws:

20. Be ns on,  Sir H., " The  St or y of I n t e r n a t i o n a l  A c c o u n t i n g  
S t a n d a r d s " ,  A c c o u n t a n c y , J uly  1976, p p . 3 4 - 39.
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"Som e of the m e m b e r s  of the IASC have not a r r a n g e d  
c o m p l i a n c e  w i t h  the n e w  S t a n d a r d s  by th eir i n d i v i d u a l  
m e m b e r s  s u f f i c i e n t l y  firm, and s o m e t i m e s  not at all... 
T her e are v a r io us  r ea s o n s  for this. Some c o u n t ri e s  take 
the vi e w  that they cannot re q u i r e  c o m p l i a n c e  l o c al l y  
unt il they are s a t i s f i e d  that the S t a n d a r d s  are i n t e r 
n a t i o n a l l y  a c c e p t a b l e .  Some see local l e g i s l a t i o n  as 
an o b s t a c l e  to the i n t r o d u c t i o n  of i n t e r n a t i o n a l  S t a n 
dards. Some a c c o u n t i n g  b o di e s do not h a v e  the power  to 
d i s c i p l i n e  over th eir  m e m b e r s ,  and ca nn o t t h e r e f o r e  
impose  c o m p l i a n c e  w i t h  e i th e r  n a t i o n a l  or i n t e r n a t i o n a l  
S ta nd ar ds.  Some c o u n t r i e s  have not yet o v e r c o m e  stu b bo r n  
local r e s i s t a n c e  fr om  the b u s i n e s s  c o m mu n i ty .  But all 
these i m p e d i m e n t s  mu st  be b r o k e n  down, and there should 
be no d el ay  in s t a r t i n g  this p r o c e s s . "

11.5 C O N C L U S I O N

It has b e en  ar gu e d in the p r e s e n t  c h a p t e r  that any 
ef fo r t  at s e t t i n g  st a n da r d s for a c c o u n t i n g  p r a c t i c e s  shoul d  
be b a s e d  on the i n f o r m a t i o n  needs  of users in the country, 
con cer ne d.  T h e r e f o r e ,  a c c o u n t i n g  s t an d a rd s  d e e m e d  s u i t ab l e  in 
d e v e l o p e d  c o u n t r i e s  may not be us e fu l  or a p p r o p r i a t e  in less 
d e v e l o p e d  cou ntr i es .  As m a n y  of the less d e v e l o p e d  c o u n t r i e s  
ha ve  d e f i c i e n c i e s  in r e s p e c t  of s t a n d a r d i s e d  a c c o u n t i n g  
p r a c t i c e s ,  f u r t h e r  e m p i r i c a l  r e s e a r c h  is n e c e s s a r y  to i d e n t i 
fy user ne e d s and a p p r o p r i a t e  a c c o u n t i n g  s t a n d a r d s  for these 
count rie s.  H o w e v e r ,  the p r e s e n t  cha p te r  has i d e n t i f i e d  
g o v e r n m e n t  as the d o m i n a n t  user group and m a c r o  e c o n o m i c  
i n f o r m a t i o n  n ee d s  as the i m p o r t a n t  a c c o u n t i n g  o b j e c t i v e  in 
less d e v e l o p e d  co un tr i e s.

A l t h o u g h  v a r i o u s  i n t e r n a t i o n a l  ef f o r t s  (UN, OECD, etc.) 
have bee n made at p r e s c r i b i n g  a c c o u n t i n g  s t a n d a r d s  or a c c o u n 
ting d i s c l o s u r e  r e q u i r e m e n t s  for m u l t i n a t i o n a l  e n t e r p r i s e s ,  
all these e f f o r t s  do not se em c o m p a t i b l e  w i t h  the user needs 
in less d e v e l o p e d  co un tries. E x c e p t i n g  that of the UN, other 
ef for ts  do not cover the less d e v e l o p e d  h o s t  c ou nt ri es . The 
i n t e r n a t i o n a l  e f f o r t s  are in the fo rm  of " g u i d e l i n e s "  as 
o p p o s e d  to " r e q u i r e m e n t s " .  " M e c h a n i s m s  for r e v i e w i n g  and 
e n f o r c i n g  c o m p l i a n c e  (with a c c o u n t i n g  s t a n d a r d s )  can o p era te  
only at the n a t i o n a l  level - a p p l i c a b l e  to c o r p o r a t i o n s
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w i t h i n  the j u r i s d i c t i o n  of n a t i o n a l  states and e x e r c i s e d  by
2 1local r e g u l a t o r y ,  l e g i s l a t i v e ,  and j u d i c i a l  a g e n c i e s . "

It has b e e n  p r o p o s e d  in the p r e s e n t  ch ap t e r that a p o l i t i c a l  
p ro c e s s  of a c c o u n t i n g  s t a n d a r d  se t t i n g  can he lp  d e v e l o p m e n t  
of a c c o u n t i n g  s t a n d a r d s  and d i s c l o s u r e  r e q u i r e m e n t s  in a less 
d e v e l o p e d  country.

