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Foreign direct investment (FDI) has been growing rapidly in the recent past,
faster, indeed, than international trade, which has long been the principal
mechanism linking national economies. Moreover, as the global environ-
ment is changing and strategies of transnational corporations (TNCs) evolve,
new configurations of TNC activities are emerging. This focuses renewed
attention on what FDI means for trade, how FDI and trade are interlinked,
and whether and how these interlinkages influence the economic growth and
welfare of countries, particularly developing countries. These issues are of
particular interest in the context of national policies for FDI and trade. But at
a time when negotiations and discussions on international arrangements for
investment are under way in various forums, they are also of interest at the
international level. They are the special topic of this year’s World Investment
Report.




Table 1. FDI inflows and outflows, 1983-1995

(Bitlions of dollars and percentage)

Ye flows | Outttows | | Qutflows| Tnflows| Outtlows

1983-1987 7.1 768

1988-1992 1.36 0.04 177.3 | 208.5
1990 0.30 0.04 203.8 | 204.3
1991 245 0.04 157.8 | 210.8
1992 377 0.10 168.1 | 203.1
1993 3.59 0.20 207.9 | 2255
1994 5.89 0.55 225.7 | 2300

1995 203.2 270.5 12.08 0.30 3154 | 317.8

1983-1987| 76 95 24 5 002 | 001 | 100 |100
1988-1992( - 78 93 21 7 077 | 002 | 100 | 100
1993 62 85 35 15 270 | 009 | 100 | 100
1994 59 83 39 17 260 | 024 | 100 | 100
1995 65 85 32 15 380 | 009 | 100 |100
. Growthrate(Percenn o
1983-1987( * 37 35 9 24 7 |68 29 | 35
1988-1992| . -4 3 15 16 [298 |46 1 4
1993 13 6 45 52 a6 | 99 24 | 11
1994 3 -1 19 17 7 179 9 2
1995 53 42 15 2 (106 |45 40 | 38

Source: UNCTAD, World Investment Report 1996, p. 4.

Global and regional trends

World FDI flows reached a record high in 1995, . . .

Investment inflows in 1995 increased by 40 per cent, to an unprec-
edented $315 billion. Developed countries were the key force behind the re-
cord FDI flows, investing $270 billion (an increase of 42 per cent over
1994) and receiving $203 billion (53 per cent higher) (table 1). The spec-
tacular growth of FDI among developed countries was accompanied by a




Table 2. Selected indicators of FDI and international
production, 1986-1995

(Billions of dollars and percentage)

Value at current 5

1995

FDI inflows ' g 315 : 24.7 127
FDI outward stock 2730 198 8.3
Sales of foreign affiliates 6022" 174 54
Royalties and fees receipts 4104 218 101
GDP at factor cost . 24 948° ' 108 43
Gross product of foreign affiliates L410° ’ 110 ‘1148
Gross fixed capital formation 5681° 10.6 40
Exports of goods and.non-factor services’ : 4707 43 38

Source: UNCTAD, World Investment Report 1996, p. 5.

# Estimates.

b 1993,

€ 1991-1993,

d 1994,

©1991.

f 1082-1989.

£ 1989-1991.

Note: Not included in this table are the value of worldwide sales by foreign affiliates associated with
their parent firms through non-equity relationships and the sales of the parent firms themselves.

hefty rise in flows into developing countries, which, at $100 billion, set an-
other record in 1995; outward investment from developing countries also
rose, reaching $47 billion. Investment flows to Central and Eastern Europe
nearly doubled to $12 billion in 1995, after stagnating in 1994.

Investment flows are concentrated in a few countries. The ten largest
host countries received two thirds of total inflows in 1995 and the smallest
100 recipient countries received only 1 per cent. Investment going to the top
10 host countries is also more important for their economies than it is for the
bottom 100: the share of FDI stock in GDP for the smallest 100 recipients is
below that of the top 10 recipients. In the case of outflows, the largest five
home countries (the United States, Germany, the United Kingdom, Japan
and France) accounted for about two thirds of all outflows in 1995,

Foreign direct investment is a major force shaping globalization. The
outward FDI stock which the 39,000 or so parent firms invested in their ap-
proximately 270,000 foreign affiliates reached $2.7 trillion in 1995 (table 2).




Moreover, FDI flows doubled between 1980 and 1994 relative to both
global gross fixed capital formation and world GDP. And the value added of
all foreign affiliates accounted for 6 per cent of world GDP in 1991, com-
pared with 2 per cent in 1982,

... aided by a boom in mergers and acquisitions,
increasingly used as a corporate strategy . . .

The latest surge in FDI flows reflects the fact that an increasing num-
ber of firms, including those from developing countries, are becoming more
active globally in response to competitive pressures, liberalization and the
opening up of new areas for investment. These firms are once again using
mergers and acquisitions (M & As) as a central corporate strategy for estab-
lishing production facilities abroad to protect, consolidate and advance their
international competitiveness.

The value of all cross-border M & A transactions (including those
involving portfolio investments) doubled between 1988 and 1995, to $229
billion. The value of majority-held M & A transactions (excluding those
involving portfolio investment and minority-held FDI) increased by 84 per
cent in 1988-1995, to $135 billion. In Western Europe—the focus of M & A
activity in 1995—majority cross-border sales of firms were $50 billion and
purchases were $66 billion. Much of that was due to intra-European Union
deals. But the highest levels of M & A transactions in 1995-—$49 billion
worth of sales and $38 billion worth of purchases—were registered by the
United States. Industries with high cross-border M & A activity include
energy distribution, telecommunications, pharmaceuticals and financial
services. There was also a notable increase in participation of small and
medium-sized and services-related enterprises. Overall, the M & A boom
that began in the late 1980s, but was dampened by the FDI recession of the
early 1990s, helped FDI flows to rise to record heights in 1995,

... and is beginning to reflect the opening up
of infrastructure to foreign participation

New investment opportunities in infrastructure, partly because of liber-
alization and deregulation and partly because governments turn more and
more to foreign firms for capital and technology, have aided FDI to reach
record levels. Infrastructure, especially communications, attracted FDI flows



of around $7 billion annually in the early 1990s. This is but a fraction of the
total investment requirements in infrastructure, much of which remains
unmet,

Investment outflows to infrastructure from the major home countries
made up 3-5 per cent of their total outflows in 1995. In many countries, FDI
flows account for less than 1 per cent of the gross fixed capital formation in
infrastructure. For the United States, the largest outward investor, the share
of infrastructure industries in its outward FDI flows between 1992 and 1994
averaged 4.9 per cent a year. United States TNCs have invested $14 billion
in infrastructure as of 1994, 2.3 per cent of its total outward stock. This
share is small when compared with the share of FDI in infrastructure in
1940; then, more than a third of the United States FDI stock in Latin Ameri-
ca was in infrastructure, Subsequent waves of nationalizations and expro-
priations, however, led to dramatic declines, a trend that has only recently
begun to reverse.

The revitalized interest of TNCs in infrastructure has been sparked by
several factors. Recognizing that shortfalls in infrastructure services can
hamper economic development, more governments are willing to privatize
and relinquish control of State monopolies to attract foreign investment and
technology and to realize efficiency gains. Between 1988 and 1995, infra-
structure privatizations mobilized private capital of nearly $40 billion, more
than half of which was foreign direct and portfolio investment. Furthermore,
technological developments, notably in telecommunications, have turned
infrastructure industries previously dominated by natural monopolies into
competitive industries with potentially profitable investment opportunities.
Capital raised from public sources in many countries is no longer sufficient
to meet the financing requirements of infrastructure development. Privately
sourced capital, often mobilized by TNCs, has therefore stepped in to help
meet those requirements, including through new techniques of financing
projects such as build-operate-transfer, build-own-operate, and build-own-
transfer schemes,

Despite the still low levels of FDI flows in infrastructure, future
prospects for increased TNC involvement are promising. Despite their high
fixed costs, many infrastructure projects are attractive to foreign investors.
Continuing FDI liberalization and infrastructure deregulation, coupled with
the growth of investment guarantees, helps to lower the risks of nationaliza-
tion. Potential for greater TNC involvement in infrastructure is especially




conducive to attracting FDI, such as the establishment of science parks,
export-processing zones and facilities for human resource development.

