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ABSTRACT
A STUDY OF THE INVESTMENT POLICY AND PERFORMANCE
OF SUBSIDIARIES OF U.S. MANUFACTURING
CORPORATIONS IN BRAZIL

By

Joao Carlos Hopp

The continuous flow of direct United States invest-
ment to Brazil, particularly in the manufacturing sector of
the economy, has brought with it unsettled questions in
respect to (1) motivational factors for the investment
decision, (2) performance of subsidiary companies, (3) risk
incurred in the venture, and (4) investment policy of the
subsidiary. The purpose of this study is to examine and
evaluate the investment performance and policies of subsid-
iary companies in comparison with their parent corporations.
In the search for answers for these questions this disserta-
tion uncovers some reasons for the investment decision in
Brazil as well as the beliefs of American managers in
respect to the risk variable. The basic hypotheses are:

(1) The subsidiary companies are net monetary debtors; (2)
Investement in Brazil carries more risk than in United
States; (3) A better performance, as measured by profitabil-
ity ratios, will be obtained by subsidiaries in comparison

with their parent companies.
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These hypotheses were tested by a comparison of
the annual report data of 47 Brazilian manufacturing subsid-
iaries of United States corporations, out of a total of 159
in operation at December 31, 1967 with the data published by
the parent coméanies for a five-year period between 1963 and
1967. The sample used in this study consisted of all U.S.
subsidiaries in manufacturing and organized as corporations
in Brazil, where the owner's equity exceeded one million
dollars at the end of 1967. These 47 companies comprise
82.0 percent of the total owner's equity and 73.8 percent
of the total assets of all 159 manufacturing U.S. subsidiary
corporations in Brazil.

‘A comparative study of subsidiary and parent com-
panies is hardly feasible unless the financial reports of
both groups are expressed in the same economic context. The
Brazilian economy during the period of study was character-
ized by a galloping inflation which, if not accounted for
in the financial statements, can give rise to an erroneous
interpretation of profits and of investment policy. 1In
order to correct this situation, all the financial state-
ments of the subsidiaries were adjusted by using the tech-
nique of price-level adjustments. After the adjustments,
the annual reports were the instrumental device used in the
determination of the investment policy followed by the sub-
sidiaries. Investment policy, in this study, deals mainly

with asset distribution criteria adhered to by the subsidiary



Jodo Carlos Hopp

and parent companies. The financial reports are also uti-
lized for a study of the debt policy and capital structure
of the subsidiaries. A position of net monetary debtor/
creditor emerges as one of the most important policies that
influences the performance of subsidiary companies. Since
the subsidiary's annual reports do not provide sufficient
information for analysis of investment decision and U.S.
executives' perception of the risk element, a questionnaire
was developed and sent to 32 parent companies in order to
close this gap. A personal interview was conducted in an
additional 15 companies, using the same questionnaire. Out
of 32 questionnaires mailed, 10 companies participated in
the study, 12 expressed their inability to participate and
10 did not respond.

The findings of this study are, then, based on the
data collected in financial reports of the 47 companies
included in the sample and on the response and comments
gathered from the 25 companies that answered the question-
naire.

The empirical study yielded the following results:

l. The decision to invest in Brazil was determined, in
order of importance, by: (a) Demand for the product
in the Brazilian market, (b) Negative incentives of

Brazilian government, and (c¢) Positive incentives of

Brazilian government.
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The risk element was analyzed by using quantitative
(business risk as evidenced by variability of returns)
and qualitative (perceptions of political risk)
approaches. By both methods, the risk was found to
be higher among the subsidiary companies than for
their parents.

Performance, as measured by net profit to total
assets, and net profit to owner's equity, was found
to be lower for the subsidiaries of all 47 companies
over the five-year period.

Subsidiary and parent companies follow different
investment policies, caused by many variables, such
as: trade credit policy, the availability of bank
credit, the business environment, and the stage of

development of the market.

Regarding the hypotheses it was found that subsid-

iary companies are not net monetary debtors, Brazilian invest-
ment does carry more risk than investment in United States,

and subsidiary companies do not have better performance.

An explanation why American companies are continuing

to operate in Brazil when the return is smaller and the risk
larger than operating in the United States, is given below

in summary form:

The goal of the subsidiaries is long-run profits,
rather than short-run profits.
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The market is believed to have a good potential for
development and Brazilian government regulations
force investment in local production facilities if
the parent wishes to participate in this market.

United States executives are optimistic over the
development of LAFTA (Latin America Free Trade
Association) and believe that a Brazilian manufac-
turing subsidiary will give them an advantageous
position to supply this regional market.

The period (1963-1967) used in this study was
considered to be atypical in relation to earlier
periods and expectations for the future.

