
The Trade Balance Effects of 
Foreign Direct Investment in 
U.S. Manufacturing
by James Orr

Rising foreign direct investment in U.S. manufacturing 
during the 1980s has increased the number and impor
tance of U.S. affiliates of foreign firms. In particular, the 
large investment inflows of the latter half of the decade 
have made these affiliates potentially important sources 
of improved industry competitiveness. Over the long 
te rm , the  p resence  of fo re ign -ow ned  firm s  may 
strengthen the international trade position of U.S. man
ufacturing. Significant shares of the assets of several 
industries heavily involved in international trade are 
now under foreign control. Moreover, countries that are 
major international competitors of the United States, 
notably Japan, have made large investments in a num
ber of these industries. In fact, some observers contend 
that the highly competitive U.S. affiliates of Japanese 
multinationals will substantially reduce the large U.S.- 
Japan bilateral trade deficit by the mid-1990s.

This article examines the extent to which the growth 
in overall foreign ownership of U.S. manufacturing firms 
is likely to improve the U.S. trade balance over the 
longer term. Foreign ownership may be expected to 
improve the trade balance for several reasons. Produc
tion in U.S. affiliates of foreign multinational corpora
tions could potentially displace imports from either 
foreign parent companies or other foreign suppliers. 
More important, the “supply-side” effects of foreign 
direct investment (FDI), including the transfer of techno
logical or other competitive advantages from foreign 
parents to their U.S. affiliates, could expand U.S. 
exports. As with most investments, these improvements 
in productivity and international competitiveness would 
only be observed over time.

The impact of the recent increase in FDI on the U.S.

trade balance is analyzed in two steps. First, a standard 
trade model is used to estimate the broad economywide 
effect of FDI. Second, four manufacturing industries 
that are important for U.S. trade performance and that 
have had sizable inflows of foreign capital— automo
biles, steel, e lectron ics, and chem ica ls— are ind i
vidually examined to obtain a more detailed picture of 
FDI’s influence across sectors. Evidence from these 
case studies is combined with the estimates from the 
standard trade model to derive an estimate of the long- 
run effect of FDI on the trade balance.

The evidence from this two-step analysis suggests 
that the growth in foreign ownership of U.S. firms will 
improve the U.S. trade balance in the longer term. More 
specifically, the eventual trade balance improvement 
attributable to the rapid increase in foreign investment 
in the second half of the 1980s is estimated to be on the 
order of $25 billion. Exports will be permanently higher 
by about $15 billion annually, while imports will be 
about $10 billion lower. The full impact of the FDI flows 
on U.S. trade, however, will not be fully realized for 
several years. This lag reflects the relatively long time 
required for competitiveness improvements arising from 
FDI to be observed in trade flows.

The first section of the article outlines the growth of 
foreign ownership of the U.S. manufacturing sector in 
general and the traded goods industries in particular. 
The section also highlights the characteristics of the 
recent FDI flows that are most likely to determine the 
longer term impact of foreign investment on the U.S. 
trade balance. The next section presents the trade 
model estimates of the effects of FDI on aggregate U.S. 
exports and imports. The analysis is then supple-
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merited w ith an exam ination of the effects of FDI on 
trade perfo rm ance  in four ind iv idua l m anufacturing 
industries. The concluding sections of the artic le  sum 
m arize the find ings and assess the potential for longer 
term  trade balance improvement.

O verview  of fo re ign  d irec t investm ent and its  
like ly  im pact on the U.S. trade balance
The stock of FDI in the United States grew at a pa rticu 
larly rapid pace during the latter half of the 1980s. 
Between 1985 and 1989, FDI flows averaged just over 
$50 billion annually, and roughly half of that investm ent 
went into m anufacturing industries (Chart 1).1 In 1990 
FDI slowed but was still estim ated to have increased by 
$25 b illion. The 1990 book value of the total stock of 
FDI reached $426.5 b illion; $173.5 billion, or roughly 40

1For a discussion of the issues surrounding the collection and 
reporting of FDI data and additional details on FDI flows into the 
United States, see James Orr, “Foreign Direct Investment in U.S. 
Manufacturing: Effects on the Trade Balance,” Federal Reserve 
Bank of New York, Working Paper no. 9032, September 1990.
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Source: U.S. Department of Commerce.

Notes: Chart gives the book value of the stock of foreign direct 
investment in the United States. Data for 1990 do not include 
valuation adjustments. Manufacturing data do not include 
estimates of Japanese investment in auto plants. Such 
investment is classified under wholesale trade in the official data.

percent, of that amount was in m anufacturing .2
Several features of th is rapid growth in foreign contro l 

of U.S. m anufacturing assets during the la tter half of the 
1980s suggest the specific channels by which FDI is 
likely to influence the trade balance. F irst, w ith the 
exception of Japanese investors who estab lished new 
autom obile  assem bly p lants in th is  country, fo re ign  
investors genera lly entered the U.S. m arket by acquir
ing existing U.S. firm s rather than by setting up new 
firms. On average, more than 93 percent of annual 
foreign investm ent outlays in m anufacturing during th is 
period were for acqu is itions.3 Because transferring  ow n
ership of existing fac ilities  does not add d irectly  to an 
indus try ’s productive capacity, FDI through acqu is itions 
is not likely to lead to an im m ediate and s ign ifican t 
d isp lacem ent of im ports or an expansion of exports.

C om m itting substantia l financia l resources to acquire 
existing production fac ilities, however, does im ply that 
foreign owners expect to improve the p ro fitab ility  of 
acquired U.S. firm s. Indeed, the large FDI flows during 
the la tter half of the 1980s were an increasing ly im por
tant source of U.S. investm ent, espec ia lly  in the m an
ufacturing sector, where they accounted for over 15 per
cent of annual p lant and equipm ent spending (C hart
2).4 Furthermore, the share of new capita l spending by 
foreign-owned firm s in overall new capita l spending in 
m anufacturing during the 1980s rose faster than the

2The analysis in this article uses book value estimates of FDI. The 
Department of Commerce has recently revised its estimates of FDI 
in the United States to reflect current-period asset prices. The 
current-cost estimate of the stock of FDI in 1990 was $465.9 billion, 
while the market value estimate of the stock of FDI in 1990 was 
$530.4 billion. Because the new estimates are only available 
beginning in 1982 and are not broken down by either industry or 
source country, they are of limited use for this analysis. Further
more, the annual changes in FDI stock based on current-cost 
estimates follow a pattern similar to the book value measures, while 
annual changes based on market values fluctuate widely and are 
not consistent with either book values or current-cost measures.

3The investment outlays cited here differ from FDI measures reported 
in the balance of payments accounts in two ways. First, they refer 
to the total value of the investment rather than to the amount 
financed by the foreign parent. Second, they comprise only 
expenditures to acquire existing firms or to establish new 
businesses. The data exclude expenditures by U.S. affiliates to 
expand existing facilities. Unofficial Department of Commerce 
tabulations of investment spending announcements by both new 
and existing foreign-owned firms, regardless of the source of 
financing, show a comparatively large share of outlays to establish 
new plants and expand existing plants. See U.S. Department of 
Commerce, International Trade Administration, "Foreign Direct 
Investment in the United States, 1988 Transactions,” October 1989, 
for a tabulation of announced investment activities of U.S. affiliates.