The world’s largest TNCs are becoming
more transnational . . .

The world’s largest 100 TNCs (excluding banking and financial
institutions), ranked by foreign assets, are all based in developed countries
(table 3). They have roughly $1.4 trillion worth of assets abroad and account
for around a third of the global FDI stock. That share has remained stable in
the past five years. Royal Dutch Shell (United Kingdom/Netherlands) has
topped the list of the top 100 TNCs every year since 1990. A composite
index of transnationality that takes foreign assets, foreign sales and foreign
employment together, presents a different ranking of the top 100 TNCs:
Royal Dutch Shell falls to twenty-seventh, and Thomson Corporation
(Canada) climbs to first place.

Salient features of the top 100 TNCs are:

e By country of origin, United States TNCs (with 32 in the top 100) are
the largest group ranked by share of foreign assets in total assets in
1994,

e Japanese TNCs are the fastest growing group among the top 100,
increasing in number from 11 in 1990 to 19 in 1994. Japanese TNCs
in electronics were amongst the most important new entrants,

® European TNCs are prominent in capital- and research and
development-intensive industries, such as chemicals and pharma-
ceuticals.

¢ By industry, TNCs in chemicals and pharmaceuticals score the highest
rankings in transnationality index, followed by firms in food and elec-
tronics. Trading firms score lowest,

The future investment plans of the top 100 TNCs suggest a strong
upward trend in FDI (as well as total investment), fuelled partly by eco-
nomic growth in major destinations, among which the developing countries
are becoming more prominent. But intra-developed-country FDI will con-
tinue to feature prominently in future investments of the top 100, Transna-
tional corporations based in North America view Europe as the most impor-




Table 3. The top 10 TNCs ranked by foreign assets, 1994
(Billions of dollars and number of employees)

! : -onnL - : 5 Index”
I 27 Roya] Duich Shelf: United K.mgdﬁm{ ?en'cleum 102:0 511 94.8 79:000 106 000 63.6
Netherlands : :

2 80 Ford. United States Motor vehicles

: and parts 60.6 2194 38.1 1284 96726 337778 286

300026 Exxon United States Petroleum 56.2 815 723 1139 55000 86 000 63.8
4 85 General Motors Unitéd States Motor vehicles

‘and parts B 1986 4.0 15227177930 - 692800 257

5 35 IBM United States Compiters- 43.9 81.1 399 64.1- - 115555 219 839 564
6 30 Volkswagen Germany: Motor vehicles

and-patts -4 524 290 493 96.545 242 318 604

7 97 General Electric United ‘States Electronics 339 251.5 119 593 36169 216000 16.7
8 82 Toyota Japan Motor vehicles

: , and parts LR ues 32 913 27567 172675 28.1

9 59 Daimler-Benz Germany Transport: aac : :
: commuiication - 27.9 66,5 7463 740 79297 330 551 42.8
10 37 EIf Aquitaine France ““Petroleum 4 48.9. 262 389 .-.43950 89 500 56.7

Source: UNCTAD, World Investment Report 1996, p. 30.

2 Industry classification for companies follows that in the *‘Fortune Global 500"" list in Fortune, 25 July 1994, and the ‘*Fortune Global Service 500°* list in Fortune, 22
August 1994. Fortune classifies companies according to the industry or service that represents the greatest volume of their sales. Industry groups are based on categories
established by the United States Office of Management and Budget. Several companies are, however, highly diversified. These companies include Asea Brown Boveri, Gen-

eral Electric, Grand Metropolitan, Hanson, Sandoz, Total and Veba.

b The index of transnationality is calculated as the average of foreign assets to total assets, foreign sales to total sales and foreign employment to total employment.
¢ Foreign sales are outside Europe whereas foreign employment figures are outside the United Kingdom and the Netherlands.
d Data on foreign assets are either suppressed to avoid disclosure or they are not available. In the case of non-availability, they are estimated on the basis of the ratio of

foreign to total employment, foreign to total sales and similar ratios for the transnationality index.




tant future investment location, especially in high-technology and consumer-
goods industries. Likewise, European TNCs see the United States as the
most important location. Japanese TNCs, however, view Asia as the most
promising. Transnational corporations from North America and Europe also
have a positive view of Asia; this region is therefore expected to capture the
largest growth of planned capital investments by the world’s largest TNCs
in the second half of the 1990s,

... and the largest developing-country TNCs
are moving in the same direction

The 50 largest TNCs based in developing countries, ranked by foreign
assets, accounted for about 10 per cent of the combined outward FDI stock
of firms in their countries of origin. These firms’ ratio of foreign to total
sales is high (30 per cent), but their ratio of foreign to total assets (9 per
cent) is Jow. Their overall index of transnationality (21 per cent) is low,
compared with that of the world’s top 100 TNCs (42 per cent), reflecting
their short history as important outward investors; but their plans for expan-
sion suggest that they will become increasingly more transnational.

In 1994, Daewoo (Republic of Korea) ranked first among the 50 larg-
est TNCs from developing countries on the basis of the ratio of foreign to
total assets (table 4). Mexico’s Cemex, the top TNC among developing
country firms in 1993, ranked third. On the basis of the transnationality
index, Creative Technology (Singapore), a producer of standard personal
computer sound systems that holds more than 60 per cent of the global
market share, was in first place in 1994. By country of origin, TNCs from
China and the Republic of Korea, with eight entries each, were the largest
groups among the top 50 developing country TNCs ranked by foreign-to-
total asset share. By industry, TNCs in construction and electronics had the
highest rankings.

Led by the United States, developed countries
experienced rapid growth of FDI flows in 1995, . . .

Almost 90 per cent of the 1995 increases in FDI inflows (and out-
flows) were registered by developed countries. Because of this, the share of
developed countries in world inflows increased from 59 per cent in 1994 to
65 per cent in 1995, while outflows rose from 83 to 85 per cent. The growth



Table 4. The top 10 TNCs base om developing economies, ranked by foreign assets, 1994
(Billions of dollars and number of employees)

M”" ’ oo Foreign - Total Forelgn Tol Foreign Total

oreign - Foreign ~-To : o

assets -~ Index® Corporation s Countrys o Industry T o Assels ~Bales Employment

1 11 Daewoo Korea, Republic of>  Electronics- .5 33.000 165000 - 40000 100000 200000 33.0

2 10 Hutchison Whampoa Hong Kong Diversified WL 52192 012500 - 300168, -.15086° 26855 344
Limited RN £

3 8 Cemex S. A: Mexico Cement 2847 7893 744 2101 8073 20997 366

4 5 Jardine Matheson Hong Kong Construction 2539 63506463 $559 . 50000 220000 434
Holdings Limited?