In many cases, there was an increase in sales from
the parent company to the Brazilian market after
the opening of the subsidiary, and these are not
shown in subsidiaries' annual reports but rather
in the reports of the parent.
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CHAPTER I

INTRODUCTION

Purpose of the Study

The expansion of United States direct investment in

Brazil has proceeded continuously with the exception of 1964
ever since World War II. This tremendous expansion has led
to speculation concerning exorbitant profit expectations on
the part of American parent firms whose subsidiaries are
located in Brazil. In traditional investment theory it is
assumed that a firm would make foreign investments only if
the rate of return on those investments exceeded the rate of
return on domestic investments of the same risk class. That
additional risks are incurred in undertaking foreign invest-
ment cannot be denied. However, there are certain market
considerations which may more than make up for the differ-
ence in terms of higher returns. The main purpose of this
paper is to examine the relative returns of Brazilian sub-
sidiaries and evaluate them in relation to:

l. parent company's return,

2. risk incurred, and

3. professed goals of parent company's investment

decision in Brazil.



The high inflation rate experienced in Brazil for
the last twenty-five years calls for a specific investment
policy of the subsidiary company. Accordingly, my secondary
purpose is to determine whether investment policies followed
were rational in the light of the inflation (and other busi-
ness factors) again using the parent company's policies as
benchmarks.

Hopefully, this study will help the interested
reader to get some insights in the following problems:

1. the basic factors that motivate American corpora-
tions in investing in Brazil.

2. the adjustment of financial reports of Brazilian
subsidiaries (made necessary by the high rate of
inflation).

3. the impact of rapid inflation in the policies and
performance of the company.

4., to evaluate the contentions of extremist "national-
ists" that United States companies earn exorbitant

profits in Brazil.

In the next section of this chapter a short back-
ground on the history of the Brazilian economy is developed,
to familiarize the reader with the pattern of dependency on
certain key primary commodities, which dominated in succes-
sive cycles its export structure. This part can be omitted
by the reader who is familiar with these economic cycles,

but the section "Recent Tendencies" in which are discussed



the origins of the development of the manufacturing sector
in Brazil as well as the importance of United States invest-
ment should be read by all.

The importance of obtaining an historical perspec-
tive lies in gaining an appreciation of the need for indus-
trialization of Brazil and therefore the key role in the
Brazilian economy of the largely industrial United States

subsidiaries included in this study.

History of Brazilian Economy

Investment for utilization and development of
resources has been part of the history of Brazil from the
very start with its contact with Europeans.

The beginning of the economic occupation of Brazil
was largely the result of political pressure exerted on
Portugal and Spain by other European nations. Among the
latter, the prevailing principle was that the Spanish and
Portuguese should be entitled only to those tracts of land
which they had effectively occupied. The gold mirage hang-
ing over inland Brazil greatly influenced Portugal's deci-
sion to make a strong effort to keep their territories in
America, inasmuch as Portugal's own resources available for
productive investment in Brazil were small.

Further, economic (agriculture or trade) utilization
of the Western Hemisphere would have seemed a completely
unfeasible undertaking in the sixteenth century. At the

time, no agricultural product was the object of large scale



trade within Europe. Thus, exploitation of natural
resources was the motive in the colonial development of

early Brazilian economy.

Principal Economic Cycles

Brazil-wood.--Lack of knowledge of Brazil's possi-

bilities and preoccupation with the riches of the Indies
meant that Portugal neglected the economic exploitation of
the country in the first thirty years of its history, i.e.,
from 1500 to 1530. Brazil-wood, found in abundance on the
Brazilian coast, was what afforded the greatest advantages.
In the European market, this wood produced highly rewarding
prices and gave exceptional profits to those who dealt with
it. Brazil-wood, therefore, was the initial economic basis,
defining in this way, the first cycle of Brazilian economy
that prevailed during the beginning of the sixteenth century.

Sugar-cane.--Around 1550 great estates arose where

the cultivation of sugar-cane and stockbreeding began. From
the middle of the sixteenth century until the second half of
the seventeenth century sugar was its principal export crop.
Sugar was also one of the principal items of international
trade at that time, and Brazil was the dominant source of
supply. For twenty-five years in the first half of the
seventeenth century, the Dutch occupied the part of north-
eastern Brazil which was the main sugar producing region.

After their expulsion, the Dutch used their technical skills



and the capital to develop the production of sugar in the
British and French West Indies.

The Dutch contribution to the great expansion of the
sugar market in the latter half of the sixteenth century may
be viewed as a basic cause of the success of agricultural
settlement in Brazil.

In the period from 1530 to 1822, of a total export
value at 530 million pounds sterling, sugar earned 300 mil-
lion (32:170). The importance of the sugar-cane industry
in the Colonial economy is expressed by these figures and
by the closeness of man to the land, which facilitated the
prosperity of the large land estates, the origin of the
agrarian nobility, who were the principal support of
Brazilian society.

Stockbreeding.--Introduced together with sugar-cane,

stockbreeding furnished indispensable elements of life and
work in the country. Moving towards the interior, a favor-
able habitat for cattle was found.

