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WTO/AIR/1551 9 MAY 2001

SUBJECT WORKING GROUP ON THE RELATIONSHIP VZé\TWEEN TRADE AND

INVESTMENT /-
LUV EO R rtiyy
1
1 THE WORKING GROUP ON THE RELATION§E§9 BETWEEN TRADE AND
INVESTMENT WILL HOLD ITS NEXT MEETING ON/ AND 14 JUNE 2001 IN THE
CENTRE WILLIAM RAPARD STARTING AT 10 A M (ON ‘WEDNESDAY 13 JUNE
ﬁ

2 THE FOLLOWING ITEMS ARE PROPO§§E/>FOR THE AGENDA OF THIS
MEETING \\,/

a IMPLICATIONS OF THE RELATIONSHIP BETWEEN TRADE AND

INVESTMENT FOR DEVELOP%;QT AND ECONOMIC GROWTH (ITEM I OF
THE CHECKLIST OF ISSUES\§gbGESTED FOR STUDY)

B THE ECONOMIC RELATIQNSHIP BETWEEN TRADE AND INVESTMENT
(ITEM II OF THE CHECgE}ST OF ISSUES SUGGESTED FOR STUDY)

C STOCKTAKING ANQ#“ANALYSIS OF EXISTING INTERNATIONAL
INSTRUMENTS AND Cf;VITIES REGARDING TRADE AND INVESTMENT
(ITEM III OF THE 5ECKLIST OF ISSUES SUGGESTED FOR STUDY)

D ITEM IV OF THE\GHéEKLIST OF ISSUES SUGGESTED FOR STUDY
ki
E OTHER BUSINESS
3 A NOTE BY THE%@ECRETARIAT ON THE MEETING HELD ON 7 AND 8 MARCH

HAS BEEN CIRCULATE@VINVWT JWGTI/M/14

4 MEMBERS O HE WTO, GOVERNMENTS WITH OBSERVER STATUS AND
INTERNATIONAL ORGANIZATIONS WITH OBSERVER STATUS (IMF, UNCTAD AND
THE WORLD BAg \:KﬁE REQUESTED TO INFORM THE SECRETARIAT AS SOON AS
POSSIBLE OF THE NAMES OF THEIR REPRESENTATAIVES THE OECD AND UNIDO
ARE ALSO INVi TO ATTEND THIS MEETING

MIKE MOORE

01-2390



JOB(01)/76 23 May 2001

Working Group on the Relationship
between Trade and Investment

ANNOTATED AGENDA FOR THE MEETING OT 13 AND 14 JUNE 2001

Informal Note by the Secretariat

1 The notice convening this meeting was circulated in WTO/AIR/1551 dated 9 May 2001
Pursuant to the decision taken by the General Council in December 1998 on the continuation of the
work of this Working Group the agenda proposed in this notice provides for discussion of issues
raised by Members with respect to the subjects identified in the Checklist of Issues Suggested for
Study

2 The annex to this note contains a list of written contributions relating to specific items of the
Checklist of Issues Suggested for Study A repott on the meeting held on 7 and 8 Maich has been
cuculated in WI/WGTI/M/14 dated 30 April 2001

A IMPLICATIONS OF THE RLLATIONSHIP BETWLEN TRADL AND INVESTMENT
FOR DCLVELOPMENT AND LCONOMIC GROWTH (Item I of the Checklist of Issues
Suggested for Study)

3 At the meeting of 7 and § March the Working Group discussed a Note by the Secretariat on

Foreign Duect Investment and the Balance of Payments (WT/WGTI/W/95) The statements made
on this Note are summatized i paras 3 20 of WT/WGTI/M/14  As requested by the Working Group
the Secietariat will supplement the Note with an analysis of portfolio investment and mergers and
acquisitions (WT/AWGTIANL/14 paras 17 20)

4 At the meeting of 7 and 8 Maich the Working Group also 1everted to a communication by
India contained in WT/WGTI/W/86 (WT/WGTI/M/14 paras 21 40)

B THE ECONOMIC RELATIONSHIP BETWEEN TRADE AND INVESTMENT (Item II of
the Checklist of Issues Suggested for Study)

b At the meeting of 7 and § Maich the delegation of Canada intioduced a written contribution
(WT/WGTI/W/97) which summatized the findings of a report on foreign investment barriers and a
written contribution (WT/WGTI/W/98) which desciibed the 1esearch conducted by Industry Canada
in the area of foreign imvestment (WT/WGTI/M/14 paras 41 44)

6 At 1ts last meeting the Working Group also continued 1ts debate on investment incentives' 1n
which connection there remained differences of view on a proposal for a Secretanat Note on the
applicability of the Agreement on Subsidies and Countervailing Measures (WGTI/M/14 paras 45
57)

C STOCKTAKING AND ANALYSIS OF EAISTING INTERNATIONAL INSTRUMENTS
AND ACTIVITIES REGARDING TRADE AND INVESTMENT (Item III of the Checklist
of Issues Suggested for Study)

' A statement made by the representatne of Singapore on this subject has been circulated in
WT/WGTV W/99
01 263> WGTI/AGENDA/anag?
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7 At the meeting of 7 and 8 March the Working Group was informed of recent activities
undertaken by UNCTAD (WT/WGTL/W/101) and the OECD (WT/WGTL/W/100) and of recent

regional seminars organized by the European Communities and Japan (WT/WGTL/M/14 paras 59
62)

D ITEM IV OF THE CHECKLIST OF ISSUES SUGGESTED FOR STUDY

8 At the meeting of 7 and 8 March Korea introduced a communication (WT/WGTI/W/96) on
the GATS and 1its implications for an investment agreement (WT/WGTI/M/14 paras 6> 75) The
Working Group also reverted to several contributions that had been introduced at previous meetings
In this regard statements were made on a contribution by the European Communities
(WT/WGTI/W/84) on the impact of international investment rules on national policies a contribution
by Hong Kong China (WT/WGTI/W/90) on transparency and a contribution by Japan
(WT/WGTI/W92 ) on the defimtion of investment (WT/WGTUM/14 paras 76 82)

9 In his concluding remarks under this item of the agenda the Chairman suggested that 1t might
be useful to consider the possibility of more structured debate along thematic hines and that one
theme that could benefit from a more focused discussion was the question as to how 1nyestment rules
could provide for flexibility to accommodate domestic policy objectives (WT/WGTI/M/14 paia 81)

E OTHER BUSINESS

10 At the meeting held on 7 and 8 March the Chairman recalled that the Working Gioup had
agreed m November 2000 that 1t would decide at the meeting of 13 and 14 June when to hold furthe
meetings in 2001 (WT/WGTLI/M/14 para 83)
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Summary of contitbutions 1ecerved tn the Worhing Group
on the Relationslup betwcen Trade and Iimvestment

Symbol Member / Othe Wheare intioduced Topic
("I GTINW/ ) souice (Refarence i Minutcs)
W/1 European M/l Paras 79 General submuission on 1ssues for

Community and
member States

study

W72

Switzerland

M/1 Paras 79

General submission on 1ssues for
study

W/3

India

M/1 Paras 79

General subnmussion on 1ssues for
study

\W/4

OECD

M/1 Paia 4

Presentation on relevant activities
of organization

W/s

WORLD BANK

M/1 Para 4

Presentation on relevant activities
of organization

W/6

UNCTAD

M/1 Para 4

Presentation on relevant activities
of organization

W/7+Con 1

M/2 Paia 18

The Relationship between Tiade
and Foreign Direct Investment —
Note by Secretanat

W/8 +~ Adds 1 4

M/2 Paras 4 8

Implications of the Relationship
between Tiade and Inv estment for
Development and Economic
Giowth — Wotk Undertaken in
Other Intergoy ernmental
Organizations

W9

APEC

M/2 Para 41

Presentation on televant activ ities
of orgamization

W/10

Hong Kong
China

M/2 Para 28

Experience of Hong Kong China
regarding the relationship between
FDI and development the
relationship between trade and
i\ estment and between

v estment and competition
policy WTO provisions relevant
to mmvestment possible
approaches for addressing the
interrelationship between trade
mvestment competition

W/l

Japan

M/2 Para 12

Impact of FDI on development and
growth the relationship between
trade and investment existing
international instruments and
activities regarding trade and
investment

W/12

European
Community and
member States

M/2 Para 31

Analysis of the relationship
between trade and FDI and
determinants of FDI based on
study of outward FDI from the
United Kingdom

WGTI/AGENDA/anag7
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Symbol
(WTIWGTI/W/-)

Member / Other
souice

Wiere introduced
(Reference in Minutes)

Topic

W/13

Poland

M/2 Para 13

The role of FDI in Poland s
transition from a centrally planned
economy to a free market
economy

W/14

United States

M/3 Para 4

Trade of foreign affiliates in the
United States  FDI relationship
between the United States and the
European Union  US EU goods
and services trade between 1elated
parties

W/15

Colombia

M/3 Para 13

Impact of FDI on the Colombian
economy the influence of trade
policy on FDI FDI policy of
Colombia

W/16

Korea

M/3 Para 16

Trends m FDI role of FDI 1n
Korea s economic development
the relationship between tiade and
mvestment

W/17

Cuba

M/3 Para 12

Impact of FDI on the Cuban
economy

W/18

Japan

M/> Para 4

Japan's historical experience with
FDI policies analysis of existing
international 1y estment
agreements

W/19

Canada

M/3 Para 39

Stocktaking of existing agreements

W/20

Bolivia

Trends in FDI role of FDI in the
Bolivian economy  the
tertelationship between
mnvestment trade and technoloy
and implications for development
analysis of existing v estment
agreements 1ssues relevant to a
possible multilateral framew ork
and implications for development

W21

UNCTAD

Reports on expert meetings on

v estment held in May and
September 1997 and on the second
session of the Commission on
Investment Technology and
Related Financial Issues held on
29 September 3 October 1997

W/22

M/4 Para 45

Bilateral Regional Plunlateral
and Multilateral Agreements —
Note by the Secretariat

W/723

Australia

M/3 Para 29

WTO provision relevant to
1\ estment

W/24

M/4 Para 30

Availability of Statistics on
Foreign Direct Investment and on
the Activities of Foreign Affiliates
— Note by the Secretanat

W/25

M/4 Para 50

The Relationship between Trade
and Foreign Direct Investment
Foreign Direct Investment
Ongimating in Developing
Countries — Note by the Secretanat
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Symbol

(WI/WGTLAV/ )

Mcmber / Other
source

Wherc intioduced
(Reference in Minutes)

Topic

W/26

OECD

M/4 Para 8

Analysis of the relationship
between FDI and economic
development on the basis of case
studies of six developing countries

w727

United States

M/4 Para 6

Effect of foreign affiliates on
science and technology
development 1in the United States

W/28 ~ Corr 1

Switzerland

M/4 Para 47

Bilateral investment treaties

W/29

United States

M/4 Para 47

Bilateral inv estment treaties

W/30

European
Commumity and
member States

M/4 Para 57

Identification of common features
and differences of existing
mnternational investment
instruments fiom the perspective
of the European Community and
1its member States (including rights
and obligations of home and host
countries and of nvestors and host
countries)

Wisl

Costa Rica

M/4 Paia >

Trends in FDI 1mpact of FDI on
the Costa Rican economy FDI
policy of Costa Rica

W/52

United States

M/4 Paia >8

Faced divestiture

W/35

4
Hong Kong
China

M/4 Para >9

[dentification of differences
possible conflicts and gaps 1n
e\isting international investment
mstruments

W/

Japan

M/4 Para 47

Bilateral investment treaties
common elements of existing
mvestment tieaties  suggestions
regaiding treatment of specific
1ssues n future multilateral work

W/3>

Cuba

M/4 Para 29

Qutward FDI from Cuba

W/56

Canada

M/4 Para >9

Stocktaking of existing
agreements benefits of
mululateral rules

W/57

Tuikey

M/4 Paia 28

Evolution of FDI policy of
Turkey legal framework of FDI
in Turhey 1mpact of FDI

hiberalization on FDI flows
relationship between trade and

FDI

W/38

M/> Paia 7

Synthesis of the Information made
avatlable to the Working Group on
the Links between Foreign Direct
Investment and Development -
Note by the Secretarnat

W/59

India

M/4 Para 56

Relationship between the mobility
of capital and the mobility of
labour

W/40

OECD

M/5 Para 39

Guidelines for Multinational
Enterprises

Wi41

ASEAN

M/5 Para 18

Investment incentives

W/42

Korea

M/5 Para 27

Bilateral investment treaties

WGTI/AGENDA/anag7
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Symbol Member / Other Wicic intioduced Topic
(WI/WGTIV/ ) souice (Reference in Minutes)
W/43 Japan M/5 Para 52 Definition of mvestment
W/44 W/44 WAS NEVER ISSUED
W/45 Cuba M/> Para 30 Measures affecting Cuba s trade
and investment relations
W/46 UNCTAD M/6 Para 53 Report on the UNCTAD expert
meeting on Existing Regional and
Multilateral Investment
Agreements and therr
Development Dimension
1 3 Apnil 1998
W/47 Peru M/S Para 27 Bilateral investment treaties
W/48 Niger M/6 Para 40 Bilateral investment treaties
W749 KNorea M/> Paia 32 Definition of investment
W/50 UNCTAD M/6 Para > Calendar of UNCTAD activities 1n
the field of investment
W/S1 Turhey M/6 Para 40 Bilateral investment treaties
W/52 UNCTAD M/6 Paia 64 Comparison of draft UN Code of
Conduct on Transnational
Corporations and OECD
Guidehnes for Mululateral
Enterprises texts of UN
documents on transnational
corporations transfer of
technology and restiictive busimess
practices
W/53 UNCTAD M/6 Paia >3 Recent UNCTAD publications
televant to the Working Group
W/isd LCuiopean NG Paia »9 Different approaches to the
Community and adnussion of mvestment in
member States mnternational i estment
agreements
W/55 United States M6 Para 23 The relationship between foreign
Investment and competition policy
W/56 M/6 Para 9 The Impact of Investment
Incentives and Performance
requirements on International
Trade — Note by the Secretariat
W/>7 Korea M/6 Para 24 The relationship between foreign
vestment and competition policy
W/>58 UNCTAD M/6 Para 54 Agreed Conclusions of the Third
Session of the UNCTAD
Commussion on Investment
Technology and Related Financial
Issues 14 September 1998
W/59 Japan M/6 Para 29 The relationship between foreign
investment and competition policy
W/60 Costa Rica M/6 Para 86 M/7 Para 50 | Definttion of investment
W/61 IMF M/6 Para 93 M/7 Para 13 | Defimtion of mvestment
W/62 Korea M/6 Para 10 Investment incentives
W/65 European M/7 Para 23 The relationship between foreign
Community and investment and competition policy
member States
W/64 Menico M/7 Para 12 Investment incentives
[ Wr6> I M/7 Paras 3 10 | The Effects of Foreign Direct ]
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Symbol

(WT/WGTLW/ )

Member / Other
souice

Where intioduced
(Reference in Minutes)

Topic

Investment on Development
Technology and other Know how
Transfers and Spillovers Note by
the Secretanat

W/66

International Intergovernmental
Organizations — Obsen er Status 1
the Working Group on the
Relationship between Trade and
Investment

W/67

Japan

M/7 Para 40

The differences between
multilateral and bilateral
agreements on investment rule
making

W/63

Costa Rica

M/7 Para 45

Treatment of Investment and
Investors National Treatment and
Most Favoured Nation Treatment

W/69

Kotea

M/8 Para 4

FDI Flows and the Asian Financial
Cnsis Koreas experience

W/70

Koiea

M/8 Para 72

A Benefit of Multilateral
Investment Rules Enhanced
Transparency

W71

India

M/§8 Paia 47

Stochtahing of India Bilateral
Agreements for the Promotion and
Protection of Inyestments

W/72

India

Relationship between Trade
Investment and Development

W/T5

India

M/§ Pata >

fnvestment Development and
Technology Transfers

W/74

India

M/S Paia 70

The development dimension of
international investment
agreements

W/T>

Japan

M/8 Para 71

Ensuring Transparency and
Stability

W/76

[ssues raised and points made on
the definition of 1nvestment — Note
by the Secretariat

W77

UNCTAD

M/9 Paias 76 79

Note on International Investment
Agreements Concepts allowing
for a certan flexibility 1n the
interest of promoting growth and
development

W/78

UNCTAD

M/9 Paras 76 79

Report on the UNCTAD Expert
Meeting on International
Investment Agreements Concepts
allowing for a certain flexibility
the 1nterest of promoting growth
and development

24 26 March 1999

W/79

Korea

M/9 Para 41

Multilateral Framework on
Investment A Realistic Approach

W/80

Australia

M/9 Para 7>

Defimition of Investment

W81

European
Community and
members States

M/10 Para 9

Responsibilities of foreign
investors and corporate codes of
conduct

W/82

Korea

[ M/11 Para 2

] FDI and transfers of technology

]
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Topic

W/83

Hungary

M/11 Para 41

The need for a multilateral
framework for FDI The
Hunganan experience

W/84

European
Community and
members States

M/11 Para 59

Advantages and disadvantages of
entening into bilateral regional and
multilateral rules on investment
including from a development
perspective  Impact of
international investment rules on
current national policies

W/85

UNCTAD

M/11 Para 36

International Investment and
Development A report of
UNCTAD s Work Programme in
the area of investment after
UNCTAD X

W/86

India

M/11 Par 23

Checklist of Issues Suggested for
Study Issues that still need to be
clarified

W/87

Japan

M/11 Para 40

Improving transparency

/88

World Bank

M/11 Para 27

Study on Trade FDI and Transfer
of Technology

\W/89

European
Community and
member States

M/12 Paras 1> 46

Flexibility and non discrimination

W/90

Hong Kong
China

M/12 Para 48

Transparency of nvestment
environment

W,91

Korea

M/12 Para 49

Investment Protection
Expropniation and Compensation

W,92

Japan

M/12 Paia >0

Definition of investment

Wi95

OECD

M/12 Para 41

Revised OECD Guidelnes for
Multinational Enterprises

W/94

UNCTAD

M/12 Para 38

International Investment and
Development A report on
UNCTAD s Work Programme 1n
the Area of International
Investment

W/95

M/14 Para 2

Foreign Direct [nvestment and the
Balance of Payments — Note by
the Secretariat

W/96

Korea

M/14 Para 64

The General Agreement on Trade
in Services (GATS) and 1ts
Implications for an Investment
Agreement

W/97

Canada

M/14 Para 41

Foreign Investment Barmiers A
Report by the Canadian Chamber
of Commerce 1 partnership with
Industry Canada

W/98

Canada

M/14 Para 43

Industry Canada Research
Program on Foreign Direct
Investment

W/99

Singapore

M/14 Para 4>

The Economic Relationship
between Trade and Investment
Investment Promotion and
Incentives




JOB(01)/76

Page 9
Symbol Mcmber / Other Wheic introduced Topic
(WIT/WGTLW/ ) source (Reference in Minutes)
W/100 OECD M/14 Para 61 Summary of OECD Work on
Issues Related to Investment
Policy Analysis
W/101 UNCTAD M/14 Para 62 Recent work undertaken within

UNCTAD s work programme on
international investment
agreements

WGTI/AGENDA/anag7




WORLD TRADE RESTRICTED

WT/WGTI/M/14
30 April 2001

ORGANIZATION

(01 2175)

Working Group on the Relationship
between Trade and Investment

REPORT ON THE MEETING OF 7 AND 8 MARCH 2001

Note by the Secretariat

1 The Working Group on the Relationship between Trade and Investment met on 7 and
8 March 2001 under the Chairmanship of Ambassador Demiralp (Turkey) The Working Group
adopted the agenda proposed in WTO/AIR/1482

A IMPLICATIONS OF THE RELATIONSHIP BETWELN TRADE AND INVESTMENT
FOR GROWTH AND ECONOMIC DCLVELOPMENT (ITEM I OF THE CHECKLIST OF
ISSUES SUGGESTLD I'OR STUDY)

2 The Working Gioup discussed a Note by the Secretaniat on Toreign Duect Investment and
the Balance of Payments (WT/WGTI/\W/95) In addition the Working Group reverted to a
contribution that had been submutted by India n June 2000 (WT/WGTI/W/86)

(1) The 1 elanionship benween I'DI and the balance of payments

3 The 1epresentatne of Japan observed that even though 1t was difficult to diaw general
conclusions on the mmpact of FDI on the balance of payments the Note by the Secretariat was
consistent with a contribution submutted by Japan in WT/WGTI/W/11 which provided evidence of the
positive effects of Japanese outward FDI on the balance of payments of host countries  The
representative of Hungary stated that because of the difficulty of drawng general conclusions on the
relationship between I'DI and the balance of payments this 1ssue should be discussed on the basis of
the national expetiences of individual WTO Members  As evplained mn paragraphs 17 and 18 of
WT/WGTI/W/83 FDI had improved Hungary s tiade balance by enhancing the competitiveness of
Hungarian exports and had also helped finance the deficit on the current account He encouraged
delegations to share their national experiences regarding the relationship between FDI and the balance
of payments of FDI especially 1f such experiences were different from Hungary s The representative
of Mexico stated that notwithstanding the fact that FDI might have a negative impact on the balance
of payments 1n certan sectors or in certain periods n the life of an investment the fact was that most
countries particularly developing countries considered that on the whole FDI made a positive
contribution to the growth of their economies and to their external situation through 1ts various direct
and indirect effects Sigmficant i this regard was the fact that the last decade had witnessed an
intensification of competition between countries to attiact TDI The representative of Brazil stated
that empirical evidence albeit scarce would seem to point to an overall positive relationship between
FDI and the balance of payments but that 1t was difficult to draw any conclusions given the
compleity of the factors mvolved and the need for a dynamic analysis

4 The 1epresentative of Canada stated that 1t was important to determine the proportion of FDI
that was related to the balance of payments and to distinguish between short term and long term
capital movements With regard to long term capital movements transfer of funds issues were
particularlv important Many restrictions existed in this area  In the interest of promoting investor
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confidence there was a need to promote transparent and predictable investment regimes The annual
work of the IMF on capital exchange and import restrictions was very helpful in this respect Asa
small open economy Canada was highly dependant upon foreign capital skills technology and
markets and could not reasonably 1solate 1tself from these trends Extensive research undertaken in
Canada had documented the benefits for Canada from the growth of foreign investment and the
increasing globalization of business activities  The findings of this research pomnted to the need for
govemments to create the basic fundamentals of an economic infrastructure that enhanced the
economy s ability to benefit from mward and outward FDI Key factors included effective education
and training of workers and management the efficiency of capital markets the existence of
competitive domestic marhets secure access to international markets the availability of mechamsms
to facihtate economic adjustment and tax and regulatory policies which recogmzed the
responsiveness of investment to differences between countries