The m ai n  p r o b l e m  f a c e d  by less d e v e l o p e d  c ou n t r i e s  in 
h a n d l i n g  m u l t i n a t i o n a l  e n t e r p r i s e s ,  seems to be the p o t e n t i a l  
d i s t o r t i o n  of c o r p o r a t e  p e r f o r m a n c e  th r o u g h  t r a n s f e r  price 
m a n i p u l a t i o n .  The p r i n c i p a l  o b j e c t i v e  of s e t t i n g  a c c o u n t i n g  
st a n d a r d s  for m u l t i n a t i o n a l s  ne e d to be to d e v i s e  such 
d i s c l o s u r e  r e q u i r e m e n t s  that can help to d e v e l o p  a m e c h a n i s m  
for c o n t r o l l i n g  t r a n s f e r  price  m a n i p u l a t i o n .  In this regard,  
some p o t e n t i a l  d i s c l o s u r e  r e q u i r e m e n t s  ha ve  b e e n  m e n t i o n e d  
in the p re s e n t  chapter. F u r t h e r  r e s e a r c h  in this area can 
h el p  to p r e p a r e  a list of d i s c l o s u r e  r e q u i r e m e n t s ;  the 
UN C e n t r e  on T r a n s n a t i o n a l  C o r p o r a t i o n s  can pl a y  an i m p o r t a n t  
role in this re spect.

21. Gray, Shaw, and McSwe eney (1981), op.cit., p . 130.
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C H A P T E R  TW E LV E
Conclusions

12.1 G E N E R A L  R E M A R K S  P E R T A I N I N G  TO THE H Y P O T H E S E S

This st udy is e s s e n t i a l l y  an e x p l o r a t o r y  s u r v e y  aimed 
at l o c a t i n g  the l o o p h o l e s  t h r ou g h  w h i c h  m u l t i n a t i o n a l  e n t e r 
pr is e s mi gh t  d i s t o r t  t hei r r e p o r t e d  p r o f i t  p e r f o r m a n c e s  in 
less d e v e l o p e d  coun tr ies . C o n c e p t s  of m a r k e t  i m p e r f e c t i o n  
(for e x am p l e ,  those r e l a t i n g  to o l i g o p o l i s t i c  b e h a v i o u r ) ,  
to ge t he r  w i t h  such d y n a m i c  f e a tu r e s as i n t e r n a t i o n a l  p la n t  
d i v e r s i f i c a t i o n  l e a d i n g  to r i s k - d i v e r s i f i c a t i o n  , w e r e  used 
to h y p o t h e s i s e  that m u l t i n a t i o n a l s  in less d e v e l o p e d  c o u n t r 
ies w o u l d  ha ve  the a b il i t y to earn  s u p e r i o r  p r o f i t s  to those 
of their local co u n t e r p a r t s .  But the e m p i r i c a l  e v i d e n c e  s u g g e 
sts that r e p o r t e d  p r o fi t  rates of m u l t i n a t i o n a l s  and of local 
firms in less d e v e l o p e d  c o u n tr i e s are not s i g n i f i c a n t l y  d i f f e 
rent. This led to an i n v e s t i g a t i o n  of p o t e n t i a l  a c c o u n t i n g  
m a n i p u l a t i o n  by m u l t i n a t i o n a l s .

