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PREFACE

The continuing expansion of transnational corporations, the regionalization and globalization of
firms, the emergence of an integrated international production system and some legal and policy
implications of these processes are the focus of the World Investment Report 1993.

There are some 37,000 transnational corporations in the world, with over 170,000 foreign affiliates.
This volume analyzes their evolving strategies and changing organizational structures, and the
implications of the increasing functional, cross-national integration of their activities for the location of
international production.

In spite of an overall decline in world-wide flows of foreign direct investment in the early 1990s,
there are many features of the world economic environment pointing to a continuing and important role
for transnational corporations. World investment continues to drive international trade and world output.
Flows of foreign direct investment to developing countries—with the exception of Africa—are
continuing to rise. Transnational corporations are continuing to invest in the newly opened economies
of Central and Eastern Europe. And transnational corporations from developing countries are expanding
their activities abroad.

The early 1990s have also witnessed increasing cross-national economic integration, with the single
market of the European Community, the European Economic Area, the North American Free Trade
Agreement, MERCOSUR and ASEAN as the most visible examples. Perhaps of greater significance is
the emergence of an integrated international production system, brought about by the activities of
transnational corporations which are increasingly integrating across borders the functions required to
produce goods and services. This integration presents opportunities and challenges for both host and
home countries, and, in particular, raises important issues for developing countries that are seeking to
improve their development prospects by integrating their economies more closely into the world
economy. It also raises a number of new policy issues, such as the definition of the nationality of the
transnational firm, the determination of the tax base of the firm and the complex relationships between
parent firms and their foreign affiliates.

Policy and regulatory frameworks need to adapt to the emerging integrated international production
system, if the benefits of regionalization and globalization are to be spread as widely as possible. The
analysis and evidence presented in the World Investment Report 1993 should assist policy makers in
formulating policies, especially in light of the emerging integrated international production system. It
should also contribute to a greater awareness of the need for harmonization of policies among host
countries in order to avoid policy competition as each country seeks to be the location of choice in the
emerging system of integrated international production.

The Report was prepared by staff of the Programme on Transnational Corporations (the former
Centre on Transnational Corporations), which was transferred to UNCTAD earlier this year.

272K
Kenneth K.S. Dadzie

Secretary-General
New York, July 1993 United Nations Conference on Trade and Development
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INTRODUCTION

Transnational corporations (TNCs) are a powerful force for binding national economies together. Through
complex corporate strategies and intricate network structures, TNCs engage in international production charac-
terized by a sophisticated intra-firm division of labour for each corporate function. As a result, about one third
of the world’s private sector productive assets are under the common governance of TNCs, with varying degrees
of integration.

The growing influence of TNCs can be seen in the increase in the stock of foreign direct investment (FDI)
and the growth in the number of TNCs and their foreign affiliates. Part One of the present report documents those
changes. During the 1980s, and especially after 1982, annual FDI flows grew rapidly. By 1992, the global stock
of FDI had reached approximately $2 trillion, which generated about $5.5 trillion in sales by foreign affiliates.
The pace of growth slowed during 1991 and 1992, but that is probably a temporary phenomenon, largely due to
recession in the biggest economies.

The universe of TNCs is large, diverse and expanding: Chapter I provides an overview of its dimensions
and characteristics. By the early 1990s, there were 37,000 TNCs in the world, with over 170,000 foreign affiliates.
There were 24,000 TNCs based in 14 major home developed economies, up from 7,000 in 1970. Even those
figures understate the number of firms that operate as TNCs, both because of measurement difficulties, and
because firms carry out their transnational activities and exert control over foreign productive assets through a
variety of non-equity arrangements—subcontracting, franchising, licensing, and the like-—as well as through the
formation of strategic alliances. These forms of international expansion occur with little or no FDI, and are
therefore only partially captured by FDI data or by firm-level data defined by equity participation. More than
90 per cent of TNCs are headquartered in the developed countries and less than 1 per cent are from Central and
Eastern Europe. Those from developing countries account for approximately 8 per cent of all TNCs and 5 per cent
of the global stock of FDI.
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The TNC universe is highly concentrated in terms of the share of foreign assets controlled by the largest
firms. According to data for selected countries, roughly 1 per cent of parent TNCs own about half the stock of
FDI of their home countries. The largest 100 TNCs are estimated to account for one-third of the total world stock
of outward investment in 1990.

The continuing growth of FDI is being facilitated by developments in the policy framework. At the
multilateral level, examples include the adoption of the Guidelines on the Treatment of Foreign Direct Investment
by the World Bank. They propose general standards of fair and equitable treatment, national treatment and
most-favoured-nation treatment. Those standards apply, in principle, to all activities of foreign investors, from
setting up abroad to the ultimate disposal of an investment. Elsewhere, the United Nations Conference on
Environment and Development (UNCED), held in Rio de Janeiro in June 1992, adopted the Agenda for the 21st
Century. It considers generic management issues and recommends that corporations establish world-wide corporate
policies on sustainable development. These include policies to facilitate the transfer of clean technology to
developing countries, to go beyond the existing practices and adopt no less stringent standards of operation as in
their home country, and to report annually on their environmental records. These developments at the multilateral
level, combined with an initiative of the OECD to examine the feasibility of a “wider” investment instrument,
suggest that the search for a more comprehensive approach to FDI and the activities of TNCs continues,

At the bilateral and national levels, too, policy developments continued in 1992. The number of bilateral
investment treaties concluded by OECD countries reached 506 at the end of 1992, with a marked growth in the
participation of Latin American countries and the newly independent states in Central and Eastern Europe.
Nationally, all 79 new legislative measures adopted in 1992 in 43 countries were intended to liberalize the rules
on FDI; in 1991, 80 of 82 measures were more liberal (as reported in the World Investment Report 1992:
Transnational Corporations as Engines of Growth). Other significant policy changes included legislative actions
to increase intellectual property protection and to provide the legal conditions for the participation of TNCs in
the privatization of state industries, a major source of FDI growth.

Foreign direct investment in the 1980s was increasingly concentrated within the Triad (the European
Community, Japan and the United States), as described inthe World Investment Report 1991: The Triad in Foreign
Direct Investment. In the early 1990s, however, FDI flows to developed countries declined, while those to
developing countries increased, especially in Asia and Latin America and the Caribbean, in response to rapid
economic growth and fewer restrictions.

Chapter II looks at the regional distribution of FDI. The decline of FDI inflows to developed countries can
be attributed, in part, to slow growth and recession in the European Community, Japan and North America. The
attractiveness of these economies as hosts was further reduced since domestic profitability also declined. In
addition, recession has reduced the ability and willingness of TNCs from these economies to expand abroad.
Japan in particular saw its FDI outflows decline substantially as domestic financial weaknesses on top of declining
profitability hampered the ability of Japanese TNCs to invest abroad.

At the same time, FDI to developing countries expanded as a result of the resurgence of strong economic
performance in a wide spectrum of developing countries in Asia and Latin America, renewed opportunities from
the exploitation of natural resources in Africa and countries’ continuing efforts to liberalize and privatize. The
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growth of TNC activities in Latin America and Asia has been further stimulated by progress towards a North
American Free Trade Agreement and, in Asia, by various governmental initiatives to promote trade and FDI. The
general trend towards liberalization and privatization has also been evident in Central and Eastern Europe where
inflows continue to grow.

The rapid increase in FDI throughout the world has been accompanied by a pronounced change in its sectoral
composition, from the primary sector and resource-based manufacturing towards services and technology-inten-
sive manufacturing. Those trends are elaborated in detail in chapter III. Undoubtedly, the growth of services FDI
reflects structural changes in domestic economic activity and advances in information technology. However, its
initial growth was constrained by restrictive practices introduced for strategic, political or cultural reasons.
Consequently, the recent wave of liberalization has had a particularly marked effect on services FDI, which is
likely to continue during the coming decade. Significant capital-intensive service industries (such as telecommu-
nications and air transportation) have only recently opened up to FDI, providing new opportunities for TNCs.

The stock of FDI in the primary sector is now dwarfed by that in other sectors. However, it still grew quite
impressively during the 1980s. Indeed, in developed market economies, its inward stock grew faster than in any
other sector and faster than the stock of primary sector inward FDI to developing countries. This unexpected
development was brought about by the combined effect of intense merger activity, notably in petroleum, and the
search for safer investment locations. However, as more developing countries introduce open and stable FDI
regimes, there are signs that locational decisions in the primary sector are again emphasizing natural advantages.
But the continuing uncertainty in some resource-rich in economies in transition, particularly the Russian
Federation and southern Africa, will affect future flows of FDI in this sector.

The stock of FDI in the secondary sector has declined, relative to services, although in developing countries
in 1990 its stock was still considerably larger than that in other sectors. The significant changes in manufacturing
have been more qualitative in their nature. In particular, there has been a shift from labour-intensive manufacturing
towards more capital-intensive industries, both across and within countries. During the 1980s, this was most
pronounced in the inward stock of FDI in the newly industrializing economies. Furthermore, increasing
technological demands in much of manufacturing are leading to new forms of corporate activity. Non- and
low-equity FDI have become established means to control assets abroad, and strategic alliances have expanded,
particularly in those industries with short product cycles and high research-and-development costs.

In addition to discussing the regional and sectoral aspects of the growth of FDI, Part One of the present
report also analyses patterns in the long-term growth of global FDI. The decline in world-wide FDI flows in 1991
and 1992 has marked the end of a period of constantly and rapidly rising flows that began in 1982. This slow-down
raises the question, examined in chapter IV, of the extent to which the surge in FDI flows in the 1980s was the
result of short-term factors—the strong growth of the world economy and the boom in mergers and acquisitions
activity—or whether the influence of long-term factors is also changing the underlying trend.

The pattern of FDI flows in the second half of the 1980s was the result of an inter-play between short and
long-term factors. Similar to domestic investment, FDI flows are strongly correlated with the growth of gross
national product. The strong growth of the world economy in the 1980s boosted the growth of FDI flows from
the major home countries. The mergers-and-acquisitions boom also promoted the surge in FDI. The impact of
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those short-term factors amplified the effect of long-term factors—policy-related developments and changes in
the structure of the world economy as a result of the operations of TNCs. Policy-related developments included
the liberalization of trade and investment regimes, especially in the developing countries; the spread of
privatization allowing TNCs to enter previously closed industries; changes in the exchange rate between the dollar
and the yen, prompting a wave of Japanese FDI; and regional integration schemes, notably the European
Community, that induced considerable intra- and interregional investments. Structural factors—the size of
international production and its increasingly integrated nature—also influenced the underlying trend.

These long-term factors suggest that the scope for rapid growth of FDI flows remains substantial, over and
above the stimulus to those flows from a recovery in the world economy. Imbalances across countries and
regions—for example, the low level of FDI flows to Japan—also indicate that there is plenty of room for further
growth. The report therefore projects that FDI flows will continue to grow, although cyclical factors will result
in short-term fluctuations during the 1990s.

Such projections do not fully reflect the role of TNCs in influencing world development. As discussed in
the World Investment Report 1992, TNCs have an impact because they embody a package of potentially
growth-enhancing attributes, including technology, managerial and organizational know-how, and access to
international markets. These are becoming increasingly potent features of the growing integration of the world
economy.

% %k %k %k k

The ability of TNCs to contribute to international economic integration is a result both of their inherent
attributes and of how they respond to the economic and policy environment in which they operate. Their strategies
and structures are described in Part Two, which analyses the emergence of integrated international production
by TNCs. Chapter V examines the evolution of strategies of TNCs, as firms respond to various pressures and
opportunities, including improvements in information technologies, the convergence of demand patterns across
countries, the intensification of competition and the opening of markets to international trade and FDI. The new
strategies imply significant changes in how production is organized across borders; they have led firms to locate
a wider range of their value-adding activities abroad.

The strategies of TNCs increasingly involve more complex forms of cross-border integration. Under the
simplest strategies—stand-alone affiliates or multi-domestic affiliates engaged in international production while
serving a single host economy or host region—affiliates have a high degree of autonomy from the parent firm.
They are responsible for most of the activities that comprise their value chain, and in some instances can act as
self-contained entities.

As trade barriers fall, as communications technologies improve, and as international competition intensifies,
firms are turning to outsourcing for parts of their value-adding operations. They are strengthening the links with
their foreign affiliates and with independent firms operating as subcontractors, licensees etc. However, these links
are only for specific activities. Outsourcing is based largely upon the cost advantages of a particular host country
for a particular component. The affiliate or subcontractor engaged in outsourcing cannot stand alone. It depends
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upon the parent firm for a number of key activities, while the parent firm depends on the affiliate for part of its
overall value chain.

More recently, many TNCs have moved beyond these “simple integration” strategies. They are now treating
all activities across the entire value chain as potential candidates for being performed by one or more affiliates.
This new approach—"“complex integration”—is made possible by huge improvements in communication and
information technologies, which allow TNCs to coordinate a growing number of activities in a widening array
of locations. This, in turn, changes the way in which TNCs structure their activities. In a number of instances,
indeed, information technology is leading to a “re-engineering” of relationships within firms.

Complex integration is also being driven by the tendency for markets to converge. More products are sold
in the same or similar form in a growing number of national markets. In addition, competition forces firms to
seek cost savings and profits from all segments of their value chains. As a result, companies are arranging certain
functions—research and development, procurement, accounting, data entry and processing, as well as activities
for specific products or product lines, such as component manufacturing and assembly—in a way that requires
close links between parent firms and foreign affiliates, among foreign affiliates themselves and between parents
and affiliates and firms linked via alliances. With that type of integration, separate activities performed in
international locations are valued according to how they contribute to the objectives of the firm as a whole, rather
than their profitability at the host country location.

Integration is also occurring across geographical lines. Multidomestic strategies are being superseded by
regional and global strategies. The institution or strengthening of regional integration agreements has helped
foster regional strategies of TNCs, an issue analysed in last year’s report. Some TNCs are beginning to pursue
global strategies that include several major regions and cover the allocation of many elements in their value
chains. Thus, activities such as research and development or procurement may be situated in an affiliate in a host
country or region and linked to operations elsewhere to produce goods and services that are then sold in many
markets.

Integration is proceeding at different rates across industries and functions. The cross-national division of
labour has undoubtedly proceeded most rapidly in certain manufacturing industries, such as automobiles and
electronics, and in services industries, such as air transport. Research and development, spurred by advances in
information technologies, are increasingly spanning natural borders, both within firms and between firms through
strategic alliances. But a truly global research-and-development and manufacturing system is still restricted to a
relatively small number of firms. Financial management is probably the most global of the major corporate
functions, stimulated by electronic transfers and the 24-hour trading day. Marketing has also taken advantage of
communications technologies, but is still subject to national, regional and cultural differences in consumer tastes
and habits. Such activities as data processing and software-writing can take place almost anywhere in the world.
On the other hand, regulatory differences mean that accounting and legal reporting are still largely nationally
based. In principle, however, virtually every corporate function can be located anywhere and carried out in an
integrated manner for a corporate system as a whole. To the extent that this is the most cost-effective way of
organizing production—as it seems to be—it becomes a benchmark for firms that have not yet seized this
opportunity or have not yet been driven by competitive pressures to re-engineer themselves.
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The strategies adopted by TNCs go together with changes in organizational structures, an issue examined
inchapter VI In particular, complex strategies have led to more complex mechanisms for organizing international
production. Within firms, the decentralization of functional activities has led to a greater use of regional
headquarters to manage regional activities, product headquarters located in host economies to manage the regional
or global organization of particular products, and functional headquarters in host economies to manage firm-wide
activities for a specific function. The dispersion of activities along the value chain leads to a dispersion of
responsibility for those functions.

In addition, the growth of strategic alliances has led to cross-firm linkages geared to specific activities
frequently limited to well-defined periods of time. Strategic alliances usually involve shared functional respon-
sibility and can blur the boundaries of the firm. The multiplicity of intra- and interfirm linkages, combining
horizontal and vertical lines of authority and resource flows between units and across countries, can best be
described in terms of networks. The growth of such networks is a major source of the deepening of economic
linkages between countries.

Although the nature of integration by TNCs has tended to become more complex, many firms continue to
maintain older and simpler ways of organizing their international production. This is partly because the conditions
leading towards complex integration are still evolving, and also because many of the simpler organizational forms
remain useful. In addition, many firms will be unable or unwilling to adapt to changing conditions, but will
continue to survive for some time.

Complex strategies, pursued with greater functional integration both within and across firms and over a
wide geographical area, combined with network structures of organizing activities, describe integrated interna-
tional production at the level of the firm. The aggregation of the activities of those TNCs that are involved in such
production creates a system of integrated international production at the level of countries. For Japan and the
United States, between a quarter and a third of private-sector productive assets are potentially under the common
governance of TNCs pursuing integrated international production. For the world as a whole, this percentage may
be one-third. Chapter VII considers the characteristics of this form of economic integration and its impact on
developing countries.

Integration can occur at different levels. Economic growth, the reduction in tariff barriers during the
post-war period and the recent spread of regional integration agreements have stimulated the exchange of goods
and services among countries. This “shallow” form of integration opens many areas of an economy to the
influence of international economic developments. The conditions that stimulate shallow integration also
encourage TNCs to establish cross-border production systems that lead to “deep” integration, which is integration
at the level of the production of goods and services as a result of complex corporate strategies and network
structures.