5 The representatine of India stressed the complexity of the relationship between FDI and the
balance of payments which required a case by case analysis Whether or not FDI had a positive
impact on the balance of payments depended upon factors such as the import ntensity of the
mvestment the size of I'DI relative to gross domestic investment the particular sector of economic
activity in which nvestment took place the extent to which mvestment was export oriented and the
size of the domestic market of the host country In examining the impact of FDI on the balance of
payments it was possible to distinguish between on the one hand negative effects which resulted
from the 1mport of capital goods and intermediate nputs the repatriation of funds and transfer
pricing and on the other positive effects resulting from the role of FDI n increasing exports from
the host economy and n enhancing the competitiveness of local firms In the latter regard however,
he questioned whether there was empirical support for the assertion that FDI resulted in transfer of
technology to host countries The consideration of these vaiious possible negative and positive effects
ot I'DI on the balance of payments had important pohicy mmplications  Thus 1f it was accepted that
ncreased exports wete a hey aspect to the positive contribution of I'DI to the balance of payments

countites should have the abilitv to applv c\port performance tequirements Likewise the fact that
the potential of FDI to impiove the balance of payments position depended upon the specific sector of
€conomuc activity 1n which FDI took place as illustrated by the difference between mvestment n
consumer goods and investment 1n infrastructure meant that countries should have the policy freedom
to channel investment mto areas of priority  He pointed to the possible negative implications of
mergers and acquisitions as an area requiring fuither analysis  On the whole 1f one considered the
range of possible negative and positive effects of FDI on the balance of payments the conclusion was
that while there might not be conclusive evidence that FDI had a negative impact on the balance of
payments 1t was also not possible to state that FDI would certainly lead to an improvement of a
country s balance of payments situation In order fo1 FDI to improve the balance of payments it was
necessary for countries to have 1n place an appropriate regulatory structure

6 The representatives of Korea Hungary and the United States agreed with the view expressed
in paragraphs 3 4 of the Note that changes in economic conditions and policy orentations notably the
shift from market seeking FDI 1n an environment of protective import substitution policies to export
oriented FDI meant that certain studies that had been undertaken in the 1970s on the potentially
negative effects of FDI on the balance of payments of host countries were of questionable relevance
to current analysis  The representative of Hungary stressed the export oriented nature of recent FDI
inflows to Hungary and pointed to the size of the domestic market of a host economy as an important
factor determining whether an investment was of a market seeking or export oriented nature The
representative of India stated that 1t was important to also take account of other changes that had
occurred in the international policy environment including the reduced scope for apphication of trade
restrictions for balance of payments purposes The representative of the Umited States underlined the
powt in paragraph 4 that the existence or lack of a competitive environment was a key determinant
regarding the positive or negative effect of FDI on a country s balance of payments



WT/WGTI/M/14
Page 3

7 The representatives of Japan Hungary the European Communities Mexico and Brazil
underhned the comment made n paragraph 6 of the Note that the effects of FDI on the balance of
payments of a host economy were bound to be country specific and sensitive to the type of investment
and 1ts age structure It was noted that the size of the market of the host economy and the specific
sector 1n which FDI occurred were also relevant in this context

8 The representatives of Korea Hungary the European Communities Mexico Brazil and
Switzerland agreed with the view expressed mn paragraphs 6 8 of the Note that the impact of FDI on
the balance of payments needed to be analyzed from a holistic perspective within an analytic
framew ork that encompassed both the direct and indirect and the static and dynamic effects of FDI
and that grouping together selected effects of FDI on a host country s balance of payments could give
a misleading picture Thus 1t was stated that account should be taken not only of the trade and
financial transactions of foreign affihiates but also of the trade and financial transactions of domestic
enterprises and of the cumulative etfect of increased economic activity stimulated by FDI on a host
country s savings investment relationship In examuning the trade effects of FDI, the demand for
impotts generated by T'DI should be analysed in conjunction with the contribution of FDI to the
growth of exports and with the import substitution effect of FDI ~ The mutually supportive
relationship that developed over time between foreign affiliates and local suppliers and subcontractors
reduced the need for the foreign affiliate to import inputs and was an important vehicle for the transfei
ot technology Moie generally 1t was argued that the very notion of positive and negative effects of
I'DI on the balance of payments of host economies was not meaningful i that 1t did not take into
account the dynamic effects of FDI through the transfer of technology and management and know

how spillover effects that were widely seen as the most important aspect of the positive contribution
of FDI to development of host economies Such positive dynamic effects occuried through imports of
capital goods which from a static point of view could be seen as having a negative impact on the
balance of payments

9 With 1egaid to patagraph 9 of the Note the tepresentative of Hungary agrecd that 1t was
difticult to disentangle empuically the etfects of I'DI on the balance of payments and that I'DI was
seldom the most important factor influencing the balance of payments position of a country In the
case of small open economies however with a heavy international debt service FDI could be a very
important factor 1n the formulation of balance of payments policy The representative of Egypt
considered that developing countries needed to formulate comprehensive policies aimed at improving
all aspects of theu balance of payments position which required an assessment of the effects of FDI
as one vaniable affecting the balance of payments The representative of Norway agreed with the
pomt 1n this paragraph that negative balance of payments effects of imports of capital goods and
machinery should be considered as positive from the point of view of capital formation and transfer of
technology

10 Regaiding the 1ssue of DI and imports of capital goods and intermediate mputs (Section I
of the Note) the repiesentative of Mexico noted the observation in paragraph 12 of the Note that FDI
in manufacturing tended to be more intensive 1n terms of imports of mputs and machinery as
compared to FDI 1n agriculture and services The representative of Brazil stated that the view that
FDI 1n services was less import intensive than FDI in manufacturing might need to be qualified in
view of the importance of imports of capital goods mn certam service sectors such as
telecommunications Thus 1t was possible that in certain service sectors FDI was more import
intense than in manufacturing

11 The representative of Japan referring to s delegations contribution mn WT/WGTVW/11
obsernved that while FDI increased imports this was more than compensated for by 1ts import
substitution effect and 1ts impact on increased exports The representative of Hungary stated that
Hungary had not experienced a trade problem created by FDI as even i the imitial phase of FDI
inflow during the early 1990s the considerable increase in imports attributable to FDI had been more
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than offset by increased exports The representative of the European Communities stated that
empirncal evidence suggested that even in sectors where foreign mvestors were heavily dependent
upon 1mported nputs and where local content was low FDI generated foreign exchange for the host
country Moreover foreign affiliates that were highly dependent on specialized mmported inputs
tended to create backward linkages in the host economy and several studies confirmed that over time
foreign mvestors tended to rely less on imports and more on local sourcing The representatives of
the United States and Mexico also pomted to these studies The representative of the European
Communities further stated that comparisons of imports and exports by foreign affiliates were
nusleading in that they 1gnored the import substitution effect of FDI which was 1llustrated in the Note
by the case of Japanese FDI in ASEAN countries Moreover the short term negative effects on the
balance of payments resulting from imports of capital goods needed to be weighed against future
growth n income and savings The representative of Switzerland stated that the question of the
import intensity of FDI should be seen in the perspective of the process of globalization of business
activity which meant that firms undertook various stages of a production process 1n different
countries A country 1in the first stage of this process would produce most of the parts and
components but a country at the end of this process would import and assemble parts and components
and then usually re export them The representative of Egypt stated that evidence showed that FDI
resulted in an increase in imports consumed directly by foreign affiliates in the host country and that
this increase varied according to several factors notably the industrial sector in which the EDI was
made the age of the project and the level of economic dev elopment of the host economy As
evidenced by the UNCTAD studies mentioned 1n paiagraphs 16 and 21 ot the Note the trade inflows
associated with FDI had significant negative effects on the balance of payments of a host country that
could be felt in the short and medium term He noted that the analysis 1n this part of the Note
covered only certain regions and requested the Secretariat to extend the coverage of 1ts analysis to
include countries in Africa and the Middle East

12 The 1epiesentative of Norway pointed out that in 1egaid to the trade effects of I'DI account
should be taken of the ewistence of intra regional networks of I'DI and trade as described i
paragiaph 18 of the Note The role of I'DI as a vehicle for 1egional economic cooperation was
tllustrated by Norway s experience with FDI which to a large extent had occurred within the context
of European economic ntegration

13 With reference to paragraph 23 of the Note the representatites of Hungary and the European
Communities stated that while local content requirements were fiequently used to reduce the import
intensity of FDI empuical studies had shown that such requirements could actually reduce a country's
export potential so much as to result m a deterioration 1n the balance of payments The representative
of Hungary observed in this regard that there were WTO compatible tools available for governments
to channel investment to sectors which were mostly export oriented The representative of Korea
stated that Koreas experience demonstrated that domestic content requirements were not an
appropnate policy tool to reduce the import intensity of FDI  The representative ofIndia questioned
the view epressed in the study referred to in paragraph 23 that a country s export potential might
actually be reduced by a domestic content mandate especially in hight of the statement by the
European Communities that foreign investors tended to rely on local sourcing

14 With respect to FDI and transfer pricing (Section IV of the Note) the representative of
Hungary stated that transfer pricing was a genuine problem that required attention from a competition
policy perspective rather than a balance of payments perspective  As an example of anti competitive
conduct transfer pricing 1llustrated the need to supplement a multilateral framework for FDI with a
multilateral framework on competition policy n the WTO which should provide safeguards against
certain restrictive business practices  The representatives of the United States, the European
Communtties and Egypt referring to recent work by UNCTAD on this subject drew attention to the
role of bilateral treaties on the avoidance of double taxation as a means to address concerns regarding
transfer pricing
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15 Regarding the 1ssue of FDI and the repatnation of profits and dividends and payments of
royalties (Section V of the Note) the representatives of Hungary the European Communities and the
United States stated that the outward payments of direct mvestment income should not be viewed 1n
1solation but mn conjunction with other effects of FDI including reinvestment of profits by foreign
affillates The representative of Egypt considered that governments of host countries had a role to
play n regulating the practices of multinational enterprises relating to the transfer of funds and that
bilateral in\ estment treaties provided the necessary policy flexibility in this regard

16 Regarding Section VI of the Note (FDI Balance of Payments Management and Financial
Crisis) the representative of Switzerland underlined the comment that a current account deficit
resulting from higher growth rates was not by itself problematic and that the key 1ssue was how such a
deficit could be financed In this connection the representative of Egypt noted the statement that the
sustainability of a current account deficit over time depended importantly on the extent to which
increased export earnings became available to meet external financial obligations arising from the
foreign capital inflow This underscored the need for WTO Members to continue their efforts to
improve market access opportunities especially for products of interest to the more vulnerable
economies The repiesentatives of Koiea Hungary the United States the European Communities

Mexico Norway Switzerland and India agreed with the pomnt that FDI was a mote stable souice of
investment than other components of private capital flows Reference was made to Annex Table |
which provided evidence of the contrast between the stability of FDI and the volatility of other capital
flows 1n the context of the Asian financial cuisis  The representative of Hungary also mentioned the
fact that FDI inflows to Hungary had not been affected by the Russian crisis of 1998 In his
delegations view the greater stability of FDI as compared to other capital movements meant that a
realistic agreement on mestment m the WTO should focus on FDI  The representative of Mexico
drew attention to the important role of FDI in the financing of Mexico s recent current account deficit
and observed that balance of payments difficulties that might aiise from a liberalization of FDI could
be addiessed thiough inclusion of a balance of payments safeguaids clause in a possible fiamewoth
of multilateral rules 1n the area of investment The iepresentatine of Noitway pointed to the pioblem
of the concentiation of I'DI inflows in a himited number of host countries  OLCD countizes accounted
for two thirds of FDI inflows while ten developing countries accounted for 75 per cent of the
remaining one third of global FDI inflows Thus as had been reiterated in a number of UNCTAD
studies the important question was what made countries attractive as destinations for FDI

17 The 1epiesentative of the United States observed that the Note was limited 1n 1ts focus on
mergers and acquisitions as compared to several references to greenfield investment and asked
whether this omission stemmed from the limited availability of data on mergers and acquisitions and
their impact on the balance of payments or was 1n response to a certain rationale for focusing on one
type of FDI versus another In addition she suggested that further work on this topic could mclude an
analysis by the Secretariat of the economic benefits of portfolio investment the reasons why investors
decided to mvest through portfolio investment and the inter relationship between FDI and portfolio
flows which would highlight any advantages of attracting portfolio flows 1n order to increase FDI
flows This analysis should also examine the concerns that had been expressed by other Members
with regard to portfolio flows and the options that had been used in international agreements to
address such concems

18 The representative of the Secretanat stated that the Secretariat could try to supplement the
Note with an examination of portfolio investment and of mergers and acquisitions  In response to the
question raised by India on the study referred to in paragraph 23 he stated that the argument in the
study cited in this paragraph was that local content requirements frequently would mvolve a foreign or
domestic producer purchasing higher cost inputs than would otherwise be the case which would
reduce theu competitineness mcluding on export markets
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19 The representative of India stressed the need for any study by the Secretariat of portfolio
investment analysis to be to balanced regarding the positive and negative effects of such investment
flows

20 The Working Group agreed that the Secretamat would supplement its Note with an
examination of portfolio investment and mergers and acquisitions along the lines suggested by the
United States and India

(1) Comments on India s wiitten contiibution in WI/WGTI/W/86

21 The Working Group reverted to a communication that had been introduced by India at the
meeting of the Working Group held in June 2000 (WT/WGTL/W/86)

22 In recapitulating the mamn themes of this contribution the representative ofIndia stated that
his delegation acknowledged the important role of FDI in the economic development of countries

including developing countries but that account should be taken of the fact that liberalization of
investment regimes was undertaken autonomously by a number of countries and of the existence of a
well established network of bilateral investment treaties Such treaties were favoured by countiies
like India because they did not require countries to make fundamental changes to their FDI policies

tequired countries to grant national treatment only mn the post establishment phase and made 1t
possible to varv the definition of investment in hight of the particular needs of the paities to such
treaties Contiary to the rich experience with bilateral mmvestment treaties there was no experience
with mvestment rules at the multilateial level apart from the unsuccessful attempt to conclude a
Multilateral Agreement on Investment As had been observed by his delegation 1n relation to a
written contnibution from Hungary (WT/WGTI/W/83) there was no basis to beheve that a
multilateral framework would lead to incieased FDI inflows Interestingly a recent study picdicted
that FDI flows would increase very substantially in the next ten vears and that tlus growth of FDI
flows should not be seen as a zero sum game The studv also indicated that the shaie of developing
counties mn woild wide I'DI inflows was not expected to change The broad range of factois on
which the study s forecast of FDI flows was based including market size economic policies growth
rate mput costs geography and natural resource endowments underlined the fact that a countrys
attractiveness to FDI was determined by many factors other than its investment regime The example
of the industrial development policies pursued by Korea which had permitted FDI only when other
means of accessing foreign technology were not available demonstrated that the benefits of FDI were
related to the ability of host countries to place some conditions of FDI  This ability to place
conditions on FDI m the form of export performance requirements or transfer of technology
requirements was cntical to explaining the development of Korea and of some of the ASEAN
countries In summary his delegation considered that not sufficient experience had been gained at the
international level other than in the context of bilateral investment treaties that a multilateral
framew ork of 1ules would not lead to ncreased flows of FDI and that developing countries could
only demn e benefits from FDI if they retained the policy flexibility to place certain conditions on FDI

23 The representative of the European Communities agreed with India that investment was not a
zero sum game which implied that there was perhaps more scope for cooperation between
governments 1n this area than in other areas The fact that investment decisions were primanly based
on evaluations of how various economic conditions affected the profitability of an investment project
did not mean that other factors did not matter Governments had a role to play i establishing a
friendly climate for foreign investment which was perfectly compatible with the pursuit of domestic
policy objectives The possible value added of multilateral rules on investment in the WTO should be
seen 1 this hight It had never been suggested that the establishment of such rules was key to
enhancing the attractiveness of host countries to FDI Rather they would make a limited but valuable
contribution by enhancing legal certainty for mvestors With respect to the comment by India that
host country gosernments needed to be able to impose conditions on foreign investment he stated that
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India s interpretation of Korea s experience would appear to be different from the conclusions drawn
by Korea The notion that host countries needed to be able to impose conditions on foreign
mnvestment was n contradiction with the fact that experience had demonstrated that the imposition of
conditions on FDI was often not an effective policy instrument For example available evidence
indicated that investors were reluctant to use their best technology in host countries if faced with
conditions imposed upon them by host countries

24 The representatine of Argentina referring to the comments by the European Communities
stated that the question of the relationship of FDI and the quality of technology transferred to host
countries required further analysis FDI did not necessarily entail a transfer of the best technology by
a foreign investor Rather depending upon the structure of the particular market foreign investors
sometimes preferred to use less advanced forms of technology for example in the case of captive
markets

25 The representative of the European Communities stated that FDI was a major channel for the
transfer of technology but that there was no mechanical relationship between the presence of FDI and
the transfer of technology In oider to realize the potential of FDI to contribute to transfer of
technology host countries needed to develop a capacity to absorb and benefit from imported
technology In addition etfective transfer of technology could be impeded by certain market
conditions For example the lack of competition 1n a protected market reduced the mcentive for
mnvestors to use their best technology However the imposition of a transfer of technology
requirement 1n such a piotected market environment was not an efficient policy instrument

26 The representatine of the United States wondered whether the reference by India to bilateral
im estment treaties included the bilateral nvestment tieaties concluded by the Unmited States which
provided for national treatment and Most Favouwred Nation treatment with respect to the pre

establishment phase Concerning Indias 1eference to Koreas experience with I'DI and transfer of
technologv she tecalled that in 1ts wiitten contribution on s topic Koiea had actually argued against
the use of tiansfer of technology 1equuements

27 The representative of Norway referring to the observation m India's contribution n
WT/WGTL/86 that quality FDI brought with 1t not only capital but also intangible assets such as
technology entiepieneurship management skills and employment highlighted the role of FDI in
vatious stages of Norway s industrial development FDI had been of major importance as a source of
capital and technology in the process of rapid industrialization that had occurred in Norway during the
first decades of the last century on the basis of the introduction of hydro electrical power The
substantial inflow of FDI durning this period had resulted in a deficit on the balance of payments

Similarly foreign capital and technology associated with FDI had played a major role in the process
of 1econstruction following the second world war and in the development of Norway s o1l and gas
extiaction industry since the late 1960s Regarding Indias views on the 1ssue of policy fleuibiity he
stated that the advantages of such flexibility in enabling countries to adopt policies suited to their
individual development needs should be seen in conjunction with its negative mmpact in engendering
short term policies which reflected pressures from various special interest groups  Norways
expertence for example m the context of the WTO and the EEA was that mternational rules could
help govemments confront such pressures when economuc policy changes were necessary Likewise

the flexibility provided for under bilateral investment treaties might lead to a lack of predictability and
transparency and to discrimination In addition handling a host of bilateral mnvestment treaties might
create domestic as well as external conflicts While not contesting the value of bilateral investment
treaties his delegation considered that in the absence of a broader multilateral framework it was
difficult to ensure consistent treatment of nvestors Regarding India's observations on the 1ssue of
petformance requirements he considered that 1t might be useful to address the issue of the different
perceptions of what constituted a performance requirement In this respect he questioned whether
requuements with which foreign investors were expected to comply pursuant to domestic health
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environmental and safety regulation could be considered as performance requirements The article by
Hoekman and Saggi mentioned i India's contribution raised the important issue of whether
mvestment incentives should be addressed A key question 1n this context was whether subsidies and
Investment incentives were comparable Finally the elements that were mentioned i the concluding
section of India's contribution including non discrimination predictability transparency pre
establishment and post establishment warranted a more focused discussion 1n the Working Group

28 The representative of Costa Rica stated that the positive role of bilateral investment treaties
was generally recognized but that the proliferation of such treaties n recent years had given rise to
problems of discrimination and lack of transparency which needed to be addressed in the context of
the WTO In addition to generating a lack of transparency and predictability for investors existing
agreements failed to address the trend toward concentration of FDI inflows on a small number of
countries  His delegation disagieed with the assertion that an investment agreement in the WTO
would constrain the ability of countries to pursue their development policies Existing WTO rules n
the field of trade in services which also covered investment did not limit the authority of
governments to regulate and to pursue development policies On the contrary such rules provided an
appropriate fiamewotk within which such policies could be pursued i a transparent and non

discriminatory manner

29 The representative of Malaysia stated that his delegation remained unconvinced of the need
for multilateral rules on mvestment 1n the fiamework of the WTO and that Malaysia s interests were
best served by bilateral investment treaties He wondered whether the European Communities and
other pioponents of multilateral investment rules were prepared to envisage the possibility of
permanent carve outs of sectors and policies from the scope of the national treatment requirement In
tesponse to the comments by Norway on the difficulties generated by bilateral investment treaties in
the absence of a multilateral fiamework he stated that his delcgation viewed the benefits of such
tieaties pumarily in terms of the assurances which they offered with regard to the treatment and
protection of the investors from the paities to such trcaties At the same time the Most Fas oured

Nation clauses contained i such tieaties piotected mvestors from the rish of discrimination as
compared to investors from third countries Thus the concemn expressed regarding the possible
discriminatory effects of bilateral investment treaties was unfounded

30 In response to the question posed by Malaysia the representative of the European
Communities stated that most WTO rules with the possible exception of rules on transparency were
subject to exceptions and that 1t was obvious that a multilateral framework on 1nvestment based on
WTO principles would also contain exceptions The natute and scope of such exceptions were a
matter for negotiation The national treatment obligation of the GATT which was subject to
permanent exceptions and the national treatment obligation of the GATS which was applied 1n the
context of a bottom up approach to specific commitments were illustrative of different possible
approaches to provide flexibility in the application of a national treatment rule

31 The representative of the United States stated that even the principle of transparency was
sometimes quahfied as illustrated by the provisions on confidential information in Article 63 of the
TRIPs Agreement

32 The representative of Malaysia stressed that the question which he had raised pertamned to the
possibility of permanent carve outs as distinguished from the kind of approach embodied in the
GATS The concern with that GATS approach advocated by many delegations was that over time 1t
would generate pressure on countries to assume additional commitments mn sectors m which they had
mtially not assumed obligations In response to the comments by some delegations that bilateral
investment treaties entailed greater costs than a multilateral framework he stated that the difficulties
currently encountered by developing countries in obtaining extensions of the transition period 1n the
TRIMs Agreement 1llustrated the kind of problems developing countries were likely to face if their
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development needs required a modification of commitments undertaken m the context of a
multilateral investment agreement

33 The representative of the European Communities stated that the notion of permanent carve
outs advanced by Malaysia was a new concept that might perhaps ment further consideration but that
the proposal made by the European Communities for investment negotiations in the WTO already
provided sufficient flexibility for countries to pursue developmental and other domestic policy
objectives In response to Malaysia s concern about pressures exerted on countries to assume fuither
liberalization commitments he stated that there was no mechanism in the WTO by which countries
could be compelled to liberahize against thewr will Rather WTO Members engaged in new
negotiations only when they deemed 1t 1n their interest to do so