H y p o t h e s i s  One s t a t e d  that m u l t i n a t i o n a l  e n t e r p r i s e s  in 
less d e v e l o p e d  c o u n t r i e s  m i g h t  choose such a c c o u n t i n g  p o l i 
cies as w o u l d  u n d e r s t a t e  d e c l a r e d  profi ts . The fi n di n g s of 
this r e se a r ch , b a s e d  on the e m p i r i c a l  e v i d e n c e  f ro m B a n g l a d e s h ,  
does not lend s u p p or t  to this h y p o t h e s i s .  H o w e v e r ,  m u l t i n a t i o 
nals and local firms in B a n g l a d e s h  a p p e a r e d  to use d i s s i m i l a r  
a c c o u n t i n g  p o l i ci e s.  This latter fi n di ng  s ug g e s t s  the need 
for s t a n d a r d i s a t i o n  of a c c o u n t i n g  p o l i c i e s  in less d e v e l o p e d  
co u n t r i e s  like Ba ng l a d e s h .  This s u g g e s t i o n  has b e e n  used in 
c hap te r 11 of this study to r e c o m m e n d  the n e e d  for a c c o u n t i n g  
s ta n da r d s for m u l t i n a t i o n a l  e n t e r p r i s e s  in less d e v e l o p e d  
c o u n t r i e s .

H y p o t h e s i s  Two s t a t e d  that m u l t i n a t i o n a l  e n t e r p r i s e s  in 
less d e v e l o p e d  c o u n t r i e s  m i g h t  m a n i p u l a t e  t r a n s f e r  p ri c e s  to 
u n d e r s t a t e  d e c l a r e d  profi ts . The f in d in g s  of a v a i l a b l e  studi es  
and of the p r e s e n t  B a n g l a d e s h  case study lend s up po rt  to this
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hy po t h e s i s .  It foll ows  t h e r e f o r e  that the t r a n s f e r  price 
m a n i p u l a t i o n  issue poses cruci al pr o b l e m s  for the m e a s u r e m e n t  
of p e r f o r m a n c e  of m u l t i n a t i o n a l s  on the ba s i s  of p u b l i s h e d  
a c c o u n t i n g  reports. F r o m  the an al ys i s in the p r e s e n t  study, 
it w o u l d  se e m that mo st  of the cr i t i c i s m s  f o un d  in the l i t e r a 
ture aga i ns t  the o p e r a t i o n s  of m u l t i n a t i o n a l  e n t e r p r i s e s  in 
less d e v e l o p e d  c o u nt r i es  are s tr o n gl y  a s s o c i a t e d  w i t h  the 
m a n i p u l a t i o n  of t r a n s f e r  prices. B eca us e t r a n s f e r  price m a n i 
p u l a t i o n  p r o v i d e s  ample o p p o r t u n i t i e s  to a m u l t i n a t i o n a l  
e n t e r p r i s e  to u n d e r s t a t e  r e p o r t e d  p r of i t p e r f o r m a n c e  in a 
host country, it has b een  s u g g e s t e d  that a c c o u n t i n g  s t a n d a r d  
s et t i n g  e f f o r t s  in less d e v e l o p e d  c ou nt ri es s ho u l d  be p a r t i 
cular ly c o n c e r n e d  w i t h  d e v i s i n g  such s t a n d a r d s  so that r e s t r a 
ints on t r a n s f e r  price m a n i p u l a t i o n  can be im p o s e d  (chapter 11).

The p r o b l e m  of i n a d e q u a t e  data has b e e n  r e p e a t e d l y  
e v i d en t  t h r o u g h o u t  this study. W hi l e  this lack w o u l d  seem to 
o p e r at e  as an o b s t a c l e  to i n - d e p t h  analy ses  of the l o o p h ol e s  
of a c c o u n t i n g  r ep o r ts  p r e p a r e d  by m u l t i n a t i o n a l s  in host less 
d e v e l o p e d  c o u nt r ie s,  the a v a i l a b l e  data do seem to p r o v i d e  
a r e a s o n a b l e  b asi s for a g e ner al  and e x p l o r a t o r y  t r e a t m e n t  of 
the su b je c t  m a tt e r , such as the one a t t e m p t e d  in the p r e s en t  
study. H o w e v e r ,  m or e  r ig o r ou s e m p i r i c a l  r e s e a r c h  is n e c e s s a r y  
to shed more light on the p r o b l e m s  of m e a s u r i n g  p e r f o r m a n c e  
of m u l t i n a t i o n a l  e n t e r p r i s e s  in less d e v e l o p e d  countri es .