Economic integration is an evolutionary process. Links between countries move from a relatively shallow
type, to somewhat deeper (but still limited) integration through international production by TNCs pursuing
multi-domestic or simple integration strategies, to links that are deeper, richer and more complex. These last
describe integrated international production.
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The power of TNCs in stimulating deep integration stems from their role as central organizers of a broad
range of economic activities. They are helped in this by the liberalization by many host countries of regulations
on foreign control of assets. In addition, the proliferation of regional integration agreements—most prominently
the Single Market within the European Community—stimulates deep integration, as they increasingly contain
provisions liberalizing both trade and FDI. Thus, these agreements, described frequently as free-trade agreement,
are also “free-production agreements” among national economies. As a result, the division of labour across
countries increases, and trade and technology flows, especially intra-firm, but also interfirm, expand.

Just how many countries will be affected by this new system remains unclear. Foreign direct investment
has tended to be concentrated among the industrialized economies, particularly the Triad, with a clustering of
developing countries and economies in transition around each Triad member. To some extent, this is because
FDI follows trade, which is itself regionally concentrated. However, trade is more concentrated than FDI within
regions. This suggests that trade may have played a prominent role in intraregional integration, whereas FDI has
a greater capacity for promoting global integration. The emergence of integrated international production, which
is likely to be more widely dispersed, should further strengthen the potential of FDI as a force for global
integration. If that happens, trade may also begin to show more cross-regional patterns, given the linkages between
FDI and trade.

The extent to which individual countries become part of, and benefit from, the emerging integrated
international production system depends upon the interaction of their location-specific advantages with the
changing firm-specific advantages that TNCs enjoy in the context of integrating their functional activities on a
regional or global basis. The emergence of complex integration strategies and structures implies changes in the
nature of the ownership, internalization and locational advantages of TNCs. In particular, ownership advantages
are becoming system-wide in nature and are exploited through either intra-firm or interfirm mechanisms. The
result is a broader range of opportunities for host countries to attract TNC activities, but also higher requirements
in terms of human resources and infrastructure, as well as open frameworks for trade and investment. Given the
differentiation that prevails as regards attributes of developing host countries, the types of investments they can
attract are likely to differ; it should also be recognized that the emerging international production system may
leave many developing countries largely untouched for the time being.

For those countries that do become part of the system, participation in the international division of labour
is increasingly determined and coordinated by TNCs and their affiliates. The possibility to attract specific
corporate functions may allow a host country to realize its own comparative advantages better. However, to reap
the full benefits, developing countries must build up their indigenous human resources through education and
training and their physical and technical infrastructure through investment.

%k %k %k %k ok

All these changes raise a wide range of policy issues, some of which are examined in Part Three. It deals
with corporate nationality, parent-affiliate relations and responsibilities, the international allocation of the taxable
income of TNCs and policy options for host countries to maximize the benefits from integrated production. As
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regards the first three of these issues in particular, the more sophisticated forms of division of labour between
foreign affiliates and their parent firms and among foreign affiliates located in a number of countries, a certain
decline of economic autonomy of the constituent parts of integrated TNC systems and a certain dispersion of
authority throughout those systems are beginning to strain some traditional concepts and approaches.

Chapter VIII looks at the meaning and relevance of the concept of the nationality of corporations. The
established approach in national and international law attributes nationality to corporations in accordance with
certain criteria. This is done to ascertain what laws are applicable to corporations or to determine the Government
that may exercise diplomatic protection on their behalf. Under conditions of integrated international production,
this approach is becoming more difficult to apply and also less meaningful. Increasingly elaborate interpretations
are needed to keep legal and policy prescriptions in touch with business realities. The growing use of the national
treatment standard and of the broad provisions of investment-protection treaties may, in the long run, decrease
the practical value of corporate nationality as a legal concept. Yet, informal understandings to clarify the issues
and outline principles and procedures for avoiding or resolving conflicts could help to deal with emerging
problems.

A second area where integrated international production affects the status and operations of TNCs concerns
the relations between parent firms and their foreign affiliates. The traditional legal view is that each affiliate
within a larger corporate group is a separate entity with its own rights and responsibilities. In reality, however,
the concept of separate corporate personality does not accurately reflect the functional ties between affiliates as
a business group, and can hinder the attribution of responsibility among them. In the case of a TNC, the fact that
individual affiliates have their assets and operations in several countries poses further jurisdictional and procedural
problems that do not confront a domestic company.

Integrated international production compounds those problems. As foreign affiliates become integrated
parts of regional and global corporate systems, they may lose autonomy over both managerial and operational
aspects. In such an environment, the concept of “parental responsibility” may need to be re-evaluated. A
preliminary issue for legal and policy analysis, discussed in chapter IX, is how much responsibility should be
shouldered by the parent.

Integrated international production can produce a network structure in which the concept of the parent firm
itself takes on a different, more limited meaning. The parent may become more of a coordinating agent for certain
corporate activities, which have been dispersed to regional, product-line or functional headquarters or to
individual affiliates. The right thing to do may therefore be to focus on relations and responsibilities among all
members within a corporate group, rather than on the parent firm or affiliate responsibility; perhaps the concept
of “group responsibility” deserves further exploration.

The increasingly complex nature of corporate activities has already resulted in the adoption of group
concepts in various areas of law. The practice differs from jurisdiction to jurisdiction, depending on the specific
concerns to be tackled. This risks increasing the number of conflicting requirements being imposed on TNCs by
States. It would be useful if those countries already experimenting with specific aspects of group concepts were
to cooperate whenever some legal uniformity is possible.
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Public opinion seems to be relevant to the issue of corporate responsibility. In the public’s perception, the
business of a parent company and that of its affiliates are typically one and the same. Also, TNCs do recognize
that their reputations rest on the behaviour of affiliates as well as parents. Although parent companies have refused
to accept legal responsibility for the actions of their affiliates, they have nevertheless been actively involved in
out-of-court settlements of law suits brought against their affiliates, especially when environmental catastrophes
are involved. Thus, while the law still wrestles with how to allocate responsibility between the TNC parent and
its affiliates, solutions may be shaped by public opinion.

The deepening of TNC linkages also raises questions about where groups of associated enterprises earn
taxable income, how it is distributed, and how the revenue from taxing their income is ultimately allocated among
countries. These questions are discussed in chapter X.

The prevailing conventional approach to the allocation of business income for tax purposes has been to
treat the parent firm and its foreign affiliates as separate and independent enterprises, and to apply the arm’s-length
standard for determining the allocation of taxable income from transactions involving related or unrelated parties.
Given the widespread use of various intra-firm arrangements under conditions that differ from those prevailing
between independent parties, a number of tests have been developed over the years aimed at determining whether
related-party transactions conform with arm’s length standards for tax purposes. However, with the growing
complexity of the intra-firm division of labour, it is harder to identify separate costs and earnings for individual
transactions and to compare them with unrelated-party transactions.

Those difficulties have led authorities to explore other approaches and methods for allocating income.
Overall, the generalhorm appears to be to use the separate enterprise approach when comparable prices exist,
and to use an apportionment approach that takes the TNC system as a whole when they do not exist. Finding
satisfactory solutions matters as much to Governments as to TNCs. Governments need to prevent an erosion of
their revenue base while, at the same time, providing a climate that attracts and retains FDI.

Apart from the legal and policy issues addressed in chapters VIII to X, integrated international production
has also implications for the national policy framework concerning TNCs. The rapid growth of FDI during the
1980s has made Governments more aware of the benefits that FDI can bring to an economy in terms of capital,
technology, management and access to established distribution networks. In the resulting competition to attract
TNCs, FDI regimes in many countries have become broadly similar. In particular, differences regarding right of
establishment, fair and equitable treatment, national treatment, nationalisation, compensation, dispute settlement
and the repatriation of earnings become less effective as a means to capture FDI. Instead, the nature of the overall
policy framework and the economic conditions of production become the key to locational decisions. Possibilities
for pro-active policies in this respect are the focus of chapter XI.

There is general agreement that efficient economic institutions and a stable macroeconomic climate are
preconditions for attracting FDI. Beyond that, Governments must provide efficient infrastructure and facilitate
international trade exports to allow firms to bind into the international production system. However, since
integrated international production involves more sophisticated corporate strategies and structures, government
policies need to become more sophisticated too. In particular, since every part of the value chain can potentially
be located anywhere in the world, Governments need to focus their promotional strategies on attracting those




World Investment Report 1993:

functions in which their countries have a comparative advantage. Furthermore, Governments could give more
attention to reducing transactions costs for potential investors, providing post-approval support services and
attracting specific TNCs of particular value to the national economy.

Last year’s report suggested that policy discussions—nationally, regionally and multilaterally—might
benefit from greater attention to FDI issues. As host countries, especially developing countries, seek to boost
their competitive position in a world economy that is becoming integrated at the production level, their ability to
dovetail their domestic economies to the strategies and structures of TNCs becomes increasingly critical. At the
international level, the need to avoid “policy competition” among host countries, as each seeks to attract TNC
activities, expands the range of policy issues on the international agenda and may lead to a greater concern for
policy harmonization.

10



PART ONE

RECENT TRENDS







CHAPTER |

GLOBAL TRENDS IN FOREIGN DIRECT INVESTMENT

The stock of foreign direct investment (FDI), a measure of the productive capacity of transnational
corporations (TNCs) in foreign countries, reached some $2 trillion in 1992 (table 1.1). Over 170,000 foreign
affiliates of some 37,000 parent firms generated approximately $5.5 trillion in world-wide sales in 1990. This
compares with world exports of goods and non-factor services of $4 trillion, of which one third took the form of
intra-firm trade. Annual world-wide flows of FDI grew rapidly during the second half of the 1980s (table 1.2 and
annex table 1), but then declined in 1991 and, based on preliminary data, again in 1992.! Even so, annual flows
of FDI remain substantial, and have contributed to a significant growth in the global stock of FDI. Their growth
will be stimulated by the further liberalization of FDI regulations that took place in 1992.

A. Trends

World-wide outflows of FDI declined in 1991 for the first time since 1982, largely because of the economic
slow-down in the major developed countries. They totalled $180 billion, down from over $230 billion in 1990.
The two main components of this decline were a fall in outflows from Japan (which accounted for more than one
third of the world-wide decline and almost half of the decline from the five major home countries), and sizeable
falls in outflows from Western Europe (accounting for about 60 per cent of the world-wide decline), largely
because of the performance of France, Germany, the Netherlands and Sweden. Outflows from the United States
and the United Kingdom did net change in 1990 and 1991 (table 1.3). Preliminary estimates for 1992 show that
world-wide outflows, including total outflows from the five major sources of FDI, have declined further.

Outflows of FDI from developing countries also declined in 1991, after several years of strong growth
(table 1.4), particularly from the Asian newly industrializing economies (chapter II). The share of developing
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countries in FDI outflows was over 3 per cent in 1986-1990, well up on their 0.7 per cent share in 1970-1975.
The estimated stock of FDI from developing countries was $110 billion by the late 1980s, accounting for between
8 and 10 per cent of the world total (TCMD, 1993b).2 Many more developing countries are now involved in FDI,
and the geographical spread of their investments has also widened. It now includes developed countries, in which
FDI from developing countries accounted for some 5 per cent of the total stock of inward investment in the late
1980s.

Despite the decline of world-wide FDI flows in 1991, FDI flows into developing countries continued to
grow (table 1.4 and annex table 1). Developing countries received over 25 per cent of all inflows in 1991, much

Table L.1. Stock of foreign direct investment, by country and region, 1987-1992

(Billions of dollars)
Year
Region/country 1987 1988 1989 1990 1991 1992°
A. Outward
France 41 56 75 110 134 151
Germany, Federal Republic of 91 104 122 140 169 186
Japan 78 112 156 204 235 251
United Kingdom 135 172 208 226 244 259
United States 339 353 379 408 438 474
World 1 000 1169 1382 1616 1799 1949
B. Inward
Developed countries 787 920 1088 1 260 1369
Western Europe 357 419 507 616 702
North America 342 405 476 528 544
Other developed countries 88 96 105 116 123
Developing economies 212 241 270 300 338
Africa 22 25 30 32 35
Latin America and the Caribbean 84 95 104 114 129
East, South and South-East Asia 106 121 136 154 174
Central and Eastern Europe
World 999 1161 1357 1 560 1709

Sources: UNCTAD, 1993¢; and annex table 2.

Note: The levels of world-wide inward and outward FDI stocks should balance, in principle; however, in practice, they do not. Several reasons
have been cited as the cause for the discrepancy, including differences in the treatment of unremitted branch profits between inward and outward direct
investment; treatment of unrealized capital gains and losses; the recording of transactions of "offshore" enterprises; differences in the recording of reinvested
earnings between inward and outward direct investment; differences in the method of collection, valuation and reporting of FDI between countries; and
differences in the treatment of real estate and construction investment; and differences in the threshold definition between inward and outward direct
investment (which, however, has not been found to be a significant source of the discrepancy).

a Estimated.
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Table 1.2. World-wide foreign direct investment and selected economic indicators,
1991, and growth rates for 1981-1985, 1986-1990 and 1991
(Billions of dollars and percentage)

Annual growth® (Percentage)

Value at current

Indicator prices, 1991 1981-1985 1986-1990 1991
All countries®
Foreign-direct-investment outflows 180 4 24 -22
Foreign-direct-investment stock 1 800 7 16 il
Sales of transnational corporations 5 500° 2¢ 15
Gross domestic product at market prices 21 500 2 9 3
Gross domestic investment 4 900 0.5 10 3
Exports of goods and non-factor services 4 000 -0.2 12 2
Royalties and fees receipts 34 0.1 19 4
Developed countries
Foreign-direct-investment outflows 177 3 24 -21
Gross domestic product at market prices 17 200 3 10 5
Gross domestic investment 3800 2 11 5
Exports of goods and non-factor services 3000 2 12 1
Royalty and fees receipts 33 0.2 19 5
Developing economies
Foreign-direct-investment inflows 39 -4 17 24
Gross domestic product at market prices 3400 0.2 8 -2
Gross domestic investment 800 -3 9 -2
Exports of goods and non-factor services 930 -3 13 4
Royalty and fees payments 2 -1 23 -26

Sources: UNCTAD, Programme on Transnational Corporations, based on International Monetary Fund (IMF), balance-of-payments tape, retrieved
in February 1993; World Bank, 1992¢; and unpublished data provided by the World Bank, International Economics Department.

a  Growth rates in all tables in this volume were calculated at an annual compounded rate, derived from a semi-logarithmic regression equation.
b Data on developed and developing economies do not equal those for all countries because of the inclusion of Central and Eastern Europe in the

item on “all countries”.
¢ For 1990.
d For 1982-1985.

more than their share in 1986-1991 and equal to their share in the first half of the 1980s. In 1992, their inflows
of FDI have increased further, to an estimated $40 billion. All parts of the developing world benefited from this
increase. The strong growth of inflows to East, South and South-East Asia persisted. Sustained profitability of
investments in South and South-East Asia is expected to result in further growth of inflows in the 1990s,
particularly from Japan, as the region develops an integrated production structure. There has been a substantial
increase in inflows to Latin America and the Caribbean as well. Transnational corporations have been attracted
to that region by economic recovery, liberalization in FDI policies and, in many countries, privatization
opportunities. Privatization, in fact, is increasing opportunities throughout the developing world (box I.1). Africa
too, had an increase in FDI inflows in 1991, largely from mining companies. Despite this widespread growth,
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Table 1.3. Outflows of foreign direct investment from the five major home countries, 1987-1992
(Billions of dollars and percentage)

1981- | 1986- 1981- | 1986-
1987 | 1988 | 1989 | 1990 | 1991 [ 1992% | 1985 | 1990 | 1991 | 1992 | 1985 | 1990 | 1991 | 1992

Country (Billions of dollars) Share in total (percentage) Growth rate (percentage)

France 9 14 19 35 24 17° 6 10 13 11 -17 45 -31 -29
Germany, Federal

Republic of 9 13 18 28 21 17 9 9 12 11 13 27 -24 -19

Japan® 20 34 4 48 31 16° 11 19 17 11 8 32 -36 -48

United Kingdom 31 37 35 18 18 15 19 17 10 10 -2 2 2 -17

United States® 26 14 26 29 29 36 23 13 16 24 -5 16 04| 24

Total 95 112 | 142 | 158 | 123 101 68 68 67 67 .01 23 -22 -18

Sources: UNCTAD, Programme on Transnational Corporations, based on TCMD, 1993c; and IMF, balance-of-payments tape, retrieved in February

1993.

o o

translation adjustments.