Cattle breeding was an activity with economic char-
acteristics completely different from those of the sugar
producing sector. Occupation of land was extensive and to
some degrée nomadic. Water availability entailed periodic
moving of herds, the proportion of permanently occupied land
being insignificant.

Gold.--The gold mining period lasted throughout most
of the eighteenth century and had a number of important

effects. Because of it, the economic center of the country



shifted from the north to the central-south; the shift of
labor from the sugar mills to mining accelerated the con-
traction of sugar production; for the first time there was

a large inflow of Portuguese immigrants mainly because min-
ing required much smaller initial capital resources than the
establishment of sugar-cane plantations; and, finally, an
urbanization process started with the appearance of numerous
cities in the mining area.

The very nature of the mining enterprise did not
stimulate as much attachment to the land as prevailed in the
sugar regions. Fixed assets involved were small and the
organization was such as to permit a change of location at
short notice. On the other hand, the high profitability of
the business was conducive to a concentrating of all avail-
able resources in the mining activity.

In some regions the curve of production rose and
fell sharply, causing sudden flows of population back and
forth; in others the curve was less marked, permitting more
regular population growth as well as the permanent settling
of important centers of population.

Since no permanent forms of economic activity were
created in the mining regions, with the exception of some
subsistence agriculture, it was only natural that with the
drop in gold production, rapid and general decline should
set in. As production was reduced, the major mining con-
cerns underwent a process of capital loss and liquidation,

There was no possibility of replacing slave manpower, and



with the passing of time many mining entrepreneurs became
reduced to mere prospectors. Decline thus occurred through
a slow shrinkage of the capital invested in the mining sector.

Between the years of 1500 and 1800 the total of gold
exported by the Spanish and Portuguese colonies was worth
350 million pounds sterling, Brazilian gold participating in
this total in the same period with 194 million pounds ster-
ling, corresponding approximately 1,000 tons (32:25).

When the production of gold had decreased, at the
beginning of the nineteenth century, well defined deficien-
cies appeared in the general economy of Brazil. The lack of
roads and other means of transport created closed circles
of economic activities, separated by economically stagnant
zones. External trade was monopolized by Portugal, which
re-exported the Brazilian products transported to Lisbon.
Any industrial initiative was forbidden to the colony. This
period of great economic difficulties coincided with the
Napoleonic Wars, which threatened Portugal, causing its king
to take refuge in Brazil, in 1808.

This historical event gave the country a new per-
spective. The opening of its ports to international trade,
freedom to establish industry in the country, the creation
of the Bank of Brazil, the exemption from duties on Brazil-
ian textiles entering the United Kingdom, the creation of
a Royal School of Arts, Professions and Sciences, the
organization of immigration and colonization among many

other things, were measures which brought Brazil noteworthy



progress. This progress could have been even greater had it
not been the drawbacks resulting from the trade treaty
signed in 1810 between Portugal and the United Kingdom,
which caused deficits in Brazilian exchange position until
the year of 1840, when the cultivation of coffee began a new
phase in the progress of the country.

Coffee.--The nineteenth century was characterized by
the rise of coffee as Brazil's principal staple crop. 1In
the beginning, coffee production was based on labor force
which had been underutilized since the decline of the gold
boom. However, with the decline of importing of slaves, the
complete suspension of such imports in 1853, and finally the
abolition of slavery in 1888, the expansion of coffee pro-
duction came to be based on the work of immigrant wage
laborers. Coffee remained and remains as Brazil's principal
staple, although its strength fluctuated substantially with
changes in world demand.

The Brazilian coffee production rose from 3.7 mil-
lion 60-kilo bags in 1880-1881, to 5.5 million in 1890-1891
and attained 16.3 million in 1901-1902 (16:193).

When the first overproduction crisis occurred in
the early twentieth century, Brazilian entrepreneurs soon
realized they were in a privileged position for erecting
defenses against a fall in prices. All they needed were
financial resources for keeping a part of the output off the
market, that is, for artificially restricting supply. To

reestablish the balance between supply and demand the



government was to intervene in the market and purchase the
surpluses. In order to reach a long term solution to the
problem, the governments of the coffee growing states were
to discourage the expansion of plantations.

Obviously, this situation had enormous potential
ability for disrupting the economy. Financing for those
inventories had largely been obtained from foreign banks.
When the world crisis burst upon the scene, coffee produc-
tion, then at high levels, had to go on increasing because
growers had continued to expand plantations until that time.
In fact, the maximum production was to be attained in 1933--
that is, at the lowest point of the depression--as a reflec-
tion of the extensive planting of 1927-1928. Coffee prices,
being fundamentally dependent on the pattern of supply, con-
tinued low in the thirties without showing any results of
the recuperation which started in 1934 in the industrialized
countries,