5 - China State China = Construction 2189 £1010 e g L
Construction
Engineering orp:

6 - China Chemicals China Trading -1 915 LS7914 i £ WL
Imports & Exports :

7 20 Samsung Co., Ltd, Korea, Republi¢ of®  Elettronics 038000 . 2144067000 422357195429 195

8 17 LG Growp /" Korea, Republic of® Electronics 225000 860043000 - 29061 59200 25.1

9 19 Grupo Televisa §. A. -~ Mexico Media 1371 3260 2861288 i 21600 222

i0 34 Hyundai Korea, Republic of?  Diversified 1293 9657 1610 - - 13.081 814 .44 835 92

Source: UNCTAD, World Investment Report 1996, p. 34.
2 The index of transnationality is calculated as the average of foreign assets to total assets, foreign sales to total sales and foreign employment to total employment.

b The accounting standards of the Republic of Korea do not require the publication of consolidated financial statements including both domestic and foreign affiliates.
The figures provided here are estimates of consolidated financial statements as provided by the companies in response to a survey by UNCTAD. Depending on the availability
of the data on foreign components, the data for business group totals are used.

€ Data on foreign assets are either suppressed to avoid disclosure or they are not available. In the case of non-availability, they are estimated on the basis of the ratio of
foreign to total employment, foreign to total sales and similar ratios for the transnationality index.

da subsidiary of Jardine Matheson Holdings of Bermuda.
€ Data are not available.

f Date on foreign employment are suppressed to avoid disclosure or not available. In the case of non-availability of the data, they are estimated on the basis of other
foreign component ratios for the transnationality index.




of developed country FDI was led by a few countries—the United States,
the United Kingdom, France and Australia, in that order, in the case of in-
tlows, and the United States, the United Kingdom and Germany, in that or-
der, in the case of outflows,

With large increases in inflows and outflows in 1995, the United
States strengthened its position as the largest host and home country. With
$60 billion, United States inflows were twice that of the Unijted Kingdom,
the second largest recipient among developed countries. Reflecting high lev-
els of M & A-related investment by Western European TNCs, led by the
United Kingdom and Germany, equity flows into the United States rose by
50 per cent. Reinvested earnings and intra-company loans (the other compo-
nents of FDI) increased by 78 per cent and 36 per cent, respectively. Like-
wise, the $95 billion worth of United States outflows in 1995 reflected both
record equity capital flows ($42 billion) and record reinvested earnings ($42
billion); 54 per cent of these outflows went to Western Europe.

The United Kingdom and Germany also registered record outflows in
1995, $38 billion and $36 billion, respectively. Large-scale investments in
the markets for its main exports (the European Union and the United States)
characterized FDI from the United Kingdom. German TNCs directed their
attention to investment opportunities abroad, partly to escape cost increases
and currency appreciations at home and partly because investments in the
eastern part of the country have abated with the completion of the privatiza-
tion programme.

Increases of 20 per cent in 1994 and 15 per cent in 1995 are strong
signs that Japanese FDI outflows are recovering, Japanese TNCs are invest-
ing abroad faster than at home. However, 1995 FDI outflows were still less
than half of the annual average in 1989-1991, Most Japanese FDI goes to
East and South-East Asia and developed countries, and is aimed at establish-
ing regional or global networks (efficiency-seeking FDI) or supplying local
markets. Investment flows to Africa and Central and Eastern Europe have
been small, accounting for only 0.1 per cent and 0.3 per cent of Tapan’s total
outflows, respectively, in 1990-1994. To recover and increase their interna-
tional competitiveness, Japanese affiliates are establishing ‘‘second genera-
tion’’ affiliates abroad. For example, 47 per cent of Japanese affiliates in
Hong Kong, and 43 per cent of Japanese affiliates in Singapore, have al-
ready established their own foreign affiliates.



.. . while flows to developing countries advanced,
and those to developing Asia boomed

The current boom in FDI flows to developing countries, with inflows
reaching $100 billion in 1995, is a reflection of sustained economic growth
and continuing liberalization and privatization in these countries, as well as
their increasing integration into the investment plans of TNCs. The share of
developing countries in the combined outflows of the largest five developed-
country outward investors rose from 18 per cent in 1990-1992 to 28 per cent
in 1993-1994. Investment from developing countries to other developing
countries is also increasing: in 1994, for example, more than half of the FDI
flows from Asian developing countries were invested in the same region.

South, East and South-East Asia continued to be the largest host devel-
oping region, with an estimated $65 billion of inflows in 1995, accounting
for two thirds of all developing-country FDI inflows. The size and dyna-
mism of developing Asia have made it increasingly important for TNCs
from all countries to service rapidly expanding markets, or to tap the tangible
and intangible resources of that region for global production networks. Euro-
pean Union TNCs, in particular, after neglecting Asia in the past, are now
changing course and investing more.

China has been the largest developing-country recipient since 1992.
Although inflows are soaring in other countries as well, with 58 per cent of
inflows to South, East and South-East Asia in 1995, China has been the prin-
cipal drive behind Asia’s current investment boom. Recent FDI policy
changes in China may dampen these flows temporarily, however. China is
moving towards national treatment, eliminating gradually some preferences
for foreign investors, such as exemptions from import duties, that have dis-
torted markets, encouraged ‘‘round-tripping’’, speculative investments and
‘‘phantom’’ foreign ventures. However, given China’s outstanding growth
performance and the continued opening of new areas to FDI, such as infra-
structure, its attractiveness to foreign investors is unlikely to be affected seri-
ously. Hence, Asia’s investment boom will probably be sustained in the
coming years.

Investment flows to Latin America and the Caribbean
have risen, but continue to be ‘lumpy’’ ...

Latin America and the Caribbean saw a 5 per cent increase of FDI
inflows to $27 billion in 1995. Most, however, were concentrated in individ-




ual industries (automobiles in Mexico and Brazil, natural resources in Chile)
or privatization-induced (in Argentina and Peru). Investment flows in Latin
American countries are therefore susceptible to special circumstances in
those industries or to privatization policies. Especially at the country level,
investment flows are prone to wide year-to-year fluctuations which make
them ‘‘lumpy’’.

Argentina, Peru and Venezuela provide illustrations of lumpiness in
FDI: when some large companies were privatized in the early 1990s, invest-
ment inflows soared. In the following years, however, they fell consider-
ably, which was only partially offset by post-privatization investments.
Investments in large mining projects or in industries such as automobile
manufacturing may also cause ‘‘spikes’’ in FDI flows and lead to lumpi-
ness. Lumpy FDI flows cannot only change drastically the ranking of FDI
recipients from one year to the next, but also the industrial composition of
investment flows for a given country. For example, in Peru, communication
and transport accounted for 42 per cent of its 1995 inward FDI stock, com-
pared with 0.4 per cent in 1990; the “‘spike’” in 1995 was the result of a
large telecommunications privatization. With large-scale privatizations
beginning to be implemented in Brazil and with the launching of large
investment projects in automobiles, lumpy FDI will continue to shape the
level and composition of flows to Latin American countries for some years.

... while Africa remains marginalized . . .

The FDI stock in Africa doubled between 1985 and 1995. Inflows to
Africa, however, have not been rising as rapidly as inflows to other regions.
In 1995, they were almost the same as in 1994—3§5 billion. The share of Af-
rica in developing-country inflows therefore fell to 4.7 per cent in 1995
(from 5.8 per cent in 1994). But within Africa, there have been significant
changes in the geographic pattern of FDI. In the 1980s, southern Africa
accounted for more than 40 per cent of Africa’s FDI stock, but its impor-
tance has diminished substantially since, and by 1993 it accounted for about
a quarter of Africa’s stock. In contrast, North African countries, which in
1980 accounted for a mere 12 per cent of total stock in Africa, have substan-
tially improved their position, accounting for more than 30 per cent by 1993,
due mainly to the rising levels of European investments. Investors from the
developed countries have displayed uneven interest in Africa. Due to
geographical proximity and post-colonial ties, Western European investors
have always been more active compared with both United States and




Japanese investors. Within Western Europe, France, Germany, Italy and the
United Kingdom are the main investors in Africa.