Based on preliminary estimates.
Estimate based on outflows in the first three quarters of 1992.
Data for Japan do not include reinvested earnings.
Excluding outflows to the finance (except banking), insurance and real estate industries of the Netherlands Antilles. Also excludes currency-

Table I.4. Inflows and outflows of foreign direct investment, 1987-1992
(Billions of dollars and percentage)

) 1981- | 1986- 1981- | 1986-
1987 | 1988 | 1989 | 1990 | 1991 | 1992 | 1985 | 1990 | 1991 | 1992 | 1985 | 1990 | 1991 | 1992
Country (Billions of dollars) Share in total (percentage) Growth rate (percentage)

Developed countries

Inflows 109 132 167 172 | 108 86 74 83 74 68 0.2 24 -37 -20

Outflows 132 162 | 203 | 225 | 177 145 98 97 97 97 3 24 =21 -18
Developing economies -

Inflows 25 30 29 31 39 40 26 17 26 32 -4 14 21 3

Outflows 2 6 10 5 5 2 3 3 3 33 45 -39 0
All countries

Inflows 135 162 | 196.| 203 149 126 | 100 | 100 | 100 | 100 | -0.9 22 =27 -15

Outflows 135 168 | 213 | 234 | 183 150 | 100 | 100 | 100 | 100 4 24 -22 -18

Sources: UNCTAD, Programme on Transnational Corporations, based on UNCTAD, 1993c; 1993d, 1993¢, UNCTC, 1992b; TCMD, 1993¢; TCMD
and ECE, 1992; World Bank Group, 1992¢; IMF, balance-of-payments tape, retricved on 17 February 1993, and OECD estimates.

a Based on preliminary estimates.
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Box I.1. Foreign direct investment and privatization

The change in government attitudes to TNCs is best illustrated by what has happened to the nationalization of foreign affiliates
and the privatization of state-owned enterprises.

The last significant wave of expropriations of FDI began in the mid-1960s and reached its peak in the early 1970s, with the
actions of OPEC countries (figure 1). It was driven largely by two beliefs. First, that control over natural resources and key industries
is a prerequisite for greater independence in managing national economic development. And secondly, that control is best achieved
by public ownership.

By the mid-1970s, these beliefs were starting to fade, and expropriations were declining. Most developing countries were
heavily in debt, and needed foreign capital; and their state-owned enterprises were performing badly. In many countries, FDI started
to be seen as a means to acquire capital, technology, management and other skills from abroad. It also started to be seen as a natural
marriage partner in a privatization programme.

Although privatization has been embraced throughout the

world, it has taken different forms in different countries. Figure 1. Changing moods: the number of
Developed countries, with established capital markets and more nationalization acts and privatization
reliable methods of valuation, have gone for large offerings. activities, 1960-1992"
Developing countries have favoured a larger number of smaller
privatizations. Number

160

All sectors have seen some privatization but industrial
enterprises, particularly in developing countries, have been the
most popular target to date. This pattern may soon give way toa 40 |
greater emphasis on service companies. In developed countries,
a willingness to canvas new ways of delivering “public goods”
is opening more capital-intensive service activities, such as 1204 -
public utilities and telecommunications, to privatization. And
many developing countries and formerly centrally planned
economies, which had historically neglected their service in- 100~ - oo f e
dustries are now seeking rapid modernization, in which privatiza-
tion will probably have a central role.

Privatization

A comprehensive picture of TNC participation in world- L R A
wide privatization is difficult to obtain. However, the involve-
ment appears strongest in Western Europe and Latin America, 60
often through joint ventures with domestic firms. In Central and
Eastern Europe, where markets are close by, TNCs have taken a Nationalization
prominent and, oftentimes, strategic role. 404 NG

It would be wrong, however, to rule out a possible reversal
of this trend. As the influence of short-term imperatives recedes,
the desire of Governments to regain greater control overdecision- 204 - /roo e N
making could return. This is particularly likely if economic
growth remains weak, FDI proves a disappointment in transfer-
ring technology and skills, or if world markets are closed by T T T T t
protectionism. Policy makers and TNCs must ensure that FDI,  1960-1964  1965-1969 19701974 1975:1979  19K0-1984  1985-1989  1990-1992
including investments acquired through privatization, fully con-
tributes to sustained long-term development.

Year

Sources: UNCTAD, Programme on Transnational Corporations, data bank; Minor, 1993a and 1993b; and the World Bank, 1992b, chapter 7.

a Nationalization numbers refer to the average number of acts per year during the period indicated. The number of privatization activities
refers to the average number of firms privatized per year during the period indicated.
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the distribution of FDI flows to developing
countries has not changed. The 10 largest
host countries continue to receive two thirds
of all inflows (annex table 4). Foreign direct
investment flows to the least developed
countries grew by 12 per cent in 1991 to
$183 million—Iess than a fifth of the in-
flows to Hong Kong.

Foreign direct investment in Central
and Eastern Europe increased during 1991
and the first half of 1992 to reach an es-
timated $12 billion in total capital commit-
ments. These investments are attracted by
large local markets and the proximity to
Western Europe, and helped by a further
liberalization of their FDI regimes. The
region’s main drawbacks continue to be the
decline in GDP and the difficulties of the
transition from centrally planned to market
economies. However, with developing
countries, FDI is unevenly distributed
among the countries of Central and Eastern
Europe.

Geographical patterns aside, one of
the striking features of FDIin 1991 was that
the share of FDI financed through new equi-
ty capital and inter company loans had in-
creased considerably between the periods
1981-1985 and 1986-1991, while the share
of reinvested earnings has declined
(table 1.5). This change may be due to the
lower profits earned in developed countries
during the late 1980s. Significantly, too, in-
ward flows of FDI to these countries owed
little to reinvested earnings in 1990-1991
(figure 1.1), a period marked by somewhat
lower rates of return on business capital and
negative reinvested earnings on FD1.}
Generally, the longstanding foreign inves-

Table L.5. Share of reinvested earnings in outward
foreign-direct-investment flows,
1981-1985, 1986-1990 and 1991

(Percentage)

Home country 1981-1985 1986-1990 1991
Australia 23 32 35
Finland -19 5 -
Germany, Federal

Republic of 5 13 17
Israel 10 ' 33 11
Netherlands 29 21 -
New Zealand 96 43 77
Sweden 25 19 18
Switzerland 612 35 20
United Kingdom 50 45 68
United States 116° 7 61

Total, above 60 39 38

Sources: UNCTAD, Programme on Transnational Corporations, based on
TCMD, 1993c; IMF, balance-of-payments tape, retrieved in February 1993.

a For 1983-1984.
b A share higher than 100 per cent is obtained when one of the other two

components of FDI flows (equity capital or intra-company loans) is negative.

Figure I.1. Share of reinvested earnings in inward
foreign-direct-investment flows, 1982-1991
(Percentage)

Percenlage
0

—-40
1982 1983 1984 1985 1986 1987 1988 1989 1990 1991

Year

— Developed countries ~~+- Developing countries

Source: UNCTAD, Programme on Transnational Corporations, based on
UNCTAD, 1993e.
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tors—such as the United Kingdom and the United States—have a higher proportion of reinvested earnings in
their FDI outflows than do the newer home countries.

In terms of inflows, reinvested earnings are a considerably larger component of FDI in developing countries
than in developed countries (figure 1.1). In the latter group, inward FDI is financed overwhelmingly from funds
brought in from abroad, whereas in developing countries, FDI depends more on profits earned there.® It is not
clear whether that contrast is due to the difference in profits earned in two regions or to different rates of profit
repatriation, dependent, inter alia, on policies of host countries. If majority-owned foreign affiliates of non-bank
United States parent firms are any guide, they earned much higher profit rates in developing countries: 8 per cent
in the period 1983-1990, compared with 5 ger cent in developed countries (United States Department of
Commerce, 1992b and various earlier issues).” At any rate, the share of reinvested earnings in the FDI inflows
of both developed and developing countries in the early 1990s have declined from their levels a decade earlier;
and other components of FDI (equity capital or intra-company loans) constitute the greater part of FDI inflows.

B. The universe of transnational corporations

The number of TNCs has been increasing steadily. Those that are based in 14 major developed home
countries have more than tripled during the past two decades, from slightly more than 7,000 in 1969 (DESA,
1973) to nearly 24,000 in 1990.7 Companies from developed countries continue to dominate the TNC universe,
though a growing number of firms headquartered in developing countries and some firms from Central and
Eastern Europe joined them especially during the 1980s. Furthermore, even though the share of foreign assets
controlled by the largest firms is still very high, the role of small and medium-size enterprises is significant and
growing.

1. Size and characteristics

(a) Parent transnational corporations

According to estimates based largely on national official sources of almost all developed countries and a
number of other countries, the number of parent TNCs in the world at the beginning of the 1990s was almost
37,000, controlling some 170,000 foreign affiliates (table I.6).8 This 37,000 figure covers only those firms that
have equity stakes in enterprises abroad, of either more than 50 per cent (wholly- and majority-owned foreign
affiliates or subsidiaries, and branches that are legally past of the parent firm), or between 10 and 50 per cent
(minority-owned foreign affiliates, or associates). It does not, therefore, include firms that control assets abroad
through various non-equity ties (for example, management contracts, transfer-of-technology contracts, sub-
contracting agreements, franchising) and that are linked with other firms through strategic alliances. No data are
available on those, but estimates are that strategic alliances number in the thousands and subcontracting
agreements alone in the hundreds of thousands (Hagedoorn, 1992; Dunning, 1 992).9 The estimate of 37,000 does,
however, include firms that are themselves affiliates of parent TNCs based in other countries. !’ Overall, even if
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Table 1.6. Number of parent transnational corporations and foreign affiliates,
by area and country, early 1990s

(Number)
Parent corporations Foreign affiliates
Area/economy based in country located in country® Year
Developed countries 33 500 81 800
Australia 1036 695 1992
Austria 679 2221 1990
Belgium and Luxembourg 96 1121 1978
Canada 1308" 5874 1991
Denmark 800 647° 1992
Finland 1300 1 000 1992
France 2056 6 870 1990
Germany, Federal Republic of 6934 11 821 1990
Greece . 798 1981
Iceland 14¢ 28 1991
Ireland 30 956 1992
Italy 263 1438 1992
Japan 3 529° 3150 1992
Netherlands 1426 2014 1992
New Zealand 201 1078 1991
Norway 1321 2854 1990
Portugal 684 6 680 v 1992
South Africa . 1 884 1978
Spain 744 62328 1992
Sweden 3529 2400 1991
Switzerland 3 000 4000 1985
Turkey . 267, 1989
United Kingdom 1500" 2 900! 1991
United States 3000 14 900 1990
Developing economies’ 2700 71 300

Brazil 566 7110° 1992
China 379 15 966 1989
Colombia . 1041 1987
Hong Kong 500™ 2828 1991
India 187 926 1991
Indonesia . 1 064 1988
Mexico . 8953 1989
Oman . 1 489 1989
Pakistan 57 5608 1988
Philippines . 1952 1987
Republic of Korea 1049 3671 1991
Saudi Arabia . 1461 1989
Singapore . 10 709 1986
Taiwan Province of China . 5733 1990
Former Yugoslavia 112 3900 1991
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(Table 1.6, cont’d.)
Parent corporations Foreign affiliates

Area/economy based in country located in country® Year

Central and Eastern Europe” 400 21 800
Bulgaria 26 114° 1991
Commonwealth of Independent States® 68° 3900 1992
Former Czechoslovakia 26° 800 1992
Hungary 66° 2 400 1992
Poland 58° 3800 1992
Romania 20 6 900 1992

World 36 600 174 900

Sources: UNCTAD, Programme on Transnational Corporations, based on UNCTC, 1992b; TCMD, 1993¢; TCMD and ECE, 1992; and national
official and secondary sources.

Represents the number of affiliates in the country shown.

For 1990.

For 1986.

For 1989.

For 1991.

For 1988.

For 1987. :

Represents at total of 24 bank parents in 1991, and about 1,500 non-bank, non-oil and non-insurance concerns with direct investments above
£20 million in 1981.

i Represents a total of 2,419 manufacturing affiliates in 1990 and 518 bank affiliates in 1992,

j Represents a total of 2,183 non-bank parent corporations in 1990 and 89 bank parent corporations in 1989 with at least one foreign affiliate
whose assets, sales or net income exceeded $3 million, and 723 non-bank and bank parent corporations in 1989 whose affiliate(s) had assets, sales and net
income under $3 million.

k Represents a total of 10,142 non-bank affiliates in 1990 and 467 bank affiliates in 1987 whose assets, sales or net income exceeded $1 million,
and 4,336 bank and non-bank affiliates in 1987 with assets, sales and net income under $1 million. Each affiliate represents a fully consolidated United
States business enterprise, which may consist of a number of individual companies. 10,142 non-bank affiliates represented 31,388 companies in 1990.

I Includes the largest host countries and countries for which data on parent corporations could be obtained.

m For 1982.

n Data for affiliates are estimated using number of joint-venture registrations and available information on the number of registrations, , that are
operational.

o Relates to the whole of the economic territory of the former USSR.

o0 o OO0 o

only ultimate parent companies are counted, along with corporations with non-equity ties abroad, the world-wide
total most probably exceeds 37,000.

Over 90 per cent of TNCs originate in developed countries. About 1 per cent of parent corporations are
based in Central and Eastern Europe, and the remainder are headquartered in developing countries. That pattern
reflects decades of capital accumulation, economic growth and technological change that have strengthened the
competitive advantages of developed-country firms. The five major home countries—France, Germany, Japan,
the United Kingdomand the United States—are home to over half the developed-country total. Among developing
countries, parent TNCs are based mainly in the newly industrializing and larger economies. Judging from the
data for Japan and the United States, nearly 60 per cent of all parent TNCs are in manufacturing, 37 per cent are
in services, and 3 per cent in the primary sector.
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(b) Foreign affiliates

The world-wide total of foreign affiliates of TNCs is estimated at over 170,000.11 Developed countries are
host to more than 46 per cent of them, with the five major home countries—France, the Federal Republic of
Germany, Japan, the United Kingdom and the United States—hosting almost half of that share. Some 41 per cent
of foreign affiliates are in developing host countries, and 13 per cent in Central and Eastern Europe.

Below the surface of these aggregates, the pattern is mixed and shifting. For example, the number of foreign
affiliates of United States TNCs decreased from 33,650t0 27,086 between 1982 and 1989; employment in foreign
affiliates also decreased slightly during the same period, even though both United States TNCs’ assets abroad
and total United States FDI increased. This suggests that United States TNCs bolstered their equity stakes in
foreign affiliates, as well as the capital-intensity of their foreign operations (United States Department of
Commerce, 1985; 1992a). For the Federal Republic of Germany, by contrast, the rapid increase in its FDI stock
and in the foreign assets of German TNCs was accompanied by an increase in the number of foreign affiliates of
German TNCs from 14,657 in 1984 to 19,352 in 1990, as well as a rise in employment in foreign affiliates of
34 per cent (Rutter, 1992; Deutsche Bundesbank, various issues; Statisches Bundesant, 1991). In other words,
FDI from the Federal Republic of Germany was used partly to increase equity and control in existing foreign
affiliates, as well as to expand production through establishing new affiliates.

By sector, services account for the bulk of foreign affiliates. Judging by the distribution of TNCs from the
Federal Republic of Germany, Japan and the United States, services affiliates make up around 60 per cent of the
total, compared with 36 per cent for manufacturing and only a small proportion in the primary sector (table 1.7).
As discussed in chapter I11, this pattern reflects the increasing importance of services in the world economy and
in FDIL

2. Concentration

Although the universe of TNCs is large, it is also highly concentrated. Judging from data for selected home
countries, roughly 1 per cent of parent TNCs own about half of the stock of FDI of their home countries (table 1.8).
Even so, small and medium-size enterprises do play some role. Data for the United States and Japan in the 1980s
show a mixed picture (table 1.9); but other figures for Japan indicate that the share of small and medium-size
enterprises in its total FDI outflows increased from 6 per cent in the mid-1970s to 15 per cent in the mid-1980s
(Fujita, 1993). This may mean that larger TNCs from Japan, with more extensive overseas operations, invest
more in existing affiliates, while small and medium-size enterprises tend to expand by setting up new affiliates.

3. The top 100 transnational corporations

Since TNC activity is so concentrated among relatively few companies, it is instructive to look at them in
some detail. The largest 100 TNCs (excluding those in banking and finance), ranked by the size of their foreign
assets, had about $3.2 trillion in global assets in 1990, of which an estimated $1.2 trillion was outside their own
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home countries (table 1.10), and accounted for about one third of the world-wide outward stock of FDI, based on
available firm-level FDI data on 53 of the 100 largest companies. These 53 firms from France, the Federal
Republic of Germany, the Netherlands and the United States accounted for roughly $280 billion in world-wide
FDI, about one third of the combined outward FDI stock of their home countries. Assuming that other home
countries have a similar FDI concentration, then the largest 100 TNCs account for about one third of the
world-wide FDI stock.

Even within this group of the 100 largest TNCs, there is a notable concentration of foreign activity. The
five major home countries (France, Federal Republic of Germany, Japan, the United Kingdom and the United
States) together account for almost three quarters of the TNCs in the top 100. United States corporations account
for the largest number of firms (27), as well as one third of the foreign assets. This pre-eminence can be traced
back to an early lead in FDI after the Second World War, as well as rapid technical progress and the large and
growing home market in the United States, all of which helped United States corporations to compete abroad.
The foreign assets of another third of the top 100’s foreign assets are controlled by firms from France, Japan and
the United Kingdom. The largest ten TNCs controlled over one quarter of the group’s total assets, and a third of
its foreign assets in 1990 (table 1.11); the same is broadly true of foreign and total sales.