In the early years of the Republic, that is in the
early 1890's, proponents of industrialization were able to
secure not merely greater tariff protection but also govern-
mental financial assistance. This was in keeping with an
unbroken tradition of state support for favored business
enterprises running all the way back to the first Brazilian
settlement. On each occasion of market decline for the
staple export crops, there occurred a small wave of indus-
trialization, plantation owners and merchants putting some

of their liquid funds into industry.
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Recent Tendencies

The Great Depression, followed by World War II and
by a sustained period of deliberate promotion of manufactur-
ing after the war appears to mark an important and lasting
shift of direction in Brazil's economic development. The
economic crisis contributed to industrialization in several
ways. Coffee growers shifted their available investment
funds into industry. Far reaching foreign exchange depre-
ciation provided, for a time, unusually effective protection
against foreign competition, and existing surplus industrial
capacity was brought into production. The political orien-
tation of the dictatorial regime under Getulio Vargas (1930-
1945) tended to favor industrialists and their interests as
contrasted to the old land-holding aristocracy and these
trends were further enhanced by the war, which drastically
curtailed imports and led to every type of substitute
domestic production for which capital goods could somehow
be made or secured.

During the years after the World War II Brazil has
experienced almost continuous general economic growth with
development of the industrial sector far outpacing that in
agriculture or services as shown on Tables 1 and 2,
respectively.

Ever since World War I, Brazil's rate of industrial-
ization increased, particularly in the early 1950's which

witnessed a large influx of foreign capital in more
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sophisticated fields, such as chemicals, pharmaceuticals and
electronics. Within a relatively short time, Brazil ceased
to depend on exports and imports and began to produce most
of her consume goods. Brazil has attracted between three
and a half to four billion dollars in foreign investment of
which about 40 percent originated in United States, 20 per-
cent in West Germany, and the remainder in Switzerland,
France, Canada, Great Britain, Holland, Italy and other
countries.

The relative importance of foreign capital compared
to national capital can be found in a study made by the
Institute of Social Sciences of the Federal University of
Rio de Janeiro (28:83), which studied the 55 largest private
corporations in Brazil, where 31 (56.4 percent) are foreign
capital and 24 (43.6 percent) are nationals, as shown in

Table 3 below.

Table 3. Distribution of the 55 largest corporations in
Brazil into national and foreign (Year--1964)

Nationals Foreign

Millions of US$ (%) (%)
1.5 to 2.5 19 - 79 18 - 58
2,5 to 5.0 3 - 13 10 - 32
More than 5.0 2 - 8 3 -10
Total 24 -100 31 -100

Source: Revista do Instituto de Ciéncias Sociais, Universi-
dade Federal do Rio de Janeiro, Vol. II, No. 1, 1965.
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This means that foreign capital predominates among
the most important corporations of the Brazilian economy.
Such predominance becomes even more impressive when we com-
pare the aggregate capital controlled by these corporations.
This indicates a tendency towards a greater predominance of
foreign corporations.

The comparison between the American corporations and
those of other countries is given on Table 4 below., American
firms predominate, comprising 45 percent of the foreign
companies and 25 percent of the national and foreign com-

panies taken together.

Table 4. Distribution of foreign corporations by countries
(Year--1964)

AMEXiCaAN . v v « o o « o o o o o o o o o o o o o o o
GermMAN . o« o« « o o o o o o o o o o s o s o o o o o o o
British . . ¢ ¢ ¢ ¢ ¢ ¢ ¢ o o o o o o « o o o o o o =
French . . . ¢ ¢ ¢ ¢ ¢ o e o o o o o o o o a s o o o @
Italian . . ¢ v v ¢ 4 e e o o o o o o o o o o e o o o
SWISS & & v & 4 4 ¢ o o o o o o o o e o o o o o o o
Dutch . & ¢ ¢ & ¢ o ¢ o o o o o o o o o o o o o o o @
Argentine . . . . ¢ ¢ e e o o o o e o o o o o o o o o
Canadian . . o« o o o o o o o s o s o o o s o o o o o
Anglo-Dutch . . .
Anglo-Belgian-AmeriCan . . « « « « o o o o o o o o o =

TOtal L] . [ . . L] . . . . . . L] . [ L] . . . L] L] .

W =
HF O IFFRFFRFRRERENDDWSD

Source: Revista do Instituto de Ciéncias Sociais, Universi-
dade Federal do Rio de Janeiro, Vol., II, No. 1
(1965).
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As it is to be expected, foreign investment has been
largely in the industrial sector, where large amounts of
easily importable capital and technical ability are so

necessary, as shown on Table 5.

Table 5. Distribution of the 55 largest corporations in
Brazil by basic sectors (Year--1964)

National Foreign

Economic Sector No. % No. %
Industrial 17 70.8 26 83.8
Commercial 3 12.5 4 12.9
Banking 4 16.6 1 3.2
Total =%é 100.0 31 100.0

Source: Revista do Instituto de Ciéncias Sociais, Universi-
dade Federal do Rio de Janeiro, Vol. II, No. 1
(1965) .

The study shown before considered only private owned
companies. If we include government owned companies the
relative importance of foreign corporations is decreased.