Significant variations exist in the importance of FDI for Africa’s re-
cipient countries. For countries with large inflows, such as Nigeria, FDI is
not as significant relative to the size of the domestic economy as it is for
countries with small flows, such as Equatorial Guinea,

. .. and Central and Eastern Europe sees
a surge in response to economic recovery

Driven not only by waves of privatizations, but by economic recovery
in some countries (Poland and the Czech Republic), FDI inflows to Central
and Eastern Europe have soared to record levels. Having remained stagnant
in 1994, inflows almost doubled in 1993, to reach an estimated $12 billion.
The region accounted for 5 per cent of world inflows in 1995, compared
with only 1 per cent in 1991. Hungary and the Czech Republic accounted
for about two thirds of the increase in 1995, with inflows tripling to $3.5 bil-
lion and $2.5 billion, respectively. The 1995 FDI tlows into the Russian
Federation at an estimated $2 billion were double the 1994 level.

A significant share of the FDI received by Central and Eastern Euro-
pean economies—I18 per cent in 1994—is from privatization of State
enterprises. However, this share has declined considerably compared with
1989-1993 when, for the main recipient countries (excluding the Russian
Federation), privatization-related inflows accounted for most FDI. The trend
in FDI inflows and, in particular, non-privatization related FDI inflows, is
correlated with the growth of domestic output: in most countries, FDI in-
flows picked up when GDP growth became positive. Thus, while many for-
eign investors rushed to establish a nominal presence in Central and Eastern
Europe as countries began to liberalize their investment frameworks in the
late 1980s and early 1990s, it was only when transition was well under way
and negative growth rates of GDP began to reverse that TNCs began to
invest significantly. The doubling of FDI into the region in 1995 reflects the
recognition by TNCs that Central and Eastern European countries, particu-
larly those in Central Europe, are well on the way to becoming market
economies.




Foreign direct investment and trade:
interlinkages and policy implications

The rapid growth of FDI and discussions about international arrange-
ments related to such investment have drawn renewed attention to the rela-
tionship between trade and FDIL Does trade lead to FDI or FDI lead to
trade? Does FDI substitute for trade or trade substitute for FDI? Do they
complement each other? In other words, what does the growth of FDI mean
for trade and—most importantly—what are the implications for growth and
development?

Since FDI and trade are both handmaidens of growth
and development, it is important to understand
the interlinkages between the two

Foreign direct investment and trade are of importance for economic
performance, growth and development. They are, moreover, increasingly
interrelated. These interlinkages are important for several reasons:

e The role of trade as a positive factor in growth and development has
long been recognized and reflected in trade policies. Foreign direct
investment, as the principal method of delivering goods and services
to foreign markets and the principal factor in the organization of inter-
national production, increasingly influences the size, direction and
composition of world trade, as do FDI policies.

s The role of FDI as a positive factor in growth and development is be-
ing increasingly appreciated and is also increasingly reflected in FDI
policies. Trade and trade policies can exert various influences on the
size, direction and composition of FDI flows.

¢ Apart from the autonomous impacts of each on growth and develop-
ment, interlinkages between trade and FDI must be taken into account
if the developmental contribution of each is to be maximized, and if
synergies between the two and broader growth and development
objectives are to be maximized.

These considerations provide good reasons for looking more closely at
the nature of the interlinkages between FDI and trade, Another reason is that
national FDI and trade policies are generally formulated independently of
each other, with the result that the two sets of policies may not always fully



support one another in policy objectives and their efficient implementation.,
An improved understanding of the interlinkages can contribute to the formu-
lation of national policies in the two areas that are mutually supportive. And,
of course, it would also provide a background and basis for discussions at
the international level as regards appropriate policy arrangements.

The relationship between trade and FDI
in a given product is characterized
by a sequential process of internationalization . . .

Historically, the relationship between FDI and trade for a given prod-
uct has been characterized by a linear, step-by-step sequential process of in-
ternationalization, ranning from trade to FDI or from FDI to trade.

In manufacturing, market-seeking firms typically begin with domestic
production and sales. They internationalize via export, licensing and other
contractual arrangements and by establishing foreign trading affiliates be-
fore they engage in FDI. As a result of this linear sequence, FDI in manufac-
turing is often viewed as an activity replacing trade. This perception has
been strengthened, moreover, by the notion of a product cycle in which FDI
takes place only when an innovating firm no longer finds exporting as prof-
itable as producing abroad. This sequence of trade leading to FDI
characterizes internationalization that is motivated by the search for mar-
kets, traditionally the dominant factor motivating TNCs. Manufacturing
firms that seek low-cost inputs (especially labour), as part of their effort to
improve efficiency and corporate performance may, however, begin their
internationalization sequence with FDI, and this is trade creating.

The dominant characteristic of the relationship between trade and FDI
in the natural resources sector is also a linear progression from one to an-
other. It begins ¢ither with imports, followed by FDI from the importing
country in a process of vertical integration that may well lead to higher ex-
ports from the host country, or it begins with resource-seeking firms under-
taking FDI and proceeding to export from host countries. The latter, com-
mon in non-renewable resources, accounts for most natural resource
investments. In both cases, FDI is typically trade creating, leading to exports
or additional exports from the host country.

In the services sector, the dominant characteristic is that trade as an
option to deliver many services abroad does not exist, and firms must move



directly to foreign production if they want to satisfy international market de-
mand. As a result, service firms do not enjoy the comfort of a gradual con-
quest of foreign markets through a linear sequential approach: the linear se-
quence is truncated. The need for local presence to deliver services is one
reason underlying the shift of the world FDI stock towards services in the
past 20 years. Establishing affiliates abroad has, in general, a smaller direct
impact on home country exports of the service in question than establishing
market-seeking manufacturing affiliates has on trade in a product.

The situation as regards FDI and trade in services is beginning to
change under the impact of the growing transportability of services, and es-
pecially that of information-intensive services, or parts thereof, due to ad-
vances in telecommunications and information technologies. This may re-
duce the need for FDI to deliver these services to foreign markets. The
technological advances that have increased tradability have also opened up
possibilities for export-oriented FDI in some services or as regards particu-
lar services functions undertaken typically in-house by various firms (e.g.
data processing, accounting).

. .. with associated trade and associated
investment effects . . .

Apart from product-specific FDI and trade impacts of sequential trade-
FDI interlinkages, there are also impacts from associated trade and associ-
ated FDI. The former include, for example, additions to exports of the home
country due to intra-firm sales of services and intangible assets by parent
firms to foreign affiliates, whether in manufacturing, natural resources or
services. They also include additions to home country exports due to intra-
firm sales of machinery and intermediate products by parent firms to their
foreign affiliates. Similar exports from the parent firm occur in low-cost
input-seeking manufacturing FDI and in natural resource FDI. In addition,
there could be further effects on trade due to exports by other firms in the
same or other industries (or even sectors) of goods and services required by
foreign affiliates.

Foreign affiliates in the services sector may also have an indirect im-
pact on trade, as they may create demand for necessary machinery and
equipment and/or for information-intensive support services provided either
by headquarters personnel or services provided via communication lines.
But again, this impact is not large. The exception is FDI in trading services,




which plays a substantial role in facilitating the exports of goods from home
or host countries, or both.

The internationalization sequence in a given product also gives rise to
associated FDL This begins when, for example, a firm exporting a manufac-
tured product establishes marketing or other affiliates abroad; it continues
when other firms (e.g. component suppliers, advertising firms, banks, insur-
ance companies) follow suit once an investment in a particular product has
been made. In natural resources, associated FDI can take place where certain
services are required (e.g. shipping) or where foreign firms move into
processing. Investment in a service may lead to the establishment of foreign
affiliates in related services. More importantly, FDI in trading services can
give rise to associated FDI in the production of manufactured and primary
products by the same TNC or other TNCs.