Table 1.7. Distribution of outward affiliates of major investing countries, by sector
(Number and percentage)

Sectors

Country Year All Primary Manufacturing Services

Germany, Federal Republic of” 1984 Number 14 657 558 4936 9163
Percentage 100 4 34 63

1990 Number 19 352 422 5729 13 201

Percentage 100 2 30 68

Japan® 1980 Number 3567 194 1587 1786
Percentage 100 5 4 50

1990 Number 7 986 194 3408 4384

Percentage 100 2 43 55

United States® 1982 Number 18 339 995 7005 10 339
Percentage 100 5 38 56

1989 Number 18 899 785 7552 10 562

Percentage 100 4 40 56

Sources: UNCTAD, Programme on Transnational Corporations, based on Deutsche Bundesbank, 1992, Japan, Ministry of International Trade and
Industry, 1983 and 1992a; United States Department of Commerce, 1985 and 1992a.

a Includes only affiliates whose balance sheet total exceeds DM 500,000,
b includes only non-bank affiliates that responded to a questionnaire on FDI and that continued their foreign operations.
¢ Includes only affiliates whose assets, sales or income exceeded $3 million.
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Table 1.8. Concentration of ownership of foreign affiliate assets or foreign direct investment
(Number and percentage)

Percentage of Percentage of
Number of Percentage of total foreign total foreign
Country Year parent companies | parent companies | affiliate assets | direct investment
Austria 1990 41 6 65°
95 14 84"
312 46 9g? .
Brazil 1991 11 2 35P
28 5 52°
Finland 1991 80 6 90
France 1990 10 0.5 25
32 1.6 50
223 10.8 . 90
Germany, Federal Republic of® 1990 10 0.1 32 35
20 0.3 42 45
50 0.7 69 58
1985 27 05 50
1976 31 0.9 .- 50
Italy 1989 3d 51°
5¢ 76°
10 . 84° .
Netherlands 1990 10 1.0 45
100 9.5 77
New Zealand 1990-1991 12 6 97°
Spain 1991 . 8 . 92
Sweden 1991 18 0.5 51
51 1.5 75
United States® 1990 22 1 45
44 2 57
109 5 75
218 10 86
437 20 94
546 25 96
1 091 50 99

Source: UNCTAD, Programme on Transnational Corporations, based on unpublished data from national and other official sources.

Refers to sales.

M o Ao o

Represents percentage of affiliate nominal capital.
Represents the share of FDI flows, not stock.
Concentration ratios for TNCs with overseas affiliates whose balance sheet total exceeded DM 500,000.
Number of financial or holding company parent groups.

Concentration ratios for TNCs with paticipation of FL.I million or more.
Concentration ratios for non-bank parents of non-bank affiliates whose assets, sales or income exceeded $3 million.
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As for industrial distribution, 12 petroleum
companies control over $250 billion in foreign
assets, 21 per cent of the total of the top 100. The
petroleum industry has always involved large
resource-seeking foreign investors. On the other
hand, automotive companies have expanded
abroad in search of lower labour costs and to get
around trade barriers. The petroleum, automotive,
chemical and pharmaceutical industries together
account for over half of the foreign assets of the
largest 100 TNCs. However, this does not neces-
sarily mean that they are the most “trans-
nationalized” industries of all. The list does not
include financial firms (especially banks and in-
surance companies), because of difficulties in
comparing their assets and sales figures with those
of other firms. In addition, there are many other
industries where the largest companies are highly
transnationalized; however, owing to the size of
the industries and the firms in them, they are not
large enough to be included in this list.

C. The policy framework

Several changes in the policy framework for
TNCs during 1992 may well facilitate the future
growth of FDI. At the multilateral level, the most
significant changes were the adoption of the
Guidelines on the Treatment of Foreign Direct
Investment by the World Bank (World Bank
Group, 1992b), whose underlying principle is to
encourage the admission of foreign investors, and
various developments in the United Nations,
which aim to protect the environment.!'?

Table L.9. Small and medium-size transnational
corporations and their affiliates as a
proportion of all transnational
corporations from Japan and

the United States
(Percentage)
Japan® United States®
Item 1980 1990 1982 1990

Share of small and medium-
size TNCs in total for all
TNCs in terms of:

Number of parent firms® 310 | 212 | 235 283

Number of affiliates . . 5.2 7.1
Assets of affiliates .. . 1.7 4.0
Number of new equity 413 | 53.8°

investments

Sources: UNCTAD, Programme on Transnational Corporations, based
on unpublished data from the United States Department of Commerce; Japan
Ministry of International Trade and Industry, 1983 and 1992a; Small and
Medium Enterprise Agency.

a Data do not cover banking and insurance industries. The definition
of small and medium-size enterprises adopted by the Small and Medium Enter-
prise Agency of Japan is as follows: in wholesale trade, enterprises with capital
less than 30 million yen and employment less than 100; in retail trade and other
services, enterprises with capital less than 100 million yen and employment less
than 50; and in other industries, enterprises with capital less than 100 million yen
and employment less than 300.

b United States small and medium-size TNCs are non-bank parents of
non-bank affiliates with affiliate assets, sales or income greater than $3 million
with fewer than 500 employees at the parent firm.

¢ DataonJapanese small and medium-size parent TNCs, obtained from
the Ministry of International Trade and Industry, are defined only in terms of the
capital criteria in footnote a.

d New equity investments refer to investments in initial capital acqui-
sition (thus excluding additional investments by the same company in the same
affiliate) and establishment of new subsidiaries. Loan investments, which are an

important component of FDI, are also excluded.
¢ For 1989.

The Guidelines on the Treatment of Foreign Direct Investment were submitted to the Development
Committee of the Boards of Governors of the World Bank and the International Monetary Fund on 21 September
1992, after consultations with interested Governments, other international organizations, business groups and
international law associations. The Development Committee decided to bring them to the attention of the members
of the World Bank as “useful parameters in the admission and treatment of private foreign investment in their
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Table L.10. The largest 100 non-financial transnational corporations, ranked by foreign assets, 1990
(Billions of dollars and number of employees)

Foreign Foreign Foreign Total
Rank Corporation Country Industry’® assets Total assets sales Total sales | employment| employment
1 [Royal Dutch Shell United Kingdom/ Petroleum refining 69.2° 106.4 47.1° 106.5 99 000 137 0600
Netherlands
2 |Ford United States Motor vehicles and parts 55.2 173.7 473 977 188 904 370383
3 |GM United States Motor vehicles and parts 52.6 180.2 373 122.0 251130 767200
4 |Exxon United States Petroleum refining 51.6 87.7 90.5 115.8 65 000 104 000
5 |1IBM United States Computers 457 87.6 41.9 69.0 167 868 373816
6 | British Petroleum United Kingdom Petroleumrefining 31.6 59.3 433 59.3 87200 118 050
7 | Asea Brown Boveri Switzerland Industrial and farm equipment 26.9 30.2 25.67 26.7 200177 215154
8 [Nestle Switzerland Food I 28.0 35.8 36.5 192070 199 021
9 | Philips Electronics Netherlands Electronics 233 30.6 28.8¢ 308 217149 272 800
10 | Mobil United States Petroleum refining 223 41.7 443 57.8 27593 67 300
11 |Unilever United Kingdom/ Food £ 247 16.7° 396 261 000 304 000
Netherlands
12 | Matsushita Electric Japan Electronics £ 62.0 21.0 46.8 67 000 210848
13 [Fiat ltaly Motor vehicles and parts 19.5 66.3 20.7¢ 475 66712 303238
14 |{Siemens Germany Electronics e 43.1 14.7¢ 39.2 143 000 373000
15 |Sony Japan Electronics N 326 12.7 209 62100 112900
16 |Volkswagen Germany Motor vehicles and parts £ 42.0 25.5¢ 42.1 95934 268 744
17 | Elf Aquitaine France Petroleum refining 17.0 42.6 11.4° 324 33957 90 000
18 |Mitsubishi Japan Trading 16.7 73.8 45.5 129.3 . 32417
19 |GE United States Electronics 16.5 153.9 83 57.7 62 580 298 000
20 {Du Pont United States Chemicals 16.0 389 17.5 37.8 36 400 124900
21 |Alcatel Alsthom France Electronics 15.3 382 13.0 26.6 112966 205 500
22 |Mitsui Japan Trading 15.0 60.8 48.1 136.2 . 9094
23 |News Corporation Australia Publishing and printing 14.6 20.7 4.6 57 . 38432
24 |Bayer Germany Chemicals 14.2 254 20.3 259 80 000 171 000
25 |B.A.T.Industries United Kingdom Tobacco .c 48.1 16.5 229 . 217373
26 |FerruzziMontedison ltaly Food 13.4 30.8 8.0 14.0 22300 44 949
27 | Rhone-Poulenc France Chemicals 13.0 213 11.1 14.4 50525 91 571
28 |BASF Germany Chemicals S 243 19.1 29.0 46 059 134 647
29 |Toyota Japan Motor vehicles and parts 12.8 55.1 248 60.1 11326 96 849
30 |Philip Morris United States Food 12.5 46.6 10.5 51.2 66 000 168 000
31 |Hoechst Germany Chemicals £ 229 207 27.8 82169 172 890
32 [Roche Holding Switzerland Pharmaceuticals £ 17.8 6.7° 7.0 41 802 52 685
33 [ Ciba-Geigy Switzerland Chemicals £ 20.5 7.9% 143 69 702 94 141
34 |Hanson United Kingdom Building materials 11.1 27.6 6.3 134 52000 80 000
35 |Michelin France Rubber and plastics n 14.9 9.1 11.5 111 533 140 829
36 [Dow Chemical United States Chemicals 10.9 24.0 10.3 19.8 28 612 62 080
37 |Total France Petroleum refining £ 20.6 17.1 236 23824 46 024
38 | Amoco United States Petroleum refining 10.6 322 85 28.0 10 560 54 524
39 1C1 United Kingdom Chemicals 10.5 208 17.7 23.0 78 400 132100
40 [C.Ttoh Japan Trading 10.5 58.4 48.3 151.1 3620 9643
41 | Grand Metropolitan United Kingdom Food 10.4 17.7 9.7 16.0 . 138149
42 | Saint-Gobain France Building materials 9.9 17.6 7.8 12.7 69 651 104 987
43 | Volvo Sweden Motor vehicles and parts 9.7 18.1 1224 14.1 20346 68 800
44 | Petrofina Belgium Petroleum refining £ 12.3 57 17.4 . 23 800
45 | Generale Des Eaux France Construction 9.0 217 5.5¢ 215 55983 173 0600
46 |Nissan Motor Japan Motor vehicles and parts N 364 16.8 357 30050 129 546
47 |RTZ United Kingdom Mining and crude-oil 8.4 9.3 73 93 58153 73612
production
48 |[Chevron United States Petroleumrefining 8.4 35.1 9.8 38.6 10953 54208
49 |Solvay Belgium Chemicals 8.1% 8.9 7.2 7.7 36578 45671
50 | Xerox United States Scientific and photographic 8.0 315 7.5 18.4 . 110000
equipment
51 |Texaco United States Petroleum refining 78 26.0 18.0 409 . 39199
52 | Electrolux Sweden Electronics 78 11.7 11.9¢ 13.9 123337 150 892
53 |ITT United States Diversified services 7.5 49.0 6.5 206 . 114 000
54 |Daimler-Benz Germany Transport and communication ¢ 45.1 30.2° 529 73381 376785
55 |Renault France Motor vehicles and parts 74 235 12.2 302 42492 157378
56 | Thomson France Electronics 7.4 20.5 9.8 13.9 55225 105 460
57 | Thomson Corporation | Canada Publishing and printing 7.4 79 48 53 38 700 44 800
/...

26



TNCs and Integrated International Production

Chapter I

(Table 1.10, cont’d.)
Foreign Foreign Foreign Total
Rank Corporation Country Industry’ assets Total assets sales Total sales | employment | employment
58 |Stora Sweden Forestry products 73 15.0 8.9¢ 11.1 47 544 69 691
59 | Pechiney France Metals 73 14.2 8.6 14.2 39458 70 965
60 |olderbank Switzerland Building materials 6.9% 7.4 3.4° 38 27754 29 557
61 |Alcan Aluminium Canada Metal products 6.8 10.6 7.6 8.9 41040 55 500
62 |Sandoz Switzerland Pharmaceuticals 6.7 10.1 8.7 9.0 42449 52 400
63 {Honda Japan Motor vehicles and parts 6.7 18.0 16.1 269 23 760° 79 200
64 |Toshiba Japan Electronics £ 39.2 10.3 333 27 000 162 000
65 |ENI Ttaly Petroleum refining 6.5 60.3 15.6 41.8 22131 130745
66 | Procter & Gamble United States Soaps and cosmetics 6.5 18.5 9.6 24.1 45278 92625
67 | Eastman Kodak United States Scientific and photographic 6.4 24.1 8.2 18.9 54 100 134 450
equipment
68 | Marubeni Japan Trading 6.3 54.9 38.1 131.0 3500 9905
69. | Glaxo Holdings United Kingdom Pharmaceuticals 6.1 8.6 5.19 57 20934 33225
70 |Fletcher Challenge New Zealand Forestry products 59 104 4.9 73 . 40 000
71 | Nissho lwai Japan Trading £ 38.8 275 94.4 2073 7350
72 |Seagram Canada Beverages 57 10.2 4.6° 4.8 9328 17 600
73 | Chrysler United States Motor vehicles and parts 57 46.4 8.5 30.6 30 820 109 943
74 | Tenneco United States Industrial and farm equipment 5.6 19.0 4.6 14.5 . 92 000
75 | Usinor-Sacilor France Metals £ 20.8 73 17.6 31025 97 300
76 {Hewlett-Packard United States Computers 53 11.4 7.2 13.2 35 000" 92200
77 |Akzo Netherlands Chemicals 53 8.1 6.3 9.5 47700 69 800
78 | Smithkline Beecham United Kingdom Pharmaceuticals 52 7.5 7.4 85 46413 57 300
79 |Bridgestone Japan Rubber and plastics £ 13.0 7.6 13.2 56 000 87234
80 |Alcoa United States Metals 5.1 11.4 43 10.7 271391 63 700
81 |{Digital Equipment United States Computers 5.1 11.7 7.1 12.9 . 124 000
82 |Olivetti ltaly Computers 5.0 12.4 4.8° 7.5 26 690 53679
83 |SKF Sweden Metal products 5.0 55 4.5 4.7 48 075 53995
84 |L’air Liquide France Chemicals 49 7.1 29 54 17 000 28 000
85 | Atlantic Richfield United States Petroleum refining 49 239 39 18.8 . 27 300
86 |GTE United States Telecommunications 49 33.8 3.0 184 35 000 177 000
87 |Mannesmann Germany Industrial and farm equipment 4.9 15.3 9.0 14.8 34021 123997
88 |Robert Bosch Germany Motor vehicles and parts £ 15.8 10.0™ 19.7 62 087 179 636
89 |SCA Sweden Paper and packaging 4.8 8.6 420 53 19 590 30139
90 |Peugeot France Motor vehicles and parts 4.8 226 15.8 29.5 31820 159 100
91 |3M United States Scientific and photographic 47 11.1 6.2° 13.0 39 000 89 601
equipment
92 |McDonald’s United States Restaurants 4.6 10.7 6.5 18.8 . 177 000
93 |Cable and Wireless United Kingdom Telecommunications 4.6 7.2 33 3.8 28 261 37 681
94 | United Technologies United States Aerospace 44 159 78 214 84 500 192 600
95 |Lonrho United Kingdom Trading .S 7.0 5.6 9.3 127 369 142159
96 |lJohnson & Johnson United States Pharmaceuticals 44 9.5 5.8 11.2 44 369° 84902
97 |BHP Australia Metals 43 16.2 32 10.8 . 52000
98 |Norsk Hydro Norway Chemicals 43 12.0 59 9.8 16 745 33042
99 |Veba Germany Trading £ 30.8 9.5 329 14 696 106 877
100 |LVMH Moet-Hennessy |France Beverages 4.2 8.8 26 37 14297

Source: UNCTAD, Programme on Transnational Corporations, based on company annual financial statements, Worldscope company accounts database, unpublished
sources from companies, The Industrial Institute for Economic and Social Research (IUI, Stockholm, Sweden), and Stopford, 1992. The Worldscope database uses standardized
data definitions to adjust for differences in accounting terminology. Data for United States companies with fiscal year-end up to 10 February 1991, as well as for non-United
States companies with fiscal year-end until 15 January 1991, are classified as 1990 data.

a Industry classification of companies follows that in the Fortune Global 500 list in Fortune, 29 July 1991, and the Fortune Global Service 500 list in Fortune,
26 August 1991, except for Akzo, Daimler-Benz, GTE, TTT McDonald’s and SCA corporations. In the Fortune classification. companies are included in 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,
however, are highly diversified. These companies include 3M, Ferruzzi Montedison, GE, Grand Metropolitan, Hanson, ITT, Sandoz, Tenneco, United Technologies and Veba.
b Excludes other European countries.
¢ Data for foreign assets not available: ranking is according to foreign assets estimated by the Transnational Corporations and Management Division on the basis of
the ratio of foreign to total employment, foreign to total fixed assets or other similar ratios.
d Includes export sales which are not separately reported.

e For 1992; previous data not available.
f  For 1993; previous data not available.
g Company’s own estimate.
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Table I.11. Transnationalization and concentration ratios for the largest 100
transnational corporations, by foreign assets and foreign sales, 1990
(Percentage and billions of dollars)

Share in top 100 Share in top 100 Share of foreign | Share of foreign
(Percentage) (Percentage) in total assets in total sales
item Total assets Foreign assets® Total sales Foreign sales (Percentage)
Top 10 25.8 33.5 232 294 49.1 61.2
Top 25 50.0 54.4 46.0 492 41.1 51.7
Top 50 70.9 76.3 68.7 70.9 41.0 499
Top 100 Percentage 100.0 100.0 100.0 100.0 37.8 48.4
Value 3198.6 1208.5 3107.1 15024
(Billion dollars)

Source: Table 1.10.

a Estimates for foreign assets were used where the data were missing.