In accordance with data cited by Dole A. Anderson, we have:
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Distribution of Thirty Largest Firms by Type of Ownership#*

Private- Private-

Government National Foreign
Ten Largest Firms 6 3 1
Next Ten Largest Firms 3 1 6
Next Ten Largest Firms 3 4 3
Total é% =§ ég

Of the three companies among the top ten,
one is the industrial complex begun by an Italian
and now controlled by his sons that are Brazilians,
the second and third have Japanese and American
origins with majority ownership now held by
Brazilians.

By type of activity, the twelve government
companies include the Federal Railroad Systenm,
Petrobas (the national o0il monopoly), six hydro-
electric companies and three iron and steel com-
panies. Of the ten foreign companies, three are
in automobile industry, three in food and agri-
cultural products, two petroleum distribution and
one each in textiles and steel.

These data confirming the importance of private
foreign investment correspond approximately to
those shown by Frank Brandenburg, in The Develop-
ment of Latin America Private Enterprises (30:116).

While United States investments have played an
important role in the development of public utilities in
Brazil, and a more modest but significant part in finance,
air transportation, retail distribution and mining, the most
dynamic area of United States investment in Brazil during
the period since World War II has been in manufacturing for

the local market. This is clearly shown by the data in

*Source: Banas, Brazil, pp. 69-75 (Year--1965).
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Table 6 which also indicates the scale of United States
direct investments in Brazil in relation to the totals in
Latin America and in all foreign countries.

The role of Brazilian Government policies in the
investment decision of foreign companies is very important.
These policies can be broadly classified as negative and
positive incentives.

The most important negative incentive is the so-
called "Law of Similars". In accordance with this law,
local producers desiring tariff protection from importation
of items locally produced could apply for registration. 1In
practice, the registration of a product as a "similar" would
become the basis for a broad tariff protection as well as
for classification of the product in the high foreign
exchange rate category under the multiple rate system. As
is reported by Gordon and Grommers:

In many cases, the mere report that some

Brazilian or competing foreign firm was contem-
plating manufacture with the implication that
imports of similar goods would henceforth be
ruled out, was the critical factor impelling
U.S. companies to move to preserve their market
position by building local plant (18:24).

The most important positive incentive was a measure
introduced in 1955 that enabled foreign investors, under
certain conditions, to import equipment without exchange
cover, known as Sumoc-Instruction 113.

In accordance with Gordon and Grommers:

A very large part of U.S. manufacturing invest-
ment in Brazil has been made through the channels
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opened by Instruction 113. Since 1957 they
have usually received sizable tariff reduction
or exemption at the same time (18:28).

The main benefit offered by Instruction 113 has been
the possibility of importing equipment without buying for-
eign exchange at a high price through the auction market.

Instruction 113 has also made it possible for com-
panies which had been considering investment or expansion
in Brazil, but which lacked sufficient investment funds, to
employ used equipment rather than cash.

Investment Policy and Measurement of
Performance of Subsidiary Companies

A thorough search of the literature in the measure-
ment of performance of foreign companies indicates the
predominance of the following factors:

1. Profitability,

2. Market penetration,

3. Productivity,

4. Industrial and Labor Relations, and

5. Public and Government Relations.

Market penetration can best be measured by comparing
company sales to the market as a whole.

Companies which use productivity as a measure of
performance consider output factors, such as units sold or
units produced and input factors such as man-hours worked or

payroll expense,.
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Industrial and Labor Relations are evaluated sub-
jectively, considering the following factors:
a. Employee morale and attitudes,
b. Work time lost due to absenteeism, turnover, etc.
c. Union Relations: walkouts and strikes,

d. Effectiveness of training programs.

Pubiic and Government Relations are especially
important in areas where strong nationalistic pressures are
present. The factors considered are:

a. Degree of identification with local and national
goals,

b. Community relations,

c. Relations with local and national business leaders,

d. Relationship with government authorities.

While short-term profitability is not the total
measure of a subsidiary's performance, it often provides the
best means for capsulizing the results of diverse efforts
within an operation. There are, however, factors that tend
to complicate even this simplified attempt at measurement.

First of all, there is no single profitability
measure that is acceptable by itself. The practice of most
companies is to utilize a series of financial ratios that
give a more comprehensive picture of strengths and weaknesses.

There are differing opinions as to what constitutes
the investment figure. One group (1l1:3) contends that total

funds invested (long term debt plus equity) is the most
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meaningful figure, since it represents the actual dollar
commitment and reduces the distorting effect of leverage.
Another group (11:4) feels that investment is the figure for
net assets, or shareholder's equity. They point out that
this measure rewards the manager with decentralized invest-
ment authority who utilizes the most effective means of
raising local debt capital.

Other complications in regard to comparable rates
of return involve the question as to what are "profits".
Some companies consider the return as only those dollars
remitted to the parent company through dividends and various
fees against dollars actually invested. In most cases, book
profits (whether remitted or not) are used, and in some
cases, other fees remitted to the parent are added.