. . . and implications for countries’ trade

The overall impact of market-seeking direct investment on the volume
and composition of trade of a home or host country at the industry or aggre-
gate level depends on the relative importance of these various direct and in-
direct effects. In general, FDI that follows trade can replace trade in a single
product, but it is unlikely to do so—and, in fact, is often complementary to
trade—at the sectoral and national levels. Some empirical studies suggest,
indeed, that the trade-creating effect of FDI in manufacturing tends to out-
weigh the trade-replacing effect for the home country. Moreover, FDI seems
to shift the composition of home country exports to host countries towards
intermediate products and away from final products.

In natural resources, the impact of the FDI trade linkage was, and still
is, trade creating. For one thing, host country exports of the resources in-
volved expand. So do, generally, home country imports of the same re-
sources and, also often, home country net exports due to increased exports
of the resources after processing, or of manufactured goods based on these
resources. The principal issues regarding this FDI-trade interlinkage relate
to the retained value (or share of rents) accruing from the exploitation of,
and trade in, host country resources and the role that these resources can (or
should) play in development. Many countries had severed the FDI-trade
linkage through nationalizations, in the expectation that they could capture a
larger share of the rents and promote domestic development more effec-
tively. More recently, a new relationship appears to have emerged in which
many countries benefit from trade, technology and skill assets that TNCs




possess, and firms benefit from stable supplies, without necessarily risking
their capital. Still, TNCs account for a fair share of the raw material trade of
host countries. In 1992, United States affiliates alone accounted for one
tenth of all raw material exported from both developed and developing host
countries. This share is double that of the mid-1960s for all developed coun-
tries, and half that for developing countries.

Since the links between FDI and trade in services are limited, the ef-
fects of FDI on host developing countries are largely independent from,
rather than intertwined with, those of trade. As the tradability of some ser-
vices increases, however, host countries, including developing countries, are
able to participate more in the production and export of these services. This
might, however, be accompanied by reduced technology transfer and skills
development, as compared with the levels that TNCs traditionally have had
to undertake for stand-alone service affiliates to function effectively.

Although the distinct characteristics of the FDI-trade relationship in
the three sectors make it easier to understand the interlinkages between FDI
and trade, the intersectoral nature of interlinkages in reality must be empha-
sized. Many firms not only perform various activities but produce both
goods and services, so that classifying them sectorally is an oversimplifica-
tion. Moreover, associated trade and associated investment effects of inter-
nationalization through trade on FDI are often intersectoral. The crossing of
sectoral boundaries, both in the framework of a single firm’s activities and
as regards indirect FDI and trade effects, makes it increasingly difficult to
isolate separate trade and investment effects associated with the internation-
alization sequence of a particular product, firm or, indeed, industry or sector.

But what seems to be clear is that, first, trade eventually leads to FDI,;
and, secondly, on balance, FDI leads to more trade. The result, therefore, is
an intensification of international economic interactions,

The world environment for trade and FDI
is changing, . . .

The linear interrelationship between trade and investment continues to
characterize a good part of FDI. But something new is happening. In the
past 30 years or so, and particularly since the mid-1980s, the environment
for FDI and trade has changed significantly. The most important changes re-
late to the reduction of technological and policy-related barriers to the
movement of goods, services, capital, professional and skilled workers, and




firms, More specifically, technological developments have greatly enhanced
the ease with which goods, services, intangible assets and people can be
transported, and tasks related to the organization and management of firms
implemented over distances. The liberalization of rules and regulations gov-
erning trade, investment and technology flows has meant that the new pos-
sibilities created by technology can actually be realized. As a result, interna-
tional production has grown substantially, as many firms have become
TNCs. For example, the number of parent firms headquartered in 15 major
developed home countries nearly quadrupled between 1968/1969 and 1993,
~ from 7,000 to 27,000. Thus, there is a substantial presence of foreign affili-
ates in the world economy today. While most are largely stand-alone affili-
ates, more are being drawn into closer interaction with each other.

... allowing firms greater choice of production locations
and modalities of internationalization, making
the internationalization sequence less important . . .

The principal effect of the new environment is that firms are freer to
choose how to serve foreign markets: by producing at home and exporting,
by producing in a foreign country for local sale, or by producing in a foreign
country for export. They also have greater freedom to obtain foreign re-
sources and inputs for production by importing them from foreign producers
or by establishing production facilities that enable them to access resources
where they are located, for producing raw, intermediate or final products for
use elsewhere or sale in national, regional or global markets.

With competition driving firms to use the new possibilities to an in-
creasing extent, more firms, especially in technologically sophisticated in-
dustries, immediately look at regional or world markets. Established TNCs
in manufacturing and services in particular, can jump over the earlier steps
directly to the FDI stage. Moreover, the internationalization sequence lead-
ing to FDI can begin anywhere within a TNC system-—innovation, the
production of a new good and export can start in a foreign affiliate rather
than the parent firm.

. .. and pushing TNCs to establish integrated
international production systems, . . .

But the changes brought about by the new environment go further. As
firms seize new regional and global opportunities, they combine ownership




advantages with the locational advantages of host countries, and so
strengthen their own competitive positions. With this purpose in view,
firms—particularly those that are already TNCs—are increasingly organiz-
ing or reorganizing their cross-border production activities in an efficiency-
oriented, integrated fashion, capitalizing on the tangible and intangible as-
sets available throughout the corporate system. In the resulting international
division of labour within firms, any part of the value-added chain can be lo-
cated wherever it contributes most to a company’s overall performance.

As a result, the simple, sequential relationship characteristic of TNCs
in manufacturing gives way to a more complex relationship, in which intra-
firm trade flows between parent firms and affiliates and among affiliates as-
sume considerable and increasing importance. This is reflected, for example,
in the increase in the share of intra-firm trade in total trade of United States
TNC parent firms, as well as foreign affiliates, in 1983-1993. The high share
of affiliate-to-affiliate trade in intra-firm trade by United States affiliates,
and its growth, particularly in developing countries, are also striking. The
share of exports to other foreign affiliates in intra-firm exports of foreign af-
filiates rose from 37 per cent in 1977 to 53 per cent in 1983 and to 60 per
cent in 1993. A greater division of labour within TNCs, through either hori-
zontal or vertical integration of activities dispersed among different loca-
tions, necessarily increases intra-firm investment and trade flows. Moreover,
since the trade flows generated by integrated international production sys-
tems are related to the vertical or horizontal integration of production activ-
ities (or both), the structure of trade linked to such FDI involves relatively
larger shares of intermediate products and services and intra-industry trade.

Nowhere can the difference that the new environment can make with
respect to FDI-trade interlinkages be seen more clearly than in the European
Unpion and in the contrasting experiences of Asia and Latin America. In the
European Union, the share of exports relative to sales of United States affili-
ates to other (mostly European Union) destinations increased noticeably as a
result of the restructuring of TNC activities to take advantage of European
integration, from 14 per cent in 1957 to 31 per cent in 1993, In East and
South-East Asia, export propensities of United States affiliates have been
high since the 1960s, reflecting the integration of the former into the global
division of labour by United States TNCs in electronics and other industries.
In contrast, export propensities of United States affiliates in Latin America
were traditionally much lower. However, when countries in this region be-
gan to liberalize their trade policies in the mid-1980s, export propensities
rose faster than those in Asia (table 5).




Table 5. Export propensities of United States majority-owned
foreign affiliates in manufacturing, 1966-1993"
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Source: UNCTAD, World Investment Report1996 p. 110,

2 Exports (total sales minus local sales or sales to the United States plus sales to other
countries) as per cent of total sales,

b Developed and developing economies.