Table 1.12. Bilateral investment treaties concluded by developed countries, January 1993

Treaties concluded between mid-1991 and end-1992
Total number Latin America Total number
concluded and the Central and as of
Country until mid-1991 Africa Asia Caribbean West Asia | Eastern Europe | I January 1993
Australia 2 2 3 7
Austria 10 2 1 1 14
Belgium-Luxembourg 29 1 1 3 34
Canada 3 2 1 6
Denmark 13 1 1 1 4 20
Finland 9 10 19
France 44 2 1 1 4 52
Germany, Federal Republic of 73 1 4 81
Greece 3 1 2 6
Iceland
Ireland
Italy 22 1 2 25
Japan 3 3
Netherlands 32 2 4 2 40
New Zealand 1 1
Norway 9 3 12
Portugal 3 1 1 5
Spain 5 1 3 9
Sweden 16 1 1 3 21
Switzerland 51 1 3 56
Turkey 12 1 1 8 22
United Kingdom 49 1 50
United States 13 1 1 7 22
Total 402 6 15 22 3 57 506°

Source: UNCTAD, Programme on Transnational Corporations, based on information provided by Governments.

a Including a bilateral investment protection treaty between Japan and Turkey.
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territories” (World Bank Group, 1992b, p. 36). They are a set of recommendations for implementation on a
voluntary basis, which can be applied to all countries (box 1.2). To the extent that they are adopted by individual
countries, the World Bank Guidelines may help to develop an international standard for FDI. However, they
do not explicitly deal with standards of corporate conduct,13 because it was thought that the formulation of such

Box 1.2. The World Bank Guidelines on the Treatment of Foreign Direct Investment

The Guidelines provide a voluntary framework for the treatment of FDI. They cover the admission of FDI, general standards
of treatment, transfer of capital and revenues, expropriation and compensation and settlement of disputes between host countries
and investors. Overall, they are a synthesis of the existing instruments and the “best practices” that tend to stimulate FDI.

The Guidelines contain prescriptions to governments of host countries on how they should treat private foreign investors;
they do not deal with the obligations of foreign investors, except in very general ways. Guideline [ says that the framework applies
to existing and new investments “which are established and operating in good faith and in full conformity with the laws and
regulations of the host State”.

Guideline II states that States are encouraged to admit foreign investors, while recognizing the possibility of some exceptions
and emphasizing the importance of providing information to investors about investment conditions. States are also advised to avoid
complicated procedural regulations or conditions on admission. Yet their right to regulate is preserved, especially when this is
required by public order.

Guideline 111 endorses the general standards of fair and equitable treatment, and national and non-discriminatory treatment.
These standards should be applied, in principle, to all activities of a foreign investor after admission or establishment. They apply
to all States without prejudice to the provisions of applicable international instruments and to firmly established rules of customary
international law. In addition, this Guideline elaborates on several specific aspects of FDI treatment that are particularly important:
timely issuance of authorizations; flexibility in relation to employment policy; facilitation of transfer of funds and repatriation of
the investment; prevention and control of corrupt practices and promotion of accountability and transparency in FDI operations;
“best practices™ in relation to fiscal incentives; and “best practices” by home countries on the facilitation and promotion of FDI to
developing countries.

The provisions on expropriation (Guideline 1V) are fairly detailed. Expropriation includes indirect or “creeping” expropria-
tion. In the light of practice, this Guideline recognizes the right of a State to expropriate, but only if this is done in accordance with
applicable legal procedures, in the pursuance in good faith of a public purpose, without discrimination on the basis of nationality
and against the payment of appropriate compensation. The Guideline recommends the use of detailed and practical compensation
formulae, adaptable to cach case, and drawing mainly from international arbitration awards. Compensation should generally be
deemed prompt, adequate and effective; the meaning of each of these terms is described in considerable detail. However, investors
may be entitled to lesser (or no) compensation if they breach the law of the host State; and the Guideline also recognizes that, in the
case of comprehensive non-discriminatory nationalizations effected in the process of large scale social reforms under exceptional
circumstances of revolution, war and similar exigencies, compensation may be determined by inter-State negotiations or by
international arbitration.

Guideline V deals with the settlement of disputes between the host States and foreign investors. It provides that these disputes
be settled through negotiations between them and, failing this, through national courts or through other agreed mechanisms including
congciliation and binding international arbitration. It stresses the independence of the arbitration procedure, which means basically
that the majority of the arbitrators should not be appointed by one party. The Guidelines encourage the use of ICSID mechanisms
in case of agreement on independent arbitration.

Source: World Bank Group, 1992b.
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Box I.3. Minimum standards for the supervision of banks

Transnational banks are not just an important source of capital for FDI, they are also active participants in investment projects
around the world. In 1975, the Governors of the Central Banks of the Group of Ten industrialized countries established the Basel
Committee on Banking Regulations and Supervisory Practices (now the Basel Committee on Banking Supervision) to strengthen
collaboration among national authorities in their prudential supervision of international banking. During that year, the Committee
obtained the agreecment of the Governors to a paper setting out principles for the supervision of foreign establishments of banks;
those arrangements, which were revised in 1983, are now better known as the Basel Concordat. In 1988, the Committee concluded
an agreement to establish a common measurement system and a minimum standard for capital adequacy of international banks; this
became known as the Basel Capital Accord. The Accord was revised in November 1991 to ensure greater consistency in respect of
the inclusion of general provisions/general loan-loss reserves in capital. In 1989, the Committee released the Statement of Principles
on Money-Laundering (to which the World Bank Guidelines made reference). More recently, it has been drawing up regulatory
proposals dealing with netting, market risks and interest-rate risks.

In July 1992, in the aftermath of the BCCI affair, the Committee issued a set of minimum standards for international
cooperation in the supervision of banks, designed to reinforce the Basel Concordat. Those standards can be summarized as follows:

* Allinternational banking groups and international banks should be supervised by a home-country authority that capably
performs consolidated supervision. In home countries where supervisory responsibility is shared among two or more
authorities, the word “authority” is used to include all relevant authorities in any one country;

¢ The creation of across-border banking establishments should receive the prior consent of both the host-country supervisory
authority as well as the bank’s (and, if different, the banking group’s) home-country supervisory authority;

* Supervisory authorities should possess the right to gather information from the cross-border banking establishments of
the banks or banking groups for which they are the home-country supervisor;

¢ If a host-country authority determines that any one of the foregoing minimum standards is not met to its satisfaction, that
authority could impose restrictive measures necessary to satisfy its prudential concerns consistent with the minimum
standards, including the prohibition of the creation of banking establishments.

If these minimum standards are not met with respect to a particular bank or banking group, and the relevant home-country
authorities are unwilling or unable to initiate the cffort to take measures to meet the standards, the host-country authority should
prevent the creation in its jurisdiction of any cross-border establishments by that bank or banking group. However, in its sole
discretion, a host-country authority may choose to permit the creation of establishments by such a bank or banking group, subject
to whatever prudential restrictions on the scope and nature of the establishment’s operations which the host-country authority deems
necessary and appropriate to cover its prudential concerns, provided that the host-country authority itself also accepts the
responsibility to perform adequate supervision of the bank’s or banking group’s local establishments on a “stand-alone” consolidated
basis.

Source: Basel Committee on Banking Supervision, 1992.

standards was being undertaken by other bodies such as the United Nations Commission on Transnational
Corporations.

Further progress on international investment cooperation was made at the United Nations Conference on
Environment and Development (UNCED), held in Rio de Janeiro in June 1992. The conference’s main
document—Agenda for the 21st Century (UNCED, 1992)—contains numerous recommendations with implica-
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Figure 1.2. Network of tax conventions between OECD countries, 1 January 1992
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Source: OECD, 1992b, p. A-33.
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Table 1.13. Main changes in investment regimes in 1992

Type of measure

Foreign
ownership/
Operational sectoral Approval
conditions restrictions procedures Incentives Guarantees Controls
More | Less | More | Less | More | Less | More | Less | More | Less | More | Less
Region/Country liberal | liberal | liberal | liberal | liberal | liberal | liberal | liberal | liberal | liberal | liberal | liberal

Africa

Burundi X

Egypt X X X X X

Ethiopia X X X X

Malawi X X b3 X X

Morocco X X

Tunisia X
Asia

China X X

Democratic People’s Republic of Korea X X X X

India X X X X X

Indonesia X

Malaysia X b3

Republic of Korea X b3 b3 X

Viet Nam X X X X
Central and Eastern Europe

Albania X X X

Azerbaijan b3 b3 b3 X

Belarus X X

Bulgaria X X

Kazakhstan X

Lithuania X b3 X

Republic of Moldova : X X

Romania X

Russian Federation X X X

Tajikistan X X X X

Turkmenistan X

Ukraine X X b3 X b3 X

Uzbekistan b3 X X
Latin America and the Caribbean

Argentina b3

Cuba b3

Guatemala X X

Honduras b3 X X X

Mexico X X X X

Nicaragua X X

Paraguay X X

Peru X X

Sao Tome and Principe X x x

Venezuela X X b3 X X

/...
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(Table 1.13, cont’d.)
Type of measure
Foreign
ownership/
Operationul sectoral Approval
conditions restrictions procedures Incentives Guurantees Controls
More | Less | More | Less | More | Less | More | Less | More | Less | More | Less
Region/Country liberal | liberal | liberal | liberal | liberal | liberal | liberal | liberal | liberal | liberal | liberal | liberal
West Asia
Iran, Islamic Republic of X X X
United Arab Emirates X X
Devcloped countries
Australia X
Canada X
Finland X X
France X
Japan X
Sweden X X

Source: UNCTAD, Programme on Transnational Corporations, drawing from various national sources.

tions for TNCs.!* In a chapter on “Business and industry”, Agenda 21 calls on corporations to establish
world-wide policies on sustainable development; to help the transfer of clean technology to developing countries;
to adopt environmental standards at least as stringent as those they employ in their home countries; and to report
annually on their environmental records. The chapters on environmentally sound management of toxic chemicals
and environmentally sound management of hazardous wastes recommend that foreign affiliates be sensitive to
local conditions; apply a “responsible care” approach to chemicals, based on the full life-cycle of products; be
open in describing their management of hazardous waste; and provide information to developing countries that
are short of technical expertise. Lastly, Agenda 21, in a chapter on integrating environment and development in
decision-making, favours greater use of market mechanisms, corporate self-regulation and voluntary initiatives
(such as industry association guidelines) to achieve sustainable development. These recommendations, together
with some legally binding conventions on specific aspects of environmental protection, provide norms to which
various FDI instruments make reference. Environmental considerations are now an integral part of the interna-
tional framework on FDI.

Less progress has been made on another part of the global framework, the United Nations Code of Conduct
on Transnational Corporations. After informal consultations held from 21 to 23 July 1992, delegations concluded
that, at present, no consensus was possible on the draft Code. They favoured a fresh approach, which could include
the preparation of guidelines and/or any other international instruments on FDI.!° For the time being, this brings
to a formal end the most comprehensive effort to create a global and balanced framework for FDI. However, it
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is generally recognized that the Code negotiations, which lasted for more than 15 years and involved all countries,
did much to clarify the principles and standards for FDI.

The cessation of the Code negotiations does not, however, mean that the need to elaborate international
standards for FDI has diminished (Kline, 1993; Fatouros, 1993; Rubin and Wallace, 1993). That, certainly, is the
implication of the adoption of the World Bank Guidelines and of the progress made in the Uruguay Round. In
the OECD, too, the Council, in June 1992, invited the Secretary-General to prepare a study to explore the
advantage and feasibility of a “Wider Investment Instrument” (OECD, 1992a), an instrument that combines,
among other things, the liberalization codes, the OECD Guidelines for TNCs and the decisions on national
treatment and incentives and disincentives. The two committees currently dealing with investment issues (the
Committee on Internatlonal Investment and Multinational Enterprises and the Committee on Capital Movements
and Invisible Transactions’ ) suggested that the feasibility study address the purpose of a wider instrument,
including such issues as the utility of such an agreement; how to correct deficiencies and adjust the national
treatment commitments to the same level as that provided by the (binding) liberalization codes; achieving higher
levels of liberalization; providing for investment protection; ensuring that there are no gaps and conflicts with
other investment instruments; extending the geographical scope to non-member countries; providing for dispute
settlement between States and investors; and binding the subnational units of federal countries.

There seems to be a perception among OECD countries that a wider investment instrument would improve
the existing instruments and lead to a greater liberalization of FDI flows than that which currently exists among
OECD countries. Although it would be negotiated among OECD members, they are likely to take account of the
possible eventual participation of non-members and the institutional implications this would have. Hence,
although the discussions about a wider instrument are still at an early stage, they may evolve into the first
comprehensive instrument on TNCs, albeit in a less-than-global form.

At aregional level, too, much is going on. The World Investment Report 1992 (TCMD, 1992a) discussed
the creation of the European Economic Area (EEA), which involves extending certain aspects of European
Community principles and undertakings to the members of the European Free Trade Association (EFTA). This
will create a single home base for TNCs headquartered in the EEA. Furthermore, the EC has negotiated or is
negotiating association agreements with individual countries in Central Europe as well as with groups of
developing countries (for example, North Africa, the Gulf Cooperation Council, ASEAN and the Andean Pact).17
Most of those agreements include provisions on capital movements, the establishment of firms and the protection
and promotion of FDI. Elsewhere, one of the principal regional developments in 1992 was the signing, on
12 August, of the North American Free Trade Agreement (NAFTA) between Canada, Mexico and the United
States (see chapter II).

The regional arrangements continue to be supplemented by bilateral treaties for the promotion and
protection of FDI and for the avoidance of double taxation. The number of bilateral investment treaties concluded
by OECD countries reached 506 at the end of 1992 (table 1.12 and annex table 5), with a marked growth in the
participation of Latin American countries and the newly independent States in Central and Eastern Europe. In
1992 alone, OECD member countries concluded at least 72 bilateral investment treaties. The number of double
taxation treaties now exceeds 1,200, and the network among OECD countries is almost complete (figure 1.2).
Those treaties are of great importance for TNCs and for Governments, as they influence, among other things, the
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allocation of profits between host and home countries. To shift the balance towards countries where profits are
generated, recent bilateral treaties and the 1992 revision of the 1977 OECD Model Treaty have expanded the
definition of permanent establishment; they also seek to limit the extension of tax-treaty benefits to residents of
third countries.

Almost all these instruments and discussions are based on a common purpose: to reduce national barriers
and protect FDI. They deal mainly with conditions of entry and establishment, operational conditions, transfer
of payments and repatriation of capital and the settlement of disputes. But instruments granting an unconditional
right to establishment are still rare. Instead, an increasingly common approach is to extend the standards of national
and most-favoured-nation treatment and non-discrimination (qualified sometimes by reciprocity requirements)
to cover the establishment of the investment, as well as its operational conditions. This is accompanied by an
attempt to limit or eliminate performance requirements that may be placed on TNCs.

As in the past, international agreements also contain derogations or exceptions to the general principles by
adding a list of exempted activities and industries. And the new instruments continue to provide guarantees of
protection for TNCs, both in general terms and in specific areas (notably the transfer of funds and the repatriation
of the investment, expropriation, state contracts and the settlement of investment disputes).

Where agreements try to set standards and principles for the activities of TNCs, they tend to concentrate
on specific issues like environmental protection and banking and financial markets supervision (box 1.3). In those
and other areas, the emphasis is on developing preventive measures, mostly by way of requirements on
information-disclosure and auditing. Attempts to lay down standards for the full range of TNC activities have
been less successful. Apart from a general obligation to act in good faith, the overall regulation of TNC activities
in host countries tends to be seen as a matter better left to those countries. In this respect, national FDI regimes
have continued to be liberalized during 1992 (table 1.13 and annex table 6). In fact, all the 79 new legislative
measures adopted in 43 countries were in the direction of liberalization. A number of Governments also took
measures to increase the protection of intellectual property and to allow TNCs to participate in the privatization
of state industries.