4Spending for acquisitions is included in FDI but not in measures of 
investment spending in GNP accounting. Therefore, the shares in 
Chart 2 should be interpreted as indicating that FDI has been an 
increasingly important resource for investment but not necessarily a 
source of new physical capital.
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share of sales by fore ign-ow ned firms in overall sales in 
m anufacturing. Paralleling the increasing im portance of 
fore ign-ow ned firm s in investm ent is the growth in their 
share of total m anufacturing sales and assets to 11 per
cent and 14 percent, respectively, in 1988 (the latest 
year for which affilia te operating data are available). 
Over tim e, therefore, the Expansion and m odernization 
of affilia te production capacity through investm ents and 
the transfe r of foreign parents’ com petitive strengths 
shou ld  he lp  to im prove  the  pe rfo rm ance  of these  
affilia tes.

A second im portan t feature governing the influence of 
FDI flows on the U.S. trade balance is that investm ent 
occurred in nontraded goods industries as well as heav
ily traded goods industries. A total of $66.5 billion of 
fo re ign-contro lled assets, or roughly 25 percent of all 
fo re ign-contro lled m anufacturing assets in 1988, were in 
th re e  la rg e ly  n o n tra d e d  m a n u fa c tu rin g  in d u s tr ie s : 
stone, clay, and glass; printing and publishing; and 
processed food products (Table 1). The expanded pres
ence of fo re ign-ow ned firm s in genera lly  nontraded 
m anufacturing industries im plies only an indirect link

Chart 2

Foreign Direct Investment as a Share of Domestic 
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Note: Domestic investment is defined as gross private spending 
on plant and equipment.

between FDI and current trade flows. If foreign ow n
ership in these industries results in com petitiveness 
gains for U.S. a ffilia tes, however, certa in  segm ents of 
these curren tly  nontraded indus tries  cou ld  see an 
expansion of exports. S till, FDI in these nontraded m an
ufacturing industries is not like ly to result in a s izable 
short-term  trade balance improvem ent.

A third feature of FDI in m anufacturing is that some 
m ajor source countries of FDI are not among the p rin 
cipal U.S. trad ing partners. The two largest foreign 
investors in U.S. m anufacturing during the 1980s, for 
example, were the United K ingdom  and the N etherlands 
(Table 2). Conversely, the largest U.S. trad ing partner, 
Canada, is not a m ajor source  of investm ent. The 
growth of FDI, therefore, is not like ly to be followed by 
any large-scale substitu tion  of dom estica lly  produced 
goods for im ports from the countries acquiring control 
of U.S. m anufacturing assets. Rather, any im port d is 
placem ent effects would probably be spread across a 
broader group of suppliers.

Among the m ajor investors, only the Japanese depart 
from the patterns of foreign investm ent jus t described. 
Most Japanese investm ents have been in traded goods 
industries characterized by relative ly large U .S.-Japan 
bilateral im balances. Japanese investors, desp ite  the ir 
relatively small share of contro l of U.S. m anufacturing 
assets, control s ign ifican t shares of the assets of sev
eral traded goods industries, including steel, e lectrica l 
and nonelectrica l machinery, and transporta tion  equ ip 
m ent. Ja p a n ’s in ve s tm e n ts  s u g g e s t a s ig n if ic a n tly  
greater im m ediate link to U.S. trade balance ad justm ent 
than do the investm ents of other m ajor FDI source 
countries.

On the whole, however, the m ajor features of the rapid 
growth of FDI in U.S. m anufacturing in the second half 
of the 1980s im ply that s ign ifican t export expansion or 
im port d isp lacem ent w ill like ly occur over the m edium - 
to-long term. Because foreign investors have genera lly  
chosen to establish the ir presence in the U.S. m arket 
through acquis itions of existing U.S. firm s, improved 
effic iency in the operation of these firm s is like ly to be 
the m ajor source of improved in te rnationa l com peti
tiveness. Furtherm ore, the variety of sources of FDI and 
the presence of FDI in several nontraded industries 
suggest that eventual trade balance im provem ent could 
well involve a relative ly broad group of foreign supp lie rs 
and currently nontraded products.

Estim ating the FDI-trade balance link
A na ly tica l fram ew ork
FDI can improve the U.S. trade balance by enhancing 
the ab ility  of U.S. firm s to com pete abroad and to meet 
im port com petition  at hom e. C om petitiveness ga ins 
resulting from foreign ow nership stem from increased
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productive capacity, greater operating efficiency, and 
the transfer of com petitive advantages from foreign pro
ducers to U.S. firms. These supply-side effects are 
over and above any d irect effects on U.S. com peti
tiveness aris ing  from  exchange rate movem ents on 
prices.

It is only over time, however, that new investm ents 
result in h igher productiv ity  and improved in te rnationa l 
com petitiveness. In fact, in the in itia l period fo llow ing a 
direct investm ent the trade balance typ ica lly  worsens. 
Foreign-owned firm s in the early stages of operation 
may look to the parent country as a source of capita l

Table 1

F ore ign-contro lled  A ssets o f U.S. M anufacturing Industries  in 1980 and 1988

Industry

1988 
Book Value of 
Assets under 

Foreign Control 
(Billions of Dollars)

Share of Industry Assets 
under Foreign Control 

(Percent)

1980 1988

All manufacturing 288.9 8.5 14.3

Stone, clay, and glass 21.1 13.4 41.1
Chemicals 80.9 18.4 29.3
Rubber and plastics 10.2 4.7 20.3
Steel and other primary metals 17.5 7.8 19.8
Fabricated metals 16.5 4.6 16.7
Electrical machinery 25.4 9.1 13.6
Printing and publishing 15.1 4.5 13.1
Food products 30.3 6.9 10.7
Machinery, nonelectrical 20.5 5.0 8.8
Paper 7.0 6.9 7.4
Textiles and apparel 4.1 4.7 6.8
Transportation equipment 17.3 4.4 5.9
Other industries 23.0 2 1 7.4

Sources: U.S. Department of Commerce and Federal Trade Commission.
Notes: All manufacturing data exclude petroleum and coal products. Data on the transportation equipment industry include an estimate of 
those assets of Japanese automobile producers that are classified under wholesale trade in the official data.

Table 2

C oun try  Sources o f G rowth in Foreign D irect Investm ent, 1986-89

Country

All Industries Manufacturing Industries
Value 

(Billions of 
Dollars)

Share of Total 
(Percent)

Value 
(Billions of 

Dollars)
Share of Total 

(Percent)

United Kingdom 72.2 33.3 40.0 39.1

Japan 50.0 23.8 14.7 14.4

Netherlands 23.4 11.1 11.2 110

West Germany 13.4 6.4 9.3 9.1

France 9.7 4.6 8.2 8.0

Canada 9.6 4.6 7.5 7.3

Rest of world 31.7 15.1 11.3 11.1

Source: U.S. Department of Commerce.
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equipment and supplies, thus increasing imports. The 
amount of actual production that takes place locally, 
known as “ local content” or “ local value added,” may 
initia lly be relatively small. The trade balance improves 
over time to the extent that the foreign-owned firms 
switch to local suppliers of parts and components, man
ufacture products that displace imports, and begin to 
export their products. The dissemination of the techno
logical or managerial advantages of the foreign-owned 
firm to domestically owned firms may also improve the 
competitiveness of the entire industry and result in 
further long-term improvements in the trade balance.