34 The representative of Japan stated that Japan did not deny the importance of bilateral
investment treaties as evidenced by the fact that Japan was currently in the process of negotiating
several such treaties However since the content of such treaties was determined by the economic
conditions of the two parties involved they were inadequate as a means to secure a consistent
investment envionment on an international basis  In consequence the fact that bilateral investment
tieaties were useful did not detract from the need for multilateral rules on im estment to complement
such tieaties Regarding the notion of flexibility he stated that the importance of flexibility in the
context of investment rules was generally tecogmized but that flexibility used to discriminate against
certain v estors was problematic It was therefore necessary to ensure that flexibility was exeicised
consistently with WTO rules

35 The representative of Hungary noted that at the meeting held in October 2000 India had made
reference to a paragraph n Hungarys contribution in WT/WGTI/W/83 on the role of government
ntetvention 1 addiessing certain policy challenges arising n connection with FDI India had
suggested that these policy challenges warranted a case by case screening of mvestment  In fact
however as stated 1n paragraph 19 of WT/WGTI/WS83 Hungary s experience was that it was possible
to addiess such problems without 1esort to the use of scieening mechanisms

36 The representative of Korea referring to the comments by the Umted States and to his
delegation s contribution in WT/WGTI/W/82 stated that the conclusion from Korea s experience with
FDI and the transfer of technology was that the appropriate policy was to refrain from imposing
discretionary conditions on foreign investors and to nvest in infrastructure and traming  In respect of
the 1ssue of the advantages and disadyantages of bilateral investment treaties and multilateral rules he
considered that a disadvantage of existing bilateral investment treaties was the lack of an imtegrated
approach to the pre establishment and the post establishment phase of investment Although 1t was
difficult to predict whether 1nvestment flows would actually increase as a result of the establishment
of a multilateral framework his delegation was convinced of the potential long term benefits of such
a fiamework 1n that 1t would enhance transparency and predictability and thereby lead to more stable
FDI flows and contribute to overall economic growth and development

37 The representative of Switzerland stated that notwithstanding that a multilateral agreement
on FDI would not lead to significant increases in FDI flows such a multilateral framework was
preferable to the very large number of existing bilateral mvestment treaties The GATT and GATS
demonstrated how m the fields of trade in goods and trade in services multilateral rules which
provided for flextbility to take mto account the needs of individual countries had been found to be
more efficient than bilateral treaties A multilateral framework of rules on investment would ensure
non discrimination and a consistent treatment of mvestors He acknowledged that the negotiation of
such a framework would raise difficult questions that required careful consideration such as
performance requirements and mnvestment incentives In respect of the view expressed mn the study
referred to by India that prionity should be given to the GATS before considerng the adoption of
investment rules he stated that investment rules should apply not only to services but also to other
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sectors of economic activity In response to the question raised by Malaysia he considered that an
investment agreement based on the GATS model of positive commitments would provide for an
appropriate degree of fleuibility to accommodate the circumstances and levels of development of
individual countries

38 The representative of Chile stated that the establishment of multilateral rules on investment
would provide for a more homogeneous international framework and thereby enhance predictability
for nvestors In addition 1t would reduce the considerable administrative costs to governments of
negotiating myriad bilateral investment treaties  Such a multilateral framework could go beyond the
existing bilateral investment treaties by building on the GATS approach to pre establishment
commitments to create a single integrated framework for investment 1n goods and services

39 The representative of India stated that 1t was clear from the debate that it was generally
achnow ledged that a multilateral framewoik of rules on investment would not guarantee an increase
in FDI inflows imnto desveloping countries In addition the implications of such a framework for the
balance of payments positions of countries were complex and there were divergent views among
Members on whether a positive relationship ewisted between FDI and the transfer of technology It
thus appeared that the main arguments advanced n favour of a multilateral framework on investment
pertained to the contribution that such a framework could make to enhancing transparency and
predictability In the view of his delegation these arguments were not compelling Given that there
was ample mformation available on bilateral nvestment treaties the eistence of a large number of
such treaties could not be considered to have caused a problem of lack of transparency that would
wanant the creation of multilateral rules  Similarly bilateral investment treaties adequately provided
for predictability for the investors of the parties concerned while taking mto account the specific
cncumstances of individual countries which would be difficult if a uniform multilateral approach
were adopted  On the other hand while the alleged advantages of multilateral 1ules on investment in
the WTO in terms of enhanced transpaiency and predictability were questionable such rules would
certainly entail costs by exposing countiies to the risk of WTO dispute settlement proceedings

40 The Working Group took note of the statements and agreed to revert to Item I of the Checklist
at its next meeting

B THE ECONOMIC RELATIONSHIP BETWEEN TRADE AND INVESTMENT (ITEM II
OF THE CHECKLIST OF ISSUES SUGGLSTED FOR STUDY)

(1) New wiitten contributions

41 The representative of Canada introduced a contribution (WT/W GTI/W/97) which
summarized the findings of a recent report on foreign investment barriers that had been undertaken by
the Canadian Chamber of Commerce 1n partnership with the Department of Industry  She recalled
that at the meeting held 1n October 2000 the European Communities had mformally circulated the
results of a similar survey of attitudes of European firms toward international 1nvestment rules and of
obstacles to foreign mvestment experienced by European mvestors Based on a survey of responses
from some 70 Chamber of Commerce member companies the report provided detailed information
on the kinds of impediments or barriers encountered by businesses the regions mvolved and
industries affected the transparency of the implementation of the barrier the degree of restriction to
Canadian mvestors and the importance of safeguarding Canadian investments abroad The mam
findings of the report were that 28 per cent of the respondents had faced restrictions m one form or
another over the past five years that 38 per cent of the barmers identified had resulted n the
imvestment being cancelled or suspended and that 43 per cent of these barriers had resulted in the
terms of the investment being altered The report had also found that 71 per cent of the identified
barriers were in countries outside of the OECD  that 56 per cent of the restrictions were transparent
barriers while 19 per cent of the restrictions involved non transparent barriers and that 25 per cent
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of the restrictions involved discretionary decision making on the part of host country governments
The report concluded that for Canada with an internationally oriented economy the creation of a
commercial environment that was based on rules transparency openness and predictability was
cntical for future economic prosperity In response to a question by the representative of India she
stated that the report which was available on the Government of Canadas mvestment website
provided extensive mformation on the nature of the barriers covered by the survey

42 The representative of Korea highlighted the findings 1n the report that 56 per cent of the
restrictions involved transparent barriers that 3§ per cent of the baniers had resulted in the mvestment
being cancelled or suspended, and that 43 per cent had resulted in the terms of the nvestment being
altered These figures 1illustrated the substantial costs engendered by investment restrictions

43 The representative of Canada also introduced a written contribution (WT/WGTL/W/98)
descuibing the Industry Canada iesearch piogramme that had been conducted over the last several
years Through 1ts micro economic research programme Industry Canada had been in the forefront in
efforts to promote an understanding of the nature and the effects of FDI including FDI of foreign
firms 1n Canada and FDI by Canadian firms m other countries The results of these research
undertahings were quite extensive and were documented in several \olumes in the Industry Canada
research series as well as 1n a number of Industry Canada working papers discussion papers and
occastonal papers While the reseaich programme had been undertaken in the context of Canadas
economic evperiences 1ts results were mstructive more generally and mught be helpful in the
analytical and educative work of the Woiking Group

44 The representative of Switzerland stated that the research piogramme described in
WT/AVGTI/98 was highlv ielevant to the woik of the Working Group in that it covered a bioad range
of aspects of Canada s experience with [DI as well as a number of important theoietical subjects

(1) Investment wncentives

45 The 1epiesentative of Singapore made a statement on the benefits of mvestment incentives'
The debate 1n the Working Group on investment incentives should be more balanced and not be
focused only on the alleged trade or investment distortive effects of incentives His delegation
disagreed with the proposal made at a previous meeting by Hong Kong China for a Secretariat study
on the applicability of the Agreement on Subsidies and Countervailing Measures (ASCM) to
I\ estment incentives

46 The representative of India stated that his delegation was still reflecting on the 1ssue of
mnyestment incentives A fundamental question was whether incentives could distort FDI flows and
1f'so whether there was a willingness to contemplate disciplines

47 The 1epresentative of Canada considered that there were a number of questions that might
usefully be explored with regard to investment incentives Over the past few decades mternational
myestment flows had increased dramatically and both developed and developing countries had
become more conscious of the importance of investment for their economies Governments had come
to value the role of international investment as an engine of growth and job creation and a source of
competitiveness including through the mtroduction of new technologies and managerial skills At the
same time more and more governments appeared to compete to attract investment As noted by
Singapore such competition could have beneficial effects by inducing governments to strengthen
economic fundamentals improve infrastructure and reduce the restrictive and discriminatory elements
of their investment regimes On the other hand however global competition for FDI might also have
unfoireseen and negative effects For example bidding wars could have a particular negative impact

'Circulated m document WT/WGTI/W/99
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on smaller economies which did not have the resources to compete There might also be a
distortionary impact on the allocation of capital For these reasons Canada believed that the area of
incentives merited further discussion and analysis by the Working Group with regard to the range of
1ssues that had been raised

48 The representative of the European Communities stated that the ASCM applied to investment
incentn es to the extent that incentives were subsidies but that because of 1ts focus on trade effects the
Agreement was not effective in avoiding distortions to investment flows Referring to the questions
raised by India he considered that available evidence ndicated that investment incentives had the
potential to distort investment flows and that international disciplines were therefore warranted
While various policy reasons could be advanced m favour of the use of investment incentives as
argued bv Singapore there were also many reasons why disciplines on the granting of incentives were
necessarv including the race to the bottom effect the disparities between countries 1n terms of their
financial capacity to grant such incentives and the mefficient resource allocation resuling from
incentives  Whether such disciplines should be similar to those contained 1n the ASCM was a matter
for further consideration An underlying principle of the ASCM that could usefully be applied to
disciplines on nvestment ncentives was that disciplines on the trade distorting effects of subsidies
needed to be accompanied by a recognition of the role of subsidies 1n the pursuit of domestic policy
objectives

49 The 1epresentative of Argentina agreed with the views expressed by the Euwopean
Communities The capacity to grant mncentives varied greatly among countries including among
developing countries The case of the automobile sector amply 1llustrated how icentives could
distort trade

50 The 1epresentative of Austiahia stated that in Austiahia s expuilence incentiies definitly had
the potential to distort 1nvestment flows and her delegation theiefore wished to explore this subject
further especially with regard to the question ot whether incentives were trade distorting subsidics
and their etfects i distorting competition Her delegation suppotted the right of each government to
develop and use the policy tools 1t deemed appropriate to attract investment but 1t also agreed that
certain disciplines were necessary to avord distortions

51 The representative of Hong Kong China recalled that on previous occasions his delegation
had emphasized the importance 1t attached to further work on the issue of investment incentives In
patticular further study was necessary to determine under what conditions the use of mncentives had
undesirable effects In this respect he reiterated the proposal made by his delegation at previous
meetings for a factual study by the Secretariat on the applicability of the ASCM to mvestment
centives  ‘The Group s discussion on the balance of payments implications of FDI 1llustrated how
such a study by the Secretariat could stimulate debate among Members Because the Working Group
was a forum for educational work and was not engaged 1n a negotiation he disagreed with the view
that 1ts work should be based only on contributions by Members While Members could of course
provide their own contributions on the scope of the ASCM 1n relation to mnvestment incentives and its
drafung history a study by the Secretariat would be more neutral and objective The preparation of
such a study was entirely consistent with the practice of the WTO particular n light of the fact that
Secretariat background notes were sometimes even used in the context of negotiations In any event
a note by the Secretanat along the lines suggested by his delegation would not constrain Members'
ability to grant incentives

52 The representative of the United States stated that before 1t could support the proposal for a
factual study by the Secretariat her delegation wished to have further discussion from the perspective
of Members In addition her delegation considered that discussions in the Working Group should
focus on more traditional investment issues such as transparency and Most Favoured Nation
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treatment and national treatment Investment agreements traditionally had not focused on investment
incentives beyond those related to performance requirements

53 The representative of Mexico stated that studies that had been reviewed by the Working
Group and several contributions submitted by individual Members provided evidence of the potential
of mvestment incentives to distort trade and investment flows especially when incentives were
granted n the context of competition between countries to attract investment It was therefore
necessary to eaplore what kind of multilateral disciplines could address such distortive effects She
retterated her delegation s support for the proposal by Hong Kong China for a study by the Secretanat
of the applicability of the ASCM to investment incentives With regard to Singapore s argument that
investment mcentives served useful policy purposes such as to correct for poor economic
fundamentals or to direct investment to particular regions of a host country she considered that as
explained m her delegations contribution in WI/WGTI/W/64 1nvestment mcentives were often
second best policy instruments which in most cases did not attain the stated objectives Instead of
attempting to compensate for the effects of market failures policies should be aimed at the causes of
such failures For example if the objective was to enhance the attractiveness of a particular
disadvantaged 1egion to I'DI the optimal policy was to invest in infrastructure In addition to being
sub optimal policy mstruments nvestment incentives generated significant costs i terms of
discrimination against small firms and domestic investors rent seeking behaviour and inefficient
allocation of capital which had a negative impact on the host countrv s comparative advantage

54 The 1epresentative of Japan stated that whether incentives had a distorting effect depended
upon how one defined the meaning of distortions 1n this context His delegation did not consider that
investment rules should regulate all possible distorting practices The appropriate definmition of what
constituted a distortion that needed to be addressed in such rules should be determined 1n negotiations

55 The 1epresentative of Hungary agreed with the views expiessed by the European
Communities Aigentina Austaha Mexico and Hong Kong China His delegation suppotted Hong
Kong China s proposal for a Secietanat study

56 The representative of Poland stated that the subject of investment incentives was very
important and required further deliberations in the Working Group She noted that competition
between govermnments to attract FDI occurred especially 1n relation to greenfield FDI which had
remained stable as distinguished fiom FDI in the form of mergers and acquisitions which had
increased substantially in recent years Recent studies suggested that mnvestment incentives perhaps
had more positive than negative effects and that they influenced the relative attractiveness to foreign
investors of countries within the same region but did not affect choices by investors between countries
that were located 1n different regions of the world

57 The Working Group took note of the statements and agreed to revert to Item II of the
Checklist at 1ts next meeting

C STOCKTAKING AND ANALYSIS OF EXISTING INTERNATIONAL INSTRUMENTS
AND ACTIVITIES REGARDING TRADE AND INVESTMENT (ITEM III OF THE
CHECKLIST OF ISSUES SUGGESTED FOR STUDY)

(1) IVTO prowvisions on matter s 1 elated to investment

58 No statements were made on this indent of Item III
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(1) Bilateral 1egional plunlateral and multlateral agieements and imtiatives  1mplications for
trade and mmvestment flows of eusting international instruments

59 The representative of the European Communities drew attention to two regional seminars that
had been organized by his delegation The first had been held in Santiago de Chile in November 2000
and had been co hosted by the Government of Chile The second seminar had been held m Cape
Town in February 2001 and had been co hosted by the Government of South Africa The seminars
focused on four possible subjects for negotiation 1n the WTO investment competition environment
and trade facilitation The aim of the seminars was to provide for informal discussion with capital

based policy makers 1n the two regions concerned Representatives of the business community and
academic experts had also participated Care had been taken to present the full spectrum of differing
views on these subjects Specifically with regard to investment the debate at these seminars had
revealed that there was wide support for the view that stability transparency and non discrimination
played a role as one of the factors that determined the attractiveness of host countries to FDI The
importance of the degree to which countries were ntegrated into the international economy had also
been emphasized The need for a gradual approach to investment liberalization had been highlighted

especially in respect of capital movements In respect of investment incentives 1t had been remarked
that they were already covered to some extent by existing WTO rules and that they could adversely
affect the interests of the poorer developing countries At the same time 1t had been argued that there
was a need for developing countries to retain the capacity to provide certan incentives Another
theme that had attracted attention was the need for special and differential treatment of developing
countries 1n the design of international investment rules which should not simply be in the form of
exemptions In the case of the African seminar attention had been drawn to the problem of the
existence of risk perceptions that were not in line with actual economic conditions and to the role of
multilateral investment rules in bridging this gap between perception and reality However 1t had
been achnowledged that international 1ules could not solve problems of lack of political stability and
other stiuctural problems The 1isk of nvestment policies being captured by special nterests of
powertul foreign or domestic investors had been highlighted 1 which connection it had been argued
that mulutilateral rules could help countries iesist pressute from such interests A very prominent
theme of discussion had been the 1ssue of the need for flexibility for developing countries Finally

the specific needs of developing countries for technical assistance mn an nvestment negotiation had
been discussed

60 The 1epresentative of Japan stated that an APEC regional seminar on investment had taken
place 1n Mamlla in November 2000 orgamzed by the Government of the Philippines and the
Government of Japan and that a bilateral seminar on investment had been held 1n Beying in February

2001
61 The representative of the OECD made a statement on recent OECD work on m estment?

62 The representative of UNCTAD made a statement on recent UNCTAD work on mvestment?

63 The Working Group took note of the statements made and agreed to revert to Item III of the
Checklist at 1ts next meeting

Circulated 1n document WT/ WGTL/W/100
Circulated in document WI/WGTI/W/101
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D ITEM IV OF THE CHECKLIST OF ISSUES SUGGESTED FOR STUDY
() New witten contributions
64 The representative of Korea introduced a written contribution on the GATS and its

implications for an investment agreement (WI/WGTI/W/96) He emphasized that 1n accordance
with the educational character of the work of the Working Group the sole purpose of this contribution
was to tacilitate discussions in the Working Gioup without prejudice to any Member's views The
contribution 1dentified major elements of nvestment rules MFN treatment and national treatment
progressive liberahization and free transfer of payments provisions on transparency and standstill and
on expropriation and compensation and other investment protection measures provisions on
performance requirements and investment incentives and special provisions on developing countries
and technical assistance In view of the flexibihity provided for in the GATS the importance of
developmental considerations in the GATS and the fact that the GATS already contained most of the
above mentioned major elements of nvestment rules Korea considered that the GATS could serve as
a benchmark in formulating multilateral rules on investment in the WTO However 1t was necessary
to addiess certain 1ssues that were dealt with in other international inyestment agreements but not 1n
the GATS including expropriation and compensation and performance requirements In considering
how the GATS model could provide a basis for multilateral rules on investment the Working Group
could usefully discuss a number of questions at a technical level whether the services sector should
be mcluded 1n new investment iules or whether such rules should apply only to non services sectors

how to biidge the differences betw een the definition of investment 1n a multilateral framework and the
concept of commeicial presence 1n the GATS how to treat and define the scope of specific marhet

access commitments in the GATS how GATS provisions relating to transparency and domestic
regulation monopoly suppliers business practices and safeguard measures transfers of funds and
balance of payments measures should be applied in a multilateral framework 1n particular whether
they should apply equally to the pre establishment and the post establishment phases and whether
they should be defined as conditional or unconditional principles and how to address othel elements
of nvestment rules not dealt with by the GATS such as incentives peiformance requuements and
expropriation and compensation

65 The representative of Switzerland stated that regarding the pre establishment phase his
delegation agreed with the views of Korea on the desirability of a bottom up approach as the basis for
multilateral investment rules  With regard to the post establishment phase attention needed to be
paid to peiformance requirements in\estment protection investment incentives and the relationship
of multilateral investment rules n the WTO to the GATS the TRIMs Agreement the ASCM
bilateral investment treaties and other international agreements The questions posed by Korea at the
end of 1ts contribution would help facilitate a more focused discussion in the Working Group

66 The representative of Hungary referring to his delegation s position on a realistic approach to
multilateral investment rules mn the WTO agreed with Korea that the GATS, which covered FDI
through 1ts commercial presence mode of supply could serve as a model for an agreement on
investment in the WTO  The GATS covered many important 1ssues that should be mcluded 1n such
an agreement provided a considerable degree of flexibility and had operated to the satisfaction of
Members In respect of paragraph 4 of Korea s communication he noted that the national treatment
provision 1n the GATS was not only conditional on the existence of specific commitments n a
particular sector but was also subject to conditions and qualifications set forth n schedules of
commitments of individual Members The obligation m GATS Article III | regarding the prompt
publication of all relevant measures of general application pertaming to or affecting the operation of
the GATS was not absolute as Article III 2 provided that 1f publication of such information was not
practicable Members were required to make 1t otherwise publicly available He also drew attention to
the requirement of Article III 3 of the GATS that Members inform the Council for Trade in Services
of the introduction of relevant new laws, regulations and administrative guidelines and of changes to
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such laws regulations and guidelines In respect of the comments in Korea's communication on
standstill provisions i the GATS he noted that the GATS required Members seeking to modify or
withdraw a commitment to enter into negotiations with a view to reaching an agreement on any
necessary compensatory adjustments and that Members were required to endeavour to mamtain a
general level of mutually advantageous commitments Most of the questions posed by Korea n
paragraph 11 of 1ts communication would become relevant after a decision had been taken at the next
Ministerial Conference to establish a mandate for negotiations on mvestment but at this time 1t was
perhaps premature to consider these questions in detail

67 The representative of the European Communuties shared the view that the GATS was a very
useful model for a possible investment agreement i the WTO especially in regard to 1ssues such as
market access but that 1t would be necessary to go beyond the GATS in respect of certain subjects not
addressed 1 the GATS including performance requirements and investment incentives He
concurred with Hungary that the questions posed by Korea in paragraph 11 of 1ts communication were
very pertinent but that they could only usefully be addressed once a decision had been taken to
negotiate investment rules in the WTO

68 The representative of India stated that his delegation was concerned that Koreas
communication went beyond the mandate of the Working Group and in this respect he welcomed
Koreas statement that this communication was without prejudice to the views of any Member With
1espect to paragiaph 4 of Koreas communication he obseived that a central feature of the GATS
which provided flextbility to developing countries was that national treatment was not a general
obligation but applicable only to the extent Members had made specific commitments which were
subject to conditions and qualifications inscribed in a Members schedule One fundamental problem
with Korea s communication stemmed from the notion of the GATS as a bottom line or starting point
This seemed to imply that the objective was to achieve a higher level of ambition over time and that
developing countries that had entered into a negotiation mn good faith on the basis of certan
parameters would eventually face pressuies to assume higher levels of obligation  Another basic
concern with Korea communication atose from the fact that the questions in paragraph 11 seemed to
contemplate a consideration of possible amendments to the GATS the TRIMs Agreement and the
ASCM which would have far reaching implications In sum his delegation considered that Korea s
communication failed to provide a precise indication of the level of ambition sought by the
proponents of mvestment negotiations in the WTO  Rather 1t raised additional questions and
concerns by referring to the GATS as a bottom line or starting point and by suggesting that an
investment negotiation might engender amendments to existing WTO agreements