Notes

1 In SDR terms, the rate of annual growth of world-wide outflows, gross domestic product, gross domestic investment, exports of
goods and non-factor services, sales, royalty-and-fees receipts during the period 1986-1990 were 21 per cent, 6 per cent, 7 per cent,
12 per cent, 12 per cent and 16 per cent, respectively. Hence, in SDR terms, world-wide outflows grew almost twice as fast as world-wide
exports, three times as fast as world-wide gross domestic product and gross domestic investment, and considerably faster than royalties
and fees receipts. World-wide sales of TNCs grew (wice faster than world-wide gross domestic product and gross domestic investment,
and as fast as world-wide exports.

2 A significant proportion of FDI by developing countries may not represent genuine investment—that is, transfer of capital, skills,
know-how and control. For example, more than one-third of FDI by developing countries originates from offshore investment sites and
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tax havens such as Bermuda, the Cayman Islands, Liberia, the Netherlands Antilles and Panama. The exclusion of these countries reduces
the outward investment stock of developing countries to $80 billion in the late 1980s.

3 A survey undertaken by Japan’s Export-Import Bank of 115 major Japanese companies indicated that, although they would direct
the biggest single share (26 per cent) of their foreign investment to the European Community between early 1992 and March 1994, the
member countries of the Association of South-East Asian Nations come close behind. Asia plus Oceania will absorb half of the total. See
Anthony Rowley, “Japan looks closer to home”, Far Eastern Economic Review, 16 January 1992, p. 40, and David Dodwell, “Trade
surplus likely to fuel Japanese investment in the Pacific”, Financial Times, 3 December 1991,

4 The rate of return in the business sector in the OECD declined to 20.3 per cent in 1990 and 1991 from 20.7 per cent in 1988 and
20.6 per cent in 1989. See table on rates of return on capital in the business sector, OECD Economic Outlook, appearing in various issues.

5. ltmay be presumed that, in the developed countries, profits earned from FDI activilies in one country or area may be used to finance
EDl in another country or area. This may also hold true of the other components of FDI, equity capital and short- and long-term capital.

6 Profit rates are defined here as the share of net income to total income.

7 Data relate to 14 countries for which information was available for both 1969 and 1990. Those are Austria, Belgium, Denmark,
France, Federal Republic of Germany, Italy, Japan, Luxembourg, Norway, Portugal, Spain, Sweden, United Kingdom and United States.
Data for 1990 are from table 1.6.

8 Although the data in table 1.6 provide a good picture of the number of companies involved in FDI activities and their spread, data
limitations should be noted. Several countries do not report the number of TNCs or foreign affiliates, while others report only those with
sales or assets above a minimum size, or exclude firms in certain industries. This would suggest that the number of parents and affiliates
is an underestimate.

9 According to the MERIT-CATI Data Bank in the Netherlands, the total number of cooperative agreements is estimated at about
10,000, involving some 3,500 different parent companies during the period 1980 to 1989.

10 It could be argued that a problem of double-counting would arise only if majority-owned affiliates (subsidiaries) of foreign
enterprises were counted as parents originating in the host country. Minority-owned affiliates could be considered as legitimate parent
TNCs because the influence of foreign firms is not necessarily dominant, and because their accounts are not always consolidated with
those of their ultimate parents.

11 This estimate is based on the number of inward foreign affiliates. The total of inward affiliates is a better estimate of the number
of affiliates than the sum of outward affiliates, which tends to be an overestimate. For example, if a United States corporation holds a
30 per cent stake in a French company, the latter is counted as an outward foreign affiliate of the United States. If the French company
holds a 40 per cent stake in a Brazilian company, then the latter is a direct affiliate of the French parent, as well as an indirect affiliate of
the United States parent. In this case, the United States and France would report a total of three foreign affiliates of their own transnational
corporations; however, France and Brazil together would report two inward affiliates, which is the actual number.

12 Negotiations of international agreements on trade (including FDI) in services, trade-related investment measures and trade-related
intellectual property continued in the context of the Uruguay Round without, however, coming to a conclusion. See TCMD (1992a).

13 In the World Bank Group (1992b, p. 9), the World Bank noted: “This report covers general principles suggested to guide
governmental behavior toward foreign investors; it does not include rules of good conduct on the part of the foreign investors. A set of
rules for the latter purpose was reflected in negotiated provisions of the UNCTC draft Code of Conduct, which is now being reviewed ’in
the light of the changed international economic environment’.”

14 Although Agenda 21 contains no chapter addressing TNCs specifically, it contains numerous more or less explicit references to
these firms and their activities, including, for example, “foreign direct investment”, “multinational enterprises” and “business and industry,
including transnational corporations”,

15 “Report by the President of the forty-sixth session of the General Assembly” (United Nations document, A/47/446, of 15 September
1992), annex.
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16 Currently, the role of these Committees is to ensure the progressive liberalization of Government policies on FDI under the OECD
Liberalisation Codes and the National Treatment Instrument, and to monitor various arrangements for cooperation on a wide range of
investment issues under the OECD Declaration and Decisions on International Investment and Multinational Enterprises (of which the
National Treatment Instrument is also part). (The instruments are reprinted in UNCTAD, 1993b.) Among the main tools to carry out the
Committees’ mandate are the examinations of member countries’ reservations/exceptions to these instruments, which often lead to the
formulation of Council recommendations inviting the member country to act in a particular way. In 1993, for the first time, country
examinations will be published to bring transparency on member countries’ position under the Codes, and to provide an analysis of member
countries’ policies on investment issues.

17 See, for example, the Association Agreement with Poland, concluded on 22 November 1991 (Commission of the European
Community, Official Journal of the European Community, No. L 114/92).
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CHAPTERII

REGIONAL TRENDS

While chapter I dealt with overall trends, this chapter examines in greater detail recent trends in FDI within
regions, focusing on issues of particular importance to each region.

A. Developed countries

Outflows of foreign direct investment (FDI) from the developed countries declined in 1991 and 1992
(figure II.1). The economic slow-down and financial system weaknesses in a number of countries prompted
transnational corporations (TNCs) to concentrate on improving the efficiency of their existing investments, rather
than investing heavily in new assets. As mentioned in chapter I, the decline in outflows was accounted for largely
by Japan and Western Europe. Despite the recent decline in their outflows, developed countries continue to
account for over 97 per cent of world-wide outflows of FDI.

One reason for the fall in outflows in 1991 in the developed countries was the significant reduction in
cross-border mergers and acquisitions. For example, in the United States, takeover activities in 1991 have further
declined and those of a large-scale nature have been undertaken essentially by domestic firms.! Even French
companies, which had made substantial overseas acquisitions between 1987 and 1990, have slowed down these
activities sharply between 1990 and 1991.2 The factors that had stimulated mergers and acquisitions earlier in
the 1980s became less powerful at the turn of the decade. Tighter monetary policies, higher interest rates in most
developed countries and higher stock-market valuations made acquisitions more costly. Slower economic growth
contributed to some well-publicized corporate failures of TNCs, such as the Campeau Corporation (Canada).
And any wave of regional restructuring is liable to be followed by consolidation, as TNCs concentrate on
managing their newly re-organized networks.
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Figure I1.1. Outflows of foreign direct investment from developed regions and country, 1981-1991
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Source: United Nations, Transnational Corporations and Management Division, 1993c.

As mentioned, it was Japan that did the most to make 1991 a sluggish year for outflows. Its outward
investment declined for the first time since 1983, and preliminary estimates show that the decline continued in
1992. Domestic economic slowdown, declining profitability and difficulties in financial markets left Japanese
companies with less capital to invest abroad; indeed, some were obliged to sell foreign assets to cover losses at
home. In addition, the drive of Japanese TNCs to set up manufacturing bases in North America and the European
Community in automobiles, steel and electronics abated, at least for the time being.3 Outflows from most of
Western Europe also declined in 1991 and 1992. Less favourable prospects for economic growth, together with
the need to consolidate and streamline investments after a period of large-scale FDI, reduced the incentive for
firms to keep expanding their investments abroad so rapidly (Rutter, 1992). Only Denmark, Norway, Portugal
and Spain showed a growth of outflows in 1991.

Similarly, investment inflows to the developed countries fell in 1991 and 1992. This was mainly owing to
the United States (where inflows declined by 75 per cent in 1991 and turned negative at $4 billion in 1992,
representing net capital outflows) and, to a lesser extent, the European Community (EC) (table II.1). The share
of intra-regional investment in total FDI in EC continued to increase, with the level estimated to have reached at
least $300 billion in 1991, up from a level of $220 billion in 1989. The members of the European Free Trade
Association (EFTA) also experienced a decline in inflows. Inflows in J apan remained small. Several factors were
clearly at work in the case of the United States: sluggish economic growth; declining profitability; and poor
business performance in banking, finance and real estate industries, where FDI has been significant (Rutter, 1992).
Even TNCs from Japan, the most dynamic source of new inflows into the United States, have recently become
cautious.4
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The 1991 inflows to Western Europe declined below their 1989 level, owing both to reduced FDI in EC
(particularly in Germany, Italy, the Netherlands, Spain and the United Kingdom) and, to a lesser extent, in EFTA;
in the case of EFTA, the decline continued sharply in 1992. Again, there were several reasons for this: sagging
business confidence in the face of recession, uncertainties over plans for European integration and the fact that
many foreign companies (particularly Japanese firms) had already established a foothold within EC.5 However,
the general EC trend towards liberalization of FDI policies facilitated many ground-breaking alliances with
foreign firms in previously protected state industries, such as in France.® Privatization as an instrument of
economic liberalization has also attracted foreign participation in several Western European countries (for
example, Italy),” though others (e.g., Greece and Portugal) had less foreign participation in privatized industries.

Although FDI in EFTA declined in 1991, the prospects of the European Economic Area—with most EFTA
countries (Austria, Finland, Norway and Sweden) planning to join EC—continue to attract TNCs. In particular,
FDI inflows to Sweden more than trebled in 1991 as a result of significant acquisitions by foreign companies and
the growth of joint ventures and strategic alliances between domestic and foreign companies. The adoption of a
free market strategy in 1992, including privatization and the lifting of legal restrictions that hamper new FDI, is
likely further to increase FDI in Sweden.? The liberalizing trend was apparent in Switzerland also, with increasing
amounts of foreign capital being needed to bolster the weakened Swiss capital market. It remains to be seen how
far the rejection of the European Economic Area agreement in December 1992 will influence the attractiveness
of Switzerland as an investment location.

Table I1.1. Inflows of foreign direct investment to the developed countries, by region, 1987-1992,
and shares, 1981-1985, 1986-1990, 1991 and 1992
(Billions of dollars and percentage)

1987 1988 1989 1990 1991 1992* 1981-1985 | 1986-1990 1991 1992
Region (Billions of dollars) Share in total (Percentage)

Western Europe 41 60 88 109 84 77 42 50 78 90
of which:

European Community 38 57 81 99 75 76 38 46 70 88

EFTAP 4 3 7 10 9 1 4 5 8 1

North America 62 63 71 52 16 .002 50 44 15 .002

of which: United States 58 59 68 45 11 -4 51 41 11 -5

Other developced regions 6 8 8 11 8 9 8 6 7 10

of which: Japan 1 -0.5 -1.1 1.8 1.4 1.4 3 0.2 1 2

Total, above 109 132 167 172 108 86 100 100 100 100

Source: UNCTAD, Programme on Transnational Corporations, based on TCMD, 1993c; International Monetary Fund, balance-of-payments tape,
retrieved on 17 February 1993; and Organisation for Economic Co-operation and Development estimates.

a Estimated.
b Including some other Western Europe.
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The low level of FDI in Japan continued in the early 1990s for several reasons. At the macro level, the
factors inhibiting inward investment include government preference of licensing over FDI, an ineffective
liberalization process, difficulties in acquisitions and keiretsu relationships. There are also various problems
facing individual companies in doing business in Japan, some of which are uniquely rooted in Japanese business
practices and some of which are common problems in doing business in a foreign environment (box II.1).

Despite the decline in FDI inflows in the developed countries, they made up almost three quarters of
world-wide inflows in 1991. The Triad—consisting of EC, Japan and the United States—accounted for
approximately three fifths of world-wide inflows, a proportion well below the 70 per cent of the 1980s, and
86 per cent of outflows, compared with 81 per cent in the 1980s. As a host region of FDI in 1991, the Triad
diminished; as a home region, it became more important. But the expanded Triad—consisting of Japan, North
America and Western Europe—accounted for 70 per cent of global inflows and 96 per cent of outflows in 1991.
Cross-holdings of stocks of FDI within the expanded Triad amounted to $640 billion in 1990 (figure 11.2).

Box IL.1. Why is foreign direct investment in Japan so low?

In 1990, Japan’s stock of inward FDI was the fourteenth largest in the world, up from its position as twenty-first largest in
1980. Despite this rise, Japan’s share in still very low. Moreover, the level of inward stock in Japan was still only one fifteenth of
Japan’s outward stock of FDI as of March 1992.

Historically, the Government of Japan has aimed to promote indigenous technical and managerial strengths by importing
foreign technology, primarily in the form of licensing. As recently as 1987-1991, the value of Japan’s technological imports (defined
as payments of royalties and licence fecs to foreign owners of patents, copyrights and other non-financial intangible assets) was nearly
ten times greater than inflows of FDL" The value of those technological imports was two or three times that of other major developed
countries, such as France, Germany, the United Kingdom and the United States, indicating a sustained preference for licensing over
FDI for technology acquisition in Japan.

The liberalization of inward FDI policies starting in 1967 has not led to any significant growth of such investment in Japan
because of the slow implementation process. For example, only industries that have achieved international competitiveness have been
gradually liberalized for foreign competition. Although full liberalization was achieved in principle in 1976, FDI remains closed in
four industry groups—agriculture, forestry and fisheries, mining, oil exploration and leather and leather products. Until 1990, the
Foreign Exchange and Foreign Trade Control Law enabled the Government to restrict inward FDI on the grounds that the investment
might adversely affect similar domestic business activities or the smooth performance of the Japanese economy. The restrictions also
played a part in retarding FDI inflows.

Difficulties faced by foreign firms in merger-and-acquisition activities in Japan also constitute another reason for the low level
ofinward FDI (Lawrence, 1992). Hostile take-overs (take-over bid system) were institutionally difficult until 1990, as prior notification
was required. Thus, targeted companies could prepare in time to defend themselves from an impending take-over. Apart from this
factor, the practice of shareholdings owned by financial companies and keiretsu firms, lifetime employment and the seniority system
may have made mergers and acquisitions difficult for foreign firms.
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B. Developing countries

Except for 1989, inflows of FDI to developing countries increased steadily between 1984 and 1992. Most
remarkably, while inflows to the developed countries declined in 1991, they grew by more than 20 per cent to
the developing countries, to $39 billion. As mentioned in the preceding chapter, developing countries made up
more than one quarter of global inflows in 1991, a much larger share than in 1986-1991, and equal to their share
in the first half of the 1980s. In 1992, FDI into developing countries increased further to at least $40 billion.

The growth of inflows has affected all developing regions and is associated with continued strong economic
expansion in Asia and the Pacific, recovery in some Latin American countries (Argentina, Chile and Venezuela),
and the trend towards liberalization. Although East, South and South-East Asia continues to account for over half
of the inflows to developing countries, the region’s share fell in 1991. On the other hand, inflows to Latin America
and the Caribbean grew significantly in 1991, and those to Africa were up by more than 20 per cent. Even flows
to the least developed countries rose marginally, though they accounted for just 0.5 per cent of the developing
countries’ total inflows. A large proportion of that total is still going to a small number of countries (table I1.2),
although the share obtained by the ten largest host countries fell from over 70 per cent during the period 1981-1985
to 64 per cent during the period 1986-1990.

(Box IL.1, cont’d.)

Certain aspects of keirefsu relationships promote preferential group trade and negatively affect FDI in Japan (Lawrence, 1992).
Anti-competitive and exclusive business practices decrease the transparency of business transactions and place non-keiretsu firms
and, in particular, foreign firms in a disadvantageous position. Other problems inhibiting inward FDI at a company level include,
among others, high costs of doing business and staffing problems, as well as the complex, multi-layered distribution system.b Those
problems are more profound in Japan than in other countries as they are related to the uniqueness of Japanese business practices.

Even so, FDI into Japan is increasing. Inflows in the first half of 1992 were almost double those in the same period in 1991.°
It also seems that mergers and acquisitions by foreign firms are behind the increase in inflows, prompted by the lower acquisition cost
of Japanese firms,d some of which can be bought at less than half the cost of acquisition in 1990. The decline in Japanese real estate
and stock prices over the past two years and the restructuring of Japanese industries have provided foreign firms with their best
opportunity in years to set up, expand or acquire business in Japan. Morcover, the Government of Japan has recently committed itself
to boost inward investment, and this is likely to change the attitude of foreign investors.®

a Data on payments of royalties and fees are from the International Monetary Fund, balance-of-payments tape, retrieved in November 1992.
They include payments to both affiliated and non-affiliated forcigners by domestic firms and TNCs.

b Quoted in “Trade and investment in Japan: the current environment”, Center for Industrial and Technological Cooperation (CITEC) News
(Tokyo, Japan, External Trade Organization, September 1992), p. I; Japan, Ministry of International Trade and Industry, 1992c, table 60, pp. 166-167.