12.1 P O L I C Y  R E C O M M E N D A T I O N S

The m a j o r  i m p l i c a t i o n  of the p r e s e n t  st ud y p er t a i n s  to 
the f i n d i n g  of " t r a n s f e r  pr i c e  m a n i p u l a t i o n  h y p o t h e s i s " .
A l t h o u g h  sev e r al  studi es e a r l i e r  found t r a n s f e r  price m a n i p u 
lati on by m u l t i n a t i o n a l  e n t e r p r i s e s  o p e r a t i n g  in less d e v e l o 
ped c o u n t r i e s ,  the p r e s e n t  st udy r e s e a r c h e d  the issue fro m an 
a c c o u n t a n t ’s v i e w  point. A n d  the fi n d i n g  in this regard  has 
b ee n  i n c o r p o r a t e d  in an a rg u m en t  for a d d i t i o n a l  d i s c l o s u r e  
r e q u i r e m e n t s  in p u b l i s h e d  a c c o u n t i n g  r e po rt s  of m u l t i n a t i o n a l  
e n t e r p r i s e s  in less d e v e l o p e d  co u n tr i e s ( c h ap t e r 11).
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The p r e s e n t  study found c o n s i d e r a t i o n s  r e l a t i n g  to the 
p u b l i c  p o l i c i e s  u n d e r  w h i c h  m u l t i n a t i o n a l  e n t e r p r i s e s  ope r a te  
in less d e v e l o p e d  co u n tr i e s to be of r e l ev a n ce . This was so 
b e c a u s e  p u b l i c  p o l i c i e s  r e g a r d i n g  the c o nt r o l of o p e r a t i o n s  
of m u l t i n a t i o n a l  e n t e r p r i s e s  were found to be i n a d e q u a t e  in 
m any  less d e v e l o p e d  co un t r ie s ,  and in B a n g l a d e s h  in p a r t i c u 
lar. This is m a i n l y  b e c a u s e  the g o v e r n m e n t s  of these cou nt r ie s  
c o n s i d e r  m u l t i n a t i o n a l  e n t e r p r i s e s  as the v e h i c l e  for i n d u s 
trial d e v e l o p m e n t ,  and thus think that c o n tr o l  m e a s u r e s  
a gai ns t m u l t i n a t i o n a l s  w o u l d  creat e d i s i n c e n t i v e s  for p o t e n 
tial m u l t i n a t i o n a l  inve st ors . F r o m  the e x p e r i e n c e  of the 
m o t i v a t i o n s  for f or e i gn  i n v e s t m e n t s  by m u l t i n a t i o n a l  e n t e r p r i 
ses, a n a l y s e d  in ch a p t e r  3 of the p r e s e n t  study, it appears 
that these e n t e r p r i s e s  are se ar ch  ing for n ew  m a r k e  ts t h r o u g h 
out the wor l d;  if one m u l t i n a t i o n a l  delays in p e n e t r a t i n g  a 
p o t e n t i a l  m a r k e t  an ot h e r c o m p e t i n g  m u l t i n a t i o n a l  wil l come 
f o r w ar d  to c apt ure  that market. Un d e r  such c i r c u m s t a n c e s ,  
a p p r o p r i a t e  p u b l i c  p o l i c i e s  c o n t r o l l i n g  the o p e r a t i o n s  of 
m u l t i n a t i o n a l s  m ay  not  m a t t e r  m u c h  in terms of i n c e n t i v e s  or 
d i s i n c e n t i v e s  for the p o t e n t i a l  m u l t i n a t i o n a l  i n v es t o rs ,
" B e c a u s e  they h ave  a d a p t e d  to the w o r l d  as it is", op i ne d

1Karl Ma y er ,  B u s i n e s s  P l a n n i n g  D i r e c t o r  of ITT. M a y e r  w e nt  on 
to say, "If the l e g i s l a t o r s  d o n ’t like the re su lt s, they may 
change the g r o u n d  rules. W e l l - m a n a g e d  m u l t i n a t i o n a l s  will 
si mp l y adapt to the new  g r o u nd  rules and c o n t i n u e  to do a 
good job of r e a l l o c a t i n g  re s o u r c e s  in a n e w  o p t i m u m  m a n n e r . "  
H ow e v e r ,  f u r t h e r  r e s e a r c h  in this rega rd  may he l p to find 
out w h e t h e r  or not co n tr o l  m e a s u r e s  do r e s t r i c t  entry of 
m u l t i n a t i o n a l s  into less d e v e l o p e d  cou nt r ie s .  For the time 
being , h y p o t h e s i s i n g  that stric t p u b l i c  p o l i c i e s  to contr ol  
o p e r a t i o n s  of m u l t i n a t i o n a l s  wo u l d  not s e r i o u s l y  af fe c t the 
i n v e s t m e n t  cl im ate  for m u l t i n a t i o n a l s  in less d e v e l o p e d  c o u n 
tries, it can be ar g ue d  that ad e q u a t e  and e f f e c t i v e  control  
m e c h a n i s m s  are e s s e n t i a l  for m a k i n g  m u l t i n a t i o n a l  i n v e s t m e n t s  
b e n e f i c i a l  to the e c o n o m i c  d e v e l o p m e n t  of the h os t less 
d e v e l o p e d  co un t r ie s .