In this study the performance of subsidiaries is
compared to the parent corporation and in both groups,
performance is determined by using the following profitabil-
ity evaluation factors:

a. Net profit to net assets (shareholder's equity), and

b. Net profit to total assets (net of depreciation).

The ratio of gross profit to net sales is not
employed because there is no possibility of collecting the
data on the sales figures of Brazilian subsidiaries. The
other factors by which performance of subsidiaries can be
evaluated will not be considered in this study, due to their

subjectivity and/or the impossibility of obtaining data.
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Performance, as measured by profitability, is only
part of the picture. 1In assessing the performance of a
company we must also consider the risk taken, especially
when the company is in a foreign country. Rational manage-
ment will not increase the exposure to risk unless the
expected return increases more than enough to offset the
increased risk. A two parameter model, as discussed by
Markowitz, of this trade-off between expected return and
risk can be used to explain the management decision.
Rational management will invest only when the increase in
expected returns is greater than the expected increase in
risk.

Risk, in this study, is measured by applying two
different bases:

1. Quantitatively--through the variability of return,
that will be determined on the basis of standard
deviation or variance.

2. Qualitatively--through interviews with and ques-
tionnaires from appropriate officials of the

United States parent companies.

The performance of United States subsidiaries
corporations in foreign countries is subject to widely-held
opposing assumptions.

One group assumes that due to the superior manage-
ment techniques in United States the factors of production

are utilized in a more efficient manner in this country than
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in Brazil, and this will normally result in a better per-
formance for the parent corporation. An alleged evidence of
the above reasoning is that in order to attract foreign
investment the host country must offer some sort of tax
exemption or impose fiscal and/or legal barriers for import
of products, without which a United States company would not
invest in foreign countries, as is the case of Brazil.

The other point of view, exaggerated by nationalists,
is that particularly in developing countries such as Brazil,
due to lower labor and raw material costs or due to higher
sale prices of the final product, the American company will
enter a foreign market because it can and does earn exorbi-
tant profits, profits many times greater than it could earn
in United States.

In Chapters IV and V the reader will find an evalua-
tion of the statements described above in light of the
information gathered by the author through questionnaire and
interviews with officers of parent companies as well as from
analysis of annual reports of subsidiary and parent companies.

In addition to examining and measuring investment
performance a further purpose of this study is to determine
the investment policy of the subsidiary and parent companies,
The Brazilian economy during the period of 1963 to 1967, was
characterized by a high level of inflation, which reached a
total of 299 percent for the five year period. In an infla-

tionary economy the company's investment decision in regard
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to the source and application of funds are greatly influ-
enced by the economic circumstances. In accordance with
Kassel's hypothesis "net monetary debtors will gain and net
monetary creditors lose vis-a-vis their pre-inflation wealth

position" (21:129).

The Hypotheses

Considering the previous discussion, the hypotheses
to be tested are:
l. The subsidiary companies are net monetary debtors.
2. Investment in Brazil carries more risk than in
United States.
3. A better performance, in terms of profitability
ratios, will be obtained by the subsidiaries in

comparison to their parent companies.

Organization of the Study

Chapter II is essentially concerned with the size,
characteristics and procedures in determining the forty-
seven manufacturing subsidiary corporations included in the
sample. Concentration statistics relating the percentage of
total assets and net assets of these forty-seven companies
to the total invested by manufacturing corporations, as well
as a breakdown by type of industry are presented and analyzed.

Chapter III is devoted primarily to a discussion of
the Brazilian inflation experience and the appearance of

illusory profits in the annual reports of firms. The
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limitations of annual reports, as presented by Brazilian
subsidiaries and the accounting differences between the two
countries are analyzed. 1In this chapter a more realistic
profit measurement for the subsidiary is determined, through
price-level adjustments.

Chapter IV deals with the financial policies adopted
by the subsidiary company, particularly on capital structure,
debt policy and the application of the funds available to
the management through an empirical analysis of the annual
reports., A vertical analysis of the balance sheets, after
price level adjustment, is presented. Also, in this chapter
a study of the credit policies followed by the banks is
developed and their implications for the foreign subsid-
iaries is discussed.

In Chapter V the empirical findings of the study are
presented. The performance of the companies, by using the
profitability ratios mentioned before, is determined. There
is an analysis of the performance by considering the net
income before and after adjustments as well as a study of
the companigs by specific type of industry. An explanation
of the non-conformity of the results to the basic hypotheses
is developed in this chapter.

The last chapter contains, in addition to a summary
of the major observations of this study, some normative
propositions regarding investment policy and performance

for the subsidiaries of American corporations in Brazil.