¢ Exports by manufacturing affiliates in Africa and the Republic of Korea in 1982, Africa
and the Middle East in 1986 and Israel and New Zealand in 1989 and 1993, included in these
figures, are estimates.

. . . within which FDI and trade flows
are determined simultaneously

The decision to locate any part of the value-added chain wherever it is
best for a firm—Dbe it transnational or national—to convert global inputs into
outputs for global markets means that FDI and trade flows are determined
simultaneously. They are both immediate consequences of the same
locational decision.

As a result, the issue is no longer whether trade leads to FDI or FDI to
trade; whether FDI substitutes for trade or trade substitutes for FDI; or
whether they complement each other. Rather, it is: how do firms access
resources—wherever they are located—in the interest of organizing produc-




tion as profitably as possible for the national, regional or global markets
they wish to serve? In other words, the issue becomes: where do firms locate
their value-added activities? In these circumstances, the decision where to
locate is a decision where to invest and from where to trade. And it becomes
an FDI decision, if a foreign location is chosen. It follows that, increasingly,
what matters are the factors that make particular locations advantageous for
particular activities, for both, domestic and forcign investors.

This creates new opportunities and
challenges for countries

Reduced obstacles to trade and FDI and the possibilities that they open
up for TNCs to disperse production activities within integrated international
production systems create new opportunities for countries. The challenge is
to attract FDI and then to maximize the benefits associated with it in order
to realize the opportunities arising from the new environment.

For example, integrating production within corporate systems along
efficiency-oriented lines means that firms fragment activities more
closely—and narrowly—in accordance with the static comparative advan-
tages of different (domestic and foreign) locations. The division of labour
that results provides potential opportunities for countries to participate in
production and trade associated with TNCs, specializing in segments of
goods and services production for which they have a comparative advan-
tage. Moreover, as firms fine-tune their search for locational advantages,
countries with a broad range of capabilities have the opportunity to attract
specialized activities in various industries. Many firms in developing coun-
tries, particularly in Asia, but also in Latin America, are already part of
regionally or globally integrated production systems of TNCs or are linked
to them through subcontracting or other arrangements, exporting parts, com-
ponents and/or selected products to affiliates and parent companics. There
are, of course, always risks associated with participation in the international
division of labour. Vulnerability may increase as specialization becomes
more narrow, especially when it is susceptible to technological change and
locational reorientation (e.g. data processing).

Greater interconnectedness of FDI and trade also has potential impli-
cations for dynamic change and growth through technological upgrading
and innovation in the countries attracting TNCs. As the international intra-




firm division of labour within TNCs evolves, affiliates become focused on
areas in which the local potential for innovation is greatest. Hence, there is a
search for local sources of innovation in each affiliate, which can become
part of a regional or global strategy of production and marketing. For devel-
oping countries, the extent to which the gains from participating in such
integrated innovation within TNC systems are realized locally depends on
the role assigned to local affiliates and on the extent to which this role is
associated with networking with other firms (especially indigenous firms) in
the same location, and hence becomes part of a wider system of technologi-
cal and associated spillovers. Countries differ considerably in how they can
act as centres of excellence for FDI in research-based products. A few
developing countries have succeeded in becoming centres for the location of
innovative activities of TNCs and have become locked into a dynamic proc-
ess of technological upgrading. Others have not managed to attract FDI that
carries technological spillovers and, therefore, have been locked out. This is
precisely where government policies become important in terms of creating
the factors that make a particular location attractive for particular activities,
or in exploring alternative (non-TNC-related) avenues of dynamic up-
grading.

There may also be benefits to countries due to the accelerated transfor-
mation of the industrial structures of host and home countries which is the
allied consequence of the integration of FDI and trade. In general,
countries—developed and developing—tend to benefit in efficiency from a
restructuring in favour of industries in which the country is comparatively
advantaged (and in which integrating TINCs expand their local operations),
and in dynamic terms from a greater focus on activities in those industries in
which the country’s potential for innovation is greatest. For developing
countries, the latter is particularly beneficial since foreign affiliates within
those industries tend to develop greater capabilities as part of the regional or
global strategies of their respective TNCs. Thus, these affiliates can make a
greater contribution to local innovation through linkages and spillovers,
However, the structural transformation that occurs because of opportunities
created by integrated FDI and trade networks depends on local specificities.
Many developing countries that have managed to attract FDI that is part of
regionally or globally integrated production systems are involved in
low-technology activities which have contributed to expanding and diver-
sifying their economies, but which have limited consequences for tech-
nological upgrading. For a few, however, there has been more positive
change,




From a wider perspective, the benefits of closer FDI-trade inter-
linkages—whether for static efficiency, technological dynamism or indus-
trial restructuring—are by no means e¢venly distributed between countries, in
part because of the uneven distribution of FDI. In the short and medium
term, poorer countries that generally attract little FDI may have few oppor-
tunities to capture such gains and may indeed be further marginalized unless
there are strong national and international efforts for development. As more
countries build up the human-resource and infrastructure capabilities that
TNCs seek, the scope for these countries to share in the benefits can be ex-
pected to increase. The gains of greater participation in the international di-
vision of labour are also accompanied by costs to particular groups within
economies, both developed and developing-—and more so when unemploy-
ment is high. Balancing the benefits against these costs poses a formidable
challenge for policy makers.

Integrated FDI and trade requires
coordinated policies

The intertwining of FDI and trade presents new challenges for national
policy makers. The need for coordinated policy approaches acquires greater
importance with the emergence of integrated international production sys-
tems, as investment and trade flows are the lifeblood of such systems.
Transnational corporations internally integrate the trade and investment
functions that most national governments still tend to view and address
separately, sometimes creating a disjunction between national policy instru-
ments and integrated corporate transactions. National trade and FDI policies
have typically evolved separately, frequently influenced by different goals,
and administered by distinct, often loosely connected agencies. This histori-
cal and organizational separation is not suited to a world in which trade and
FDI are closely interlinked. Incomsistent policies risk creating
an environment in which trade and FDI policies may neutralize each
other, or could even prove counterproductive. On the other hand, when
formulated and implemented coherently, national trade and FDI policies
become mutually reinforcing in support of national growth and develop-
ment. Coordination can generate synergies that yield outcomes exceeding
the expectations for separate policy choices. At the same time, policy coher-
ence does not presuppose any particular overall policy approach (e.g. a
liberal approach); it is merely a reflection of the fact that, since FDI and
trade are inextricably intertwined, national policies on FDI and trade need to
be coordinated.



Towards a multilateral framework for
foreign direct investment?

The question of international arrangements
governing FDI is now prominent on the
international agenda . . .

Foreign direct investment and trade are inextricably intertwined, both
at the microeconomic level of firms’ strategies and operations and at the
macroeconomic level of national economies. They contribute not only
individually and directly to the development process, but also jointly and in-
directly, through linkages with one another. Governments are increasingly
establishing national policy frameworks to create a framework within which
FDI and trade can flourish, knowing full well that, once an appropriate
enabling framework is created, other factors determine FDI and trade flows,

The principal manner in which governments are pursuing this objec-
tive vis-a-vis FDI regimes is through liberalization. They reduce restrictive
investment measures; strengthen standards of treatment; provide investment
protection; and pay more attention to ensuring the proper functioning of the
market. In 1995 alone, 106 of 112 regulatory changes in 64 countries that
altered investment regimes were in the direction of greater liberalization or
the promotion of FDI (table 6).