1. D u n ’s Revi e w , July 1976 , p . 56.
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In the con t e xt  of a less d e v e l o p e d  h o s t  co un tr y , the
contr ol m e a s u r e s  for m u l t i n a t i o n a l  e n t e r p r i s e s  n e e d  i m m e d i a t e
and c are ful  c o n s i d e r a t i o n .  For ex ample, m o s t  of the d e v e l o p e d
co u n t r i e s  ha v e  imp o se d  legal cont ro ls on the t r a n s f e r  p r i c i n g

2p r a c t i c e  of m u l t i n a t i o n a l  e n t e r p r i s e s .  The less d e v e l o p e d  
c ou n t r i e s  are la g g i n g  far b e h i n d  in this r esp ect . As m e n t i o n e d  
e l s e wh e r e,  less d e v e l o p e d  co u n tr ie s  have m a n y  c o n s t r a i n t s  on 
f o r m u l a t i n g  and o p e r a t i o n a l i s i n g  contr ols  on t r a n s f e r  pr ic e  
m a n i p u l a t i o n .  It c a n Aarg u ed  h o w e v e r  that the f o l l o w i n g  m e a s u 
res m a y  be an i m p o r t a n t  step towa rd s the u l t i m a t e  goal of 
c o n t r o l l i n g  t r a n s f e r  p ri c e  m a n i p u l a t i o n  by m u l t i n a t i o n a l s  in 
less d e v e l o p e d  countrie s.

(1) A p p r o p r i a t e  t r a i n i n g  of o f f i ci a l s in r e l e v a n t  g o v e r n m e n t  
d e p a r t m e n t s  such that they are e q u i p p e d  w i t h  ad e q ua t e  
k n o w l e d g e  to deal w i t h  t r a n s f e r  p r i c i n g  issues.

(2) S p e c i f i c  l e g i s l a t i o n  e m p o w e r i n g  the t a x a t i o n  a u t h o r i t y  
to i n v e s t i g a t e  p o t e n t i a l  t r a n s f e r  price m a n i p u l a t i o n
and to r e a l l o c a t e  the income  of m u l t i n a t i o n a l  e n t e r p r i s e s .

(3) G o v e r n m e n t  p o l i c y  to wa rd s e s t a b l i s h i n g  g r e a t e r  c o o p e r a 
tion b e t w e e n  cu st oms  a u t h o r i t i e s ,  t a x a t i o n  a ut h or i t ie s ,  
and e x c h a n g e  contr ol  a u t h o r i t i e s  in a h os t cou nt r y,  to 
o p e r a t i o n a l i s e  a c o n t i n u o u s  pr oc es s of i n v e s t i g a t i n g  
t r a n s f e r  pr ice  m a n i p u l a t i o n  in e ver y case of i n t r a - g r o u p  
impor ts of m u l t i n a t i o n a l s .

(4) E n t e r i n g  into a g r e e m e n t s  w i t h  a p p r o p r i a t e  g o v e r n m e n t  
d e p a r t m e n t s  of the home c o un t r ie s  of the m u l t i n a t i o n a l s  
( d e v e l o p e d  count rie s)  to a rr a n ge  to r e c e i v e  i n f o r m a t i o n  
on the m a r k e t  pr ic e s  of i n t r a - g r o u p  imports of
m u l t i n a t i o n a l s .

2. S e c t i o n  482 of the U.S. I nt e rn a l  R e v e n u e  Code a u t h o r i s e s  
I n t e r n a l  R e v e n u e  S e rv i ce  to al l oc a t e  income or ex p e n s e s  
among r e l a t e d  c o m p an i es  wh e n  it is n e c e s s a r y  to p r e v e n t  
tax e v a s i o n  or to r e fl e ct  c l e ar l y  the in c om e  of each 
company. M a n y  o th er cou nt r ie s ,  i n c l u d i n g  Ca na da,  Fr an c e ,  
Italy, and B r i t a i n  h a v e  l e g i s l a t i o n  r e s e m b l i n g  Se ct i o n  
482. For a d e s c r i p t i o n  of h o w  the B r i t i s h  g o v e r n m e n t  i n v e s 
tigate t r a n s f e r  p r i c i n g  p r a c t i c e s  of m u l t i n a t i o n a l s ,  see: 
"U.K. T a x  A u t h o r i t i e s  Zero in on M u l t i n a t i o n a l s " ,
B u s i n e s s  Eu ro pe ,  18 June 1976.
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(5) M a k i n g  all m u l t i n a t i o n a l s  su bm it  d e t a i l e d  i n f o r m a t i o n  on
all of thei r imp o rt s to the M i n i s t r y  of I n d u s t r i e s  or to
any s p e c i f i e d  g o v e r n m e n t  de par tm e nt .  Such i n f o r m a t i o n
sh ou l d incl ude , am on g other things, the sour ce of import