CHAPTER II

METHODOLOGY IN THE DETERMINATION OF THE SAMPLE

AND LIMITATIONS OF THE PRIMARY DATA

Introduction

At the end of 1967, subsidiaries of American corpo-
rations in Brazil numbered 405 according to information
gathered from the Brazilian Government Trade Bureau (18:12).
From this total, slightly over half (229) were manufacturing
operations and the other 176 were spread among miscellaneous
activities. A breakdown of both categories is shown in
Table 7.

These numbers substantiate the findings that American
companies prefer the industrial sector as shown by the study
of the Institute of Social Sciences of the Federal University
of Rio de Janeiro, mentioned béfore in Table 5 and the data
from the United States Department of Commerce, in Table 6.

The financial statements to evaluate the performance
and investment policy of United States manufacturing subsid-
iaries are drawn from annual reports published in official
Brazilian newspapers. 1In accordance with Brazilian legis-

lation only corporations ("sociedades an8nimas") are required

26
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Table 7. Distribution of 405 United States subsidiaries in
Brazil by type of business and corporate form of
organization in the manufacturing sector

Non-Manufacturing Companies

Type of Business Number
Sales Office 26
Service 22
Engineering 19
Export 19
Insurance 17
Holding 14
Mining 11
Petroleum 9
Motion Picture Distributor 8
Investment and Banks 5
Advertising 5
Auditing 4
Shipping and Airlines 4
Public Utilities 3
Miscellaneous _10

Total 176

Manufacturing Companies
Corporate Form
Closely Corporations

Type of Industry Held (S.A.) Total
Machinery and Equipment 14 42 56
Plastic and Chemicals 7 28 35
Auto Equipment 9 17 26
Pharmaceutical 13 9 22
Foodstuff and Soft Drink 6 12 18
Soap and Toiletry 5 8 13
Household Appliance 3 10 13
Tractor and Earthmoving 2 6 8
Metal 1 7 8
Automobile .o 4 4
Tire .. 4 4
Dental Supplies 4 1 5
Packaging 1 4 5
Miscellaneous _5 17 _12

Total 70 59 229

Source: Brazilian Government Trade Bureau, New York, April
1968.
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to publish their financial statements, closely held com-
panies ("sociedades limitadas") do not.

Table 7 shows the classification of the 229 manufac-
turing companies, which indicates that 159, or 69.5 percent
are organized as corporations and the other 70, or 30.5
percent are organized as closely held companies from which
no data can be obtained.

The sample was drawn from these 159 companies, in
view of the impossibility of obtaining the data from closely
held companies.

'Many companies that are included in the universe and
among the 159 companies mentioned above are of small size.

In order to limit the survey to companies with an influence
on the economy of the country, the list was further re-
stricted to those included in Visdo's second annual survey,
published in August of 1968, "Who's Who in Brazilian Economy"
(40:164). The companies listed by Vis3do are the ones report-
ing an owner's equity figure of at least NCr$ 4 million,
which is roughly equivalent to US$ 750,000, which auto-
matically selected the largest companies.

Size and Characteristics
of the Sample

The number of United States manufacturing subsid-
iary corporations listed in the survey mentioned above was
75. In an effort to have represented the largest companies

in each type of industry (and to further reduce the sample
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to a more workable size), the sample used in this study was
finally defined to include all companies ("public-held" man-
ufacturing corporate subsidiaries) with owner's equity (both
United States and any other ownership) larger than US$ 1
million, in December of 1967.

Table 8 shows the distribution, by type of industry,
of the companies listed by Vis3o's survey and the companies
included in the study, as well as the relative percentage to
its respective total. It is important to note that, percent-
agewise, there is no great discrepancy in the distribution
of companies by type of industry.

A breakdown of the 47 companies that met the afore-
mentioned criteria and their relative importance in owner's
equity and total asset size are shown on columns 1 and 3 of
the Table 9. The columns 9, 10, 11 and 12 compare, in per-
centage terms, the companies included in the sample to the
companies listed in Visao's survey and the total of 159
manufacturing companies organized as corporations.

This table supports the statement made earlier that
the largest companies are represented in the sample. These
47 companies have‘an aggregate owner's equity of US$ 490
million and the total assets of approximately US$ 640 mil-
lion or 82.0 percent of the combined owner's equity and
73.8 percent of the total assets of all 159 manufacturing

subsidiaries companies organized as corporations.
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In each particular type of industry, the companies
included in the sample represent more than half of capital
invested (owner's equity) in it ranging from a low of 50.6
percent in the tractor and earthmoving equipment to a high
of 100.0 percent in the automobile industry. The most
recent data regarding the total investment in Brazilian
industries shown on Table 9 is only available to the year
1962, This precludes comparing the total assets and total
ovner's equity of the 159 manufacturing subsidiary corpora-
tions, broken down by industry, with the figures of the
total Brazilian investment in total assets and owner's
equity in each of this respective industry.