69 The representative of Brazil considered that an approach based on the GATS was consistent
with the 1dea of a realistic approach to a possible multilateral framework on investment i the WTO
because of the extensive flexibility provided for in the GATS through the positive list approach and
thiough the exemptions from MFN treatment He seconded the comments by Hungary and India on
the statements on national treatment and transparency n paragraph 4 of Koreas contnbution The
flexibility enjoyed by developing country Members with regard to the scheduling of specific
commuitments enabled them to apply conditions aimed at achieving the objective of Article IV of the
GATS to increase the participation of developing countries 1n trade 1n services and to nclude in their
schedules provisions on performance requirements and investment incentives Referring to the
comments by India he observed that, 1f the objective was to develop a realistic approach one should
be careful 1n using the concept of the GATS as a starting pont He agreed with previous speakers that
the questions in paragraph 11 were important but that addressing them at this time might be
premature He asked Korea to explain what was meant by the question raised in the third bullet 1n
paragraph 11 of how to treat and define the scope of market access commitments m the GATS

70 The representative of Chile stated that the GATS was a good model for an mmvestment
agreement 1n so far as 1t provided for liberahzation on the basis of a positive list approach but that in
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other respects further consideration was necessary of whether the principles applied to trade 1n
services could also be applied to mvestment The questions in paragraph 11 of Koreas
communication could only be addressed at a later stage once 1t had been decided to negotiate on a
multilateral framework on investment and having regard to further negotiations in the framework of
the GATS She noted that in most countries regulations applicable to investment did not distinguish
between services and non services sectors Referring to the comments by India she observed that

while 1t was true that national treatment in the GATS was not a general obligation account should
also be taken of the fact that most Members were parties to bilateial investment treaties in which
national treatment was a general obligation in the post establishment phase Regarding the comments
made on Korea s reference to the GATS as a starting point she observed that for her delegation the
starting pownt 1n an investment negotiation in the WTO would not be the GATS as such but rather the
specific commitments made by Members in respect of the commercial presence mode of supply

71 The representative of the United States recalled that at previous meetings especially the
meetings held in 2000 her delegation had expressed 1ts views on the general notion of the GATS as a
model for an investment agreement

72 The 1epresentative of Japan agreed with Korea that the Working Group was an educational
forum and that the woik in the Gioup was not intended to piejudge the positions of Members on the
1ssue of the negotiation of a multilateral framewoik on investment He shared Koreas view that the
GATS could be refered to as a benchmaik when formulating investment rules in the WTO He agreed
with previous speakers that the questions posed in paragraph 11 might be somewhat premature

73 The representative of the European Communities responding to the comments made by India
stated that the GATS could be regarded as a bottom line 1n the sense that many questions that had
been discussed 1n this Working Group weie not addicssed by the rules of the GATS including
investment piotection and subsidies He agieed with India that a negotiation on investment rules
should not give rise to amendments to existing WTO agieements Thus 1n the case of the GATS any
amendments could onlv 1esult fiom the ongoing process of negouations in the framework of the
GATS On the other hand an investment negotiation would necessarily have to deal with the
question of how to ensure coherence between possible mvestment rules and existing WTO agreements
n areas such as services subsidies and TRIMs

74 The representative of Malaysia noted the statement by Korea that 1ts contribution was without
prejudice to any Members position on the need for investment rules in the WTO The references to
the possible inclusion of rules on performance requirements and investment incentives and possible
amendments to the ASCM and the TRIMs Agreement 1emforced the view that what was envisaged
was to use the GATS as a building block to construct a more ambitious agreement In this respect the
comments by the European Communities had not alleviated his delegations concerns regarding the
concept of the GATS as a bottom line Referring to his remarks earlier at the meeting on the need for
permanent carve outs for developing countries he stated that the Korean communication focused on
liberalization without addressing the need for flexibility for developing countries If 1t was intended
to arrive at a consensus in this Group on a negotiating mandate from Ministers 1t was mcumbent upon
the proponents of investment negotiations in the WTO to assure other Members that a GATS
approach would adequately accommodate the developmental policies and programmes of developing
countries The questions in paragraph 11 of Koreas contribution should only be discussed when the
Group was given a new mandate by ministers to negotiate an investment agreement

75 The representative of Korea referring to the comments that had been made on paragraph 4 of
WTAVGTI/AV/96 stated that because this paragraph was intended to provide a succinct description of
the main mvestment related provisions of the GATS certain details might have been omutted
Regarding the notion of the GATS as a starting point or bottom line he agreed with the comments by
the European Communities Chile and Japan and stated that these terms should be understood n the
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sense of the GATS as a reference point In response to the view that the questions raised in paragraph
11 were premature he stated that the primary objective of his delegation was to encourage thinking
about questions that would nevitably arise in case the GATS model were used to design mnyestment
rules for non services sectors

(1) Further discussion of contiibutions submutted in 2000

76 The representative of the European Communities recalled that in June 2000 his delegation had
introduced a communication (WT/WGTI/W/84) which showed that international investment rules

especially multilateral rules need not be incompatible with the pursuit of domestic policy objectives
The 1ssue addressed 1n this communication of flexibility to accommodate domestic policy objectives
was important for all countries and should be distinguished from the particular flexibihity that might
be necessary with respect to developmental concerns The communication analysed how provisions
of euisting international investment rules 1n the areas of market access the standards of treatment
applicable to the post establishment phase of mvestment and the preferential treatment of foreign
investment enabled countries to pursue domestic policy objectives Regarding market access existing
rules provided for varying degrees of flexibility with the highest degree of flexibility provided by the
bottom up approach which his delegation proposed to use in negotiations on an investment agieement
in the WTO  On the 1ssue of standards of treatment the analysis in the paper concluded that
international nvestment rules need not affect domestic policies in the area of employment and
envnonmental protection because such policies could effectively be applied by countries on a non

disciminatory basis  Finally 1if countries wished to grant preferential treatment to foreign
imvestment this could be accommodated through exceptions to non discrimination rules

77 The representative of Hong Kong China referiing to the discussion that had taken place at
the meeting in October 2000 on a communication by his delegation on transparency of the iny estment
em nonment (WT/WGTI/W/90) stated that past deliberation in the Working Group had revealed that
Members generally 1ecognized the importance of a transparent global investment envuonment to
international 1nvestors but that views dinverged on the costs and benefits of new temational
mitiatives 1n this area  This difference 1in view warranted further work aimed at achieving a better
understanding of the costs and benefits of new international measures to promote transparency of the
mvestment environment In this respect he offered several considerations for further discussion
First benefits of possible new international mitiatives to promote transparency should be weighed
carefully agaimst their costs Second there had to be an assessment of the needs of potential
beneficiaries of new transparency measures Third possible new transparency rules should provide
sufficient guidance to Members on how they should comply with such rules For example a standard
form designed in connection with a notification requirement would help Members focus their efforts
on gathering essential information Fourth the development dimension had to be at the core of
tiansparency provisions with respect to foreign mvestment  Sufficient flexibility and capacity
building for certain categories of Members would need to be explored to accommodate the special
needs and concerns of developing countries Finally new transparency measures should not be
introduced unless full comphance was assured In this regard there were useful lessons to be learnt
from the experience with notification requirements of the existing WTO agreements notably the
ASCM  Given the high costs of non compliance new transparency disciplines should be supported
by a strong collective will to fulfill the obligations mvolved He concluded by saying that Hong
Kong China had no preconceived views on whether and how best to pursue more transparency on
investment policy in a WTO context and that the purpose of his intervention was only to 1dentify
relevant considerations concerning the costs and benefits of measures to promote transparency

78 With regard to the 1ssue raised in the contribution by Hong Kong China of the administrative
costs of measures to enhance transparency the representative of Chile stated that such measures
would perhaps be less burdensome than sometimes suggested because many countries had already
unilaterally taken steps to enhance the transparency of their investment regimes
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79 The representative of the European Communities stated that European nvestors had indicated
that one of the main problems they faced when investing abroad was the difficulty of acquamting
themselves within a reasonable period of time and at a reasonable cost with all relevant regulations
affecting the establishment of foreign investment and 1its treatment in the post establishment phase
This lack of transparency was mainly due to an msufficient institutional capacity of host countries to
identify what particular kind of information was relevant to foreign investors and to disseminate such
information  This capacity problem often resulted in risk perceptions that were not in line with
economic realities  Consequently while WTO provisions on notification and collective monitoring
would be useful the 1ssue of transparency of investment regimes should be addressed 1n a manner that
went beyond the traditional WTO approach In this connection consideration should be given to the
possible role of the WTO with respect to technical assistance activities aimed at enhancing the ability
of host countries to analyze their investment regime with a view to disseminating all relevant
information to foreign investors Referring to the specific questions raised by Hong Kong China 1n
WT/WGTI/W/90 he stated that all countries and investors would benefit from increased
transparency that rules on transparency should apply to all levels of government and that procedures
for the notification of legislation prior to its adoption would be useful but that 1t was unrealistic to
rcquite such procedures 1n all cases He agreed with Hong Kong China that the opportunities created
by new technologies such as the Internet to facilitate the dissemination of information should be taken
into account 1n the efforts by WTO Members individually or collectively to enhance transparency n
the area of foreign investment With regard to the question raised by Hong Kong China concerning
possible exceptions to transparency provisions he considered that this should be distinguished from
the question of the protection of confidential information There should be no exceptions to the
principle of transparency of laws and regulations but the question of the most practicable means to
ensure such transparency merited fuither consideration 1n particular in order to munimise the
admimstatiye butdens on deseloping countries A strong commitment to provide technical assistance
would be necessary in this respect

30 Regaiding a wiitten conttibution mtroduced by Japan in October 2000 on the 1ssue of the
defimtion of investment (WT/AVGTI/W/92) the 1epiesentatiye of Hungary stated that the definition of
v estment 1n international agreements was always a matter for negotiation because this definition had
to reflect the particular objectives and ambitions of the parties to the agreement It was therefore not
possible to amive at a single definition of investment 1n the Working Group outside the context of a
negotiation  The analysis 1 Japans contribution reinforced his delegations view that a realistic
multlateral framework on mvestment should focus on foieign direct investment The representative
of the Euiopean Communities stated that for the purposes of the educational work 1n this Working
Gioup his delegation found particularly useful the distinction between FDI on the one hand and
capital movements particularly short term capital movements on the other This was a concept
rather than a defimtion The refinement of this concept into an operational definition could only take
place in the context of negotiations on the nature of the substantive disciplines to which that definition
would 1pplv

81 The Chairman suggested that 1t was perhaps useful to consider the possibility of a more
structured debate at the next meeting along thematic lines One theme that might ment a more
focused discussion was the 1ssue of how investment rules could provide for flexibility to
accommodate domestic policy objectives

82 The Working Group took note of the statements made and agreed to revert to Item IV of the
Checklist at the next meeting
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E DATE OF THE NEXT MEETING
&3 The Chairman recalled that at 1ts meeting of 16 November the Working Group had agreed

that 1ts second meeting 1n 2001 would be held on 13 and 14 June and that at that meeting m June 1t
would take a decision on when to hold further meetings 1n 2001
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I INTRODUCTION

1 International Imvestment rules at bilateral 1egional and mululateral level can play a hey 10le
tor the purpose of impioving the legal enviionment for DI woild wide as a complement to domestic
tetorms It 1s widelv acknowledged however that mvestment 1ules alone ate not enough to ensute
that all countiies attiact a greater proportion of the incteasing flows of FDI The main detet minants ot
mternational mvestment flows in a given country are market size and structure macroeconomic and
political stability level of infrastructure labour skills etc

2 At the same time 1t 1s also clear that the enabling envnonment for FDI 1s crucial to attract
foreion investors or at least to avoid discouraging them In our view an improved legal framework
should be developed together with accompanying measures aimed at creating a supportive business
framework which would mavimise the potential that countries have for attracting FDI This enabling
enviionment for FDI should include beyond the legal framework good governance effectne justice
svstems respect for the rule of law etc The benefits of a sound enabling environment are
widespiead Not only does 1t make a country more attractive to FDI mflows but also helps it to
absorb the flows m a moie productive way for example through the efficiencies of better governance
It can also help 1educe capital flight and encourage greater domestic investment In this conteat it will
be crucial to identify what appropriate assistance could be envisaged to ensure that developing
countries exploit their full potential by attracting more capital flows and consequently increase their
economic growth

3 As a first step developing countries could receive assistance on two fronts on the one hand

assistance should aim at identifying the key requirements for increasing their attractiveness as
151vestmem locations and the key bottlenecks that frustrate domestic policies to this end On this basis
assistance could then be directed at building capacitv to (1) regulate the domestic markets 1n order to
attract imvestment  (2) 1dentify and deal with obstacles to ordinary market functioning eg

competition policy On the other hand developing countries should receive assistance to negotiate
etfectinely international investment rules and to transpose the results of negotiations nto domestic
laws and 1egulations
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4 Thus paper attempts to 1dentify possible fields for technical assistance in the context of the
possible future negotiations of international investment rules The paper also refers to some of the
existing technical assistance instruments provided by the European Commumity as well as by
international organisations

5 This submission does not propose to reach conclusions on these 1ssues Rather its objective 1s
to open a debate among Members on

(a) whether the existing insttuments are adequate

) whether they should be revised to take into account specific needs and objectives that
are not fully taken into account yet

(c) whether notable gaps exist in the field of technical assistance and Capacity building
related to mnvestment and how they could be filled

6 Thus the paper 1s aiticulated into 2 mam sections The first section looks at the wider 1ssue of
capacity building m the general context of sustainable development of Developing countries and
gies some suggestions on how the WTO and 1ts Members could contribute to improve the coherence
of the existing Technical assistance/Capacity building initiatives related to trade and investment The
second part deals with the immediate needs of a developing country wishing to negotiate intcrnational
mvestment rules 1n terms of both identify ing and defending 1ts interests in such a negotiation and then
transposing the results of the negotiations into domestic laws and regulations

7 This paper does not deal with the bigger 1ssue of actually increasing and improving the
capacity building element of development assistance This is an 1ssue that goes well beyond the
mandate and the ability of the Working Group

1 Building capacity to attract, absotb and benefit trom FDI — Detiming needs and
dentifying gaps in curient assistance programmes

8 As mentioned above the main challenge relates to improving the overall capacity of many
developing countries to attract a higher share of FDI flows and to absorb inflows m a manner
conducive to 1ts smooth and sustainable economic dey elopment This 1s a medium to long term 1ssue
which needs co ordinated and coherent support by international institutions and mdividual developed
country donors also in order to maximise the benefits for those developing countries undertaking
efforts on their own 1n this regard Clearly all efforts in this area should be fully consistent and
developed within the context of the World Bank/UN global strategy on sustainable development and
poverty eradication

9 The WTO and 1ts Members however could kick start a process of coherence m the area of
mvestment by providing developing WTO Members with resources to (a) 1dentify the prionities for
action (b) catalogue the technical assistance and capacity building 1mitiatives already under way
(c) idenufy gaps in the overall assistance being provided (d)ensure greater coherence of the action of
nternational institutions and individual donors (e) identify the capacity bottlenecks that hmit the
ability of developing countries to attract absorb and benefit from FDI (f)better target international
assistance to this end WTO Members should consider to what extent existing instruments such as for
instance the Integrated Framework for LDCs or JITAP could be used for this purpose

10 This would help developing countries to better target their request for assistance and greatly
unprove the effectiveness of the assistance itself It remams clear that there 1s 10 single model of
technical assistance that all countries should follow The techmcal assistance programmes have to be
targeted at the specific priorities and needs to be identified bv individual or groups of developing
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countries that would allow them to effectively implement as well as benefit from multilateral
mnvestment rules

11 Multilateral mmvestment rules are designed to underpin domestic mnvestment regimes and to
reassure foreign investors that whatever the rules of a potential host country look like they will
always comply with certain basic principles The resulting greater legal certainty would produce
greater propensity to mnvest abroad and greater FDI flows overall and would also mmimise the risk of
capital flights Moreover a large number of potential host countries especially among developing
countries suffer froma perception gap whereas they are percened by foreign v estors as posing a
much greater risk that the reality would justify This multilateral underpinning of domestic investment
rules would go a long way towards bridging that gap

12 Nevertheless even once 1ssues of (real or perceived) legal (un)certainty have been totally or
partially laid to rest the fact remains that many developing countries have a hmited capacity because
of their physical or geographical situation or precisely because of their undeveloped economy to
attract a growing share of FDI absorb 1t into then economic fabric and in the end fully benefit from
1t The fact that neither multilateral rules nor the WTO as an organisation can solve this problem does
not mean that they cannot play a positive role towards finding solutions

13 The areas for impiosement are many foir mstance better market opportunities (including
thiough 1egional ntegiation) a tunctioning legal system establishment and enforcement of fair
competition 1ules to cutb abuses by foreign and domestic firms development of better banking and
financial stiuctures including better lending facilities for local entrepreneurs domestic laws and
regulations clarifying investors responsibilities improved governance etc Efforts by developing
countries to achieve improvements in these areas could be supported through coherent and co
ordinated progiammes by international institutions (Woild Bank IMIT UNDP etc) regional
mstitutions and indinvidual donors The need for co ordination and patticipation of many donois in this
area 1s particularly acute

14 By now the EU and 1ts Member States haive gained considerable experience with financial
and technical assistance in developing and transition countries EU programmes are currently being
provided to numerous partner countries including those of Central and Eastern Europe Russia and
the CIS several countries in the Mediterranean Latin America ACP countries etc Some of these
ptogtammes covel technical assistance designed to stiengthen public adminmistration harmonise
standaids or reform legal systems

1> In the context of foreign investment such assistance — as will be provided for example by
PROINVEST' - 1s intended to focus on private sector development on support of nvestment
promotion agencies as well as on legal and financial sector weaknesses 1n order to reduce non
commeictal rish and to increase investors confidence to engage in these markets To foster
development 1t 1s thereby crucial to create a virtuous cycle of finance investment and growth
Adherence to the 1ule of law nationally and internationally and local capacity building m this
respect deseri e special attention in (future) EU assistance programmes

' The overall objective of the programme 1s to ncrease mvestment (domestic cross border and
foreign) in the ACP regions leading to economuc growth job creation and the strengthening of the private sector
thus contributing to economuc integration within these Regions and their incorporation wn the world economy

The programme serves to address a market failure where mformation on investment opportunuties lacks
transparency and 1s difficult to obtam ACP companies specially SMEs also have difficulty in identifying
potenual foreign partners In addition the market is not supplying sufficiently objective information on the rishks
miolved in imestment Specifically the programme seeks to promote investment and inter enterprise co
operation agieements (ICAs) in hey sectors (e g agro industry tounism muning hght engineering building
materials ) including stiengthening the role of the Investment Promotion Agencies (IPAs) and intermediary
private organisations i the ACP Regions
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2 The negotiation of international investment rules and therr transposition into domestic
laws and regulations

16 Besides the longer term 1ssue relating to the capacity of a developing country to attract a

sigmficant share of FDI flows and to absorb inflows 1n a manner conducive to 1its smooth and
sustainable economic development the WTO and 1ts Members could start considering what could be
done 1n the short to medium term

17 In particular should investment negotiations be launched WTO Members would be faced
with the need to 1dentify and analyse their domestic laws and regulations that would be relevant to the
operations of foreign nvestors and that could be affected by multilateral rules This 1ssue would be
relevant to both the negotiation and the implementation phase of investment rules

18 This analysis assumes that i an investment agreement WTO Members would negotiate
obligations in three main areas

(a) Tiansparency
b Non discrimination (both MFN and National Treatment)
(c) Mairket Access

19 Technical assistance needs in these areas will be briefly examined n tum In general
however an important element to improve developing WTO Members negotiating capacity would
be their ability to 1dentify domestic laws and regulations that may need to be preserved m order to
putsue developmental objectives thiough for nstance MIN exemptions National Treatment
exceptions no or himited commitments on access etc

20 Thus enabling developing WTO Membeis to teciwit and tian staff for this work and/or
(perhaps on a transitional basis) to use external specialised human 1esources (e g teams of lawyers
and economists) could go a long way towards improving their ability to negotiate investment rules
compatible with their level of development as well as to enable them to transpose these rules in their
domestic legal order

(a) Transparency (and dissemination of information)

21 The transparency of the domestic 1 estment regime 1s crucial to attract foreign mvestors 1n
any given country The question of identifying the domestic laws and regulations that are of most
immediate interest to prospective mvestors and especially the dissemination of this information
should be an important element of investment promotion

22 It 1s objectively difficult for any country to dentify and list all the domestic laws and
regulations that may be relevant to the operation of foreign investors (or of domestic investors too for
that matter) These laws and regulations are usually scattered in different legislative and regulatory
texts (even where some of them are collected 1n an mvestment code ) and are the responsibility of
different branches of government or 1n many countries of independent agencies or sub national
governments A developing country will need help n financing and traming the human resources to
comb through such domestic laws and regulations and to devise switable effective and non-
cumbersome procedures to comply with any multilateral transparency and notification requirements



WT/WGTUW/102
Page §

23 The World Bank (MIGA’ FIAS?®), for instance has instruments aimed at improving
dissemmation of information and investment promotion In the Asia Europe Meeting (ASEM)
context partners have also created a website (the Virtual Information Exchange) which provides
information on the mvestment regime 1n each of the ASEM partners and on the implementation of the
ASEM Investment Promotion Action Plan (IPAP) including a list of most effective measures to
attract FDI* WTO Members should try to make the most of these instruments and share information
in order to 1dentify best practices for investment promotion and dissemination of information

24 Technical assistance for the specific goal of improving transparency could build on existing
projects and offer officials and investment promotion agencies from Developing Countries support i
terms of know how as regards (1) 1dentification of national legislation concerning investment, (1)
dissemination of information and (111) strengthening the capacity to upgrade regulatory frameworks
and to mamtain this upgrading In this context the ewxsting activities of the World Association of
Investment Promotion Agencies (WAIPA) could also be very useful’

(®) Non discrimination

2> Non discrimination provisions are likely to take the form of both MI'N and National
Tieatment obligations Whatever negotiating format 1s chosen neither of these obligations 1s likely to
be an absolute one realistically speaking There will be exceptions or exemptions from these
obligations 1n one form or anothet A WTO Membe: theiefore will have to 1dentify the areas and
anah se the reasons for which it needs to preserve flexibility when deciding whether or not to grant
MFN o1 NT tieatment to foreign investors For mnstance GATS today contains a list of MFN
exemptions If a similar mechamism were to be used in an investment agreement a WTO Member
would need to decide which exemptions 1t wishes to maintain

26 Again the problem developing WTO Members face here is one of having sufficient iesouices
to carmy out this 1dentification exercise This 1dentification would also be the obvious basis for the
mplementation of MI'N and National Tieatment piovisions in the domesuc legal system after
concluston of the negotiations