Table 6. Regulatory changes, 1991-1995
(Number)

Itém 1991 1992 1993 1994 1995

Number of countriés that introdiced changes

in their investment regimes 35 43 5T Ll 49 64
Number of changes 82 790102 110 112
Of which: e
In the direction of liberalization or \ L , i
promotion® 80 79 101 - 108 106
In the direction of control 2 - 1 2 L6

Source: UNCTAD, World Investment Report 1996, p. 132,
# Including measures aimed at strengthening market supervision, as well as incentives.



Despite these significant changes, the question has been raised
whether current international arrangements have been overtaken by global
economic reality and, therefore, a ‘‘catching up with the market’ is neces-
sary. The vigorous growth of bilateral and regional investment agreements,
the inclusion of certain FDI-related issues in the Uruguay Round agreements
and the beginning of negotiations on a Multilateral Agreement on Invest-
ment in OECD suggest that many governments believe that this is, indeed,
the case. Some governments—but also TNCs, as well as labour organi-
zations, consumer groups and other non-governmental organizations, all for
their own reasons—are driving the process, though, of course, there exists a
diversity of views and approaches among these groups as to how international
arrangements guiding FDI should be further developed.

. . . and is being pursued at the bilateral, . . .

At the bilateral level, key investment concepts, principles and stand-
ards have been developed through the conclusion of treaties for the protec-
tion and promotion of FDI (bilateral investment treaties or BITs). Their dis-
tinctive feature is their exclusive concern with investment. Introduced years
ago, these treaties have remained virtually unchanged in their format, and
the issues they address continue to be among the most important for inves-
tors. They contain mostly general standards of treatment after entry and es-
tablishment and specific protection standards on particular key issues. As far
as development is concerned, BITs emphasize the importance of FDI for
development and therefore seek to promote it; they generally recognize the
effect of national laws and policies on FDI; and they contain various excep-
tions or qualifications, e.g. exceptions for balance-of-payments consid-
erations in relation to the principle of free transfer of funds.

The network of BITs is expanding constantly. Some two thirds of the
nearly 1,160 treaties existing in June 1996 were concluded in the 1990s (172
in 1995 alone), involving 158 countries. Originally concluded between de-
veloped and developing countries, recently more BITs are between devel-
oped countries and economies in transition, between developing countries,
and between developing countries and economies in transition.

... regional. ..

At the regional level, the mix of investment issues covered is broader
than that found at the bilateral level, and the operational approaches to deal




with them are less uniform. This reflects, among other things, differences in
interests and needs, levels of development, perspectives of future develop-
ment and that investment issues are typically only one of the issues covered
in a regional agreement. Most regional instruments are legally binding,
although there are exceptions and the definition of investment varies
considerably, depending on the purpose and context of an agreement.

Issues typically (though by no means uniformly) dealt with at the
regional level include the liberalization of investment measures; standards of
treatment; protection of investments and dispute settlement; and issues
related to the conduct of foreign investors, ¢.g. illicit payments, restrictive
business practices, disclosure of information, transfer pricing, environmental
protection, and employment and labour relations. Where the question of pro-
viding special treatment to certain partners on account of different levels of
development arises, it is dealt with primarily through exceptions, dero-
gations, safeguards and the phasing of commitments,

. . . and, in partial ways, the multilateral levels

At the multilateral level, most agreements relate to sectoral or to
specific issues, moving in on central FDI concerns from the outside. Particu-
larly important among them are services, performance requirements, intel-
lectual property rights, insurance, settlement of disputes and employment
and labour relations. Attention is also being paid to restrictive business
practices, competition policy, incentives and consumer protection.

It is at the multilateral level that concern for development is most
apparent. This is particularly so in the case of the GATS, TRIPS and TRIMs
agreements, as well as the (non-binding) Restrictive Business Practices Set,
where special provisions are made that explicitly recognize the needs of
developing countries,

Lessons can be learned from past efforts, including that
the evolution of international arrangements for FDI
has followed and interacted with developments at

the national level and reflects the priorities and
concerns of a particular period, . . .

In the 1980s, the earlier post-war approaches to investment, which
often stressed restrictions, controls and conditions on entry and establish-




ment of FDI, were reversed, mainly as a result of the debt crisis (which
made FDI a more desirable alternative to bank lending) and of the changing
perceptions of the role that FDI can play in growth and development. As a
result, laws and policies in many developing countries began to change dra-
matically in the direction of liberalization, protection and promotion of FDI.
Liberalization also expanded and deepened in developed countries. These
changes are now being reflected in regional instruments, and in sectoral or
issue-specific multilateral agreements.

Two lessons can be drawn from past pendular swings on FDI policies.
One is that progress in the development of international investment rules is
linked to the convergence of rules adopted by individual countries. The
other is that an approach to FDI issues that takes into account the interests of
all parties, and hence is to their common advantage, is more likely to gain
widespread acceptance and, ultimately, to be more effective. In practice, this
raises the question of how an appropriate balance of rights and obligations
among affected actors can be found.

. . . that widespread recognition is emerging on
the principal issues that need to be addressed
in the FDI area, . . .

With the growing appreciation of the role of FDI in development and
the convergence of national attitudes in favour of market-oriented policies,
some issues have moved from the national to the international arena and
have become standard substantive items in international discussions on FDI
(even though the extent to which these are at present incorporated in specific
international Instruments varies considerably, as does the strength with
which they are addressed). These include (but are not necessarily limited to)
general standards of treatment of foreign investors; questions relating to en-
try and cstablishment and operational conditions; protection standards, in-
cluding dispute settlement; issues relating to corporate behaviour; and other
issues, such as the promotion of FDIL.

In a rapidly globalizing world economy, the list of substantive issues
entering international FDI discussions is becoming increasingly broader and
may eventually include the entire range of questions concerning factor mo-
bility. Issues that receive relatively little attention at this time may, there-
fore, acquire increased importance in the future.




.. . that, so far, progress has been made gradually,
helped by increasingly greater transparency
and monitoring, . . .

Regarding the functional characteristics of present arrangements, there
are, with many variations, also some common features. Thus, restrictions are
eliminated gradually (in the case of OECD, for example, it took 25 years
from the adoption of the Liberalization Codes until the right of establish-
ment was confirmed). Transparency is increased through the reporting of in-
vestment measures, and relevant normative changes and monitoring, follow-
up and dispute-settlement mechanisms of varying degrees of strength and
binding force are set up. A key lesson from these functional approaches is
that implementing and strengthening standards are a lengthy process. But it
may well be that globalization pressures and changing corporate strategies
will require faster normative responsiveness in the future.

.. . that the interrelations between investment and
trade are seen increasingly in a common framework, . . .

The Uruguay Round of Multilateral Trade Negotiations was the first
time that some investment issues were directly introduced as part of the dis-
ciplines of the multilateral trading system. This occurred most markedly in
the negotiations of the GATS which defines trade in services as including
the provision of services through commercial presence. The TRIMs Agree-
ment, in fact, focuses on one aspect of the policy interrelationship between
trade and investment (performance requirements). Possible future work on
investment and competition may lead to even deeper policy integration. A
major question is the extent to which this new trend should be accommo-
dated through the development of concepts designed to capture the relation-
ships between investment and trade.

.. . and, in particular, that development issues
must be and can be addressed

It was observed earlier that, for international agreements to be effec-
tive and stable, they need to take into account the interests of all parties, in-
corporate a balance of interests and allow for common advantage. This ap-
plies particularly to developing countries and, more generally, to agreements
between countries at different levels of development. In particular, any



agreement involving developed and developing countries must take into ac-
count the special importance of development policies and objectives. The
development dimension can be addressed in international investment ac-
cords at all levels and in several ways.

Current international arrangements could either
be allowed to evolve organically . . .

For analytical purposes, two basic approaches, two ideal types, regard-
ing the further evolution of international arrangements for FDI can be
distinguished.

