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Mr. Chairman:

My name is George W. Ball. I am a member of the law firm
of Cleary, Gottlieb, Steen and Ball. I feel I should make it clear to this
Committee that, although my firm acts as legal counsel in the United States
to the European Economic Commission, which is the executive body of the
European Common Market, I appear here today as a private American
citizen. The opinions I shall express to the Committee are my own and
should not be regarded as reflecting the opinions of the Commission.

I have been asked to testify as to the implications of the European
Common Market and the European Free Trade Association for our foreign
trade and domestic economy. I understand that the Committee is particu-
larly interested in_explo.ring the cﬁnsequences of one trend which the crea-
tion of those regional groupings is stimulating - the direct investment by

United States firmis in producticn facilities in Europe.
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I have made no systématic study of this question. The Committee
- may, however, be interested in some observations derived from our pro-
fessional experience in advising the managements of American companies
regarding their European investment problems. I shall direct these obser-
vations at three questions:
First, the factors that are persuading American industrial
firms to establish production facilities in Europe;
Second, the forms which those investments are taking and
are likely to take in the future; and
Third, the implications of this investment trend for American

business and labor and the American economy as a whole.

Why American Firms Are Investing in Europe

The decision by a corporate management to establish or develop
production facilities abroad is normally influenced by a combination of con.-
siderations - not always articulated or fully understood even by the manage -
ment. The relative weight of the individual elements that contribute to such
deciéibns varies widely from situation to situation. Nevertheless, I think
‘we can isolate some of the principal motivations for the growing trend toward
direct investment in Europe.

By far the most compelling reason why an American industrial

company should produce in Europe is that the Furopean economy is growing
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at a substantially faster rate than our domestic economy. This high rate
of growth began to develop momentum during the last decade. Within the
past two years, the creation of the Common Market has provided an addi-
tional impetus. It is offering European producers for the first time the
promise of a new mass market, with all the possibilities which that implies
for the improvement of production, the elimination or absorption of mar-
ginal producers, the modernization of production and distributioh techniques,
and a full realization of the economies of scale.

Is it surprising, therefore, that the Common Market has become
a magnet for American industry? It offers our more enterpriéipg indus-
trialists the challeﬁge of a new economic frontier - the coming into being
of a market serving a population approximately that of the United States
market, in which the Gross National Product per capita has increased 50%
in the last decade while our per capita Gross National Product was increasing
only 33%. It is a market capable of enormous expansion, wh‘ere the standard
of living is still far lower than in the United States but where the mass of
the population is beginning for the first time to want and expect the more
elaborate types of consumer goods.

Granted all this, however, one may ask why American industry
- should not be content to serve this market by exports from the United States -
why it is necessary for American firms to go to the market to establish

production facilities.
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Obviously rha.ny American firms plan, in fact, to srupplyrrtrhis'rmar- '
ket by an increase in their export trade. This is particularly true where a
product required by European consumers is identical with the same product
now produced for Americans, and especially where that product is not labor-
intensive. In such a case, production at home may involve merely a small
addition to the total préduction on existing assembly lines. The resultihg
economy may be so substantial as to overcome any cost advantage enjoyed
by European producers.

- But for many types of goods this will not be the case.

A product may need a special design to meet the special require-
ments of the European’ ma’rket, or differént designs may be needed for dif-
férent segments of that market'. In that case it will prbbably be cheaper to
fabricate the product by using small-scale facilities in, Europe than under
the mass production methods of America. For other products, transport
may be a major element of cost; in that case also it is obviously desirable
that production be undertaken near the marketplace. Or Europe may offer
advantages in the availability of raw materials or of components or in other
eléments of cost. In addition, there may be significant institutional factors,
involving consumer tastes, or the need to adhere to an indigenous set of
business practices. Not oﬁly may the cdrﬁpany find it desirable to be iden.-
tified with the community which it'{md’err‘takes to serve but, in fact, it may
greatly benefit from the established facilities, reputation and ng'éfnm'ent

relations of a European partner.
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There is also the possibility that the American firm can improve
its know-how and techniques by acquiring a production source in Europe.
Europe today is alive with new techniques and processes and, by the creation
of European producing subsidiaries. American firms can frequently practice
a cross-fertilization of ideas.

You will note that I have failed to mention two elements upon which
great emphasis has recently been placed. These are, first, the feeling that
American-produced goods will not be able to compete effectively with goods
produced within the Common Market because of the cost differential created
by the common external tariff; and, secondly, the ;iesire of American firms
to take advantage of lower wage costs in Europe.