27 Technical assistance for policymakers and their officials could concentrate on (1) the
identification and analysis of host countries relevant legislation and (1) the analysis of the cost and
benefits of excluding certain areas fiom MFN/NT piovisions

The MIGA Agency part of the World Bank group aims at encouraging foreign investment by
providing viable alternatives in 1nvestment insurance agawnst non commercial risks in developing countries
theteby creating investment opportunities in those countries MIGA 1s also mvolved mn programs dissenunation
of information on investment opportunities and technical assistance that enhances national investment
promotion capabilities

The Foreign Investment Advisory Service (FIAS) helps developing and ftransiion country
govemments design mitiatives to attract foreign direct investment FIAS advises on laws policies incentives
mstitutions and strategies It helps countries increase the amount of iy estment they recene and the benefits
this iy estment produces

‘See  more nformatton on http //europa eu int/comnvexternal_relations/asem_ipap_s 1e/intro/
prog_report_en htm

http //www waipa org
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(c) Market Access

28 This assumes that the preferred option to deal with access of foreign nvestors 1s that of
voluntary commitment sector by sector by each WTO Member In this case too a WTO Member
needs to make a cost benefit analysis as part of the negotiation process Some WTO Members may
need to identify the sectors where opening to foreign 1nvestors would be problematic for their
developmental objectives and where they wish therefore to mamtain restrictions to access The same
analvsis would then be the basis for dismantling 1n the implementation phase those restrictions that
the Member has chosen not to maintain

29 Technical assistance for policymakers in this area could focus on (1) the economic analysis of
removing or maintaining restrictions to entry i a given sector (1) programmes aimed at facilitating
the tiansposition of international rules into domestic legislation

30 Good examples in the area of technical assistance for the negotiation of investment rules
already exist UNCTAD 1s running a multi donor project aimed at assisting developing country
governments in the negotiation of nternational ins estment agreements
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1 This Note has been piepared 1 response to a tequest from the Working Group for an analysis
of the balance of payments effects of meiger and acquisition activity to supplement
WT/WGTIW/9> and for an analysis of porttolio flows of foreign investment including the reasons
investors choose to invest through portfolio myestment the inter relationship between I'DI and
portfolio flows of foieign investment with a view to highlighting any advantages of attracting
pottfolio flows in oider to increase FDI concemns that have been expressed by some Members with
regard to portfolio flows of foreign investment and options that have been used in international
agreements to address such concerns '

2 Section I of this Note covers the balance of payment effects of cross border merger and
acquisition activity

-

3 Section II beginning on page 3 deals with the vaiious aspects of foreign portfolio investment
that the Secietariat has been asked to review

I CROSS-BORDER MERGER AND ACQUISITION ACTIVITY AND THE BALANCE-
OF PAYMENTS

4 Foreign direct imestment (IDI) thuough meiger and acquisition (M&A) activity 1s
comventionally defined as a transaction 1in which a foreign purchaser acquires a stake of 10 per cent or
more 1n an ewuisting domestic enterprise’  In most instances the stake 1s in practice considerably
higher than that UNCTAD estimates that about two thirds of acquisitions by foreign firms in
developing countries 1n 1999 were majority or full (30 100 per cent) acquisitions °

5 Inwaird FDI to developing countries through M&A activity mcreased sharply m 1996 99
Much of 1t was the result of major privatization programmes 1n Latin America particularly Brazil and
Argentina and foreign acquisitions of enterprises i South East and South Asia associated with the
effects of the financial crisis  This resulted in the share of the value of M& A activity 1n total FDI to
developing countries rising to more than one third m 1997 99* However given the particular
circumstances surrounding the increase this share may not be sustamed In most developing
countries M&A activity 1s still negligible

"W T/WGTUM/14 paras 17 20
For a review of cross border M& A activity see UNCTAD World Investment Report 2000
Chapter IV
Ibid p 99
“Ibid p 114
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6 As the Secretariat noted n WI/WGTUW/95 (paragraph 7) analysis of the balance of
payments effects of FDI involves much the same general factors whether the mnitial capital inflow to
the host country represents greenfield investment or M&A activity In a static sense, 1t will involve an
initial capital inflow coupled with subsequent capital nflows (new mnjections of capital) and outflows
(repatriation of profits royalties and dividends) and trade inflows (imports of capital goods and
ntermediate nputs associated with the imtial investment and subsequent operations of the enterprise)
and outflows (the substitution of domestically produced goods and services for mmports as well as
exports of goods and services)

7 Beyond the mitial foreign capital nflow associated with M&A activity its balance of
payments effects hinge largely on whether placing ownership and control of an existing enterprise in
foreign hands results 1n a significant change 1n 1ts operations particularly 1ts imports and exports of
goods and services and 1its imports of operating capital and exports of profits royalties and
dividends

8 Little can be said in a general way about the overall significance of this 1ssue It 15 perhaps
worth noting that balance of payments considerations did not figure 1n the recent recommendations of
the UNCTAD Commussion on Investment Technology and Related Financial Issues on M&A
activity > The Commussion focused mstead on the mmpact of M&A activity on domestic enterprise
development employment and competiion ~ With regard to balance of payments effects the
following points could be relevant but would need to be assessed 1n specific instances of I'DI on a
case by case basis

9 Greenfield mvestment and M&A activity both represent an 1nitial injection of hquidity into a
host countrys economy As noted in W/95 1n the case of greenfield investment this may be
associated with a high mtial propensity to purchase impoits ot machmery equipment and
intermediate goods and services needed for the stait up of the enterpiise concermed A propottion of
the imuial investment will then be ear maiked for this purpose and 1t will not enter the host country as
an uncommutted capital inflow

10 In the case of M& A activity 1t seems less likely m general that an established enterprise will
need immediately to be re equipped although 1n specific mstances this may happen — so that the initial
propensity to import stemming directly from the foreign investment will be lower than i the case of a
greenfield investment With less of the investment pre commutted to imports of new machinery and
equipment the trade effects of the imitial injection of capital will depend largely on the overall import
propensity of the host economy If the M& A activity represents a significant share of the productive
capital of the host economy in question 1t may be necessary to consider the specific import propensity
of the local beneficiaries of the sale of assets 1n other words what proportion of their spending or re
imvestment of the funds they receive from the sale goes on imports?

11 Again at a general level there 1s hittle that can be said on this point Analysis would need
ideally to be carried out on a case by case basis taking nto account wnter alia the size of the capital
inflow involved relative to the domestic monetary base and structural and policy characteristics of the
host economy For example i the case of sales involving the privatization of state owned assets the
proceeds to the government may be used to reduce budget deficits or to increase fiscal expenditure
either of which could have different effects on the balance of payments In the case of private sector
sales concluded in the context of an economy wide financial crisis such as happened n several Asian

> UNCTAD Report of the Commussion on Investment Technology and Related Financial Issues on 1ts
fifth session (12 16 February 2001) Impact of international iy estment flows on des elopment Mergers and
acquisiions — policies aimed at maxinuzing the positive and mimrmzing the possible negative impact of
mternational investment (TD/B/48/4) See also background matenal contamned 11 TDB/COM 2/29 /26 and
/EM 7/2
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countries 1n the late 1990s some of the proceeds may be expatriated for at least as long as the crisis
lasts resulting 1n an offsetting capital outflow although 1t would be more approprate to link this to
the crisis situation prevailing in the host country than to M& A activity per se

12 It 1s equally difficult to draw general conclusions on likely differences n the import intensity
and export ntensity of the operations of enterprises financed through greenfield investment or M&A
activity They will depend primarily on whether the influence of foreign management led to a
significant change 1n the enterprise s operations relative to the situation prevailing beforehand and
this requires case by case analysis For example 1t has been suggested by the World Bank that M& A
activity 1n developing countries in the 1990s broke new ground by entering into sectors that produce
non tradeable goods and services whereas greenfield FDI has largely been based in manufacturing ®
According to the World Bank about half of the M&A activity in East Asia in recent years has been 1n
such non tradeable industries as wholesale and retail trade real estate and the financial sector
particularly involving the re capitalization of the banking industry after the financial crisis Taken at
face value this could imply that foreign investment through M&A activity 1s likely to be less export
oriented than FDI However whether or not these industries remain in the non tradeable sectors of
the economy once ownership and control has passed to foreign investors will depend upon the
management decisions those investors take

13 As for outflows of profits and royalties 1t was suggested in W/9S that in the case of
greenfield investments these are likely to be delayed until the enterpiise concemed has become
productive and profitable In the case of M&A activity mn an existing productive and profitable
enterpiise these outflows can begin at once Thete 1s no obvious reason to suggest however that
over the long run the outflows will be systematically higher in the case of an M& A v estment than a
greenfield investment

14 In summary while certain hypotheses can be put forward about how the likely balance of

pavments effects of M&A activity might differ in general fiom the balance of pavments effects of
gieenfield mvestment — a lower initial propensity to import machinery and equipment for example or
a higher ininial outflows of profits and royalties — the empirical evidence 1s very thin and the same
geneial quahifications apply that were made in W/9> meaningful results depend largely on case by

case analysis and conclusions should be drawn on the basis of the overall effects of an investment on
the balance of payments not on the basis of just a select few of the trade and capital flows mnvolved

II FOREIGN PORTFOLIO INVESTMENT’

1> Foreign portfolio investment 1n developing countries 1s a more recent phenomenon generally
than FDI  As a result 1t has been less well researched and analysed and for the time being there 1s
little empirical work available The collection of data and statistics on foreign portfolio investment 1s
also less 1dvanced and in certain respects 1t poses gieater conceptual difficulties than the collection of
data and statistics on FDI®

A DEFINITION

16 Total private capital flows to developing countries comprise foreign bank lending and private
foreign investment Bank loans and trade finance remain important sources of external financing for

S World Bank Global Development Finance 2001 (Washington D C) p 36
This section draws on two particular sources UNCTAD Comprehensive Study of the
Interrelationship between Foreign Direct Imvestment (FDI) and Foreign Portfolio Investment (FPI)
UNCTAD/GDS/DFSB/S June 1999 and World Bank Global Development Finance 2001 (Washington D C)
* One of the agreed conclusions of the recent UNCTAD Expert Meeting on foreign portfolio
v estment was  given the importance of FPI countries should increase their efforts to ensure the accurate
statistical 1eporting of such flows for analytical and policy making purposes (TD/B/COM 2/EM 6/L 1 para 2)
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many developing countries but generally they are not classified as foreign investment and they are
excluded from consideration in this Note

17 Foreign mvestment comprises FDI and foreign portfolio investment and the most widely
used convention for differentiating between them 1s the IMF s Balance of Payments Manual

18 The IMF s benchmark definition for FDI 1s based on the 'lasting interest" that the investor has
in his mvestment in an enterprise resident 1n another country® A lasting interest mplies the
enistence of a long term relationship between the direct investor and the enterprise and a significant
degree of influence by the investor over the management of the enterprise such that the benefit the
Investor expects to derive from the investment goes well beyond the property mncome that accrues on
the capital invested For statistical reporting purposes the specific criterion used 1s that the foreign
investor holds 10 per cent or more of the ordinary shares or votmng power of an incorporated
enterprise  or the equivalent for an unincorporated enterprise  All subsequent equity and debt
transactions between affiliated enterprises are also classified by the IMF as direct investment as are
reinvested earnings

19 Foreign mvestment involving an equity share of less than 10 per cent 1s classified by the IMF
as foreign portfolio investment along with other kinds of equity securities (American depositary
receipts mutual funds and investment trusts) and debt securities (bonds notes money market
instruments and financial derivatives) that do not fall into the category of FDI  An essential
characteristic of portfolio nstruments according to the IMF 1s that they are tradeable so that
transactions typically take place thiough established capital markets (such as stock exchanges)"

20 Depending upon the specific focus of analysis and policy making foreign portfolio
investment can mn puinciple be bioken down further One standard differentiation made 1s betw een
potttolio mvestment in equities and portfolio investment in debt securities mainly bonds When
considering foieign poitfolio investment 1n conjunction with FDI 1t may be appropnate to focus on
foreign portfolio mnvestment that 1s enterprise specific and so to separate out and exclude foreign
portfolio mvestment in public sector debt securities (1e government bonds even though some of
these may be enterprise specific in that they are used to finance the operations of publicly owned
enterprises)  In some circumstances 1t may be considered appropriate to make a further
differentiation so as to exclude short term debt securities (with a maturity of less than one year)

21 Even with refinements such as these 1t is important to remember that the differentiation
desciibed above between FDI and foreign portfolio nvestment 15 designed for statistical reporting
purposes for which a clear delineation 1s needed and that for analytical and policy purposes the
dividing line 1s often not so clear cut For example the terms lasting interest 1n an investment and
'significant management influence' over an enterprise are not quantifiable ex ante and are not
necessanily associated directly with a 10 per cent equity threshold an investor with less than 10 per
cent equity share may have a lasting interest and exercise significant management control and vice
versa

22 For working purposes 1t 1s useful to note that FDI and enterprise specific foreign portfolio
nvestment typically involve two different kinds of imnvestor with different motivations and
expectations about the benefits they will denive from their mvestment By and large FDI 1nvestors
are firms engaged in the production of goods and services that are motivated by expanding therr
commercial activities Portfolio imvestors are either financial mstitutions mstitutional mnvestors (such
as pension funds insurance companies or investment trusts) or individuals who are motivated by the

’ See IMF 1993 (fifth edition) Balance of payments Manual and the OECDs 1992 (2™ edition)
Derailed Benchmark Definition of Foi eign Duect Investment
""IMF Coordinated Portfolio Int estment Survey Guide 1996
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financial retumn on their investment through capital gains or dividends and who ex ante have no
expectation of taking a lasting interest 1n an enterprise nor any direct nterest in managing 1t "'

23 As discussed later 1n this Note most existing international investment agreements (mamly
bilateral investment treaties) do not distinguish between FDI and foreign portfolio investment — they
cover both through a comprehensive asset based ' definition of investment

B THE MAGNITUDE OF FOREIGN PORTFOLIO INVESTMENT 'LOWS

24 Even at the most aggregated level data on foreign portfolio mnvestment are not accurate and
at more disaggregated levels their rehiability deteriorates considerably Part of the problem 1s data
availability and measurement errors Even among OECD countries for example only a few
systematically record foreign portfolio equity investments separately from other foreign portfolio
imvestment flows or even from FDI'” Part of the problem also 1s one of concept and defimtions For
example the IMF notes that in recent years there has been an 'internationalisation of emerging
market economies equity markets that has seen enterprises increasmgly bypassing local stock
exchanges to raise capital and iesorting to depositary receipts traded on foieign stock exchanges
1ssuing 1nitial public offerings on foreign stock exchanges and even changing their country of
domucile so as to reduce risk premia " All of this adds to the difficulty of accurate data collection
and data on foreign portfolio investment based on gross financing statistics (Annex Table 1) show
latge discrepancies from statistics collected for balance of payments purposes (Table 1)"

2> Notwithstanding the data problems 1t 1s clear fiom Table | that private capital flows have
become a far more important source of finance for developing countries in the 1990s than official
capttal flows and that FDI and foreign portfolio 1nyvestment have become more important relative to
bank lending patticulaily in the emeiging matket economies (see also Annex lable 2) Accoiding to
UNCTAD 1n the nud 1980s international bank lending accounted for over >0 per cent of total piivate
capital flows to developing countries T'DI for 22 per cent and foreign poitfolio investment for 18 per
cent' By the mid to late 1990s the data m Table I suggest that their respective shates wete about
14 per cent for bank lending >2 per cent for FDI and 34 per cent for foreign portfolio investment

26 FDI exceeded foreign portfolio investment (including sovereign and public bond financing) in
developing countries 1n all years except 1993 and in most developing countries FDI flows are a
significantly more important source of foreign financing than foreign portfolio mvestment flows
Accoiding to a survey by UNCTAD for example balance of payments data for 1990 97 show that
for two thirds of a sample of 30 developing countiies and economies in transition FDI was on
average larger than foreign portfolio mvestment '®

27 By the mid 1990s 1t appeared from the data that foreign portfolio bond financing was quickly
outstiipping foreign portfolio equity investment in its importance as a source of foreign financing for
developing countries However while both bond and equity mmvestment flows suffered during the
years of the Asian financial crisis equity mvestment flows seem to have proved the more resilient of
the two 1ncreasing sharply in 1999 and 2000 In contrast to bond nvestment flows they have now

"' Evenso the distinction can blur for example the time horizon of venture capital mnvestment may be
as long as FDI and 1t may involve sigmficant management control but the primary motive of the mvestment 1s
to share in the capital gains of the equity of a local enterprise when eventually 1t 1s listed on the stock exchange

' See UNCTAD World Investment Report 1997 p 109 for a discussion of data problems

' IMF International Capital Maihets (Washington D C) September 2000 pp 72 73

" Ibid p 51

" TD/B/COM 2/EM 6/2 and Corr 1 of 15 April 1999

$ibd p 8
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recovered to levels prevailing before the financial crisis and account for around 15 20 per cent of
private capital flows to developing countries'’

*

Table 1
Selected net long term resource flows to developing countries 1991 2000
(USS billions)

1991 | 1992 | 1993 | 1994 | 1995 | 1996 | 1997 | 1998 | 1999 | 2000
Total 1230 1558 2204 2257 2612 5112 3426 3349 2645 2958
of which
Private flows 621 993 1668 1757 2061 2795 2998 2803 2192 2572
of which
FDI 357 47 1 666 900 1070 1315 1726 1768 1854 1780
FP1 18> 252 876 73 4 669 117 792 36> 599 78 1
(Equity) (76)  (141) (310) (5>2) (o61) (492) (50 2) (1b6) (45 #H79
(Bond) (109) (111) (366) (582) (308) (625) (49 0) (409) (2>4) (303)
Bank Lending 50 162 34 87 305 257 452 500 246 07
Soutce  World Bank Global Detelopment Finance 2001 Tabled 5

Notes

Long term resource flows have a maturity of one year or more
lending) ate net of amortization payments and FDI 1s net of disiny estment

Inflows of debt (bonds and bank
Figures fo1 bond financing include

soveteign public and pinate bond 1ssues  the INF calculates that m 1998 99 pinvate bond 1ssues accounted for

about 31 per cent of the tota

l|S

&

Table 2

Net long term resource flows of FDI and portfolio equity investment

to developing countries, by region  1998-1999

(USS billions)

All E Asiaand Europeand |Latin America| Middle East South Asta | Sub Saharan
developing Pacific Central Asia [and Caribbean| and N Africa Africa
countries
FDI (net)
1998 1854 560 2 904 15 31 79
1999 178 0 580 2 762 45 32 73
Portfolio
equity flows
1998 345 211 35 39 07 13 39
1999 479 286 55 99 09 21 08
Source  World Bank Global Development Finance 2001

'" See World Bank op cit p 46 1> per cent based on capital market commutments and 18 per cent
based on net long term resource flows

® Ibid

p 53
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28 For the time being foreign portfolio investment 1s even more heavily concentrated i just a
few developing countries than 1s FDI primarily in upper middle income countries which have well
developed capital markets and which are associated with sound macro economic policies and
relatively high growth rates  Using data from Table 1 Table 2 shows the distribution by region of net
long term resource flows of FDI and portfolio equity investment to developing countries in 1998 and
1999 In fact the distibution of equity investment flows may be even more concentrated than these
figures would suggest and the World Bank finds that 1n 2000 85 per cent of total portfolio equity
investment flows to developing countries was accounted for by just four countries Brazil China
Menico and Turkey

C THE DETERMINANTS OF FOREIGN PORTFOLIO INVESTMENT

29 The determunants of foreign portfolio iny estment are less well researched than those of FDI™®
Nonetheless the principal motivations of foreign portfolio investment are considered to be
expectations of high yields (capital gains and/or mnterest and dividends) and reduced nisk through
portfolio diversification As noted earlier this contrasts with the motivation behind FDI which 1s
considered to lie primanily 1n a desire to expand the parent company s commercial activities

30 The increase 1n foreign portfolio investment n developing countries i the 1990s particularly
the emerging market economies 1s attributed to a number of factors the liberalization of financial
marhets intemnationally which has allowed capital to move more freely and cheaply between
countries  sustained high growth rates sounder economic fundamentals and the Iiberalization of
capital marhets m many emerging marhet economies favourable international macroeconomic
conditions marked by low interest rates and ample liquidity n the industrialized countries the
institutionalization of savings in the industrialized countries and the increase in professional asset
management which has helped reduce opeiating costs for financial transactions and progiess n
communications and information technology which has allowed cheaper quicher and moie accuite
processing of information by asset managers on a much wider range of countries and companies than
in the past

31 On the basis of these developments 1t i1s beheved that portfolio investors based in the
industrialized countries have been moie willing to invest in developing countries and economies In
transition  In addition 1n the 1990s portfolio investors have been encouraged to do so n order to
dnversify their portfolios and help increase the risk adjusted returns on their investments :

32 Once a decision has been taken to mnvest in emeiging markets as a group specific country
determinants will influence the actual allocation of funds UNCTAD suggests that individual host
country determinants of foreign portfolio investment fall into two groups economic determinants and

policy/regulatory determinants

33 Economic determinants are a reflection of the general health of the economy the potential for
firms to eamn profits and the potential to obtamn a high return on fixed income investment According

¥ Ibid p 47

® For a discusston see John H Dunning and John R Dilyard Towards a general paradigm of foreign
direct and foreign portfolio nvestment and Mira Wilkins Two lteratures two story lmes 1s a general
paradigm of foreign portfolio and foreign direct investment feasible? Tiansnational Coipoiations Vol 8 No 1
Apnl 1999

' See UNCTAD/GDS/DFSB/S (23 June 1999) pp 18 22 for a description of the extension of the
single market capital asset pricing model to include i estment in emerging markets as a strategy to lower the
nsk adjusted returns of an 1 estment portfolio and for a discussion of why there are doubts that this strategy
has worked 1n practice

“Ibid p 16 18
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to UNCTAD nvestors will typically focus on the following factors” high economic growth rate
exchange rate stability macroeconomic stabihty level of foreign exchange reserves health of
domestic banking system stock and bond market liquidity and real interest rates Some of these
factors (e g stock market liquidity) will be of more importance to equity nvestors and others (e g
real interest rates) to fixed income nvestors

34 The main policy and regulatory determinants according to UNCTAD s survey aie ease of
repatriating dividends and capital domestic capital gamns tax  stock and bond market regulation
quality of domestic accounting and disclosure standards speed and reliability of the scttlement
system  availability of domestic custodians and brokers and degree of investor rights protection
UNCTAD states that these are factors over which host govemments have the most direct control and
that while 1t 1s not possible to 1solate any single factor as being the most important some tend to carry
more weight than others For example the degree of investor rights protection and the ease of
repatriating dividends and capital are often cited as being watched closely by potential mvestors as
are efforts that are being made in emerging markets to meet higher standards of corporate governance