The changing impact of FDI on the trade balance over 
time complicates the analysis of its aggregate trade 
balance effect. Moreover, the timing of the process by 
which FDI affects trade can vary with the nature of the 
industry and the method by which the foreign firm 
entered the U.S. m arket. For example, the in itia l 
adverse effect of FDI on an industry’s trade balance is 
likely to be less important, although not entirely absent, 
when FDI takes the form of acquiring existing firms.

The following analysis of FDI uses a statistical model 
of aggregate merchandise exports and imports to esti
mate the potential medium- to long-term effects of sup
ply-side changes on the trade balance. The analysis 
then turns to case studies of four manufacturing indus
tries— automobiles, steel, electronic equipment, and 
chemicals. The case studies clarify the timing and proc
ess by which FDI affects trade performance across 
sectors. They are also instrumental in gauging FDI’s 
impact on U.S. imports because they capture some 
effects masked by import restrictions in the aggregate 
statistical model. For the automobile industry in particu
lar, industry and firm data allow a quantification of both 
the in itia l increases in imports and the longer run 
effects on import displacement and export expansion.

Aggregate trade balance estimates 
In conventional trade models, changes in aggregate 
merchandise export and import volumes are typically 
related to changes in exchange rates, relative prices, 
and economic growth rates. Here the conventional 
model is expanded to include a measure of the impact 
of growth in foreign ownership of the U.S. manufactur
ing capital stock on trade patterns.5 (See box for the 
details of the estimation procedure.) The specific vari
able entered into the model is the share of the capital 
stock in the U.S. manufacturing sector that is foreign 
owned. This share averaged only 1.5 percent during the

5A discussion of trade models and the use of a measure of U.S. 
industries’ relative productive capacity to explain trade patterns can 
be found in William Helkie and Peter Hooper, "An Empirical 
Analysis of the External Deficit, 1980-1986,” in Ralph Bryant, Gerald 
Holtham, and Peter Hooper, eds., External Deficits and the Dollar 
(Washington, D C.: Brookings Institution, 1988).

1960s and 1970s but increased relatively rapidly during 
the 1980s. The growth in FDI since the mid-1980s 
increased the foreign-owned share of the manufacturing 
capital stock from about 4 percent in 1984 to more than 
8 percent in 1990.

Effects on exports
Regression results show that U.S. exports expand in a 
statistically significant manner in response to increased 
foreign ownership of U.S. m anufacturing firms. The 
response is estimated to occur on average two years 
after an initial investment. This effect is over and above 
the effects of exchange rates, relative prices, and for
eign economic growth rates, factors that typically have 
a much more immediate impact on trade patterns. The 
deferred nature of the impact represents the time it 
takes for an increase in FDI to work through competi
tiveness channels to raise exports.

The model estimates suggest that the relatively large 
annual increases in FDI during the latter half of the 
1980s are associated with an increase in the value of 
U.S. exports of roughly $20 billion over the longer term. 
That is, by 1992 the nominal value of U.S. exports will 
be roughly $20 billion higher than would otherwise have 
been expected because of the increased foreign own
ership of U.S. manufacturing firms during this period. 
Increases in export volume account for over four-fifths 
of the projected increase in the nominal value of 
exports.

This potential $20 billion increase in exports arising 
from FDI would represent roughly a 5 percent increase 
over the 1990 level of merchandise exports. But the 
estimated longer term influence of the recent growth in 
FDI on exports might not perfectly measure the poten
tial long-run expansion of exports for two reasons. First, 
lim ited past experience with FDI of this magnitude 
means there is little evidence on which to judge its 
effects on competitiveness. For example, exports might 
increase at a pace different from what the model pre
dicts because the aggregate trade analysis does not 
measure the extent to which FDI will change the com
position of exports. In particular, the model is not suited 
for estimating how extensively exports from traditionally 
nontraded goods industries are likely to grow. Second, 
the model does not use direct measures of productivity 
or other competitiveness gains associated with FDI but 
attributes the various changes in industry trade per
formance to the share of foreign ownership exclusively.

Effects on imports
The regression results indicate no significant reduction 
in imports arising from the growing foreign ownership of 
the U.S. manufacturing capital stock, even several 
years after the investment took place. In fact, the
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results suggest that the in itia l increase in im ports that is 
often observed follow ing an increase in FDI is still not 
o ffset three years fo llow ing the investment inflow.

A consideration of the industries that have been the 
largest recip ients of FDI may explain this finding. Two of 
the most heavily traded m anufacturing sectors that have 
received s ign ificant investm ent from abroad, autom o
biles and steel, have been protected from import competi
tion during much of the past decade. Past experience 
with FDI, therefore, w ill not capture the potential for 
im port reductions in these industries in the future. For 
exam ple, quotas effective ly restrained im ports of cars

from Japan in the early  and m id-1980s, and stee l 
quotas bound several m ajor supp lie rs in the m id-1980s, 
including Japan and the countries in the European 
Economic Community. Further d isp lacem ent of im ports 
was unlike ly to fo llow  from increases of FDI in these 
industries. N evertheless, because im port restra in ts are 
no longer binding in these two industries, fu ture reduc
tions in im ports due to FDI could be s ign ificant.

Trade balance e ffects o f FDI in  se lected  indus trie s
The aggregate sta tistica l analysis provides on ly lim ited 
insight into the like ly long-term  trade balance effects of

Box: E stim ating  the Trade Balance E ffects of Foreign D irect Investm ent

Conventional trade models relate U.S. export and 
import volumes to exchange rates, relative prices, and 
measures of economic activity. Extensions of conven
tional trade models include various measures of the U.S. 
capital stock to capture the influence of long-run supply- 
side changes in U.S. competitiveness on trade flows. 
The trade model estimated in this article includes mea
sures of both the overall U.S. capital stock and the for

Explanatory Variable
U.S.

Exports
U.S.

Imports

Intercept -0 .6 -10.1
(-0 .2 ) (-6 .2 )

Foreign economic activity! 1.2
(1.6) —

U.S. domestic demand 2.4
— (5.6)

U.S./foreign prices^ - .7 7 .64

U.S. capital stock .06 .03
(4.5) (0.21)

FDI
Two-year lag .21 .33

(2.6) (2.7)

Three-year lag - .1 5
— (-0 .9 )

Trend -0 .2
(-3 .9 ) —

Statistics

R2 .98 .99

Durbin-Watson 1.7 2.3

eign-owned share of the U.S. capital stock in the 
manufacturing sector to capture the influence of these 
separate sources of change in U.S. competitiveness on 
U.S. trade flows. The estimated equation uses relatively 
long lags of the FDI measure to allow sufficient time for 
the effects of FDI on trade to be observed and to avoid 
capturing the short-run adverse effects on trade flows 
that often follow an increase in FDI.