In my opinion the first of these elements - fear that the tariff
provisions of the European Common Market will make United States ex-
ports non-competitive -~ has been overstated. During the entire postwar
era, American exports have been subject to discrimination under systems
of quantitative restrictions set up to safeguard the balance of payments of
individual European countries. With the advent of liberalization and free
convertibility, those restrictions are rapidly disappearing. Certainly any
tariff disadvantage which American.exports may suffer under the Common
Market Treaty will be of a far less serious order th;n has been the case
under quantitative restrictions. And I am confident that, if we conduct our
own commercjal policies censibly, even this eleinent of trade dis,advanta.gé

can be diminished.
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I am sure that the Committee is fully aware of the recent pro-
posals of the European Economic Commission - the so-called Hallstein
proposals - for accelerating the coming into being of the Common Market.
Those proposals include the provision for a 20% across-the-board cut in
the common external tariff on industrial products. The Hallstein proposals
are being considered this very day by the Council of Ministers of the
European Economic Community, which is meeting in Brussels. The pro-
posals are, I think, unmistakable evidence of the determination of the
Community to pursue a liberal course. I am convinced that the European
Common Market is already proving an impressive force in the direction
of a more liberal trade policy throughout the whole Free World.

The other element which has, I believe, been unduly emphasized,
is the feeling that American firms are being led to invest in Europe in
order to take advantage of low European wage costs. It is well known that
wage costs are only one factor of cost, a cost factor that may be, and, in
-a number of cases, is, offset by higher raw material, capital, power and
other components of cost. Even in those instances where lower wage costs
have yielded lower unit costs of production, it has been my observation
that most companies have regarded this as 0;11y a subsidiary consideration
which tends to compensate for certain of the disadvantages of overseas
production. Moreover, I think there has been considerable exaggeration

-a8 to what wage differentials in Western Europe actually mean. Statistical
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comparisons are difficult because of the fact that a high percentage -
appro;.ching thirty to forty percent - of the wagz bill in some European
countries is attributable to fringe benefits. But in any event, I think it is
fair to say that the differential in wage costs is steadily shrinking.

Wages are not a static cost factor. Economic growth.and height-
ened expectations are bringing new pressure for wage increases. A drying
up of the fugitive labor from Eastern Germany; the creation of conditions
of full employment, even over-employment, throughout most areas of the
Community; the development of a more confident and more aggressive labor
movement - these factors are all contributing to labor's demand for a
. larger share of revenues. And you must add to that the influence of the
Common Market Treaty itself. By requiring the equalization of conditions
of labor, the Treaty will tend to raise the wage bill in the lower income
areas of the Community.

Whatever, therefore, may be the temporary advantage in labor
costs enjoyed by producers within the Common Market, that advantage
will progressively disappear if Europe continues its present rapid growth.
American producers, in my observation, are aware of this. They are,
for the most part, not basing their investment plans for Europe on the con;
tinnance of a labor cost advantage. They are investing for the long pull in
reliance on the continued economic growth which will almost inevitably wipe

out that advantage.
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I would sum ui: by suggesting, therefore, that the establishment
of production facilities in Europe is a normal and natural movenient by
American industry seeking a closer point for attack on a new and :prdmising
market. - American industrial firms are building and buying factories in
Europe today for the same reason that, during the postwar period, they
have been building factories and developing facilities in Canada and in the
west and southwest sections of the United States - because Canadé and
California and Texas and the whole West and Southwest have been developing
faster than the traditional markets of the eastern parts of our country.

In a word, I would suggest that the construction of American
production facilities in Europe is much more analogous to the recent trend
toward establishing production fécilities in the West than to the phenomenon
of New England plants running away to the South in order to exploit a lower

wage-cost area.

Form of Direct Investment in Europe

In the era of the so-called dollar shortage, when individual
European countries were surrounded by a wall of quota restrictions,
American firms were faced with a serious dilemma. They found it neées!
sary to produce behind that wall in order to be able to sell tq-s‘,oft’(:urr.e;ncy

markets; they did not, however, find the climate propitious for Iongyteém

investment since 'fhey had no confidence in either the economic 0r5p61'irti'¢a.l”‘ :



stability of many European countries. They, therefore, sought ways of
Participating in production on a basis of limited liability and with the hope
of short-term profit.

Now the situation is altogether different. The American industrial
community believes that the nations of Western Europe, particularly those
included in the Common Market and the Free Trade Association, are polit-
ically and economically stable. In fact, there is evidence based on recent
experience that the Common Market countries are certainly as stable and
may be economically more stable than even the United States.