prcvCtL
of each  p a r t i c u l a r  item, i m p o r t ^ p e r  unit of m e a s u r e  of 
each  p a r t i c u l a r  item, total import of each of the items 
in each c o n s i g n m e n t ,  etc.. If a si m i l a r  i t e m  is i m po r t e d  
by d i f f e r e n t  firms at d i f f e r e n t  p r ic es,  a case for 
i n v e s t i g a t i n g  p o s s i b l e  p ri ce m a n i p u l a t i o n  m ay  be started.

(6) In the e x t r e m e  case, to creat e a " t r a n s f e r  pr i ce  task 
force" to deal w i t h  t r a n s f e r  p r i c i n g  issues.

T he  above list is not exh a us ti v e.  F u r t h e r  r e s e a r c h  is 
r e q u i r e d  to i d e n t i f y  pl i c y  m e a s u r e s  s u i t a b l e  for p a r t i c u l a r  
less d e v e l o p e d  co u nt ri e s.

12.3 D I R E C T I O N  F O R  F U R T H E R  R E S E A R C H

G iv e n the w o r l d - w i d e  a c t i v i t i e s  of m u l t i n a t i o n a l  
e n t e r p r i s e s ,  f u r t h e r  r e s e a r c h  is n e c e s s a r y  to i d e n t i f y  the 
acti ons  that can be taken at n a t i o n a l  and i n t e r n a t i o n a l  levels 
to m i n i m i s e  s p e c i a l  d i s a d v a n t a g e s  that ac c ru e  to less d e v e l o 
ped c o u n t ri e s  as a r e su lt  of the p r e s e n t  legal and i n s t i t u t i o 
nal f r a m e w o r k  g o v e r n i n g  the a c t i v i t i e s  of m u l t i n a t i o n a l  
e n t e r p r i s e s  in the a rea  of a c c o u n t i n g  d i s c l o s u r e s  and t r a n s f e r  
p r i c i n g  p ra c t i c e s .
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Appendix - 8 A 
Multinational Enterprises in Bangladesh ( As of End 1979 )
Na me  of the C o m p a n y  
and Year of 
E s t a b l i s h m e n t

P a r e n t  C o m p a n y S har e in E q u i t y  In %

F o r e i g n  L oc al Local
(Govt.) (Private) 

3 4 5

1 Squibb of 
B a n g l a d e s h  Ltd. 
(1966)

2 ICI B a n g l a d e s h  
M a n u f a c t u r e r s  Ltd 
(1968)

3 H o e c h s t  P h a r m a 
c e u t i c a l s  Co. Ltd 
(1968)

4 P f i z e r  L a b o r a t o 
ries (BD) Ltd. 
(1968)

5 O r g a n o n  (BD) Ltd. 
(1965 )

6 B a n g l a d e s h  P h a r m a 
c eu t ic a l  Industr, 
(1962 )

E.R. S qu ib b & 70.00
Sons Inc.
(USA)

ICI L i m i t e d  70.00
(UK)

H o e c h s t  A.G. 52.00
(W .G e r m a n y )

P f i z e r  Inc. 76.33
(USA)

A K Z O  P h a r m a  BV 60.00 
(Ho 1 l a n d )

M ay  & Baker 
(UK)

60 . 00

30 , 00

28.88

48. 00

18.26

25 . 00

40 . 00

1 . 12

5 .41

15 . 00

7 Gl ax o  B a n g l a d e s h  
Li mi t  ed
(1967)

8 F i s o n s  (BD) Ltd. 
(1966)

9 L e v e r  B r o t h e r s  
(BD) Ltd.
(1961)

10 R o b i n s o n s  B a n g l a 
desh Ltd .
(1961)

11 B e r ge r  P a i n t s  
(BD) Ltd.
(1970)

12 B a n g l a d e s h  L amp s  
Ltd .
(1961)

G l a x o  H o l d i n g  69.52
L i m i t e d
(UK)