¢ Nihon Keizai Shimbun, 19 August 1992, p. 5. Data on inward FDI here are formulated on the notification basis (ex post facto reports since
April 1991) reported by the Ministry of Finance. As the data exclude withdrawals and cancellations of FDI after reporting, they are normally larger
than the data on inflows reported in the balance of payments.

d In the first half of 1992, the number of mergers and acquisitions of Japanese companies by overseas corporations more than doubled to 16
transactions, compared to the previous year. The number of acquisitions by United States companies rose to 10 from three in the same period last year,
while those from Europe halved to two deals. The value of the transactions, however, fell 43 per cent to $105 million in the first half of 1992. See also
Emiko Terazono, “Foreigners find Japanese companies attractive”, Financial Times, 2 July 1992,

e “Japan’s trade surpluses: the long-termi solution”, The Economist, 13 June 1992; and “Japan mulls tax incentives for foreign-based firms”,
The Wall Street Journal, 9 September 1991,
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Figure I1.2. Intra-Triad foreign direct investment, 1990
(Billions of dollars)
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Source: UNCTAD, Programme on Transnational Corporations, foreign-direct-investment database.

Note: Dollar figures show estimated values of stock of FDI based on data on inward and outward investment from North America and the European
Economic Area (EEA), excluding Iceland and Liechtenstein. Intra-North American investment and intra-EEA investment have been netted out. Percentages
show average annual growth rates for stocks (1980-1990) and flows (1985-1991). North America includes Canada and the United States. The European
Economic Area includes the European Community (EC) and the European Free Trade Association, excluding Iceland and Liechtenstein.

Although they fell in 1991, outflows from developing countries grew almost twice as fast as those from the
developed countries during the period 1986-1990. Their share of world-wide investment outflows remains small,
and comes largely from a few countries in the Asia-Pacific region.

The 1992 programme for the single EC market may have a bearing on FDI and trade in developing countries
in the 1990s. For example, although it is primarily intended to remove internal non-tariff barriers, its effect may
be to increase the competitiveness of European-based firms, and thus influence adversely less-efficient producers
in developing countries. Moreover, many developing countries are anxious that the implementation of the
programme may cause EC to become more protectionist. In addition, any EC tendency to tighten European
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sourcing policies and rules of origin could divert trade and investment to EC and away from developing countries.
Similarly, EC technical, health and safety standards might serve to exclude some developing countries from
exporting to the European market. More generally, the expectation that EC integration would promote faster
economic growth could increase the attractiveness of EC to foreign investors, diverting FDI away from developing
countries (TCMD, 1993a; UNCTC, 1990).

Some of those concerns are exaggerated or unfounded. The single market programme is unlikely to divert
much trade and investment from developing countries, largely because they are determined by the availability of
natural resources, large and rapidly growing domestic markets and lower production costs for exports. In
particular, export-oriented FDI in developing countries is not likely to be affected, since few of those investments
are intended to serve EC.10 More importantly, the single market is geared more to improving the competitiveness
of EC in world markets than to increasing protectionism from outside competition. Indeed, FDI inflows into
developing countries since the mid-1980s, when the single market programme was announced, continued to

rise. 11

Table I1.2. Inflows of foreign direct investment to developing economies, by region,
1981-1985, 1986-1990 and 1991
(Billions of dollars and percentage)

Average Share in total Growth rate
(Billions of dollars) (Percentage) (Percentage)
1981- 1986- 1981- 1986- 1981- 1986-

Country/econonty 1985 1990 1991 1992¢ 1985 1990 1991 1992 1985 1990 1991 1992
All countries 50 155 149 126 100 100 100 100 -1 22 -27 -15
Developing countries 14 26 39 40 26 17 26 32 -4 14 24 3

Africa 2 3 3 2 3 2 2 2 12 6 21 -33

East, South and

South-East Asia 5 13 20 21 10 9 13 17 -3 21 8 5

Latin America and

the Caribbean 6 9 15 16 12 6 10 13 -10 9 53 7

Oceania 0.1 0.2 0.1 0.5 0.3 0.1 0.1 0.4 -2 27 -57 400

West Asia 0.4 04 0.8 0.8 1 03 0.5 0.6 7 27 61 0

Other” 0.03 0.05 0.1 0.1 0.1 0.03 0.1 0.08 -10 103 35 0
Least developed

countries 0.2 0.1 0.2 . 03 0.1 0.1 . -0.4 1 12
Ten largest host i " . b ) 4 b )
developing economies 9 17 25° 26* 18 ¢ 16 21° -9 18° 44 4

Source: UNCTAD, Programme on Transnational Corporations, based on UNCTAD, 1993c, 1993d; UNCTC 1992b; TCMD, 1993¢; TCMD and
ECE, 1992; International Monetary Fund, balance-of-payments tape, retrieved on 17 February 1993; and Organisation for Economic Co-operation and
Development estimates.

a Estimated.

b Malta and Yugoslavia.

¢ Argentina, Brazil, China, Colombia, Egypt, Hong Kong, Malaysia, Mexico, Nigeria and Singapore.

d Argentina, Brazil, China, Egypt, Hong Kong, Mexico, Nigeria, Singapore, Taiwan Province of China and Thailand.

e Argentina, Brazil, China, Indonesia, Malaysia, Mexico, Republic of Korea, Taiwan Province of China, Thailand and Venezuela.
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This finding confirms recent studies, which concluded that, given all the factors that drive FDI in developing
countries, the potential effects of the single market are relatively unimportant.!2 On the contrary, if the single
market speeds up EC economic growth, it would increase the resources to finance outward FDI from Europe,
and increase European demand for goods produced in developing countries. It would also mean that certain types
of industry, involving less skill, capital and technology, would be transferred to developing countries from EC.
The precise impact will have to depend on external trade policies of the EC which will greatly influence its
economic relations with the developing world.

1. Asia and the Pacific

Investment inflows to Asia and the Pacific rose by 8 per cent in 1991, to reach $20 billion (table I1.2). In
1992, inflows to the region reached at least $21 billion. They were attracted by strong economic growth, especially
in the newly industrializing economies and Indonesia, Malaysia and Thailand. That group accounted for about
three quarters of FDI inflows to the region in 1991. However, the two biggest countries in the region are now
making their presence felt. India liberalized its FDI regime and obtained a notable increase in inflows, while
China became the region’s single largest recipient of FDI (figure I1.3). Some countries, such as Malaysia and

Figure IL.3. Foreign-direct-investment inflows to Asia, 1981-1991
(Billions of dollars)
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Source: UNCTAD, Programine on Transnational Corporations, based on UNCTC, 1992b; and foreign-direct-investment database.

a Indonesia, Malaysia, Thailand.
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Thailand, have been seeking to raise the quality of FDI, so as to increase domestic linkages and promote
technologically-advanced industries. And the natural-resource industries of some newly opening economies in
Asia (Viet Nam and, to a lesser extent, Cambodia) have attracted investments from several TNCs from Japan and
the newly industrializing economies.!3 Japan continues to be a major source of FDI in Asia and the Pacific,
although its outflows there fell in 1991. Its investments in Asia remain very profitable, which is likely to ensure
that growth will resume.!4 Faced with the rising cost of capital at home, however, Japanese TNCs may
increasingly rely on local finance for their investments. 1>

Although the newly industrializing economies continue to be significant recipients of investment flows,
their rising labour costs have led some TNC:s to relocate to China and South Asia, where production costs are
lower and the FDI climate is improving. For example, India’s liberalization of its FDI regime has resulted in a
significant increase in investments there; the value of foreign equity in joint ventures approved in the first seven
months of 1992, at slightly over $1 billion, was almost three times greater than in the whole of 1991.16 As for
China, in 1991, it became the second largest recipient of inflows among all developing countries, exceeded only
by Mexico. There are signs that this trend will continue: investment in China on a contract basis during the first
half of 1992 was about $15 billion, compared to $12 billion in the whole of 1991.17 The principal reasons for the
increase in inflows to China are the same as those for many countries in the region as a whole: rapid economic
growth, low costs, a large domestic market and rising per capita incomes.!® However, some factors particular to
China have also been at work: it has improved its relationship with some of its neighbours (Indonesia, Singapore
and Taiwan Province of China), and its most- favoured-nation status with the United States has been renewed.
All in all, it seems that the effect of the Tiananmen Square incident on corporate decisions on investing in China
is diminishing.!® For example, Motorola has revived plans for a manufacturing plant of semiconductors and
communications equipment that would supply mostly the domestic market, a project that was suspended in
1989.20

The industrial composition of FDI inflows may also change as countries seek to upgrade the quality of their
inward investment. Malaysia, for example, wants to broaden and deepen its industrial base; promote capital-in-
tensive and technologically sophisticated industries; develop intermediate and capital-goods industries; and
promote linkages between foreign and domestic companies. In order to achieve those objectives, it has revised
its tax-incentive system to encourage FDI in higher value-added industries and services, and has included
proposals to offer incentives to affiliates to increase linkages with domestic producers via local procurement,
staff training and the transfer of technology.?! In Thailand, a similar pattern is occurring: some industrial
upgrading towards more technologically intensive investments is already being undertaken by foreign oil and gas
companies and some computer firms.

Investment outflows from East, South and South-East Asia fell by a third in 1991. This reflected a decline
of about 65 per cent in outflows from Taiwan Province of China between 1990 and 1991, with a further decline
registered for 1992.22 Even then, its outflows were more than 30 times their annual average during the first half
of the 1980s. Together with the Republic of Korea, it reinains a net exporter of FDI (figure I1.4). The burst of
outward investment during the period 1988-1990 by TNCs from Taiwan Province of China was mainly in
response to rising production costs and labour shortages at home, and was concentrated largely in manufacturing
plants in member states of ASEAN and China. In the future, investment outflows from Taiwan Province of China
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Figure I1.4. The Republic of Korea and Taiwan Province of China:
foreign-direct-investment flows, 1981-1991
(Millions and billions of dollars)
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are likely to grow again, driven by the desire to acquire technology, establish marketing and distribution channels
in developed countries, and take advantage of expanding consumer markets and lower production costs in
developing countries.

Outflows from the Republic of Korea and Singapore continued to grow in 1991 .23 In addition, TNCs from
some other Asian countries, such as Thailand (which only a few years ago had very little investment abroad), are
shifting assembly and other labour-intensive operations to neighbouring countries with lower labour costs. 24
Therefore, in spite of the overall decline in investment outflows in 1991 and 1992, several Asian economies are
building up a network of investment in manufactured goods within the region. This is particularly true of Malaysia,
Singapore, Taiwan Province of China and Thailand (table 11.3), while South Asia has yet to play a major
intraregional role.

Table IL.3. Selected host economies in Asia: Intra- and extraregional
investment inflows, 1985-1987 and 1988-1990*
(Percentage share of total)

Intraregional
Total Of which: Japan Extraregional
Host economy 1985-1987 1988-1990 1985-1987 1988-1990 1985-1987 1988-1990
Bangladesh 10 11 6 4 90 89
China 77 72 12 12 23 28
India” 1 8 10 5 89 92
Indonesia 51 50 31 18 49 50
Republic of Korea 58 52 53 49 29 48
Malaysia 38 67 19 25 62 33
Pakistan 1 2 1 2 99 98
Philippines 21 23 14 14 79 77
Singapore® 10 474 22 35¢ 90 53¢
Taiwan Province of China 40 47 29 32 60 53
Thailand 55 77 38 45 45 23

Sources: UNCTAD, Programme on Transnational Corporations, based on UNCTC, 1992b; and UNCTAD, Programme on Transnational
Corporations, foreign-direct-investment database.

a Intraregional investment inflows refers to investment from the entire Asia-Pacific region, including Japan. Extraregional invesstment inflows
refers to investment from sources other than the Asia-Pacific region.

b Excludes FDI by non-resident Indians.

¢ Flows estimated as the difference in year-end values of foreign direct equity investments in two consecutive years.

d For 1988-1989.
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2. Latin America and the Caribbean

In Latin America and the Caribbean region, FDI inflows have risen in every year since 1988 (UNCTAD,
1993c). The main reasons seem to have been a recovery in several economies as a result of fiscal discipline, the
restructuring of the external debt with private sector creditors, and the continuing trend towards economic
liberalization. Furthermore, specific measures such as debt-equity swaps and, recently, privatization helped to
stimulate investment inflows by expanding the range of profitable investment opportunities in the region. Even
though reforms have occurred throughout the region, inflows continue to be concentrated in a handful of countries:
Argentina, Brazil, Chile, Mexico and, as of 1991, Venezuela (Aspe, Bianchi and Cavallo, 1992).

In 1992, the chief policy development affecting FDI in this region was the signing of the North American
Free Trade Agreement (NAFTA) by Canada, Mexico and the United States. It is expected that NAFTA will take
effect on 1 January 1994 and create the largest free trade zone on the American continent and the second largest
in the world (after the European Economic Area). NAFTA is also remarkable because it involves both a
developing country and developed countries; other integration efforts have joined only countries at a similar level
of development. It will also most likely increase the volume of FDI flows, both within the integrating area and
as regards flows from outside the area; in addition, the sectoral composition of FDI flows, especially into Mexico,
is likely to change as new industries are opened to foreign competition.

The North American Free Trade Agreement introduces liberalization to several interrelated areas: trade
barriers (tariffs and non-tariffs) for goods; technical barriers to trade; government procurement; investment,
services and related matters (that is, competition policy and temporary entry of business persons); and intellectual
property. It also contains special rules for some strategic industries (financial services, transportation, telecom-
munications) and pays attention to regulatory aspects, such as environmental protection, product standards and
industrial policies. Key aspects of the investment regime include a considerable broadening of the definition of
investment; the right of establishment and commercial presence on a non-discriminatory basis, and of temporary
entry for executive staff; freedom from restrictions on monetary movements; abolition of the main types of
performance requirements; national and most-favoured-nation treatment for FDI operations; and guarantees for
the protection of FDI against non-commercial risks (notably expropriation and state contracts), including
provisions for arbitration (see box I1.2). The approach of NAFTA is to lay down generic rules, to which specific
exceptions and reservations are appended in separate schedules. As with other instruments of economic
integration, its commitments are legally binding.

The establishment of NAFTA reinforces moves to liberalize FDI policies in other parts of Latin America.
This trend, evident since the late 1980s, has enabled TNCs to engage in new activities in the region, with the
pattern varying from country to country. In Mexico, for example, much recent FDI has gone into restructuring
the motor industry, although TNCs have also entered various service industries, such as tourism and telecom-
munications (Mortimore and Huss, 1991; Perez, 1990; UNCTC, 1992a; Unger, 1990; de Maria y Campo, 1992;
Secretaria de Comercio y Fomento Industrial, UNCTAD and UNDP, 1991). Chile has had FDI across much of
its economy: new exporters in natural resources (forestry, fish products, gold mining etc.), substantial expansion
of traditional mining activities (copper), and liberalized services industries (finance, airlines, telecommunications
etc.) (Behrens, 1992; Rozas, 1992; Ffrench-Davis, Leiva and Madrid, 1991). Recent increases in investment
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Box I1.2, The provisions on foreign direct investment of the North American Free Trade Agreement

The main objectives of the North American Free Trade Agreement (NAFTA) include increased investment opportunities and
the promotion of fair competition within the North American region. The Agreement dedicates much of its provisions to the regulation
of investment, services and related matters (part five). In fact, NAFTA introduces substantial changes to the approach taken on these
issues in its predecessor agreement, the Free Trade Agreement between Canada and the United States, in a way that underlines the
growing importance of FDI and services in the process of international economic integration (Gestrin and Rugman, 1993).

The investments covered under NAFTA include portfolio investments (e.g., equity and debt securities), certain loans, intangible
property and property interests, and contracts where the remuneration depends substantially on the production, revenues or profits of
an enterprise (chapter 11). Companies in a NAFTA country owned by non-party nationals are generally entitled to protections under
the Agreement when investing in another NAFTA country. However, a party may deny the benefits of NAFTA to enterprises or
investments of another party if they are owned or controlled by investors of a non-party and the enterprise has no substantial business
in the territory of the party under whose laws it is constituted or organized.

National treatment is an important principle of NAFTA: it stipulates that cach party shall grant investors and investments of
another party treatment no less favourable than that it accords, in like circumstances, to its own investors. In addition, NAFTA
prescribes most-favoured-nation treatment among the parties and in relation to third countries. The standard of treatment to be granted
to investors and their investments under NAFTA is whichever is the better of those two. These standards are complemented by the
“minimum standard” for FDI prescribed by international law, typically including fair and equitable treatment and full protection under
the law. All three standards apply in principle to all aspects of investment operations (including the entry of the company and the
establishment of forcign affiliates), and they cover measures imposed at the federal, state, provincial and local levels. On the other
hand, where NAFTA permits investments to be denied admission, the decision cannot be reviewed by an arbitration panel. The general
non-discrimination standards are subject to reservations included in some annexes to the Agreement (see below).