United States industrial firms are, therefore, undertaking forms
of direct investment different from those they undertook ten years ago.
Instead of patent and licensing arrangements, they are, for the most part,
much more interested in the whole or partial ownership of production
facilities. . Firms with a limited commitment in, production are increasing
that commitment. In many cases firms which have never before done any
substantial business, or even any business at all, in Europe, are now seek-
ing partners or facilities in Western Europe with commendable resolution
.and self-assurance.

The course of this investment activity serves, I think, as added
proof of the thésis. I put forth a moment ago, that it is not the fear of tariff
or quota disadvantages or the attraction of léw wage rates which leads

American industry to establish producti¢n facilities abroad. It is economic




growth anci.a promise of continued growth. The low wages and the trade
restrictions that prevailed in Europe during the first decade following the
War were expressions of the poverty of the Eurcpean economy. Poverty
did not attract American investment, nor will it ever do so. The investmenf
flow began in impressive volume only when a surge of economic growth had
begun to eliminate low wage levels and trade restrictions.

But even the present high level of investment in the Common
Market does not mean that large amounts of American capital are moving
from the United States to Europe. For the most part American companies
are concentrating on establishing beachheads of production; they are limiting
their capital investments. In 1957, for example, according to Department
of Commerce figures, only 19% of United States direct foreign investment
in Europe consisted of capital exported from this country. Of the balance,
35% came from funds obtained in Europe, and the rémaining 46% was prin-
cipally out of reinvested earnings and depreciation and depletion. In 1958
this situation was even more pronounced. Only 8% of total direct investment
in Europe was represented by the export of United States capital, while 44
represented funds obtained in Europe.

I think it likely that a second wave of America.,n. direct investment
in Europe will occur two or three years from now -.a wave of greater dlmen-
sions than. any we have seen up to this point If Amemcan firms find. Europe

a profitable place to do busineas --as has been their common experience in




- 44 =

the last two or three years - they will seek to expand theif exis_tit;g fathities.
They will have gained experience and, with experience, the confidence and
sense of assurance that conduce to expansion. |

But it is probable that this second wave will be financed to an even
greater extent with funds found in Europe. Today many European subsid-
iaries of American corporations are obtaining capital from local partners
and by limited borrowings from European financial institutions. But in
many cases the capital structure of these subsidiaries precludes a full resort
to local financing. European financial institutions are reluctant to lend money
to {\mericau subsidiaries which have only a small equity in relation to debt,
when they do not know the parent companies as well as they know establtehed
European firms.

This situation will not always prevail. As earnings are accumu-
lated and reinvested, as American companies consolidate their relations
with European banks and financial institutions, American firms doing
business in Europe will find it increasingly attractive to raise their money

on the European capital market. This will most certainly be true if interest

rates continue to decline in Europe while they rise in the United. States.

Implications of Ameri‘ca,n._Di,_r,ect Investment in. Europe

As the Committee well knows, the trend toward the increased

development by United States flrms of productmn facxlities in, Europe has




often been viewed with alarm. I_F_i_l:_s__t, the fear has been e);pressed t,f;at tlize
trend would lead to a drying up of United States exports, which would, in
turn, contribute to unemployment at home. Second, there has been concern
that direct investment abroad would exacerbate the troublesome United
States balance-of-payments position.

I do not regard either fear as well-founded.

Direct Investment and U.S. Exports

The decline of United States exports between 1956 and 1959 was
due largely to a shrinkage in shipments of cotton, petroleum, iron and steel,
metal products, aircraft and non-ferrous metals. The decline in those
exports cannot be attributed to the growth of United States investment abroad.
On the other hand, the liberalization of quota restrictions, which has come
about with the recent advent of prosperity and convertibility in Europe, has
opened up greater markets for United States products, whil'e the growth of
the European economy has materially increased demand, particularly for
our capital goods. In the first two months of this year, for example, United
States exports to the Common Market amounted to almost $550 million, or
52% above the same period in 1959, and 36% above the same period in 1956,
to which we tend to look back nO‘stalgically as a '"'normal'" period. The rea-
son for this increase in exports is, of course, the phenomenal'growth of |
investment and per capita mcome in Western. Europe, to wluch the Common

'Market is making a sigmfu:ant contr1but1on




Similarly, the developments in our iinport trade have not bee#h3 |
attributable to developments in United States foreign investments. If auto-
mobiles are left oﬁt of the picture - and they are a very special case, since
the import trade in automobiles developed almost entirely from the refﬁsal
of the American automobile producers to make a type of car the public
wanted - the increase in our imports has gone hand-in-hand with the increase
in our Gross National Product; total imports have remained a stable propor-
tion of our GNP - 3%. One of the factors in explaining the stable pattern
of our import growth has been the stability of consumer disposable income
in the United States in spite of the business cycle fluctuations; exports, on
the other hand, have been sensitive to cyclical factors.