The model was estimated using annual data for the 
period 1967-89. The regression coefficients are pre
sented in the table (t-statistics in parentheses).

The economic activity, relative price, and FDI variables 
were entered in the equation in logarithmic form, and 
hence their coefficients could be interpreted as elas
ticities. The U.S. capital stock variable was entered as an 
index. The export equation was corrected for serial 
correlation.

Both the U.S. capital stock and FDI variables were 
estimated to have had statistically significant positive 
effects on exports, but neither had a statistically signifi
cant effect on imports. The text estimate of a $20 billion 
potential future increase in exports due to FDI was com
puted by applying the estimated elasticity of real exports 
to FDI of .21 to the growth in the share of foreign own
ership of the U.S. manufacturing capital stock during the 
latter half of the 1980s.§ This procedure yielded an esti
mated total increase in exports of roughly $18 billion. 
Nominal export values were then computed by assuming 
that export prices grew at 2.0 percent annually, the aver
age annual growth rate of export prices between 1985 
and 1990.

§The actual calculation assumed that .21 was an arc elasticity 
tirade-weighted average of domestic demand in the major six rather than a point elasticity in order to apply it to the large
foreign economies. percentage change in FDI.

♦Figure is the sum of current and one-year lagged coefficients 
in the export equation, and current, one-, and two-year 
lagged coefficients in the import equation.
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FDI in the latter half of the 1980s. The sta tistica l analy
sis is hampered by the relatively brief time that has 
elapsed since these investm ents were undertaken and 
by im port restra ints in some key industries. Additional 
inform ation about the process and tim ing of the effects 
of FDI on trade can be gained from case studies of four 
industries: autom obiles, steel, electronics, and chem 
ica ls. These industries  have had s izab le  shares of 
investm ent from the m ajor FDI source countries and, 
w ith the exception of autom obiles, all have had a re la
tive ly  long exp e rie n ce  w ith  FDI. These  in d u s trie s  
account for one-ha lf of all foreign-owned assets in the 
U.S. m anufacturing sector. In 1990, moreover, these 
industries accounted for over one-half of all U.S. non-oil 
im ports and one-th ird of nonagricu ltura l exports. Defi
cits w ith the m ajor source countries in these industries 
equaled roughly one-ha lf of the U.S. m erchandise trade 
defic it (Table 3). Estim ates of the effects of FDI on 
exports and im ports in these industries, therefore, pro
vide a basis for extrapolating the aggregate effects of 
FDI on the U.S. trade balance.

A utom obiles
Japanese investm ents in the U.S. autom obile industry 
provide perhaps the strongest potential link between

FDI and U.S. trade.6 Currently, all m ajor Japanese auto
mobile producers are operating passenger car assem 
bly facilities, or “ transp lan ts ,” in the United States. Data 
on unit sales of passenger cars show that Japanese 
autom obile transp lan ts have s teadily  increased the ir 
sales in the U.S. m arket from roughly 50,000 in 1984 to 
680,000 in 1989 and more than 1 m illion in 1990 (C hart
3). U.S. trade restra in ts  have been a prim e facto r 
behind the inflow of Japanese FDI. Increased p roduc
tion by Japanese transp lan ts  in the U nited S tates 
between 1983 and 1985 co inc ided  w ith the b ind ing 
restraints in effect on exports of Japanese cars .7 Since 
1986, however, restra ints on exports have not as a 
whole been binding, reflecting both do lla r depreciation 
and, more recently, the slowdown in the overall U.S. 
auto market.

The trade balance effects of the transp lan ts can be 
studied in two stages. In the first stage, the key ques-

6Germ any, the  o the r m ajor fo re ign  investo r in the  U.S. au to m ob ile  
industry , has ceased  all a u tom ob ile  p rod u c tio n  in the  U n ited  S tates.

7Betw een A p ril 1981 and M arch 1984, annua l e xp o rts  of p a sse n g e r 
ca rs from  Japan were lim ited  to 1.68 m illion  units; and from  A p ril 
1984 on, to  1.84 m illion  units. The lim it was ra ised  to 2.3 m illion  in 
1986 and rem ains at tha t level.

Table 3

U.S. Trade w ith  P rinc ipa l Foreign Investors in Selected M anufactu ring  Industries , 1990

Total 1990 
Imports

Imports from 
Principal 

Investors, 1990

Industry 
Bilateral 

Trade 
Balance, 1990

Industry
(Billions of 

Dollars)
Principal
Investors

(Billions of 
Dollars)

(Billions of 
Dollars)

Automobiles 87.2 Japan 32.2 -30 .7

Steel and other 
primary metals

19.6 Japan
Canada

1.5
6.0

+ 1.2 
-2 .2

Chemicals 14.2 United Kingdom 
West Germany 
Canada

1.1
1.9
3.3

-0 .1  
-0 .9  
+ 1.1

Electronic
equipment 72.5 United Kingdom

Canada
Japan

1.2
6.1

26.3

+ 3.4 
+ 4.0 

-1 9 .9

Total 193.5 79.6 -4 3 .0

Share of total non-oil imports, 1990 
(percent) 44.6 18.3

Share of merchandise trade deficit, 1990 
(percent) 42.6

Source: U.S. Department of Commerce.
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tion is the extent to which the transplants im port capita l 
e q u ipm e n t and su p p lie s . The share of au tom ob ile  
inputs produced by U.S. suppliers, or the dom estic 
sourcing of Japanese transplants, is currently about 50 
percent, im plying that half the parts and m ateria ls used 
in each autom obile in a Japanese assembly plant in the 
United S tates are im ported. This relatively high im port 
content, coupled w ith the im ports of capital equipm ent 
and supplies used to establish and outfit the plants, is 
estim ated to have raised U.S. im ports by roughly $2.5 
b illion in 1989. Dom estic sourcing in Japanese-owned 
autom obile  plants is, however, expected to increase to 
roughly 75 percent by 1993, achieving a level slightly 
below the projected 83 percent dom estic sourcing of 
U.S. producers for the same year.

E s tim a tin g  the lo n g e r run trade  ba lance  e ffe c ts  
en ta ils considering not only the extent of increased 
dom estic sourcing, but also the degree to which cars 
produced by the transp lan ts w ill d isplace im ports and 
the value of transp lan t exports. The d isp lacem ent rate 
is defined as the reduction in the volume of im ported 
cars associated w ith an increase in production by Jap
anese transp lants. An estim ate of th is displacem ent 
rate can be derived in the fo llow ing way: Between 1983 
and 1989, Japanese autom obile transplants increased 
the ir share of the U.S. dom estic market from 0.5 per
cen t to 6 .8  pe rcen t. C om paring  th is  6.3 pe rcen t 
increase in the m arket share of Japan’s transplants w ith 
the roughly 1.5 percent to 2 percent decline in the

market share of im ports from Japan over the same 
period suggests a rough d isp lacem ent rate of Japanese 
im ports by transp lan t production in the U.S. m arket of 
30 percent.8 That is, for each 100 cars produced in 
Japanese-ow ned fac to ries  in the U nited S ta tes, 30 
fewer cars w ill be im ported from Japan. Even th is re la 
tively low disp lacem ent rate may be an overestim ate 
because part of the recent im port decline results from 
the fa lling value of the do llar over th is period .9

As to export prospects, by 1993 Japanese transp lan ts 
are expected to meet the ir announced plans to export 
cars both back to Japan and to other destinations. 
A ctua l e xp o rts  from  Ja panese  tra n s p la n ts  in 1989 
totaled about 18,000, the m ajority going to Japan but a 
s ignificant num ber going to Taiwan. By 1993, exports 
from  Ja p a n e se  au to  tra n s p la n ts  are e x p e c te d  to 
increase to about 150,000.