The Agreement also prohibits the imposition or enforcement of performance requirements on TNCs upon establishment and
throughout the life of an investment. It lists the measures considered to be performance requirements (e.g., export and/or import
requirements, local content, domestic purchasing, trade balancing, licensing of technology, exclusive sales, exchange control
requirements), including some that do not appear in the Draft Final Act of the Uruguay Round (see TCMD 1992a). In addition, some
performance requirements (¢.g., local content, domestic purchasing, exchange and trade balancing) are not allowed as conditions for
granting subsidics or other incentives. However, the agreement does allow the granting of incentives or advantages tied to the
compliance with certain specific requirements, such as training or employment of workers, construction or expansion of facilities and
research and development. Furthermore, countries of host Governments may lay down requirements for the organization of an
investment according to their own laws and regulations, provided those do not impair the substance of the protection offered by the
Agreement. Likewise, the parties are able to request from TNCs information on their investment for statistical and general information
purposces.

The Agreement does not allow restrictions on the nationality of the senior management of NAFTA investments. However, the
parties are entitled to require that a majority of the board of directors or any board committee be of a particular nationality or reside
in the territory of the party, so long as this does not undermine the investors’ capabilities to control their investments.

The Agreement provides that all transfers of payments shall be made freely and without delay. Transfers are defined broadly
to include profits, dividends, interests, royalties and management fees, technical assistance, as well as the proceeds from the sale of
all or any part of an investment, or from its partial or complete liquidation. Moreover, transfers are to be permitted in freely usable
currencies at the market rate of exchange prevailing on the date of transfer. Such transfers may be prevented through the application,
in good faith, of insolvency laws, securities regulations, the enforcement of judgements in adjudicatory proceedings and similar
situations.

The Agreement also deals with expropriation, which is defined broadly to include any measures that are tantamount to
nationalization or expropriation of an investment. The parties are permitted to expropriate or nationalize only for a public purpose,
on a non-discriminatory basis, in accordance with due process of law and with payment of prompt, adequate and effective
compensation. The standards for compensation are laid out in detail; in addition to prescribing the valuation criteria to be used, the
Agreement provides that compensation is to be paid without delay, and the payment is to be fully realizable and freely transferable.
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(Box I1.2, cont’d.)

The North American Free Trade Agreement stipulates that all investment in the territories of its parties should be undertaken
in a manner sensitive to environmental concerns. Thus, nothing in the Agreement is to be interpreted as preventing the parties from
maintaining or enforcing any measure consistent with the Agreement that is considered appropriate in the area of environmental,
health and safety laws.

The Agreement includes detailed provisions on the settlement of disputes between private investors and any of the NAFTA
parties. An attempt should be made first to settle those disputes through consultation and negotiation; if those options fail, the
Agreement establishes the conditions under which arbitration may proceed, in order to ensure equal treatment among investors in
accordance with the principle of international reciprocity and due process before an impartial tribunal. The dispute-settlement
procedures may be based on the Rules of the International Convention for the Settlement of Investment Disputes (ICSID) or its
Additional Facility, or on the Arbitration Rules of the United Nations International Commission on Trade Law (UNCITRAL).

Other aspects of NAFTA closcely related to investment issues are those dealing with cross-border trade in services (chapter 12).
The provisions of NAFTA in this area apply to all aspects of services operations (e.g., the production, distribution, marketing, purchase,
use, sale and delivery of services, and access to, and use of, distribution and transportation systems in connection with the provision
of services) and to the presence in a party’s territory of a service provider of another party. In all of these respects, each party is obliged
to provide the better of national treatment and most-favoured-nation treatment. Moreover, under NAFTA, local establishment of
services firms cannot be imposed as a condition for the cross-border provision of services. Those basic principles are developed in
annexes dealing with specific industries—e.g., professional services and transportation. To ensure that licensing or certification
requirements do not constitute unnecessary barriers to trade, the annex prescribes for professional services a set of criteria, emphasizing
mutual recognition and transparency. In addition, some indivudual service industries are dealt with in separate chapters of the
Agreement (i.e., telecommunications, in chapter 13, and financial services, in chapter 14).

Chapter 15 of NAFTA sets out disciplines on the operations of State-sanctioned monopolies and state enterprises in general.
For those entities, all sales must be made on a non-discriminatory basis. In addition, there are limits on anti-competitive practices
(such as cross-subsidiarization).

Another important aspect of NAFTA is the regulation of temporary entry of people pursuing business and investment
opportunities. Under certain conditions, citizens of each party are allowed to enter the other countries on a temporary basis without
the need to meet labour market requirements, for which the respective countries retain regulatory authority; so those provisions do
not create a free movement of labour. The four categories of people cligible for temporary entry are visitors engaged in international
business activities set out in appendix 1603.A.1 (including international transit and international services providers); traders and
investors carrying out substantial operations between the relevant countries; intra-company transferees engaged in managerial,
executive or specialized expert activities; and professionals listed in Appendix 1603.D.1 entering the country to provide professional
services on a temporary basis. However, temporary entry for professionals does not entail the recognition of licences and certificates.

The North American Free Trade Agreement allows reservations to be lodged against some of the core obligations contained
in its investment and various services chapters. These reservations are set out in seven annexes. Annex 1 lists existing measures that
derogate from the obligations relating to national treatment, most-favoured-nation treatment, local presence and performance and
nationality requirements. These are subject to stand-still obligations. Annex 2 relates to the same chapters and provisions, but includes
a list of sectors in which the federal Governments of the parties are allowed to maintain existing measures, as well as to adopt new
ones or make them more restrictive. Annex 3 contains a list of 11 sectors reserved for Mexicans by virtue of the country’s constitution.
Annex 4 deals with areas in which the Governments reserve the right to negotiate bilateral or multilateral agreements that run counter
to the most-favoured-nation standard. (It should be noted also that bilateral double taxation treaties take precedence over NAFTA, so
there is a possibility of discriminatory treatment for income and capital taxes.) Annex 5 deals with non-discriminatory quantitative
restrictions for transparency (¢.g., telecommunications, media, transportation). Annex 6 contains a list of non-discriminatory measures
on the provision of services which the parties undertake to liberalize (e.g., performance requirements, licensing requirements). Annex 7
deals with reservations on financial services.

The North American Free Trade Agreement represents a major step forward in the liberalization of sectoral restrictions, and a
significant strengthening of the international regime for the treatment of FDIL Its adoption is likely to give impetus to further integration
and liberalization efforts throughout the world.
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inflows to Argentina and Venezuela have also been concentrated in liberalized services (telecommunications, air
transport) (Herrera, 1992). By contrast, Brazil’s limited inflows in recent years have been geared towards
modemizing the manufacturing operations of foreign affiliates already in the country (Bielschowsky, 1992;
Fritsch and Franco, 1991).

Across the region, FDI regimes have continued to be liberalized by simplifying authorization and registra-
tion procedures, easing sectoral restrictions, relaxing limits on profit remittances, capital repatriation and
technology payments and improving the protection of intellectual property. The larger countries have also done
much to encourage FDI through their programmes of external debt conversion (Mortimore, 1991; TCMD, 1993d)
and (more recently) of privatization (figure IL.5). In Jamaica, for example, 90 per cent of the state-owned
enterprises have been subject to privatization (the largest proportion in any developing country), of which almost
one quarter involved foreign participation. That process may have accounted for as much as 40 per cent of FDI
inflows into Jamaica (Odle, 1993). It is noteworthy that virtually all the region’s privatizations of telecommuni-
cations and air transport involved foreign capital from Spain, particularly from the state-owned Telefénica de
Espaiia and Iberia.

In spite of these developments, it is worth noting that Latin Amarica and the Caribbean have benefited very
little from the growth of FDI from Japan and the Asian newly industrializing economies. As of fiscal year 1991,
only 7 per cent of FDI by Japanese manufacturers, and less than 13 per cent total FDI by all Japanese TNCs had
gone to Latin America. Furthermore, although sales by Japanese manufacturing affiliates operating in Latin

Figure I1.5. Foreign-direct-investment inflows in Latin America, 1985-1991%
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Source: UNCTAD, Programme on Transnational Corporations, based on UNCTAD, 1993c.

a Includes Argentina, Brazil, Chile, Mexico and Venezuela, which accounted for three quarters of total FDI in the region in 1991.
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America rose from $2 billion to over $6 billion between 1982 and 1990, the region’s share of their global sales
fell from 8 per cent to just over 3 percent (Japan, MITI, 1986, 1992b). Recent Japanese investment in the region
has been concentrated in a few special activities, such as the maquiladora and motor industries in Mexico, and
some mining, forestry and fishing projects in Chile and Venezuela. While Japanese TNCs have traditionally been
active in Brazilian manufacturing, they have recently tended to rationalize their operations or to withdraw slowly.
Similarly, only modest amounts of FDI from the Asian newly industrializing economies have gone into the region.
In the past few years, almost 100 Korean textile companies have invested about $100 million in Central America,
to take advantage of its unused quotas for the United States market under the Caribbean Basin Initiative.
Taiwanese investors have also set up shops in the industrial parks bordering the Canal in Panama.2’

The region’s future pattern of FDI will depend on several factors. One is how far Brazil, once the largest
recipient of FDI in the region, manages to stabilize its economy. Another is the effect of NAFTA: Mexico has
become more attractive as a low-cost sourcing base for United States TNCs and as a location for third-country
investors seeking access to the North American market (United States, International Trade Commission, 1991;
Erzan and Yeats, 1992). A third factor could be the growth of intra-regional investments, which are already a
force in some Asia-Pacific countries, but are still negligible in Latin America and the Caribbean. This contrast
shows up in the level of FDI outflows from the region which, during the period 1981-1991, totalled only
$4.1 billion, some 13 per cent of the outflows from the Asia-Pacific region.2

3. Africa

Investment inflows to Africa rose to $2.5 billion in 1991, an increase of 21 per cent from 1990 (figure 11.6)
(UNCTAD, 1993d). The 1991 total, however, was still below the annual average for the period 1985-1990, which
was about $2.7 billion. The bulk of FDI has been in oil-exporting countries, although the share of non-oil
producing countries has risen from 20 per cent during the period 1986-1988 to 28 per cent during the period
1989-1991 (figure I1.6). That change reflects primarily a sharp rise in inflows to Morocco, where economic growth
has been robust, FDI legislation has been liberal and the country has enjoyed duty-free access to the European
Community for manufacturing goods produced with a minimum of 40 per cent local content.?

Africa’s main attraction for foreign investors is still its natural resources. In Angola, forexample, investment
flows in 1991 exceeded $660 million (more than it had received in total during the period 1985-1990), with the
bulk going into petroleum exploration and mining.2® Africa has considerable potential for oil exploration, and
several countries now offer more favourable terms to oil companies than in the past.2? Some countries have also
encouraged FDI in services: Mauritius, for example, has sought foreign investors in banking and finance in recent
years, with a view to becoming an offshore banking centre. Given slow economic growth and the small size of
the domestic markets in most of sub-Saharan Africa, FDI in manufacturing remains limited. This is despite a
liberalization of the regulatory framework, and the establishment of “one-stop” investment centres in several
countries.

Investment outflowsfrom Africa are negligible. However, increased investment outflows from South Africa
in 1992 could bring benefits to the southern African region3 in a fashion similar to that of Japanese investments
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Figure I1.6. Foreign-direct-investment inflows to Africa, 1981-1991
(Billions of dollars)
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Source: UNCTAD, Programime on Transnational Corporations, based on UNCTAD, 1993d.

in Asia (Vascianne, 1992). However, there are significant differences between the two. For example, the inherent
attractions of most southern African countries are their natural resources and cheap labour—and South Africa,
unlike Japan, has plenty of both. Economic relations between South Africa and its neighbours have also been
cramped by the long years of apartheid, but are almost certain to grow once political relations are fully normalized.

C. Central and Eastern Europe

The number of foreign investment registrations and the amount of foreign capital committed to Central and
Eastern Europe continued to grow in 1991 and the first half of 1992 (figure I1.7), with Western Europe remaining
the main source of investment (TCMD and ECE, 1992). As a result, the region’s share of world-wide FDI has
risen. The pace of FDI seems to be slowing down, however, and its distribution across the region remains very
uneven. Every country in Central and Eastern Europe puts great emphasis on the role of FDI in the transition
from central planning to a market economy; since actual inflows of FDI have been small, however, those
expectations may be unreasonably high. Apart from some well-publicized cases of investments by large TNCs,3!
most investment projects in the region range from $45,000 to $1.5 million.

During the first half of 1992, the number of FDI registrations in the countries of Central and Eastern Europe
(excluding the former Yugoslavia) increased by 50 per cent, reaching some 46,000 foreign affiliates with an
estimated $11.7 billion of capital committed (table I1.4). According to data from OECD, by the end of 1992 the
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Figure IL.7. Cumulative foreign direct investment in Central and Eastern Europe, 1991 and 1992
(Billions of dollars)
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Table II.4. Cumulative number of foreign investment registrations in Central and
Eastern Europe, by host country, 1 January and 1 July 1992

Host country 1 January 1992 1 July 1992

Albania 55° 70°
Bulgaria 900 1080
Czechoslovakia 4 000 4 800
Hungary 9117 11 196
Poland 4796 7 648
Romania 8022 13 432
Former Union of Soviet Socialist Republic 4208 71792

of which: Commonwealth of Independent States® 2593 4632

Total 31 098 46 018

Sources: UNCTAD, Programme on Transnational Corporations, based on TCMD and ECE, 1992; and Alter, 1993.

a Asof 1 April 1992.
b As of 1 October 1992.
¢ Excludes Estonia, Latvia, Lithuania and Georgia.
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number had risen to 60,000, with a total capital commitment of $14 billion (Alter, 1993). Western European
investors provided the largest share of FDI in the region, particularly in Hungary, Romania, Poland and the former
USSR. Within the latter, investment continues to be concentrated in the Russian Federation, but figures for
Estonia, Latvia and Lithuania are also increasing (World Bank Group, 1992a). This is partly because the Russian
Federation (and, to a much lesser extent, Ukraine) has become a significant investor in the Baltic States and the
other republics of the former USSR, usually through joint-venture agreements that preserve old supplier and
customer links (TCMD and ECE, 1992, p. 20).32 In the former USSR, it was predominantly enterprises from
Russia that had (limited) investments abroad (TCMD, 1992b). They are still investing abroad, especially in
Western Europe, and their investments would appear to be increasing.33

Within the region, the pattern of FDI inflows still strongly favours a few countries. The Czech and Slovak
Republic, Hungary and Poland have made progress with economic reform; they are close to the EC, with which
they have concluded association agreements.34 All of those factors have helped them to attract FDI. Within the
former USSR, the Asian republics lag behind the European republics in attracting FDI. Putting all the figures
together, Hungary and the republics of the former USSR have accounted for 72 per cent of the foreign capital
commitments to the economies of Central and Eastern Europe (excluding the former Yugoslavia) and 41 per cent
of the number of registered foreign affiliates.

For the region as a whole, it is instructive to note that, although the number of registrations of foreign
affiliates has increased rapidly, the value of capital commitments has grown much more slowly. This may be
because some foreign investors hold back in the face of continuing political and economic instability, or because
the registered foreign investment projects serve merely as devices to benefit from favourable tax treatment granted
to foreign affiliates (World Bank Group, 1992a). By 1991, the ratio of operational to registered joint ventures
was estimated to be 41 per cent for Hungary and 35 per cent for the former USSR (Marton, 1993; World Bank
Group, 1992a). In 1992, however, the ratio increased to 40 per cent in the former USSR, so the number of projects
actually realized may be starting to pick up (World Bank Group, 1992a).

Despite the small amount of FDI thus far, it is beginning to contribute to structural changes. The performance
of joint ventures between foreign and domestic firms has been particularly remarkable: their record of sales,
profits and foreign-currency earnings peremployee has been well above that of domestically-owned enterprises.?>
The sectoral distribution of FDI in the region illustrates the role of TNCs in triggering structural changes.
Manufacturing is the single largest type of FDI in most countries. Investment in high-technology industries
involving computer and computer-related technologies and telecommunications, where some local expertise
exists, has been particularly important (TCMD and ECE, 1992). Although the primary sector has attracted
relatively little foreign investment thus far, several TNCs are interested in the potential for petroleum exploration
and exploitation in the former USSR, which is expected to be a major source of foreign-currency earnings for
the new republics.3(’ As for services, they were traditionally neglected in centrally planned economies, but are
now considered to be central to the success of the transition process. They are attracting a lot of interest from
TNCs, particularly in Hungary (TCMD and ECE, 1992).

The contribution of TNCs to economic reform is also apparent from the way they are clustered in export
industries. This is helping to integrate the region into the world economy and to increase foreign exchange
earnings. In Hungary, for example, foreign affiliates account for more than 16 per cent of non-rouble exports
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(Marton, 1993). Itis through TNCs that host countries obtain speedy access to marketing and distributionfacilities,
particularly in Western Europe; and it is through the perception of closer association with the European
Community (including possible membership) that more TNCs are then encouraged to invest in the region.37 Only

through such a virtuous circle will FDI play its part in providing the amount of foreign finance that the region

requires.38
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