D FDI AND FOREIGN PORTFOLIO INVESTMENT

3> I'DI and foreign portfolio investment display several elements of complementarity both in a
direct commercial sense and 1n terms of the advantages that the host country derives fiom att: acting
foreign imvestment

36 Most FDI ivolves various foreign financial transactions over and above the 1mtial
nvestment Examples are equity capital contributions made by the parent company subsequent to the
mital investment and mntercompany debt transactions involving bon owing and lending between the
paient company and 1ts subsidiaries  If capital markets are well des cloped 1n the host country DI
will have the choice of conducting at least some of these financial transactions at arms length thiough
local markets for equity and debt securities rather than solely on the basis of the subsidiary parent
company relationship  This can create a rish that by competing for scarce capital to suppott its
operations FDI will crowd out domestic enterprises in the host country from local capital markets
Access to foreign portfolio investment flows can help reduce that risk

37 Like FDI foreign portfolio investment supplements domestic savings in developing countries
and provides for a higher rate of capital formation to support growth and development than would
otherwise be possible Foreign portfolio investment does not bring with 1t the management know
how technology and intangible assets that are associated with FDI However nor does 1tinvolve any
loss of control of ownership Its potential benefits for developing countries are generally considered
to lie i 1ts contribution to adding hquidity to domestic capital markets increasing their efficiency
and raising financial and corporate standards  These contribute to enhancing the busiess
environment 1n recipient countries

38 By mjecting liquidity foreign portfolio investment helps to increase the availability of
financing for local enterprises and to reduce the cost of capital which increases their competitiveness
Inter alia this can assist the start up and expansion of locally owned enterprises that establish
backward and forward linkage activities related to the operations of FDI as well as locally owned
enterprises that compete directly with FDI for a share of the domestic market

Based on the results of an UNCTAD questionnaire reproduced in UNCTAD/GDS/DFSB/S
* See UNCTAD Expert Meeting on Portfolio Investment Flows and Foreign Drirect Investment
Comnussion on Investment Technology and Related Financial Issues Foieign Portfolio Investment and
Foreign Direct Investment Characteristics  Similarities Complementarities and Differences Policy
Implications and Dev elopment Impact  TD/B/COM 2/EM 6/L 1 July 1999 pp 7 12
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39 As liquidity increases, capital market turnover also increases and price volatility 1s likely to be
reduced thus attracting more investors and encouragmng firms to use capital markets to raise funds
through 1ssues of financial instruments Foreign portfolio investment can help rmprove the standards
of local capital markets as foreign investors generally demand high quality information transparency
and disclosure as well as legal protection for munority shareholders and bondholders and they
demand adequate market and trading regulations Foreign portfolio mvestment can also encourage
the development of other financial intermediaries and ancillary services in recipient countries such as
investment management and financial advisory services accounting auditing and market mformation
services and credit rating agencies This can help strengthen the financial infrastructure increase
transpatency 1n financial transactions, deepen the process of financial intermediation and improve
corporate governance

40 More generally by contributing to the development of a better domestic business
ensironment 1 the host country particularly the development of the local financial infrastructure and
the deepening of capital markets foreign portfolio investment can help attract new FDI including
through M&A activity

E CONCERNS OF HOST COUNTRIES

41 According to UNCTAD the main concern of recipient countries 1s the potentially
destabihzing effects of volatile foreign portfolio mnvestment flows The mam concern of low income
developing countries, on the other hand 1s then limited access to flows of foreign portfolio
investment as well as IDI °

42 From an accounting point of view foreign portfolio investment represents both a foreign asset
(the mitial capital inflow) and a foreign liability (the penodic pryment of dividends and intetest and
the eventual 1epatriation of the oniginal capital) It s difficult to say anything at a general level about
how assets and liabilities will evolve over time since therr relationship 1s dependent in part on the
overall growth and development of the host economy but n normal circumstances theie 1s no prima
facie reason to believe that foreign portfolio investment need become an unsustamable burden on a
recipient country's balance of payments situation For example the imitial capital inflow may be used
to generate a future stream of foreign exchange earmings that 1s well m excess of the financial
lilabilities associated with 1t and even 1f the original investment instrument matures or is sold on the
domestic capital market at some point the proceeds may be 1e mnvested in the recipient country rather
than being repatriated

43 In general equity investments may pose less of a potential burden on the recipient country s
balance of payments than bond (debt) instruments Equity mvestments do not mature and are
therefore not subject to redemption they are priced in domestic currency terms as long as they are
1ssued and traded on the domestic stock market so that the foreign mvestor shares in any exchange
rate risk which may occur and they are subject not only to possible capital gains but also losses
depending on the performance of the domestic enterprise so that the foreign investor shares in the
operating risk too In contrast debt securities do mature they typically have a fixed payment due at
maturity which 1s independent of the commercial fortunes of borrower and they may be denominated
1n foreign currency

44 It has been suggested n addition that while equity holders can withdraw their funds in the
event of a domestic financial crisis this can be done typically only by incurning large capital losses so
that equity 1n\ estments may be less prone to contributing to capital flight However evidence on this
point appears to be mixed The World Bank notes, for example, that in the three financial crises of
the 1990s — Mexico East Asia and Russia — mutual funds (which represent some of the most

S Ibid Agreed Conclusions pp 1 >
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significant mvestments 1n emerging markets) withdrew large sums of money and contributed to the
loss of hquidity but the World Bank also cites a study that draws opposite conclusions from the
available empirical evidence ™

45 Separately UNCTAD has suggested that different degrees of potential volatility can be
associated with different kinds of foreign portfolio equity investment 2’ The least volatile seem to be
venture capital nvestments 1nvestments placed through large 1nstitutional investors (1 e through
country funds) seem to be less volatile than i\ estments made directly through the local stock market
also closed end investment funds seem to be less volatile than open end mvestment funds The
highest degree of volatility 1s associated with direct portfolio equity investments in the local stock
market managed by retail investors who tend to invest more speculatively UNCTAD notes that the
1ssue of volatility does not arise 1n the case of investment flows in the secondary market for depositary
receipts since the trading activity 1s conducted on foreign exchanges and does not affect the flow of
funds 1n and out of the local stock market

46 There are well established reasons to expect foreign portfolio investment in general to be
more \ariable and footloose than FDI and the data support that conclusion For example UNCTAD
has calculated that the relatin e variance of foreign portfolio equity flows 1s four times higher than that
of FDI *® Separately UNCTAD found from a survey of 29 countries for the period 1990 98 that the
values of the coefficients of variation were highest for the category 'other investment' (primarily
bank loans) in 16 countries they are the highest for foreign portfolio investment 1n 9 countries and
for FDI 1n only 4 countries of which two were Kuwait and Saudi Arabia whose results were clearly
shewed by the effects of the gulf war ™ Comparing the coefficients of variation of portfolio equity
securities and portfolio debt securities UNCTAD found that debt securities w ere more vanable than
equity securities in 19 cases out of 29

47 The fact that foreign portfolio i estment 1s found to be more 3ariable than FDI because
portfolio investors generally have a shoiter time horizon and are able to hiquidate their i\ estments
mote easily does not necessarily mmply that 1t 1s inherently volaule  The difference between
variability and volatility 15 1n practice mainly one of degree but volatility carries with it also the
notion of large more frequent and unpredictable changes in the volume of capital inflows and
outflows Clearly when this happens 1t can destabilize the domestic investment environment and be
highly detrimental to growth development and macroeconomic management 1n the host country®
Sudden and significant changes in foreign investment can undercut monetary fiscal and exchange rate
policies They can also affect the availability of finance and consequential changes 1n 1ts cost and in
asset prices which makes investment planning difficult Laige capital inflows create excess liquidity
in the domestic financial system which can encourage asset bubbles and increase speculative
investments while outflows drain liquidity from the system and can threaten the viability of otherwise
perfectly sound investments

48 It 1s not coincidental that the 1990s saw emerging marhet economies register a sharp increase
m mflows of foreign portfolio investment and some of these economies experience serious financial
crises  Clearly the behaviour of foreign portfohio investors contributed to both the timing and the
amplitude of the financial crises At the same time 1t would be simplistic to draw the conclusion that

¢ World Bank Global Development Finance 2001 p 47 and footnote 12
;UNCTAD World Investment Report 1997 p 111
loid

® UNCTAD/GDS/DFSB/5 p 26

® For an analysis of the causes and effects of portfolio investment volatility see UNCTAD The
Growth of Domestic Capital Markets Particularly 1n Developing Countries and Its Relationship with Foreign
Portfolio Investment (TD/B/COM 2/EM 4/2 19 March 1998) and Foreign Portfolio Investment Implications
for the Giowth of Emerging Capital markets (UNCTAD/GDS/GFSB/4 9 September 1998) and World Bank
Global Des elopment Finance 2001 pp 71 76
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financial cnisis 1s an 1nevitable consequence of allowing increased flows of foreign portfolio
investment By and large 1t seems hikely that most categories of foreign portfolio investors (other
than perhaps those operating at the most speculative end of the market) are as averse to volatile capital
market conditions as are the governments and private enterprises of recipient countries, and that both
have an gelqual interest 1 seeing regulatory measures taken, and policies put in place to hmit
volatility

F FOREIGN PORTFOLIO INVESTMENT IN INTERNATIONAL INVESTMENT AGREEMENTS

49 While examples ewst of bilateral mvestment treaties which apply only to foreign direct
mvestment’? such treaties typically use a more comprehensive "asset based" defimition which states
that 1nvestment means every kind of asset including traditional property nights, rights in companties
claims to money and titles to performance intellectual property rights and concessions and similar
nights ** Cxamples of this definition can be found 1n several submissions to the Working Group™ This

asset based definition of investment covers portfolio investment 1n an 1tem which includes debt and
equity security interests m companies and which does not make the treatment of equity securities as
imvestment dependant upon whether equity holdings confer a controlling mterest on the foreign
mestor > Though 1t has been suggested that the broad definition of investment must be seen in the
light of the fact that 1n most such treaties binding obligations are himited to the post establishment
tieatment and protection of investment a similarly broad definition ncluding portfolio 1nvestment
appears 1n bilateral investment treaties that provide for application of non discrimination obligations
to the pre establishment phase

50 Notwithstanding the inclusion of portfolio investment in the broad asset based definition of
investment bilateral investment treaties are not designed as instruments aimed at the removal of
impediments to cross border portfolio capital flows In this respect such tieaties differ from
mstiuments aumed at the hiberalization of capital movements between 1esidents and non residents
such as the OECD Code of Liberalization of Capital Movements One important obvious difference
between bilateral mmvestment tieaties and mternational msttuments aimed at the hberalization ot
capital movements 1s that bilateral investment treaties do not impose oblhigations upon countries with
respect to outward investments by their own investors In addition most bilateral investment treaties
do not provide for obligations regarding the admission of mward foreign investment 3

51 Vutually all bilateral investment tieaties contain provisions that guarantee the nght of transfer
ot funds 1elated to covered mvestments Such provisions normally specify the kinds of transfers that
benefit fiom this right the type of currency m which the transfer 1s guaranteed the timing of the

" For a discussion of policy options to address volatility see Woild Bank op cir and

UNCTAD/GDS/DESB/S pp 38 39

See for example UNCTAD Bilateral Investment Tieaties in the Mid 1990s p 33 (referiing to the
definition of mnvestment i the bilateral v estment treaty between Denmark and Lithuania as every hind of
asset connected with economic activities acquired for the purpose of establishing lasting economic relations
between an investor and an enterprise )

The scope of the definition 1s sometimes limited by provisions stating that covered mvestments must
be made n accordance with the domestic law of the host state  See e g Builateral regional plunilateral and
mululateral agreements Note by the Secretariat 26 January 1998 para 6 and Communication from India
WT/WGTUW/TL 13 April 1999 para 4

* Communication from Japan WT/WGTL/W/92 24 October 2000 para 7 See also communication
from India WT/WGTI/W/71 13 Apnil 1999 para 4 and communication  from Australia WIT/WGTI/W/80
16 June 1999 para 1

> See for example Rudolf Dolzer and Margrete Stevens Bilateral Investment Treaties (1995) p 28
UNCTAD Bilateral Investment Treanes wn the Mid 1990s (1998) p 33 and UNCTAD Scope and Defimition
(1999) p 19

¢ See UNCTAD Tiansfer of Funds (2000) pp 28 29
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transfer and the applicable exchange rate®” As discussed 1n a recent UNCTAD study the main kinds
of transfers covered by these provisions are (1) the outward transfer of amounts derived from or
associated with protected investments ** (11) the outward transfer of amounts arising from a host
country s performance of other investor protection obligations under an agreement and (u1) the
inward transfer of amounts to be mvested by a foreign investor>® These provisions are often qualified
by exceptions and limitations notably in respect of taxation reporting requirements 1n relation to
currencv transfers adjudicatory proceedings and enforcement of creditor rights In some cases
provision has been made for limitations of the right of free transfer on account of balance of
payments problems * It would appear however that this 1s not typical A detailed analysis of 335
bilateral investment treaties found that about one fifth of the treaties dealt with balance of payments
problems 1n provisions that allowed for the transfer of large sums in instalments extending over a
period of between three to five years*' Another source states that [o]nly few recent BITs contain a
clause adnutting the right of a contracting party to restrict the transfer of any payment connected with
a covered investment 1n exceptional financial or economic circumstances affecting 1its balance of
payments * The recent UNCTAD study on Transfer of Funds notes that 'only a very small
proportion of the nearly 1800 bilateral investment treaties in existence specifically allow for
temporary balance of payments derogation *

52 It should be noted that bilateral investment treaties concluded by Chile contain provisions that
permut the parties not to allow the transfer of capital during a period of one year after the date of entry
Similarly the nvestment provisions of the Canada Chile Free Trade Agreement contain an annex in
which Chile 1eserves the right to take certain measures for the purposes of preserving the stability of
its currency  These pertain inirer alia to the maintenance by Chile of requirements that transfers of
proceeds from the sale or liquidation of an investment not take place until the expiry of specified
periods of time and the application by Chile of a reserve requirement on investment from Canada
other than foreign direct investment and on foreign ciedits relating to an investment

53 Among the 1egional investment agreements that are simular in scope and content to bilateral
Im estment tieaties only a small number contain safeguard clauses for balance of payments problems
Prominent examples are the NAFTA and the Treaty on Free Trade between Colombia Mexico and
Venezuela **

54 Questions pertaining to the possible ads erse balance of payments or financial implications of
certain hinds of investment flows have been addressed more exphcitly in the context of international
rules on the liberalization of capital movements Thus for example Article 7(c) of the OECD Code of
Liberahzation of Capital Movements provides that

7 See generally UNCTAD Bilateral Inyvestment Tieaties m the Mid 1990s (1998) pp 7581 and
UNCTAD Tiansfers of Funds (2000) pp 30 >8

¥ This category comprises retums on investment proceeds from the sale or hiquidation of all or any
part of the investment payment under a contract including a loan agreement and earnings and other
remuneration of personnel engaged from abroad in connection with an investment

? This includes transfers made to develop and maintamn an existing investment and 1n the case of
agreements that contain requirements regarding the admission of investment transfers made for the purposes of
making an investment

““UNCTAD Bilateral Investment Ty eaties m the Mid 1990s (1998) p 79

! Mohammed Khalil Treatment of Foreign Investment i Bilateral Investment Treaties Foreign
Imvestment Lav Jowrnal ICSID Review Vol 7 No 2 Fall 1992 pp 339 383 pp 360 361

o Giorgio Sacerdoti Bilateral Tieaties and Multilater al Instruments on [nvestment Protection (1997)
p 263

* UNCTAD Transfer of Funds (2000) p 6

* UNCTAD Tansfer of Funds (2000) p 57 and OAS Trade Umit [nvestment Agieements m the
Western Henusphere A Compendum (1997) p 12
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'If the overall balance of payments of a Member develops adversely at a rate and 1n
circumstances, including the state of its monetary reserves which 1t considers serious
that member may temporanly suspend the application of measures of
liberalisation '

Article 7(b) of the Code provides that

If any measures of liberalisation taken ot maintamned m accordance with the
provisions of Article 2(a) result 1n serious economic and financial disturbances in the
Member states concerned that member may withdraw those measures '

55 In addition the Code provides that Members may lodge reservations when a new item 1s
added to the list of capital movements covered by the Code and when an obligation relating to an
item 1s extended or begins to apply to a Member The Code also provides that in respect of certain
transactions included na List B' members may reintioduce restrictions at any time The coverage of
thus List B 1s currently himited to financial operations of a short term nature According to the
UNCTAD study on Transfer of Funds this generous tieatment of these transactions is attributable to
their potentially adverse impact on the macroeconomic and balance of payments stability of OECD
members ¥

56 Simularly hberalization of capital mos ements within the context of the Curopean Community
has also been accompanied by certain safeguards regarding certain kinds of capital movements Thus
the Council Directiv e adopted in June 1988 on the liberalisation of capital movements by 1 July 1990
allowed for the application of restrictions of limited duration m respect of capital movements
identified 1n an annex to that Directive where short term capital movements of exceptional
magnitude 1mpose sexere strains on foreign exchange maihets and lead to serious disturbances in the
conduct of a Member State s monetary and exchange rate policies being 1eflected n paiticular in
substantial vatiations in domestic liquidity ¢

* UNCTAD Tiansfer of Funds (2000) p 22
“ Council Directive 88/361/EEC OJNo L 178 871988 p 6
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ANNEX
Table 1
Capital market commitments
to developing countries by tyvpe of flow, 1991 2000
(USS bilhons)
1991 | 1992 | 1993 | 1994 | 1995 | 1996 | 1997 | 1998 | 1999 | 2000
|
Total 769 801 1157 1355 1733 2364 3158 1835 1855 236 4
of which
Bond issuance 110 201 501 457 526 976 1143 730 703 772
Bank lending 613 540 575 728 1127 1252 1791 1078 940 124 4
Equity placement| 48 60 81 170 80 137 224 86 211 348
of which China 00 07 19 26 09 21 94 11 33 212

Source  World Bank Global Development Finance 2001 Table2 6

Note For bond and equity flows commitments typically uanslate almost immediatelv nto disbuisemcnts

however for bank lending commutments are often disbuised o\ et mote than a year
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Table 2
Net Private Capital Flows to Emerging Markets, 1992-99
(USS billions)
1992 1993 1994 199> 1996 1997 1998 1999
Emerging marhets
Total net private capital inflows 1126 1721 1,63 2269 2159 1476 751 80>
\et foreign direct i estment 3>4 594 840 926 1132 1,86 1435 14938
\et pontf;llo s estment 561 844 1096 369 778 529 85 23 5
Bank loans and other 210 283 573 974 249 44 Q 767 925
Africa
Total net private capital inflows 40 18 29 109 75 167 115 148
Net foreign duect iny estment 06 19 23 22 4 § / 4 5 % 9>
Net portfolio un estment 1§ 10 20 14 13 37 43 44
Bank loans and other 64 47 14 73 14 56 20 09
Asia
Total net private capital inflows 208 274 66 1049 1041 14 426 270
Net foreign direct v estment 1>7 239 1 466 >31 55> >83 499
Net portfolio inv estment ? 0 213 118 142 12 9 3> 179 56
Bank loans and other 39 17 441 381 G604 829 Tl
Five cuisis affected Asian countries' .
Total net private capital inflows 290 318 .61 742 658 20 f 256 246
Net foreign direct s estment 73 76 88 75 84 103 86 10 g
Net portfolio m estment 64 172 99 174 203 13 9 60 3
Bank loans and other 15> 70 174 492 371 436 282 411
Euiope , ., X
Total net pinnate capital inflows 6> 274 18 4838 267 ;~ = iG > ﬁ%
et foreign duect i estment > 67 01 46 144 20 3 217 242
Net portfolio m estment 25 124 21> 146 196 253 07 g 6
Bank loans and othet 03 84 258 197 74 114 61 128
Middle East . 5
Total net pi1vate capital inflows 37 22, 186 91 56 146 199 -_(7)_6
Net foreign diect investment 02 35 54 46 14 % 3 20 2 ?
Net portfolio investment 127 ? 1 76 38 3 (73 33 6 Z 73
Bank loans and other 208 136 56 08 12 90 112 108
W\ estern Hemusphere - )
Total net ptivate capital inflows 3206 668 494 > 1 ﬂ’;l Sf 5 700 341
Net foreign direct i estment 139 134 231 247 395 S31 561 636
Net portfolio investment 503 44 0 667 >0 410 192 147 106
Bank loans and other 114 94 404 255 84 132 08 201
Current account
o ;:mm;ng markets 727 1105 738 1125 960 774 49> 15
Africa 100 112 115 165 70 74 200 168
Asa 36 132 44 S04 385 180 1149 1031
Europe 66 14> 58 31 200 294 236 66
Middle East 251 254 1S 57 78 54 322 41
Western Hemisphere 345 46 0 522 368 385 641 886 542
As percent of emerging markets GDP
%uect m estme%lt ¢ 07 10 14 14 16 19 21 21
Portfolio investment 11 15 19 06 11 07 01 03
04 0> 10 15 04 06 11 13

Bank loans and other

Source IMF [nternanonal Capital Maihers September 2000
"Indonesia Korea Malaysia Philippines and Thailand
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INVESTMENT RULES FOR DEVELOPING POLICIES

I INTRODUCTION

1 It has been pomnted out 1n the Working Group (WG) meetings to date that Foreign Direct
Investment (FDI) has a positive effect on development' The economic benefits that FDI can bring
about for the host country can be specified 1n particular capital transfer transfer of technology and
management know-how increased employment the fostering of a skilled labour force and the access
to mnternational production networks and access to foreign markets by the mdustries of host countries
These economic benefits play a very large and important role m modermsation of the national
economy and 1 the acceleration of economic growth in the host countnes

2 In order that FDI can effectively contribute to the economic development of the host country
1t 1s necessary to consider two separate aspects

3 First 1s that FDI 1tself should be enhanced The primary decision making factors for FDI
include market scale market growth potential a stable macroeconomic environment political
stability and labour quality and costs n a host country (Refer to the Communication from UN
Conference on Trade and Development  Further important conditions m addition to the above
mentioned mclude the predictability of vanious rules such as legislation concerning investment the
tax system and conditions goverming busmess activities No matter to what degree there 1s an
appealing market scale and latent growth potential m cases where there 15 an unpredictable nsk of
change 1t would be impossible for investors to predict stable management after investment and
therefore mvestors actively seek to avoid active mvestment activities in such cases

4 Second 1s how to effectively link the recipient of mvestment to domestic economic growth In
other words 1n this process the positioning of direct inward mvestment 1n the domestic development
policies of the host country 1s an important factor In order that through investment activities
production the expansion of employment the expansion of procurement a relative effect on related
industries and a ripple effect to the regional economy can all be ultimately linked to economic growth
n host countnies balanced mvestment rules and development policies are required according to the
developmental stage of each host country