F i s on s  L i m i t e d  49.00 
(UK)

U n i l e v e r  Ltd. 60.75
(UK)

R e c k i t t  & C o l m a n  56.00
L i m i t e d
(UK)

Berger , J e n s o n  & 57.67 
N i c h o l s o n  Ltd.
(UK)

NV Phi lips 
(Holland)

60 , 00

0.19 30.29

51 . 00

39. 25

36 . 00

42. 33

40 . 00

8 . 00

Con t inued
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A p p e n d i x  - 8A
C o n t i n u a t i o n :  M u l t i n a t i o n a l  E n t e r p r i s e s  in B a n g l a d e s h

Na me  of the C o m p a n y  P a r e n t  C o m p a n y  Share in E q u i t y  in %
and Y ea r  of -------------------------------
E s t a b l i s h m e n t  F o r e i g n  L o c a l  Lo ca l

(Govt.) (Private)

13 B a n g l a d e s h  E l e c t -  
rical Indust. Ltd 
(1959)

14 GEC M a n u f a c t u r i n g  
Ltd .
(1948)

N V P h i l i p s  
(Ho 1 1 an d)

GEC L i m i t e d  
(UK)

60 . 00

60 .00

40 . 00

40 . 00

15 A s b e s t o s  C em ent  
Indus t . (BD) Ltd . 
(1965)

16 B a n g l a d e s h  O x y g e n  
L i m i t e d
(1973)

17 KSB P ump s Co,
(BD) Ltd.
(1961)

18 Si ng er  Se w in g  
M a c h i n e  C o .
(1961)

19 Ba ta  Shoe 
C o m p a n y  (BD) Ltd.
(1962)

E t e r o u t e  Me r 40.00 60.00
S . A.
(Belgium)

B0C I nt e r n a -  60.00 39.49
tiona l L i m i t e d
(UK)

C a n a d i a n  K ay - 76,00 24.00
Pump L i m i t e d  
(C an ada)

S i n ge r  Se w i n g  100.00 ~
Mach ine C o .
(USA)

B at a  I n d u s t r i e s  100.00 
Ltd .
(C anada)

0.51

20 B a n g l a d e  sh
T o b a c c o  C o m p a n y  
(Early sixties)

B r i t i s h  A m e r i c a n  66.00 
T o b a c c o  Co, Ltd.
(UK)

32.60 1.40
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Appendix - 8 C 
Additional Statistics : Multinational and Local Enterprises in Bangladesh. Annual Average (1975-1979)
I n d u s t r y  & 
Type of F i r m

T u r n o v e r  
(000 T a k a ) a

Net P r o f i t  
(000 T a k a ) 3

T o t a l  E m p l o y e e s  
( N u m b e r )

P h a r m a c e u t i c a l
M u l t i n a t i o n a l  
(8 firms av erage)

62 ,245 3,671 269

Lo cal
(3 firms average)

2 7 , 7 39 2 , 400 263

C hem i c a 1
Mu 1 1 in a t i o n a 1 
(3 firms average)

84 , 357 5,016 195

Lo cal
(2 firms average)

89,276 5,813 445

E l e c t r i c  & 
E n g i n e e r i n g
Mu I t i n a t i o n a l  
(7 firms average)

2 5 , 9 66 1,233 162

Lo ca l
(2 firms av erage)

6 ,751 510 45

T o b a c c o
M u l t i n a t i o n a l  
(One firm)

1 ,2 8 2 , 9 9 1 20,334 2,828

L oc a l  
(One firm)

50 ,459 208 280

M i s c e l l a n e o u s ^
Mult inat ional 
(One firm)

82,932 4,149 672

L oca l
(2 firms av erage)

13,592 445 291

All  Indus tries
A v e r a g e : All  
M u l t i n a t i o n a l s 11 4,9 36 3,877 369
A ve r ag e :  All 
Lo ca l s 3 5,2 91 1,894 263

Notes: a. Ta ka  = U ni t of B a n g l a d e s h  C u r r e n c y
b. M i s c e l l a n e o u s  i n c lu d e s shoes, a p p a r e l s  and te x t i l e  

p r o d u c t s .
Source: S t a t i s t i c s  on T o t a l  E m p l o y e e s ,  f r o m  the M i n i s t r y  of

L a b o u r  and So ci al  Wel f a re ,  G o v e r n m e n t  of the P e o p l e ' s  
R e p u b l i c  of B a n g l a d e s h  ( U n p u b l i s h e d ) ,  Ot h e r  s t a t i s t i c  
f r o m  A n n u a l  A c c o u n t s  of the e n t e r p r i s e s .
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V
Appendix : 10 A
Details of Import Prices of Ten Items of Pharmaceutical 
Inputs in Bangladesh (1980)

11 em
I m p o r t i n g  
F i r m

Sourc e o f 
Impo rt

Impo r t Pr ice  
(CIF) Per Kg.