C om bin ing these m ajor com ponents  of Japanese  
auto transplant operations allows a rough ca lcu la tion  of 
the sho rt- and longer term  b ila te ra l trade  ba lance 
effects of Japanese d irect investm ent in the U.S. au to
mobile industry (Table 4). If we assum e that Japanese 
auto plants are producing at the ir announced capacity  
leve ls in 1993, p ro d u c tio n  o f p a sse n g e r ca rs  w ill 
increase from 680,642 in 1989 to 1.6 m illion in 1993. If 
prices of the cars produced in Japanese transp lan ts  
increase from the ir 1989 level of $11,500 at 6 percent 
annually, the 1985-89 average annual increase in new 
car prices, the ir price w ill rise to $14,560 in 1993, and 
the current do llar value of th is production w ill increase 
from $7.8 billion in 1989 to $23.3 b illion in 1993. Auto 
exports are also expected to increase from  the ir 1989 
estim ated value of $0.2 b illion to $2.2 b illion. Dom estic 
sourcing by Japanese auto transp lan ts is expected to 
increase from the current rate of 50 percent to 75 
percent by 1993. Im ports of capita l equ ipm ent by Jap
anese transp lants from Japan are assum ed to be neg li
gible in 1993.

8This rate is similar to a Nomura Research Institute estimate that 
roughly 25 percent of the difference between the forecasted and 
actual 1990 import market share was attributable to the presence of 
transplants (Nomura Research Institute, Quarterly Review, May 
1990).

industry  analyses suggest that over the next few years the impact 
of Japanese automobile investment on the trade balance may 
become smaller. By 1993 transplants will have been producing for 
the compact car segment of the U.S. automobile market for a 
decade. Imports from Japan, which in 1983 were virtually all in the 
compact car segment (including mini-subcompacts and subcom
pacts) will increasingly be classified in the midsize and luxury car 
segments of the market. Several of these models are priced in the 
$25,000 to 30,000 range, more than double the current average 
price of about $11,500 for the most popular transplant models. 
Although about 87 percent of Japanese imports are still classified 
as compacts, this compositional shift has reduced the 
substitutability of imports with transplants and increased the 
average price and hence the nominal value of future imports 
relative to current imports.
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Table 4 brings together the current and projected 
transp lan t operations data to produce an estim ate of 
the in itia l and longer run trade balance effects. In 1989, 
higher im ports of capita l equipm ent and parts for trans
plant operations worsen the U .S.-Japanese bilateral 
trade balance by $2.6 b illion, o ffsetting the $2.5 billion 
im provem ent in the trade balance resulting from the 
reduction in auto im ports. By 1993, the trade balance 
effects associated with the $23.3 billion autom obile 
production in Japanese transplants turn positive. Since 
the longer run e ffects result prim arily from the d isp lace
ment of im ports from Japan, the magnitude of these 
effects depends c ritica lly  on the extent to which trans
plant output is assumed to replace im ports. Maintaining 
the assum ption of a relatively low im port d isp lacem ent 
rate of 30 percent results in an estimated trade balance 
im provem ent of $5.4 b illion. Auto exports rise by $2.2 
b illion, auto im ports fa ll by $7.0 billion, and im ports of 
parts and com ponents equal $3.8 billion. A lternatively, 
if the extreme assum ption of a 100 percent d isp lace

ment rate is made, a much larger positive e ffect, an 
improvement in the trade balance of $21.7 b illion, is 
realized. Of course, a 100 percent d isp lacem ent of 
im ports is h ighly unlikely.

In sum, the presence of Japanese transp lan ts in the 
United States will reduce the U .S.-Japan trade deficit 
over the medium term as Japanese autom obile  com pa
nies increasingly serve the U.S. m arket through the ir 
U.S. affiliates. N evertheless, the size of the im prove
ment is likely to be only about $5 b illion if the im port 
d isplacem ent rate rem ains at its estim ated 1989 level.

Steel
FDI in the U.S. steel industry during the 1980s accom 
panied the downsizing and m odernizing of that sector. 
Between 1980 and 1989, the value of assets in the U.S. 
steel industry fell by one-th ird, and the work force was 
cut in half. FDI during th is period becam e an im portan t 
feature of the restructuring of the U.S. steel industry  
and, in fact, helped m aintain the v iab ility  of several U.S.

Table 4

Estim ated Trade Balance Im pact o f Japanese Auto  Transplants
(Billions of Dollars)

Initial Effects (Billions of Dollars)
1989 (Actual) 1993 (Projected)

Capital equipment importsf -0 .5 0.0
Parts/components imports^ -2 .1 -3 .8

Total -2 .6 -3 .8

Longer Run Effects (Billions of Dollars)
1989 (Actual) 1993 (Projected)

Assumed import displacement rate 30 30 100

Imports displaced 2 3 7.0 23.3
Exports 0.2 2.2 2.2

Total 2.5 9.2 25.5

Total trade balance effects -0 .1 5.4 21.7

Memo: Assumptions underlying Table 4 calculations
1989 (Actual) 1993 (Projected)

1. Auto production: number of cars 680,642 1,600,000
2. Auto exports: number of cars§ 18,000 150,000
3. Auto prices: average price of Japanese transplants

sold domestically and exported" $11,500 $14,560
4. Yen/dollar exchange rate 138 138

fValue of capital equipment based on estimated total capital investment of $5 billion during the 1980s.
Rvalue of imported parts/components based on estimated share of parts/components supplied locally.
§Taken from announced export plans.
"Prices of cars produced in transplants in 1989 were computed as a weighted average of the price of the most popular 1989 models of the four 
Japanese transplants: Honda Civic and Accord, Nissan Sentra, Mazda MX6, and Toyota Corolla. Shares of total production were used as 
weights. Prices of 1993 models were estimated by inflating the 1989 prices by 6.2 percent annually, the average annual inflation rate in 
domestically built cars between 1985 and 1989.
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steel producers.
S ign ificant increases in investm ent in the U.S. steel 

industry came from Japan and Canada, particu la rly  in 
the early and mid-1980s. These investm ents largely 
took the form of jo in t ventures w ith U.S. steel producers 
rather than the building of new steelm aking capacity. 
Much of Japan ’s investm ent in the U.S. steel industry 
was undertaken  to supp ly inputs to Japanese auto 
transp lants. By 1989 all m ajor U.S. steel producers 
except Bethlehem  Steel had form ed jo in t ventures with 
Japanese steel producers. Total FDI in the U.S. steel 
industry during the 1980s increased the foreign-owned 
share of U.S. steel assets from 13 percent in 1980 to 
more than 34 percent in 1988.10

Im ports of steel were restrained throughout most of 
the 1980s, particu la rly  fo llow ing the negotiation of Vol
untary Export Restra ints in 1984. These restraints lim 
ited the im port m arket share in volume term s of several 
im portant steel industry products to roughly 20 per
cent.11 Interestingly, European Com m unity steel firms, 
although facing binding restrictions on the ir exports, did 
not estab lish or acquire s ign ificant new steel production 
capacity  in the United States during the 1980s. By 
contrast, acquisitions by Japanese steel firm s in recent 
years have made Japan the largest single foreign inves
tor in the U.S. steel industry, w ith assets valued over $5 
b illion. This investm ent in the U.S. steel industry was 
undertaken at the same tim e that Japan was filling only 
about 75 percent of its a llowable steel im port lim it.