' WI/WGTU/W/65 WT/WGTUW/38
* Commumcation from UNCTAD WT/WGTLUW/77
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5 From this viewpomnt the following modalities for investment rules and development policies
should be considered One of the mamn aims of International Investment Agreements 1s to establish an
mvestment environment that basically protects and promotes FDI and heightens stabihity
predictability and transparency In order to maximise the promotional effect of FDI through
International Investment Agreements what 1s absolutely required to the greatest extent possible 1s
discipline 1n agreements and investor predictability should be sought Furthermore International
Investment Agreements that concern developing countries are concluded with the expectation that the
resulting investment will contribute to economic growth 1n the mvestment host country Accordingly
there are many cases in which the preambles of Agreements clearly state the promotion of economic
and social development as their most important objectives

6 However 1n order for developing countries to achieve economic development 1t 1s important
for the country concerned to implement 1ts own appropriate development policies Accordingly for
the investment host country m the conclusion of an International Investment Agreement 1t 1s of great
mnterest to ensure that a structure 1s put mn place to ensure sufficient flexibility m the adoption of
necessary development policies Of course as the EU has pomnted out’ 1t 1s important to avoid the risk
of pushing the notion of the extent to which flexibility 1s applicable too far as this could cause
confusion with the night to disciminate

7 From the above perspective when we consider overall the current existing International
Investment Agreements investment-related agreements and the number of WTO Agreements we can
see evidence of efforts that have been made to achieve balance between discipline and flexibility as
evidenced by such agreements as the General Agreement on Trade in Services (GATS)

8 In the case of formulation of a comprehensive agreement on mvestment m the WTO system
the 1ssue of balance between discipline and flexibility 1s also of great importance In particular there
15 a great diversity of developmental stages among WTO members and many differences 1n a vanety
of aspects such as economic conditions legal and administrative systems infrastructure regulations
and technical standards Of course there are also differences among countries concerning the priority
that 1s placed on development policies Accordingly the modalities for 1deal rules could by ensuring
that the circumstances i the host country are adequately reflected in an approprate balance between
the nghts and obhigations of both the investor and the investment host country through an agreement
would thereby maximising the benefits to investor and investment host country From this
perspective appropriate flexibility should be pursued that allows each Party to consider the
developmental stages and development policies of each country

9 The issue of flexibility 1n International Investment Agreements 1s a very important one that
has been taken up for discussion on many occasions in the Working Group meetings In the process of
building up some common understanding regarding mvestment rules this issue should be deliberated
adequately In this regard the submussions from India’ and the EU’ m 2000 and the UNCTAD
documents pertaming to International Investment Agreements submutted m 1999 serve as great
resource matenals for reference 1n discussions

10 With reference to the various discussions and papers that have been contributed to the
Working Group meeting process thus far the following 1s an attempt to list with examples the
various points imnto which study should be deepened concerning flexibility in International
Investment Agreements This paper will also analyse what response should be made to existing
investment and investment-related agreements and the various WTO Agreements It 1s hoped that this
paper will serve as a future reference for discussions

P WT/WGTIW/89
* WTI/WGTUW/86
S WT/WGTI/W/89
S WI/WGTUW/77
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11 This submussion 1s mtended not to bind the stance of Japan but to 1llustrate some 1ssues for
further discussions n this Working Group There could be other important elements to be deliberated
regarding flexibility than those raised 1n this paper and we have no mtention to exclude the discussion
on these pomts

12 From the standpoint that an International Investment Agreement should be designed m a
compatible manner with development policies of developing countnes concerned we would like to
show some options for consideration

3 | CONSIDERATION GIVEN TO DEVELOPMENT POLICIES IN EXISTING
AGREEMENTS

13 There 1s much consideration being given to development policies m the existing agreements

or rather the methods of providing flexibility The first method of consideration given to development
policies 1s to reflect the overall spint of an agreement For example in many agreements reference of
consideration to development policies 1s made 1 the preamble or i the objectives A second method
1s to consider development policies 1n mndividual provisions This method consists of two main
concepts These are to either a) through the establishment of exceptions or permuission of reservations
to alleviate or exempt entirely developing country obligations or b) through the provision of grace
penods for developing countries provide ample time for implementation A third method 1s to impose
discrpline and at the same time to promote support to enhance capacities to realise this It 1s of course
self evident that flexibility 1s not necessary provided by any of these means exclusively but rather by
a variety of combinations of their use

1 Preamble and Objectives

14 As 1s stated m the UNCTAD paper’ the Preamble or Objectives of an Agreement provide an
mnterpretation of the Agreement and encapsulate m a few paragraphs the overall spint of the
Agreement Accordingly the concept for the development elements of an agreement as described 1n
the preamble or objectives can offer a certain onentation for the overall objectives and interpretation
of the agreement

15 In actual fact examples of this kind can be found m the WTO Agreements such as GATS
and the Agreement of Trade Related Investment Measures (TRIMs Agreement) that nclude the
many developing countries that are signatories to such agreements In such agreements due
consideration 1s given to development in the preamble, and the objective of economic development 1s
stated In this way the interpretations of the provisions m the main text of the agreement become the
ones given due consideration 1n their developmental aspects

16 There are two concrete types of description Onme of these 1s the general description of
recogmzing and takmg into account the difficuities and special needs that are directly facing
developing countries or/especially least developed countries Another type of description 1s that seen
in the preamble to the TRIPS Agreements which 1s m a style that refers to flexible domestic legal
implementation (ANNEX (A))

TWT/WGTYW/77
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2 Definition
17 The defimtion of investment 1s an important element that stipulates the scope of factors

covered under the discipline of mvestment rules The paper prepared by the secretaniaf summarises
the discussions that have been held in the Working Group concerning the defimtion In addition
Japan has also conducted 1ts own analysis of the definition 1n the existing International Investment
Agreements °

18 The defimition of mvestment 1n the existing agreements 1s of the type laid out below

19 Firstly there 1s the definition that can be found in many of the agreements concluded in recent
years This definition incorporates every kind of asset related to corporate activities bringing into the
broad scope of the definition portfolios and the acquisition of intellectual property nghts

20 Secondly there is a pattern in which investment 1s broadly defined with specified areas
excluded from the definition Examples of this approach can be seen n the North American Free
Trade Agreement (NAFTA) which form a source of reference when considenng the scope of
mvestment rules narrowed down 1nto a specific framework

21 There 1s a third narrow definition that limited to FDI and excludes portfolio investment and
real estate investment Enterprise based standards taking nto account the establishment of a
permanent relationship and the effect to business management Although the Balance of Payments
Manual of the International Monetary Fund (IMF) and the benchmarks of the Organisation for
Economic Co operation and Development (OECD) (ANNEX (B)) are not agreements mn themselves,
they 1llustrate standards and definitions for such FDI

22 In GATS a stipulation 1s adopted concerning the provision of services through a commercial

presence 1 the terntory of any other Member (Article I2(c)) This covers FDI in service areas
(ANNEX (C))

23 When considering a definition 11 a possible multilateral mvestment rules building on the
existing agreements a defimtion could be selected from three categories

§)) The first category 1s the adoption of enterprise based standards such as those
defimtions laid out by the IMF and the OECD Code of Liberalisation of
Capital Movements which limit the scope of mvestment from the outset

() The second category 1s to first define investment under a broad scope after
which by either broadly acknowledging short term capital movements
regulation or by excluding short-term speculative capital flows can basically
give each county s regulations some room for manoeuvre

(1)  The third category offers a compromise between the first two categories by
responding to the elements of the agreement and changing the application
scope of a defimtion and the method of application For example a broad
definition 1s used concerning protection articles which while on the one hand
broadly protecting investments narrowly define the scope of national
treatment of pre establishment which provoke strong concemn among
developing countries

8 WI/WGTIW/76
® WT/WGTI/W/92
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24 It 1s of the greatest importance that all Parties adopt a common definition of investment
otherwise mnvestors may lose their predictability Accordingly 1t 1s necessary to either ensure that
each country does not use its own discretion interpretation of a defimtion and to see to 1t that in
discussions of a definition, there is an adequate balance with each country s development policies

3 Transparency

25 As Japan has already pomted out 1n the previous paper’® there 1s the need for internal systems
to be revised 1 response to the policy needs of each country with globalisation of economy and
development of Information Technology From the standpomnt of mvestment expansion, equal
importance should be given to the need for transparency in these systems and also for transparency n
their formulation and the rewvision processes Through such transparency 1n addition to the
predictability of such systems bemg enhanced 1t would be possible to avoid discretionary or
unnecessary systemic revisions

26 The obligation to ensure transparency 1n the existing WTO Agreements appears on several
levels such as the publication of regulations (GATT Article X) the establishment of enquiry points
(GATS Article III Paragraph 4) notification to the WTO (TRIMs Article 6) the ensuring of
transparency of licensing procedures (GATS Article V1 Paragraph 3) and prior public notification
(TBTs Artcle 2 9) The level of obligations to ensure transparency are determmed m response to the
coverage of measures and the actual obligations imposed on Member countries by each agreement

27 In addition there 1s an example remaining m the transparency provision of an agreement the
basis to allow developing countries a grace period with due consideration to their capacities 1n
implementation (GATS Article ITI Paragraph 4) (ANNEX (4))

4 Non-discriminatorv (National Treatment)

28 One of the most mmportant principles of the WTO agreements 1s the principle of National
Treatment whereby mnvestors are entitled to receive treatment im the host country equal and fair to the
treatment receirved by companies of that country It 1s important that this principle be adequately
reflected 1n a possible mvestment agreement However n a number of countries 1n particular
developing countries due to a vanety of developmental stages and a vanety of economic and social
conditions 1t 1s necessary to establish individual development policies that provide special treatment
to domestic companies and industnes Therefore 1t 1s imperative for developing countries to ensure a
balance between national treatment principles and their development policies

29 As a means to ensure such flexibility there are two mam methods that can be employed The
top-down approach (the negative list method) and the bottom up approach (positive list method)

30 The top-down approach 1s one that compiles a negative list with exceptions to liberalisation
while in principle 1t 1s stipulated that the Member country provides national treatment for mnvestors of
other Member Examples such as this can be found in NAFTA

31 On the other hand the bottom up approach adopts the compilation of a positive list of sectors
to be hberalised For example this approach has been adopted in GATS ' For each country

especially the developing countries lists are only made for those sectors m which liberalisation 1s
possible and those sectors which represent exceptions to liberalisation or for which a grace peniod 18
necessary before liberalisation can be achieved do not have to be mcluded m a list Therefore 1t could
be said that this 1s an approach to give due consideration to the development policies of developing
countnies with regard to flexibility (ANNEX (5))

1 WT/WGTI/W/87
N WT/WGTI/W/96
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32 In whichever of the above mentioned approaches are used by adopting certain reservations to
the principle of non-discrimination 1t 1s possible to progressively implement various obligations 1n
disciphne while mamntaming a balance with development policies

5 Performance Requirement

33 With the mntention of heightening the economic effect of mvestment in host countries there
are cases where performance requirements are imposed on mvestors There are currently various
debates over the economic effect of performance requirements'’ ' Already through the TRIMs
Agreement performance requirements have been regulated as being in contravention of Articles III
and XI of GATT and one of the important 1ssues for mvestment rules 1s how and i what way
performance requirements should be treated No matter how performance requirements are handled n

a possible mvestment agreement 1t 1s a fact that they have endowed a good deal of flexibility 1n the
existing mvestment agreements

34 There are three types of disciphines on performance requirements that can be observed i the
existing rules (a) An approach that does not make clear the stipulations regardmg performance
requirements (b) An approach that regulates a certain scope of performance requirements (c) An
approach that partially accepts incentive related performance requirements but regulates a broad

scope of performance requirements The TRIMs Agreement 1tself aims for performance requirement
regulation

(a) An approach that does not make clear PRs-related stipulations

35 Early BITs and the ASEAN Agreement for the Promotion and Protection of Investments do
not clearly stipulate performance requirements

(®) An approach that regulates a certain scope of performance requirements

36 In the TRIMs Agreement PRs that are subject to regulation are 1illustrated as local content
requirements trade balancing requirements foreign exchange restrictions and export restrictions
(ANNEX (6)) In addition the GATS has relations to PRs for its provisions on the market access

include some measures that correspond performance requirements m International Investment
Agreements (ANNEX (7))

(©) An Approach that partially accepts incentive related performance requirements but regulates
a broad scope of performance requirements

37 Although NAFTA prohibits a broad scope of performance requirements 1llustrating 7PRs 4
PRs out of them are allowed when they are mcentive related (ANNEX (8))

6 Dispute Settlement

38 It 1s vital that m the International Investment Agreements solution procedures are clearly
stipulated m the case of dispute mn relation to the implementation of obligations of the agreements
among contracting Parties In particular 1if any dispute were to be dealt with by only the states/parties
concerned there 1s a nisk that such a settlement could reflect the individual circumstances and
political and economic situation of those states/parties It 1s therefore important to have fair dispute
settlement rules with a high degree of transparency that can be seen by a large number of neutral
states within the WTO framework

2 WT/WGTUW/82

* Foreign Duect Investment and Development Theodore H Moran Insttute for International
Economics December 1998
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39 Articles relating to dispute settlement in the existing International Investment Agreements can
be divided nto two categories regarding the concept of their standing (eligibihity of party) First1s an
approach that recognises conflict between mvestors and states and places great importance on the
protection of the nghts of the investor A second approach 1s a pomt of view that limuts dispute
settlement to that between states only The general position adopted in the WTO Agreements 1s the
latter case and the GATS also only stipulates rules for inter state dispute settlement At the same
time NAFTA mcorporates the former approach covering both investor state and 1nter state disputes

40 The admimstering bodies of WTO Agreements are state parties and even 1if an mnvestment
agreement were to be set out 1t would be mappropriate to recognise private mdividuals as having a
standing 1n dispute settlement Otherwise there would be a high possibility of a sharp ncrease mn
Jawsuits being filed by mvestors creating a large burden for Member governments From the point of
view of flexibility stipulations are made to pay special consideration to least developed countries 1n
dispute settlement procedures in WTO Agreements (ANNEX %)

41 This paper has thus far set out a case for flexibility aimed at reducing obligations in rules and
others m (1) the preamble and objectives and 1n substantive provisions from (2) to (6) The followng
pomts (7) and (8) lay out a concept that provide flexibility taking into account developing countries
concerning the implementation of rules

7 Flexible Treatment of Developing Countries Obligations in Implementation, etc

42 From the pomnt of view of finding a balance m disciplinary and developmental aspects 1t 1s
mportant to find a way to realise the implementation etc of the agreements In the implementation
of the existing WTO rules flexibility 1s given to the developmg countries obligations of which two
concrete means can be seen First 1s the establishment of a grace period which allows developing
countries to mmprove their capacity Second are examples i which there 1s flexibility in the special
mitial treatment of states concluding agreements

43 Examples of the former grace period measure can be found 1n Article 5 Paragraph 2 of the
TRIMs Agreement and Article 65 Paragraph 2 and Article 66 Paragraph 1 of the TRIPS
Agreements (ANNEX (10)) In the TRIMs Agreement developing countres are given grace periods
of five years and least developed countnes a period of seven years and the TRIPS Agreement does
likewise stipulating periods of five and 11 years respectively Cases of the latter example include
GATS (Article 4) and the TBT Agreement (Article 12 8) (ANNEX (11)) In addition stipulations are
made that take 1nto account the economic and developmental situation of developing countries Such
flexibility 1n implementation etc 1 combmation with flexibility 1n the rules themselves are
important elements when developing countries respond to mternational rules and rationalise them
with their own development policies

8 Technical Assistance

44 There are no doubts that FDI has a positive effect on economic growth and development in
host countries This kind of development can further be expected to mvite further investment i a
positive growth cycle It 1s for this reason that it 1s important to promote investment liberalisation
while bearing n mind the need to strike a balance with the development policies of host countries
However in developing countries resources such as human systems legislation etc are msufficient
for implementation and there are cases where the mtroduction of rules cannot be promptly dealt with
In such cases to encourage obligations 1t 1s important for developed countries to provide appropriate
assistance based on 1ts past experiences without lowerng the standards of the rules In the existing
WTO Agreements GATS (Article 25) and TRIPS (Article 66 2 and Article 67) make provisions for
technical assistance to ensure flexibility m developmg countries responses to such situations
(ANNEX (12))
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9 Activities of Investors 1n the Host Countries
45 The importance of strniking a balance between investment rules and development policies has

already been stated but 1t 1s actually the multi-national enterprises (MNESs) that work as the mvestors
and undertake the economic activities in this balance It 1s imperative that both the nghts of mnvestors
and their obhgations should be considered

46 Accordingly one approach could be to consider articles concerming investor activities as a
factor for flexibility 1n the mvestment rules

47 One option would be to incorporate as a reference any guidelines for investors in the
mvestment rules Although as was poimnted out 1n an EU paper® international agreements are unable
to directly impose obligations on companies and 1t 1s appropriate to treat 1t as firmly non-binding

m CONCLUSION AND FUTURE POINTS FOR DISCUSSION

48 As we have seen 1n the existing International Investment Agreements and mvestment related
agreements and 1n the existing WTO Agreements provisions have already been formulated that take
mnto consideration developmental aspects This trend 1s particularly noticeable in the WTO
Agreements When deliberating a possible Investment Agreement m the future while taking mto
account articles of the existing agreements 1t should be also possible to formulate flexible rules m a
manner that respects development policies

49 The followng lists the possible choices regarding what kind of flexibility should be pursued
mn the compilation of rules and the actual provisions of the International Investment Agreements
While several points of view can be reflected 1n a flexible approach further discussion 1s necessary

The list laid out below enumerates a number of elements mcluding those that have not been discussed
n this paper These elements are of course also very important and cannot be 1gnored

50 (Modalities for compilation of rules and actual provisions)

. Preamble and Objectives

Confirmation the importance of domestic development policies flexibility of discipline and
technical assistance etc

. Composition of Schedules

In addition to Most Favoured Nation exemptions(MFN) 1mpose limits and conditions on
market access (MA) and national treatment (NT) (in both negative and posttive lists)

Exceptions concerning pledges 1n specified areas

. Exemption or lowering of obligations

Grace periods progressive implementation and relaxation of commitments
Making exceptions for measures that deal with emergency situations

. Permussibility of performance requirements necessary for development

. Technical and financial assistance

¥ WT/WGTI/W/81
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. Consideration of developmental aspects n dispute settlement procedures
. Others
Competitton policies

Measures by governments of developed countries to promote increased FDI n developng
countries and other measures
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ey
Agreement Establishing The World Trade Organization (Preamble)

@)

)

4)

ANNEX

Recogmzing further that there 1s need for posiuve efforts designed to ensure that developing
countries and especially the least developed among them secure a share i the growth in
international trade commensurate with the needs of their economic development

GATS (Preamble)

Wishing to establish a multilateral framework of principles and rules for trade in services with
a view to the expansion of such trade under conditions of transparency and progressive
liberalisation and as a means of promoting the economic growth of all trading partners and the
development of developing countries

Desinng to facilitate the mcreasing participation of developing countries 1 trade i services
and the expansion of their service exports including inter alia through the strengthening of
their domestic services capacity and its efficiency and competitiveness

Taking particular account of the serious difficulty of the least developed countries m view of
their special economuc situation and their development trade and financial needs

Agreement on TRIMs (Preamble)

Desining to promote the expansion and progressive liberalization of world trade and to
facilitate investment across international frontiers so as to increase the economic growth of all
trading partners particularly developing country Members while ensuning free competition
Taking mto account the particular trade development and financial needs of developing
country Members particularly those of the least developed country Members,

Agreement on TRIPS (Preamble)

Recogmzing also the special needs of the least developed country Members n respect of
maximum flexibility in the domestic implementation of laws and regulations n order to
enable them to create a sound and viable technological base

OECD Code of Liberalisation of Capital Movements

Direct investment mvestment for the purpose of establishing lasting economic relations with

an undertaking such as 1n particular nvestments which give the possibility of exercising an

effective influence on the management thereof

1 Creation or extension of a wholly owned enterpnise subsidiary or branch acquisition of
full ownership of an existing enterprise

2 Participation 1nt a new or existing enterprise

3 A loan of five years or longer

GATS (Article 28(d))

Commercial presence means any type of business or professional establishment mncluding
through

1) the constitution acquisition or mamtenance of a juridical person
or
11) the creation or maintenance of a branch or representative office within the terntory

of a Member for the purpose of supplying a service
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GATS (Article 3)
1 Each Member shall publish promptly and except i emergency situations at the latest by
the time of their entry nto force all relevant measures of general application which pertain to
or affect the operation of this Agreement International agreements pertaining to or affecting
trade 1n services to which a Member 1s a signatory shall also be published

2 Where publication as referred to 1n paragraph 1 1s not practicable such information shall be
made otherwise publicly available

3 Each Member shall promptly and at least annually mform the Council for Trade 1n Services
of the mtroduction of any new or any changes to existing laws regulations or administrative
guidelines which significantly affect trade 1n services covered by 1ts specific commitments
under this Agreement

4 Each Member shall respond promptly to all requests by any other Member for specific
information on any of 1ts measures of general application or international agreements within
the meaning of paragraph 1 Each Member shall also establish one or more enquiry pomts to
provide specific information to other Members upon request on all such matters as well as
those subject to the notification requirement in paragraph 3 Such enquiry pomnts shall be
established within two years from the date of entry mnto force of the Agreement Establishing
the WTO (referred to m this Agreement as the WTO Agreement') Approprate flexibility
with respect to the time-limit within which such enquiry points are to be established may be
agreed upon for mdividual developing country Members Enquiry pomts need not be
depositories of laws and regulations

()
GATS (Article 17 1)
In the sectors inscribed 1n 1ts Schedule and subject to any conditions and qualifications set out
therein each Member shall accord to services and service suppliers of any other Member 1n
respect of all measures affecting the supply of services treatment no less favourable than that
1t accords to 1ts own like services and service suppliers

(6
Agreement on TRIMSs
Article 1 Coverage
This Agreement applies to mvestment measures related to trade in goods only (referred to n
this Agreement as TRIMs )
M

GATS (Article 16)

3 In sectors where market-access commitments are undertaken the measures which a
Member shall not mamtam or adopt either on the basis of a regional subdivision or on the
basis of 1ts entire termtory unless otherwise specified in its Schedule are defined as

(d) hmitations on the total number of natural persons that may be employed in a particular
service sector or that a service supplier may employ and who are necessary for and
directly related to the supply of a specific service mn the form of numenical quotas or the
requirement of an economic needs test
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NAFTA

Article 1106 Performance Requirements

1 No Party may impose or enforce any of the following requirements or enforce any
commitment or undertaking in connection with the establishment acquisition expansion
management conduct or operation of an investment of an investor of a Party or of a non-
Party 1 1ts termtory