(Taka)

1) T e t r a c y c l i n e (1)M u l t i n a t i o n a l  
F irm

Pa re n t
(U.S.A.)

960

(2)M u I t i n a t i o n a l  
F i r m

R el a t e d  
(Ireland)

1 ,440

( 3 ) M u l t i n a t i o n a l
F i r m

P a r e n t
(U.S.A.)

800

(4)Local F irm U n r e l a t e d
(China)

444

(5)Local F irm Unr el at ed  
(Italy)

473

2 ) Oxy-
T e t r a c y c l i n e

( l ) M u l t i n a t i o n a l
F i r m

Pa re n t
(U.S.A.)

1 ,280

( 2 ) M u l t i n a t i o n a l
F i r m

U n r e l a t e d  
(Yog osl av ia )

581

(3)Local F i r m U n r e l a t e d
(Yo goslavia)

590

(4)Lo c a l F i r m Unr el at ed  
(W .Germ any )

610

3)Amp i c i 11 in 
T r i h y d r a t e

(1)M u I t i n a t i o n a l  
F irm

R e l a t e d
(Singapore)

2,479

(2)L oc al F irm U n r e l a t e d  
(Italy)

1,359

(3)Local F i r m U n r e l a t e d
(Italy)

1 ,428

(4)Local F irm U n r e l a t e d  
(W ,Ge rmany)

1 ,465

4 ) S t r e p t o m y c  in (1)M u l t i n a t i o n a l  
F i r m

P a r e nt
(U.K.)

1 , 900

( 2 ) M u l t i n a t i o n a l
F i r m

U n r e l a t e d
(U.S.A.)

752

5 ) Tr i m e t h o p r i m (1)M u l t i n a t i o n a l  
F i r m

R e l a t e d  
(U.K. )

9 ,000

(2)Lo c a l F irm U n r e l a t e d  
( W .G e r m a n y )

1 , 700

(3)Lo cal F i r m Unr el at ed  
( W .Germ an y) 1 ,149

(4)Local F i r m U n r e l a t e d
(Switzer lan d)

880
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A p p e n d i x - l O A  C o n t i n u e d VI

1 1 em
I m p o r t i n g  
F irm

Source of 
Import

Import Price  
( CI F ) Per Kg.

6)D i e t h y 1 
C a r b a m a z i n  
Cit ra t e

(1)M u l t i n a t i o n a l  
F irm

( 2 ) M u l t i n a t i o n a l  
F irm

Par ent 
(U.S.A.)
Unr elated 
(U.K. )

(Taka) 
1 ,680

648

7 ) G e l a t i n e
C a p s u l e s

(1)M u I t i n a t i o n a l  
F irm

Parent 
( U . K . )

80

( 2 ) M u l t i n a t i o n a l  
F irm

U n r e l a t e d
(U.K.)

37

8 ) S o r b i t o l ( l ) M u l t i n a t i o n a l
F i r m

P are nt  
( H o l l a n d )

19

( 2 ) M u l t i n a t i o n a l
F i r m

Unr elate d  
(Fr a n c e )

8

(3)Mult i n a t io n a l  
F i r m

U n r e l a t e d
(Italy)

10

9) La ct o se 
A n h y d r o u s

(1)M u lt  in a t i o n a l  
F irm

P ar en t 
(U.S.A.)

51

(2)M u I t i n a t i o n a l  
F irm

Unr elated 
(Italy)

20

(3 )Local F i r m U n r e l a t e d
(Italy)

18

.0 ) Le vami sole (1)Mu l t in a t i on a 1 
F i r m

P ar e n t
(U.K.)

5 , 700

(2) M u l t i n a t i o n a l  
F irm

Re la t e d  
(Belgium)

2 ,422

(3)Lo c a l  F i r m U n r e l a t e d  
(VJ. G e r m a n y

1,081

SOURCE: D i r e c t o r a t e  of D r u g  A d m i n i s t r a t i o n ,  G o v e r n m e n t  of 
The P e o p l e ’s R e p u b l i c  of Ba ngl a d es h.
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