Direct Investment and the U. S. Balance-~
of-Payments Position

Nor is it true that private direct investment in Europe has had
an adverse effect on our balance-of-payments position.

First, every year since the end of World War II, and even before,
the United States has been a net recipient of payments from the rest of the
world on direct private investment account, By this I mean that income
from such investments has exceeded the outflow of new investment capital.
During the period from the beginning of 1956 through the first three-quarters
of 1959, for example, this excess of incdme over outflow aggregated more
than two billidn.dol’la’rrs - Whichv--dpe"l;atea to support, rather tha.n.weakén,

our bal,a’vnce—vbvf-payments, position.
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VSec‘ond, even were this not the case, it could not be argued that
our balance-of-payments proble::n of 1958 and 1959 was caused by an in-

7 crease& outflow of direct private foreign investment; the outflow was actually
less during those two years than in 1956 and 1957, when our deficit was sub-
stantially smaller.

Third, as I have pointed out earlier, there is no vast mbvement
of United States capital into Europe today in the form of direct investment,
The greater part of our new direct investment in Europe is being financed
either through the retention of income earned in Europe or through European
financial sources. We are thus building up the total net asset position of
American firms, with no drain on our own capital market. The future income
from those assets should serve as a stabilizing factor for our total economy,
Fourth, a fair part of the United States capital which has gone
to Europe has not been invested in new production facilities but has instead

been used to acquire a share in existing facilities,

Conclusion

I do not mean to suggest by these observations that the present
trend toward investment by United. States firms in production facilities in
Europe will be without effect on the shape and character of our foreign

. :'t*r'a_de o;- even of our domestic economy. Investment necessarily means

.changés ,inapfgduction.a.s well as in trade patterns. Some Ame rican firms




may begin to produce goods in Europe which they are now eprrting t1% :
Européan markets. They may even begin to serve third mar’keté by expoft-’ -
ing from their European factories the same kinds of gocds that they now
produce in America. Some categories of Jnited States exports ﬁwill conse-
quently suffer, but others will benefit.

In some industrial sectors European subsidia.rie's of American com-
pPanies may even export to the United States in competition with U. S. -produced
goods. But, except in a relatively few industries, I think it highly unlikely
that such a practice will develop in substantial volume for many years to come.

Already we are beginning to see signs of the building up of a
reciprocal investment flow. Some European capital is coming into the
United States and finding its way into production facilities, under the direct
management of European companies. This counter-trend is likely to in-
crease if, as I hope, our own rate of growth is speede’d up so that it more
nearly approaches the rate of growth in Europe today. But in.any event,

I see no cause for alarm about the rate with which United States firms are
seeking European production facilities. I think it is clear, as I have tried
to show, that this offers no menace either to our merchandise trade or oar
over-all balance-of-payments. On the contrary, growth in Europe will, I
am fully persuaded, be a real stimulant to American exports, for the lesson
of history is that we export most to countries with the highest standards of
living and to countries in which we have our largest investments.

In the Interim Staff Report to your Committee, the point has been

quite properly made that for us to reduce the flow of private investment



- 16 -

abroad would be inconsistent with our p§sition of m’oral,énd pol'i,tiea’l‘ iea,der-
ship in the world. It would also, I think, interrupt an historic proceés which |
is altogether healthy. Just as we have seen the expansion of United States
firms from regional to nation-wide production, we are now witnessing the
beginning of their expansion from nation-wide to world-wide production,
Many of our industrial firms have in the past shown a parochial attitude
toward world trade. They have been content to concentrate on the expanding
domestic market, leaving their foreign business to be done by an export or
foreign department, which they have regarded as a rather uninteresting
step-child. But as this country has expanded its political responsibilities
to embrace a great ’part of the world, so American industry must expand

its own horizons of production and trade. What we a;re witnessing today,

as American firms acquire production facilities in Europe, is the classic
pursuit of a normal, healthy, economic motive of seeking to exploit a new
mass market. This process should not, I think, be viewed with alarm

but with satisfaction and approval. After all, it is proof of the continued

vitality of American industry.