One approach involves allowing current arrangements to evolve or-
ganically, while improving them actively by deepening and expanding them,
as appropriate. The overarching rationale for this approach is that current
arrangements are working well in providing an enabling framework that al-
lows FDI to contribute to growth and development, and are supporting high
and growing volumes of FDI. Moreover, such arrangements allow for
groups of countries to enter into agreements having the degree of
“‘strength’’ that is suitable to their circumstances,

..« Or a comprehensive multilateral investment
Jramework could be sought, . . .

Another approach involves the construction, through negotiation, of a
comprehensive multilateral framework for FDI. The overarching rationale
for this approach is that the globalization of business, increased volumes and
the growing importance of FDI, intertwined of FDI and trade and the emer-
gence of an integrated international production system require a similarly
global policy framework. In brief, in this view a global economy requires a
global policy approach to create a stable, predictable and transparent en-
abling framework for FDL

.. . although, in reality, these two policy
approaches are not mutually exclusive

These two policy approaches have been presented for expositional pur-
poses as stylized alternatives, to highlight differences, even at the risk of
oversimplification. In reality, even the proponents of each option seldom



make such a clear distinction. Those in favour of an approach that allows
current arrangements to evolve organically include a diverse range of gov-
ernments; their support for this approach, however, does not necessarily pre-
clude support for an eventual multilateral framework. Conversely, govern-
ments seeking a comprehensive multilateral framework are actively
strengthening bilateral, regional, interregional and specific multilateral
agreements on FDI.

There appears, indeed, to be a consensus that greater international co-
operation on FDI issues is desirable. This underlying consensus is reflected
in both of the policy approaches. The differences among governments and
others in their support for either of the above options—or some combination
of the two—lie more in their opinions on how best to achieve greater
cooperation. In this perspective, the two approaches can be seen as coexist-
ing and, indeed, developing in a complementary manner.

The further development of international arrangements
governing FDI needs to consider a number of issues, . . .

Since the further development of international FDI arrangements is be-
ing pursued at all levels, it is important to identify and analyse issues that
need to be considered, especially with a view towards their implications for
development. An examination of investment instruments provides a list of
key issues that could reasonably be expected to be addressed:

e Scope. In any instrument on FDI, the forms and types of transactions
and operations to which it applies need to be determined.

¢ [nvestment measures that affect entry and operations of foreign inves-
tors, Particularly relevant are issues relating to admission and estab-
lishment, ownership and control, operations, incentives and
investment-related trade measures.

o Application, with respect to FDI, of certain standards of treatment.
Particularly relevant are issues of national treatment, most-favoured-
nation treatment, and fair and equitable treatment.

e Measures dealing with broader concerns, including the proper func-
tioning of the market. Particularly relevant are issues relating to re-
strictive business practices, transfer pricing, transfer of technology,
employment, the environment, and illicit payments.




* [Investment protection and the settlement of disputes. Particularly rel-
evant are issues relating to expropriations and property takings in gen-
eral, abrogation (or unilateral amendment) of State contracts with in-
vestors, transfer of funds, and dispute settlement.

® Procedural approaches. There is also the issue of the legal character
of a given instrument and the approach adopted regarding the mecha-
nisms used to put it into effect.

Although extensive, this list of issues is by no means exhaustive. In
addition, the relative importance of particular issues varies, of course, for
different participants. While investment protection and liberalization, for
instance, are especially important to TNCs, the implications for sustainable
growth and development of all these issues are of particular significance for
governments. Social policy questions, meanwhile, are special concerns of
other groups, in particular trade unions and consumer groups.

... while always keeping at the forefront
the development dimension

Because the activities of TNCs have such pervasive consequences for
the development prospects of all countries, and in particular those of devel-
oping countries and economies in transition, any international arrangement
involving the latter groups of countries has to be particularly sensitive to
development needs. Broadly speaking, the development objective needs to
be:

® Safeguarded by allowing countries in need of a transition period-—
through exclusion, exemptions and temporary measures—the time to
adjust to more stringent standards of investment liberalization, it being
recognized that many developing countries have already gone far on
their own initiative;

s Advanced by agreeing that developing countries can take appropriate
measures to increase the benefits that they can reap from FDI, without
infringing on the essential interests of foreign investors;

» Supported by home country governments committing themselves to
help developing countries attract FDI, in particular FDI that is most
consonant with their development needs (e.g. because it embodies
appropriate technology or is export-oriented). Governments of home
countries can promote FDI flows to developing countries, e.g. through




the provision of information and technical assistance; direct financial
support and fiscal incentives; and investment insurance and tax-
sparing provisions. While many home countries have already many
measures in place in this respect, and some international instruments
address this issue, not all do, and those that do can be strengthened,

Experience has shown that development objectives cannot only be ac-
commodated, but actually be promoted by international agreements. The
further development of international arrangements for FDI needs to keep
this objective at the centre of its attention,

The choice of forum will, of necessity, shape how
the framework will evolve, with the main choices
being either regional and interregional forums . . .

Investment issues are currently the subject of discussion or negotiation
in a number of regional and interregional forums. One important recent ini-
tiative was the launching, in May 1995, of negotiations aimed at the conclu-
sion of a Multilateral Agreement on Investment among the members of
OECD in time for the Organisation’s ministerial meeting in 1997, The main
aim of these negotiations is to eliminate discrimination between foreign and
domestic investors. The agreement is intended to provide a broad framework
for international investment, with high standards for the liberalization of
investment regimes and the protection of investment, and with effective
dispute-settlement procedures. While this agreement is being negotiated
among OECD members only, it is meant to become a free-standing interna-
tional treaty open also to non-OECD members, Evidently, one of the main
challenges will be to obtain the adherence of non-OECD members.

Other regional and interregional forums have already addressed invest-
ment issues, or are in the process of doing so, including APEC, ASEAN,
SADC, NAFTA and MERCOSUR, as well as the initiatives pursued in the
context of the Free Trade Area for the Americas and the European Energy
Charter Treaty.

... or a multilateral forum

Although multilateral rules on FDI could be established in an inde-
pendent agreement, recent proposals aim at the negotiation of such rules in
the framework of international organizations with global, or potentially




global, membership. In particular, WTO has been mentioned as an appropri-
ate forum for such negotiations. An important consideration underlying this
suggestion is that the intertwining of investment and trade requires a more
integrated approach to international rule-making. This has already mani-
fested itself in the work of GATT and of WTOQ, Thus, WTO already deals
with certain aspects of investment issues in the context of the agreements on
trade in services, trade-related investment measures and trade-related as-
pects of intellectual property rights, and an agenda exists for the expansion
and deepening of these rules. Negotiations on liberalization through the ex-
pansion of the GATS schedules of commitments are scheduled to take place
before 1999, and the TRIMs Agreement provides for consideration of com-
petition and investment issues by the same year.

Members of WTQ are discussing a proposal for a decision to be taken
at the first Ministerial Conference of WTO in Singapore in December 1996
to create a body to conduct a work programme on trade and investment. If
such a decision were taken, it is likely to provide for exploratory work rather
than the immediate launching of actual negotiation of a set of investment
rules.

Finally, the question of a possible future multilateral framework on in-
vestment was addressed at the 1996 UNCTAD IX Conference at which it
was agreed that UNCTAD should identify and analyse implications for de-
velopment of issues relevant to a possible multilateral framework on invest-
ment, beginning with an examination and review of existing agreements,
taking into account the interests of developing countries and bearing in mind
the work undertaken by other organizations. The areas of policy analysis
and consensus-building, with a particular focus on the development dimen-
sion, are, indeed, areas in which UNCTAD can make a contribution. Wl