Data are not available to analyze the impact of FDI in 
the steel industry thoroughly. In particular, no in form a
tion is available concerning the extent of dom estic and 
foreign sourcing of com ponents or the value of im ports 
of capita l equipm ent. However, the bulk of FDI in steel 
came in the early and mid-1980s, suggesting that the 
longer term effects of FDI on im port d isplacem ent and 
increased export sales are the relevant considerations 
for th is study.

A ffilia te operating data, available only for the prim ary 
m etals m arket and w ith a relatively long time lag, show 
that since 1984 the transp lan t share of total production 
has fluctuated between 15 and 17 percent, while the 
transp lan t share of new capita l spending has been in 
the range of only 8 percent to 12 percent (Chart 4). 
These data suggest that the transplants have not been 
m ajor ca ta lysts in the upgrading of investm ent and

' “ M a jor fo re ign  e qu ity  investm en ts  in the U.S. stee l ind u s try  du ring  
the 1980s are lis ted  in U n ited  S tates In te rna tiona l Trade 
C om m iss ion , “A nnua l Survey C on ce rn in g  C om petitive  C ond itions  in 
the S teel In d u s try  and In d u s try  E fforts  to M odern ize  and A d just. 
P ub lica tion  no. 2226, O c to b e r 1989.

l1The in d u s try  had been rece iv ing  p ro tec tion  from im po rt co m pe titio n  
in various form s s ince  the 1960s.

hence have not yet been a source  of s ig n ifica n tly  
improved export prospects for the industry.

S ignificant reductions in steel im ports did not co in 
cide with the growth of foreign investm ent in the U.S. 
steel industry  during the 1980s. Im port restra in ts were 
already lim iting the ab ility  of fore ign firm s to penetra te  
the U.S. market, keeping the overall share of nom inal 
steel im ports in the U.S. m arket at roughly 16 percent. 
Data describ ing the foreign share of the U.S. dom estic 
prim ary metals m arket show that im port m arket shares 
did not s ign ificantly  decline as a ffilia te  m arket share 
grew in the early 1980s. Since the m id-1980s, the mar-

Chart 4Foreign Share of the U.S. Primary Metals Industry
Shares of Sales and Capital Spending by 
Foreign-owned Firms

Percent
18----------------------------------------------------------------------

Sales/production

Notes: Sales are total sales of foreign-owned firms as share of 
total domestic production; capital spending is share of total 
spending for new plant and equipment in the industry.

Foreign Share of Domestic Primary Metals Sales

1980 1985 1988 1989 1990
Imports 13.0 16.2 16.1 16.2 15.1
Affiliate sales 6.5 13.4 12.7 n.a. n.a.
Foreign share 19.5 29.6 28.8 n.a. n.a.

Note: Foreign share is the percent of total domestic sales 
accounted for by imports and affiliates.
Source: U.S. Department of Commerce.
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ket shares of imports and affiliates have both been 
relatively stable.

The impact of FDI from Japan, however, may be an 
exception to this general conclusion. A comparison of 
data for 1980 and 1988 reveals that a declining share of 
Japanese imports in the U.S. primary metals market 
has been associated with a higher market share for 
Japanese affiliates. A simple calculation can provide a 
rough estimate of the effect of Japanese acquisitions of 
U.S. steelmaking capacity on the U.S.-Japan trade bal
ance in steel. Suppose that Japan’s import market 
share had risen to fill its quota level by 1988, achieving 
a growth rate slightly less than that for imports of all 
Japanese manufactured goods. On this assumption, 
imports from Japan would have taken a larger share of 
the U.S. market, and the affiliate share would have been 
correspondingly lower. This higher import market share 
would have boosted imports of primary metals from 
Japan roughly $1 billion in 1988.

How the presence of foreign-owned firms will affect 
long-run prospects for continued improvement in the 
trade balance in the U.S. steel industry depends on the 
ability of the U.S. affiliates to expand their exports and 
further displace imports. Data on the share of U.S. 
primary metals affilia tes in primary metals industry 
domestic sales and capital investment suggest that the 
affiliates will maintain their current share of industry 
exports but will probably not expand exports substan
tially. Long-run trade balance improvement in the U.S. 
steel industry, therefore, will result primarily from further 
displacement of imports by sales from U.S. affiliates.

The data presented on the trends in affiliate sales and 
import penetration of the U.S. primary metals market do 
not indicate that FDI is likely to be associated with 
significant import reduction. Nevertheless, that Jap
anese-owned steel plants are major suppliers of inputs 
to Japanese-owned auto transplants suggests some 
potential for future import reduction in steel. A rough 
estimate of the value of this future steel import reduc
tion due to FDI can be derived from an estimate of the 
future growth in sales of primary metals affiliates in the 
U.S. market. In 1988, U.S. primary metals affiliate sales 
totaled $21 billion, having grown at an annual rate of 
roughly 4 percent since 1984. Continued annual sales 
growth at this rate through 1993 would raise total affili
ate sales $5 billion to a new level of $26 billion. Affili
ates of Japanese parents currently account for about 
one-fourth of sales of primary metals in the U.S. mar
ket. If their future share of all affiliate sales remained 
roughly the same, these Japanese affiliates would 
account for about $1 billion of additional sales. And if 
these affiliate sales fully displaced U.S. imports of pri
mary metals, the steel industry trade balance would 
improve by the same magnitude.

Electronic equipment
The U.S. electronic equipment industry has had a rela
tively long experience with FDI. One segment of the 
industry, color televisions, which received protection 
from Japanese (and later Taiwanese and South Korean) 
imports from 1977 to the early 1980s in the form of 
negotiated Orderly Marketing Agreements, saw the 
start-up of seven Japanese-owned plants during the 
1970s. In fact, by 1980 about 10 percent of all U.S. 
electronics industry assets were foreign owned, and by 
1988 FDI increased this share to 13 percent.

Operating data on U.S. electronic equipment affiliates 
suggest that the growth in sales of these affiliates has 
not led to significant increases in electronic equipment 
exports. W hile fore ign-ow ned firm s accounted for 
roughly 11 percent of domestic sales in the industry in 
1988, the foreign-owned share of exports was somewhat 
less (Chart 5).12 Operations data also show that the 
affiliates have not been a particularly strong source of 
new capital spending in the industry. Despite the affili
ates’ competitiveness in the domestic market over the 
1980s, their effect on industry performance and export 
expansion has not been substantial to date.