The time period covered by the study is five years,
from 1963 to 1967. This selection was based mainly on
practical grounds, because if the study should go before
1963 the possibility of getting the financial statements
becomes much smaller. The publication by the Brazilian
subsidiaries of their annual reports in official newspapers
is done during the year after the closing date of the bal-
ance sheet. For instance, the annual reports of the year
of 1967 are published during the year of 1968, and thus the
most recent data available for the study were the annual
reports of the fiscal year ended in 1967.

Since the financial data of the subsidiaries are
not disclosed in the annual reports of the parent organiza-

tion, the primary source of information of the study was the
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financial statements actually published by the subsidiaries
and was gathered through research in official Brazilian
newspapers and direct contact with appropriate officials in

Brazil of the 47 companies.

Limitations of Subsidiaries'
Annual Reports

Many of the conclusions of this study will be drawn
from comparisons of financial data as reported by the sub-
sidiary company and by its United States' parent. However,
the subsidiaries annual reports, according to conventional
Brazilian reporting practices, will not give a reliable
basis for comparison with the annual reports of the parent
corporation without certain adjustments. The very high rate
of inflationary spiral experienced by the Brazilian economy
distorts the figures presented in the annual reports in a
short period of time.

In order to adjust for this distortion, two ways can
be followed:

1. to "translate" the subsidiaries' reports from
cruzeiros into dollar figures at the various rates
of exchange prevailing when transactions occurred
(the method conventionally used in the United States
to account for foreign operations); and

2. to keep the annual reports in cruzeiros and adjust
for the influence of inflation by using price-level

adjustments.
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The first method has received wide acceptance and
it is the most used by the United States parent companies,
Some of the arguments in defense of this method are set
forth by Hepworth, as follows:

The immediate objective of the process of trans-
lating foreign accounting balances into dollars
is of achieving an expression of the financial
position and operating results of the foreign
subsidiary in the same monetary units in which
the accounts of the parent enterprise are
expressed. Underlying this is the more funda-
mental objective of achieving a manner of
expression of the financial data of foreign
subsidiaries which will create a maximum degree
of understanding of such data on the part of the
management, creditors, and stockholders of the
domestic parent enterprise. There is little
question but what these groups accustomed as
they are to thinking in terms of dollars and
cents, can derive maximum utility from finan-
cial data expressed in terms of familiar mone-
tary-units. It must be recognized that inter-
national monetary conditions may exist which will
render the results of the translation process
more misleading than informative (19:1).

The importance of using the first method is also
pointed out by the National Association of Accountants in
the NAA Research Report No. 36, It reads:

Local currency financial reports must be trans-
lated into U.S. dollars for these important
reasons:

1. Since the U.S. parent company's investment
is in dollars, the operations of the foreign
subsidiary must be expressed in dollars in
order to evaluate the return produced by the
dollar investment.

2. Management in U.S. is accustomed to thinking
in terms of dollars rather than in foreign
currency units.

3. The objective of business operations abroad
is profit which benefits shareholders of U.S.
parent company through dollar values of the
U.S. shareholders' equity. Translation of
local currency to dollars is a prerequisite
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to determining the periodic loss or gain
sustained by the U.S. parent company from
movements in exchange rates. This figure
measures the degree of success which man-
agement has had in protecting the U.S. com-
pany's dollar investment against erosion
from currency depreciation.

In order to consolidate foreign financial
statements with domestic statements, all of
the statements to be consolidated must first
be expressed in homogeneous monetary units
(27:10).

Though it is the more widely used, the first method

does not seem to be the better alternative for the purposes

of this study, for the following reasons:

a,

By using the exchange rate method we are adopting a
point of view of immediate conversion to dollars
which obviously has not been the purpose of most
United States parent corporations, as shown by the
continuous and increasing capital investment in such
subsidiaries. Almost all of the companies in the
sample have subsidiaries which have operated in
Brazil for more than 15 years--some for more than
40 years.
The exchange rate used for the conventional transla-
tion of the subsidiaries' annual reports figures
into dollars is highly influenced by government
policies and thus does not reflect only economic
conditions prevailing in the country.
1) The determination of the official exchange rate
is under direct control of the Brazilian author-
ities, who can, and have, established very

distorted rates.
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2) The exchange rate can be influenced by the
variables of international trade, which may have
no bearing on the operations of a subsidiary in
a different sector of the Brazilian economy. 1In
Brazil, this situation is especially prevalent,
due to the importance of one product (coffee) in
the export trade of the country.

3) When there is a large influx of private foreign
investment due to many different reasons such as
government incentives and/or penalties, the
influx may offset other negative factors and a
certain stability in the exchange rate might be
reached.

Over the long run, exchange rates of course must

reflect the relative value of the two currencies but

administered rates can distort economic comparisons
in the short run (such as the annual financial
reporting period). During the five year period of
study, the Brazilian inflation rate and the change
in the cruzeiro dollar exchange ratio were almost

identical (the inflation rate was 299 percent (2:21)

and the exchange rate increased 306 percent (15:36),

as shown on Table 10. However, there are large

variations, percentagewise, when we consider year

by year. The most extreme case occurred in 1966,
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