The electronics industry is the only one of the four 
industries under analysis in which imports, both in nom
inal terms and as a share of the domestic U.S. market, 
have grown rapidly throughout the entire 1980s. The 
import share of the domestic U.S. market for electronics 
grew at about the same rate as the import share of the 
U.S. manufacturing sector as a whole. Although the 
U.S. domestic market for electronic equipment doubled 
between 1980 and 1988, imports more than tripled over 
the same period. Moreover, sales of the U.S. affiliates of 
foreign firms grew almost two and a half times.

The performance of Japanese affiliates in the U.S. 
market illustrates the limited impact of FDI on electronic 
equipment imports. The share of the U.S. electronic 
equipment market held by U.S. affiliates of Japanese 
firms increased from 3.8 percent in 1980 to 7.5 percent 
in 1988. Over the same period, the market share of 
imports of electronic equipment from Japan doubled, 
growing at roughly the same rate as Japan’s import 
market share in all manufactured goods. Consequently, 
the growth of sales from U.S. electronic equipment 
affiliates of Japanese firms appears to have had little 
impact on the growth of imports of electronic equipment 
from Japan.

Long-run prospects for trade balance improvement in 
the U.S. electronic equipment industry as a result of 
FDI appear limited. In 1988, exports from electronic 
equipment affilia tes were roughly $2.5 billion, only

12lt should be noted that the export share of electronic equipment 
affiliates did increase relative to the affiliate share of industry sales 
in 1988.
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sligh tly  above the $2.0 b illion recorded in 1984. P roject
ing th is rate of growth through 1993 suggests an export 
expansion of less than $1.0 b illion. The affiliate operat
ing data on capita l investm ent provide little  basis for 
more op tim istic  assessm ents of export growth in the 
e lectron ic equipm ent industry.

The growth in im ports of e lectronic equipm ent shows 
no signs of abating over the next several years. A 
sign ificant share of the foreign-owned e lctronics fac ili
ties are assem bly operations that have relatively low 
local content. Im ports of foreign-produced parts and 
supplies, therefore, increase in proportion to dom estic 
production. P roductivity advances and com petitive cost

structures abroad may fu rth e r con tribu te  to im port 
expansion by enabling developing econom ies to expand 
the ir exports into a variety of e lectron ics product lines. 
Moreover, outsourcing by U.S. e lectron ics producers to 
Asian and Latin Am erican countries w ill a lso lead to 
continued im port expansion. The presence of fore ign- 
owned e lectron ic equipm ent firm s in the U.S. market, 
therefore, appears un like ly to reverse the strong growth 
in im ports  of e lec tron ic  equ ipm ent observed  in the 
1980s.

C hem icals
The U.S. chem icals industry has had a longer and more 
extensive experience w ith foreign ow nersh ip  than most 
U.S. m anufacturing industries. In 1980 over 16 percent 
of the assets of the industry were fo re ign-contro lled . 
This total increased to alm ost 30 percent in 1981, fo l
lowing the acquisition of about 20 percent of the assets 
of DuPont by Canadian investors.13 Unlike the other 
industries in th is analysis, the chem ica ls industry  has 
always been a strong exporter, has generated a trade 
surplus, and has not faced s ign ifican t trade restrictions. 
The m ajor fore ign investo rs  in the U.S. chem ica ls  
industry  inc lude C anada, the U nited K ingdom , and 
West Germany, and v irtua lly  all FDI has taken the form 
of acquis itions of existing U.S. firm s.

Data on the shares of U.S. a ffilia tes of foreign chem 
icals firm s in indus try  sa les, cap ita l spend ing , and 
exports  suggest tha t the fo re ign  p resence may be 
increasingly sign ificant in the long-run trade perfo rm 
ance of the industry (C hart 6). The affilia te  share of 
U.S. chem ica ls  indus try  sa les was re la tive ly  s tab le  
throughout the 1980s. However, both the a ffilia tes ’ share 
of U.S. chem icals industry  exports and the ir share of 
capita l spending in the U.S. chem ica ls industry  have 
been increasing relative to the ir share of sa les. This 
finding suggests that the U.S. a ffilia tes of fore ign chem 
icals firms have become increasing ly im portan t in the 
overall trade com petitiveness of the U.S. chem ica ls 
industry. The increase in the affilia te share of exports 
relative to the ir share of sales also suggests that U.S. 
chem icals affilia tes are more oriented toward exporting 
the ir products than are dom estic U.S. chem ica ls firm s.

The relatively strong export o rien ta tion  of chem ica ls 
affiliates is reflected in the ir re lative ly w eaker pe rfo rm 
ance in the U.S. m arket. The total fore ign share of 
dom estic U.S. chem icals sales, defined as the sum of 
im port and affilia te shares, grew by only 3.4 percent 
between 1981 and 1988. This grow th was due a lm ost

13The m otives beh ind  th is  a c q u is itio n  seem  to d if fe r  from  those  
d riv in g  m ost fo re ign  investm ent. The C an ad ian  inves to rs  ow ned 
shares of C onoco , an oil com pany, and b eca m e  ow ners of DuPont 
when the two co m p a n ie s  m erged . The in flu e n ce  of DuPont canno t 
be ana lyzed  s e pa ra te ly  from  th a t of o th e r c h e m ic a ls  a ffilia tes .

Chart 5Foreign Share of the U.S. Electronics Industry
Shares of Sales, Capital Spending, and Exports 
by Foreign-owned Firms

Percent14 ---------------------------------------------------------------------------------

1980 81 82 83 84 85 86 87 88

Notes: Sales are total sales of foreign-owned firms as share of 
total domestic production; capital spending is share of total 
spending for new plant and equipment in the industry; exports are 
shares of industry totals.

Foreign Share of Domestic Electronics Sales

1980 1985 1988 1989 1990

Imports 12.1 17.7 20.7 21.3 25.8

Affiliate sales 8.2 8.6 10.6 n.a. n.a.

Foreign share 20.3 26.3 31.3 n.a. n.a.

Note: Foreign share is the percent of total domestic sales 
accounted for by imports and affiliates.

Source: U.S. Department of Commerce.
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entire ly to an increase in im port market share. C onse
quently, FDI in the U.S. chem icals industry, in contrast 
to FDI in the auto and steel industries, appears not to 
have had a s ign ifican t d isp lacem ent e ffect on U.S. 
chem icals im ports.

In the long run, a continued expansion of exports by 
U.S. chem icals industry affilia tes should improve the 
U.S. chem ica ls industry trade balance. A fter increasing 
at an annual rate of 11 percent since 1984, affiliate 
exports reached $8.5 billion in 1988. Projecting th is rate 
of increase through 1993 suggests that the exports of 
chem icals industry affilia tes would rise an additional $8 
b illion to more than $16 b illion. Only part of th is es ti
mated increase, however, represents an increase in 
exports beyond what would have been expected on the 
basis of the current share of affilia tes in chem icals

Chart 6Foreign Share of the U.S. Chemicals Industry
Shares of Sales, Capital Spending, and Exports by 
Foreign-owned Firms

Percent

20l______I______I______I______I______I_____ I______I______I
1981 82 83 84 85 86 87 88

Notes: Sales are total sales of foreign-owned firms as share of 
total domestic production; capital spending is share of total 
spending for new plant and equipment in the industry; exports are 
shares of industry totals.

Foreign Share of Domestic Chemicals Sales

1981 1985 1988 1989 1990

Imports 4.7 6.5 8.2 8.6 8.0

Affiliate sales 29.8 30.4 29.7 n.a. n.a.
Foreign share 34.5 36.9 37.9 n.a. n.a.

Note: Foreign share is the percent of total domestic sales 
accounted for by imports and affiliates.

Source: U.S. Department of Commerce.

industry exports. N evertheless, som e fraction of th is 
increase, perhaps $4 b illion to $5 b illion, can be a ttr ib 
uted to the grow ing im portance of chem ica ls industry  
affilia tes in U.S. exports of chem ica ls.

Sum m ary of estim ated trade balance e ffec ts
The standard trade model ana lysis of the rapid buildup 
of FDI in the la tter half of the 1980s suggests an 
aggregate long-run trade balance im provem ent on the 
order of $20 b illion. This im provem ent is pro jected to 
result entire ly from an expansion of exports. The s ta tis 
tica l analysis ind icates that the FDI buildup w ill have no 
impact on aggregate im port levels.

However, seve ra l p ro b le m s , m ost n o ta b ly  im p o rt 
res tric tions, com p lica te  the aggregate  ana lys is . An 
analysis of FDI in four ind iv idua l industries provides a 
more detailed understanding of the process by which 
FDI affects trade. Sum m ing the trade balance effects 
estim ated from the experiences of these four industries 
suggests a som ewhat larger trade balance im prove
ment.

The increase in exports predicted by the analysis of 
individual industries is som ewhat sm alle r than that pre
dicted by the aggregate sta tis tica l analysis. Exports in 
these four industries are estim ated to expand by about 
$6 billion and are about equally d ivided between autos 
and chem ica ls. S ince FDI in these  four indus tries  
makes up about one-half of all FDI in m anufacturing, a 
stra igh tfo rw ard  extrapo la tion  of these  in d u s try  e s ti
mates to all U.S. industries im plies an expansion of 
U.S. exports of $12 b illion, or tw ice the estim ated indus
try  effect. This estim ated expansion of exports is about 
60 percent of the increase in exports estim ated in the 
aggregate analysis. S ince ne ither method of estim ating 
the export effect is w ithout problem s, a reasonable 
order of m agnitude estim ate of the long-run e ffect of

Table 5

Long-Run Trade Balance E ffects of 
Foreign D irect Investm ent

(Billions of 
Dollars)

A. Increase in exports
(model results and industry extrapolation) 15

B. Decrease in imports
(industry extrapolation) 10

C. Net trade balance effects (A+B) 25

Notes: The estimated increase in exports is an average of the 
results of the aggregate statistical analysis and the industry 
effects. The estimated decrease in imports is extrapolated from 
industry effects.
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FDI on exports would seem to be $15 billion, the rough 
average of the estimated aggregate and industry level 
effects.

In contrast to the aggregate statistical analysis that 
showed imports to be unaffected by FDI, analysis of the 
four ind us trie s  suggested  tha t im ports  would be 
reduced in the long run by roughly $5 billion. The 
aggregate analysis finding that FDI had no significant 
effect on imports reflects, in part, limitations on the 
usefulness of the standard trade model in this context. 
In particular, imports in several industries that have 
been important for FDI have been restrained during the 
1980s by quotas. These import restraints have been 
relatively significant factors in trade in automobiles and 
steel, the two industries in which the industry-level 
studies pointed to potential import reductions due to 
FDI. Therefore, an estimate of the aggregate effect of 
FDI on imports is based entirely on the industry-level 
effects. Because FDI in these four industries was 
roughly one-half of all FDI in manufacturing, a straight
forward extrapolation of these industry effects suggests 
that imports would be lower in the long run by roughly 
$10 billion, or twice the estimated industry impact.

Combining the estimated expansion of exports of $15 
billion attributable to FDI with the estimated reduction in 
import levels of $10 billion yields a net long-run trade 
balance improvement of $25 billion (Table 5). That is, as 
a result of the FDI that occurred in the latter half of the 
1980s, the long-run trade balance is estimated to be 
improved by $25 billion relative to what it otherwise 
would have been. This estimated net trade balance 
effect would have represented a substantial improve
ment in the 1990 merchandise trade deficit of roughly 
$100 billion. The full effects of FDI on trade flows, 
however, are of a long-run nature and will not be com
pletely realized for several years.

The estimated aggregate trade balance reduction 
attributable to FDI cannot be distributed regionally to 
produce estimates of the bilateral trade balance effects 
arising from FDI. Nevertheless, the evidence presented 
here does cast doubt on suggestions by some analysts 
that FDI will halve the current U.S.-Japan bilateral defi
cit. In those industries likely to be sources of trade 
deficit reductions with Japan, automobiles and steel, a 
smaller overall trade balance reduction appears much

more likely. Significant bilateral effects attributable to 
FDI from other source countries, particularly the United 
Kingdom, are also likely to be small, because these 
investments are not clearly associated with the penetra
tion of the U.S. market by U.K. imports.

The estimates of the potential trade balance effects of 
FDI in the U.S. manufacturing sector reported in this 
article are based on a study of the foreign investment 
that occurred in the latter half of the 1980s. To the 
extent that FDI in U.S. manufacturing industries is an 
ongoing process, however, foreign ownership of U.S. 
manufacturing firms will continue to expand into the 
1990s. Although the relatively rapid rate of growth of 
FDI in the second half of the 1980s may not be 
repeated, additional FDI can be expected to result in 
fu rth e r long-run  im provem ents in the  U.S. trade  
balance.

Conclusion
The positive trade balance effects of increased FDI in 
the U.S. manufacturing sector during the 1980s, partic
ularly after 1985, will occur over the longer term and will 
be linked to competitiveness gains in foreign-owned 
firms. Because most foreign investors have entered the 
U.S. market by acquiring existing firm s rather than 
transplanting production facilities, greater operating 
efficiency is likely to be the source of improved perform
ance. Past experience with FDI, although limited, sug
gests that recent FDI inflows could lead to an improve
ment of roughly $25 billion in the U.S. trade balance.

This $25 b illion  net trade balance im provem ent 
should be interpreted as an order of magnitude esti
mate of the potential longer run effect of recent FDI 
inflows. The estimate is very uncertain because the 
U.S. manufacturing sector has had limited past experi
ence with the sharp increases in FDI that occurred in 
the latter half of the 1980s. Furthermore, the longer run 
trade balance effect estimated from the aggregate sta
tistical analysis differs somewhat from the estimate 
based on studies of individual manufacturing industries. 
Over time, these constraints on the analysis of the 
effects of FDI should be reduced, and the experiences 
of the manufacturing sector should provide an improved 
basis for estimating the effect of foreign investment on 
the trade balance.
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