(a) to export a given level or percentage of goods or services

(b) to achieve a given level or percentage of domestic content

(c) to purchase use or accord a preference to goods produced or services provided in its
ternitory or to purchase goods or services from persons 1n its territory

(d) to relate 1n any way the volume or value of imports to the volume or value of exports or to
the amount of foreign exchange inflows associated with such investment

(e) to restrict sales of goods or services 1n 1its territory that such mnvestment produces or
provides by relating such sales in any way to the volume or value of 1ts exports or foreign
exchange eamings

(f) to transfer technology a production process or other proprietary knowledge to a person in
its ternitory except when the requirement 1s imposed or the commitment or undertaking 1s
enforced by a court administrative tribunal or competition authornty to remedy an alleged
violation of competition laws or to act in a manner not inconsistent with other provisions of
this Agreement or

(g) to act as the exclusive supplier of the goods 1t produces or services 1t provides to a specific
region or world market

2 A measure that requires an mvestment to use a technology to meet generally
apphicable health safety or environmental requirements shall not be construed to be
mnconsistent with paragraph 1(f) For greater certainty Articles 1102 and 1103 apply to the
measure

3 No Party may condition the receipt or continued receipt of an advantage
connection with an mvestment in 1ts ternitory of an mvestor of a Party or of a non-Party on
compliance with any of the following requirements

(a) to achieve a given level or percentage of domestic content

(b) to purchase use or accord a preference to goods produced 1n 1ts termitory or to purchase
goods from producers 1n 1ts territory

(c) to relate 1n any wav the volume or value of imports to the volume or value of exports or to
the amount of foreign exchange inflows associated with such investment or

(d) to restrict sales of goods or services in its territory that such investment produces or
provides by relating such sales in any way to the volume or value of 1ts exports or foreign
exchange earnings

4 Nothing mn paragraph 3 shall be construed to prevent a Party from conditioning the
receipt or continued receipt of an advantage in connection with an investment m 1ts
ternitory of an mvestor of a Party or of a non-Party on compliance with a requirement to
locate production provide a service tram or employ workers construct or expand
particular facilities or carry out research and development 1 1ts termtory

5 Paragraphs 1 and 3 do not apply to any requirement other than the requirements set
out mn those paragraphs
6 Prowvided that such measures are not applied 1n an arbitrary or unjustifiable manner

or do not constitute a disguised restriction on mnternational trade or mvestment nothing in
paragraph 1(b) or (c) or 3(a) or (b) shall be construed to prevent any Party from adopting or
maintaining measures, including environmental measures

(a) necessary to secure compliance with laws and regulations that are not inconsistent with the
provisions of this Agreement

(b) necessary to protect human animal or plant hife or health or

(c) necessary for the conservation of living or non-living exhaustible natural resources
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DSU (Article 24 1)
At all stages of the determmnation of the causes of a dispute and of dispute settlement
procedures mvolving a least developed country Member particular consideration shall be

given
shall

to the special situation of least-developed country Members In this regard Members
exercise due restramt in raising matters under these procedures mvolving a least

developed country Member If nullification or impairment 1s found to result from a measure

taken

by a least-developed country Member complaiming parties shall exercise due restraint m

asking for compensation or seeking authorization to suspend the application of concesstons or

other

(10)

obligations pursuant to these procedures

Agreement on TRIMs (Article 5 2 3)

2 Each Member shall elimate all TRIMs which are notified under paragraph | withm two
years of the date of entry into force of the WTO Agreement in the case of a developed
country Member within five years 1n the case of a developing country Member and
within seven years in the case of a least developed country Member

3 On request the Council for Trade in Goods may extend the transition period for the
elimmation of TRIMs notified under paragraph 1 for a developmg country Member
including a least developed country Member which demonstrates particular difficulties
n mmplementing the provisions of this Agreement In considering such a request the
Council for Trade 1n Goods shall take mto account the mdividual development financial
and trade needs of the Member 1n question

Agreement on TRIPS (Article 65 2)

A

an

developing country Member 1s entitled to delay for a further period of four years the
date of application as defined in paragraph 1 of the provisions of this Agreement other
than Articles3 4and S

GATS (drticle 4)

1

The 1ncreasing participation of developing country Members 1 world trade shall be

facilitated through negotiated specific commitments by different Members pursuant

to Parts Il and IV of this Agreement

(a) the strengthening of theirr domestic services capacity and its efficiency and
competitiveness mter alia through access to technology on a commercial basis

(b) the mmprovement of their access to distribution channels and mformation
networks

and

(c) the liberahization of market access n sectors and modes of supply of export
nterest to them

2 Developed country Members and to the extent possible other Members shall

establish contact points within two years from the date of entry mto force of the WTO
Agreement to facilitate the access of developing country Members service suppliers
to information related to their respective markets

(a) commercial and technical aspects of the supply of services

(b) registration recogmtion and obtaiming of professional qualifications and

(c) the availability of services technology

Special prionty shall be given to the least-developed country Members in the
implementation of paragraphs 1 and 2 Particular account shall be taken of the serious
difficulty of the least developed countries m accepting negotiated specific
commitments 1n view of their special economic situation and their development, trade
and financial needs
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Article 19 2

The process of liberalization shall take place with due respect for national policy
objectives and the level of development of individual Members both overall and 1n
mdividual sectors There shall be appropnate flexibility for individual developing
country Members for opening fewer sectors liberalizing fewer types of transactions
progressively extending market access in line with their development situation and
when making access to their markets available to foreign service suppliers attaching to
such access conditions aimed at achieving the objectives referred to in Article IV

Agreement on Technical Barriers to Trade (Article 12 8)

Accordingly with a view to ensuning that developing country Members are able to comply
with this Agreement the Commuttee on Technical Barriers to Trade provided for in Article 13
(referred to i this Agreement as the Commuttee ) 1s enabled to grant upon request,
specified time limited exceptions m whole or 1n part from obligations under this Agreement
When considening such requests the Commuttee shall take into account the special problems
in the field of preparation and application of technical regulations standards and conformity
assessment procedures and the special development and trade needs of the developing
country Member as well as its stage of technological development which may hinder its
ability to discharge fully its obligations under this Agreement The Commuittee shall in
particular take 1nto account the special problems of the least developed country Members

Agreement on The Application of Sanitary and Photosanitary Measures (Article 10 3)
With a view to ensuring that developing country Members are able to comply with the
provisions of this Agreement the Committee 1s enabled to grant to such countrnies upon
request specified time-limited exceptions i whole or in part from obligations under this
Agreement taking mnto account their financial trade and development needs

(12)
GATS (Article 25)
1 Service suppliers of Members which are i need of such assistance shall have access to the
services of contact points referred to in paragraph 2 of Article IV
2 Technical assistance to developing countries shall be provided at the multilateral level by the
Secretanat and shall be decided upon by the Council for Trade in Services

Agreement on Technical Barriers to Trade (Article 11 1 2)

1 Members shall 1f requested advise other Members especially the developing country
Members on the preparation of technical regulations

2 Members shall if requested advise other Members especially the developing country
Members and shall grant them technical assistance on mutually agreed terms and conditions
regarding the establishment of national standardizing bodies and participation n the
international standardizing bodies and shall encourage their national standardizing bodies to do
likew1se

Agreement on The Application of Sanitary and Photosanitary Measures (Article 9 1 2)

1 Members agree to facilitate the provision of techmecal assistance to other Members especially
developing country Members eirther bilaterally or through the appropriate imternational
orgamizations Such assistance may be inter alia 1n the areas of processing technologies
research and mfrastructure including m the establishment of national regulatory bodies and
may take the form of advice credits donations and grants including for the purpose of seeking
technical expertise tramming and equipment to allow such countries to adjust to and comply
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with sanitary or phytosamitary measures necessary to achieve the appropnate level of sanitary or
phytosanitary protection in their export markets

2 Where substantial investments are required n order for an exporting developing country
Member to fulfil the sanitary or phytosanitary requirements of an importing Member the latter
shall consider providing such technical assistance as will permit the developing country Member
to maintam and expand 1ts market access opportunities for the product mvolved

Agreement on TRIPS (4rticle 66 2 67)

66 2 Developed country Members shall provide incentives to enterprises and mstitutions in their
territories for the purpose of promoting and encouraging technology transfer to least developed
country Members 1 order to enable them to create a sound and viable technological base

67 In order to facilitate the implementation of this Agreement developed country Members
shall provide on request and on mutually agreed terms and conditions technical and financial
cooperation m favour of developing and least developed country Members Such cooperation
shall mclude assistance m the preparation of laws and regulations on the protection and
enforcement of intellectual property rights as well as on the prevention of their abuse and shall
meclude support regarding the establishment or remforcement of domestic offices and agencies
relevant to these matters including the training of personnel
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Chairperson, distinguished delegates, ladies and gentlemen,

Thank you very much for this opportumty to update the Working Group on UNCTAD s
activities within the work programme on investment policies and international investment

agreements, since your last session mn March 2001

The most important activity of course, has been the convening of the Third United
Nations Conference on the Least Developed Countries, held in Brussels from 14-20 May 2001
At the Conference a number of concrete deliverables were announced 1n the area of investment
and enterprise development which were supported financially by different donors These
deliverables are aimed at assisting LDCs 1n enhancing their productive capacity the bedrock of
their sustained economic growth and development and the basis of their expanding trade
Growth in LDCs requires, 1n addition to official development assistance, enterprise development
and especially investment, including foreign investment, 1n particular of the kind that bnngs
employment, technology, skills, and access to markets and diffuses these assets through
backward linkages to host economies Therefore the deliverables which have been developed
in consultation with LDCs, reflect UNCTAD's experience of providing technical assistance 1n
the areas of investment and enterprise development, and have benefited from symposia held with

LDCs mn Oslo (at the end of January 2001) and Bonn (in March 2001)

The vanous deliverables form part of an International Investment Imitiative for LDCs
announced at the Conference The Initiative combines the investment-related parts of the
Programme of Action negotiated by governments for the Conference with a number of flagship
projects that were launched at the time of the Conference thanks to concrete commuitments having

been obtained

The heart of this utitative 1s a multi-agency technical assistance programme on
Facilitating FDI in LDCs by UNCTAD, the World Bank Group (MIGA FIAS) and UNIDO,
which will m a pilot phase include five LDCs Investment Policy Reviews will be undertaken in
four to five LDCs and assistance will be extended to a number of LDC investment promotion

agencies ncluding for the purpose of good governance in these institutions



Another programme 1s assisting LDCs 1n participating as effectively as possible 1n
discusstons and negotiations of II4s, including intensive traimng semnars negotiation of

bilateral treaties and double taxation treaties

Two programmes will be implemented together with the International Chamber of
Commerce (1) Investment Guides for a number of LDCs (u) Investment Advisory Council which
will bring together senior government and corporate leaders to advice LDC Governments on

1ssues related to investment

Charr,

Let me now turn to the activities implemented since your last session in March 2001

within our work programme on IIAs Here, three events are noteworthy

First, UNCTAD has mmplemented another round of BITs negotiation facilitation events
from 19-28 Apnl in Dubrovnik, Croatia, within the framework of the Balkan Stability Pact Thus
round mvolved Belarus, Croatia, Latvia, Malta, Moldova and Pakistan, and resulted 1n 8 BITs
Belarus and Croatia utilized this round to also discuss a general trade agreement A report on this
round of negotiations can be made available Like earlier rounds, the Croatia event was meant
to provide a platform for developing countries to negotiate BITs with other nterested countries,

and among themselves UNCTAD does not participate 1 the negotiations as such

In this context it 1s noteworthy that 29 BITs negotiated during the round organized for
francophone least developed countries (LDCs) that was held in Geneva from 24 January to 3
February 2001 were officially signed dunng the Third United Nations Conference on the Least
Developed Countries in Brussels The sigming ceremony, which took place on 18 May 2001, was
presided over by Boutros Boutros-Ghali, Secretary General of the Organisation internationale

de la Francophonie, and Rubens Ricupero, Secretary-General of UNCTAD

Second, the first intensive training COUrse oOn 1SSues i IIAs for francophone African
countnes This course ts currently underway in Alexandna, Egypt, in cooperation with Senghor

Unversity and 1’ Agence pour la Francophonie Scheduled to last until 16 June 2001, the course

2



has brought together 21 participants and speakers from Northern Afncan countries (as well as
the People’s Republic of Laos) For your information, we have made available (outside at the
documents counter) a copy of the programme and curriculum for this course Please note that
simular courses for anglophone Asia and for anglophone Africa are currently in their planning

stage with the Asian course scheduled to take place in November thus year

Thurd, UNCTAD has since your last meeting finalized work on the 1ssues paper on Host
Country Operational Measures The paper 1s available 1n xeroxed form outside at the documents
counter As this subject 1s relevant to your current discussion, allow me to elaborate on its

content in more detail

The paper deals with the vast array of measures implemented by host countries
concerning the operation of established foreign affiliates Covering all aspects of an investment
(such as ownership and control, hiring of personnel, procurement of 1nputs, sales conditions,
etc ), these measures (whuch usually take the form of restrictions or performance requirements)
are meant to influence the location and character of FDI with a view to increase 1its benefits in

the light of national objectives and to correct actual or perceived market distortions

Noting that HCOMs have rarely been considered as a separate 1ssue 1n [IAs, the paper
singles out the WTO Agreement on TRIMs as the only existing agreement specifically dealing
with a number of HCOMs It notes that the more recent [IAs that regulate HCOMs tend towards
the restriction of some of these measures However, the majonty of [IAs, especially most BITs,
adopt an approach to investment that does not explicitly address the use of operational restraints

as a specific 1ssue on its own

For 1ts analysis, stocktaking and discussion of the development and economic policy
considerations, the paper groups HCOMs nto three categories and proceeds with discussing them

in the context of some of their restrictions at different international levels

. First, measures that are explicitly prohibited at the multilateral level, 1 e by the TRIMs

Agreement A number of interregional regional and bilateral agreements also exphcitly

I



prohubit the same HCOMs (or where these agreements are in a draft form, envisage their
prohibition) To use a traffic light analogy these are “red light” HCOMs 1 e measures
that the international community as a whole (or, more precisely, as represented in the
WTO) has agreed should not be employed (although not all countnes feel comfortable

with the implementation of this agreement)

. Second, additional measures that are explicitly prohibited, conditioned or discouraged by
interregional regional or bilateral (but not by multilateral) agreements (or drafts thereof)
These are “yellow lightt HCOMSs m the sense that negotiators of [TAs ought to be aware
that some countries (or groups of countries) have indeed prohibited them in some ITAs
Categorising these measures as yellow light HCOMs should not suggest that they are not
as legally binding as the red ight HCOMs Indeed both derive from instruments governed
by mternational law, which, among the parties, create binding legal obligations The pornt

of emphasis 1s that the red light HCOMs have, 1n terms of parties, a wider application

. And third, all other measures These are green light HCOMs Such measures are
generally not subject to control through ITAs although their use may be subject to other

international obligations, € g to apply national treatment

The paper suggests that countries negotiating international investment rules 1n the future
need to take mto account the TRIMs Agreement Negotiations —should they at all include
HCOMs —are likely to pay special attention to yellow light” HCOMs However, the paper
concludes that options go beyond either covering or not covering certain HCOMs For example
the extent to which certain HCOMs are tied to certain conditions (e g centives) or the legal
nature of any coverage (e g best efforts clauses) can introduce some flexibility In fact even
when 1t comes to the TRIMs Agreement, the paper identifies various options as to its further

development

In all, the paper s analysis shows that the scope for an unconditional use of HCOMs has
narrowed over the past two decades At the same time, the debate remains open as to which, how

and under what circumstances HCOMs do or do not contribute to the development process



Ideally, therefore, any such regulation should be preceded by careful study and determination of
the contribution by a specific HCOM to the development efforts of developing countries and
how a certain flexibility can be maintained 1n [JA provisions related to their use in the interest

of development

Charr,

Allow me to close my remarks with a reference to the forthcoming expert group meeting
on “International arrangements for transfer of technology best practices for access to and
measures to encourage transfer of technology with a view to capacity-building in developing
countries especially in least developed countries The meeting scheduled for 27-29 June 2001,
1s expected to examne the coverage of agreements, particularly as regards the spread of
provisions on transfer of technology, the effectiveness of their implementation (how are they
operationalized?), and possible improvements 1n terms of what can be done to enhance their
impact on transfer of technology The main questions are how to ensure the effectiveness of
international arrangements for transfer of technology and capacity building and what are the best

mechamsms for their successful implementation
To conclude, Chair I would like to emphasize that we welcome the opportunity to
continue to share our expeniences with this Working Group and to continue to make our expertise

available 1f so desired

Thank you

* K %
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DRAFT

Issues paper for Working Group 1n Trade and Investment
Agenda Item B The Economuc Relationship between Trade and
Investment Benefits and Economic Impact of FDI

FDI FLOWS AND TECHNOLOGY TRANSFER

The possible role that foreign investment could play in aiding countries
to achieve the goal of increased income, employment and output 1s now
universally recognised Almost every country 1s engaged In autonomously
liberalising their foreign investment regimes with a view to facilitating smooth
flow of investment to their respective territories However, there has been a
general reluctance among countries to leave the scene completely open to
foreign nvestors While a large number of countries maintain formal screening
procedures to regulate mvestment inflow, the reluctance to surrender all
discretionary authority as regards entry and establishment 1s near universal
This 15 largely because of the strong perception that investment mflows are not
unmixed blessings and that mvestors cannot be expected to automatically fulfil
their obligations diligently When some of the Members of WTO discussed
the 1ssue of a multilateral agreement on investment outside WTO, in OECD,
this concern came out clearly n the open with the participating Members
coming out with requests for exemptions one after another In fact, the nature
and extent of exemptions sought by the participants led to the very
abandonment of the negotiations The participants in the OECD process were
all countries that had reached a certamn level of development whose economic
problems and concerns had largely transcended those of the large majornty of
the WTO Membership who are developing countries and LDCs It would,
therefore, be naive to expect the latter group of countries to be unconcerned
about the mmplications of any efforts that are aimed at eventual curbs on their
ability to influence investment inflows 1nto their territories

2 Foreign investment flows are not homogeneous The economic effects
of FDI, for example, differ substantially from those of portfolio nvestment
The ripple effects created and the imprints left behind by FDI on the host
economuies differ substantially from those by portfolio mvestment Low mcome



countries with very limited technological capabilities and complementary
production factors like skilled labour and managerial skills would be most
comfortable with imported products that are ready for consumption However,
imports have to be paid for This means these countries have to eam foreign
exchange to pay for such imports Besides, there 1s the need for building
domestic capabilities in areas of their potential comparative advantage so that
these countries could eventually participate effectively 1n the global market
place Developing countries, therefore, naturally seek foreign direct investment
(FDI), 1n preference to other types of wnvestment, which brings with 1t a
bundle of production factors 1n the form of caputal, technology, skilled
manpower and managerial skills, these are expected to help ease constraints on
thewr industrialisation and development, 1mposed by scarcities of caputal,
foreign exchange, technology, organisational and entrepreneurial resources
Technology 1s perhaps the most crucial of them all from the point of view of
development

3 The last decade has seen a veritable explosion 1n the total FDI flows,
both 1n the absolute volume of the global flows and also as a share of the
global output World FDI flows today are more than thrice the level of what
they were 1n 1990, and some seven/eightfold their level 1n 1980 Going by the
recent trends, especially manifested after the Asian crisis of 1997, the
predominant channel of transferring the FDI funds has been through the
merger and acquisition (M&A) mode, rather than in the form of greenfield
investments Data from the World Investment Report (2000) indicates that the
M&As today constitute about 85% of the total FDI flows the world over

4 Studies have confirmed the general apprehension that FDI inflows 1n the
form of mergers and acquisitions (M&As) are 1n general of poorer quality as
compared to greenfield FDI inflows, in terms of their domestic capital
augmenting potential, spillover benefits, competition and efficiency’! This 1s
because M&As do not always augment the stock of productive physical capital
in the host country which would contribute to further growth It 1s to be noted
that greenfield investment, by virtue of new entry, 1ncreases competition,
while M&As most often lead to increases in economic concentration by
reducing the number of active enterprises 1n the market

' Nagesh Kumar 2000 “Mergers and Acquisitions by MNEs Patterns and Implications pp 28>1 8 August
5 Economuc and Political Weekly
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5 Even a successful M&A bid and 1ts efficient implementation from the
investors’ point of view need not necessarily have a favourable impact on the
economic development of the host country The main reason for this 1s that the
objectives of the concerned multinational corporations (MNCs) and those of
the host economies do not necessarily coincide The effects of the M&As,
either directly or through linkages and spillovers, also depend on whether the
investment 1s natural-resource-seeking, market-seeking, efficiency-seeking or
created-asset-seeking In case the mnitial investment decision related to a
merger or acquisition is taken on purely financial profitability considerations,
without due regard for the economic benefits likely to accrue to the host
country, the effects of such M&As cannot be expected to be beneficial for the
host economy Chia Siow Yue et al* note that the "driving forces behind this
M&A surge include 1ncreased corporate competition as a result of
hbera‘llsauon 1n many host country regimes, and the need to consolidate
mte}{nonal business in the face of falling corporate profit margins Recent
declines in commodity prices and global over-capacity across a spectrum of
industries have exacerbated this business consolidation trend” The motive-
factor would also have an important bearing on the type and quality of the
technology transferred It 1s important for the developing countries, therefore,
to not only see ‘whether’ technology 1s being transferred, but also the 'nature’
of such transfer The quality of the technology acquired cannot be 1gnored 1f
one has to keep 1n mind the dynamic long-term development interests of the
developing countries

6 One major reason why FDI 1s sought after by countries, especially
developing countries, 1s that FDI generally brings with 1t the much needed
state-of-the-art technology that developing countries lack However, available
facts and figures do not vindicate this expectation of developing countries An
analysis of the trends 1n global technology transfers indicates that the annual
technology transfer payments are not growing at expected levels It 1s
estimated that the technology transfer payments rose from $6 8 billion 1n 1976
to an estimated $64 4 billion 1n 1995 Providing for the OECD countries not
reporting the technology receipts especially Switzerland’s and emerging newly
industrialising economies 1n Asia, the global magnitude of technology related

Chia Siow Yue etal 1999 East Asia and Options for WTO 2000 Negouations on Investment ppl2
Paper presented at the World Bank PECC Trade Policy Forum Conference on East Asia and Options for WTO
2000 Negouations Mamla 19 20 July 1999
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fees crossing national borders could well be to the tune of $68 billion
Comparatively, annual global FDI flows rose from $22 billion to $315 billion
over the same period® However, what is significant 1s that the growth rates
recorded by FDI flows have been more impressive than those by technology
transfer payments over the whole or any sub-period

7 These observations together suggest that the recent spurt 1n FDI inflows
may not have been accompanied by technology transfers in the same
proportion  Further, and more striking, particularly for the developing
countries, 1s the fact that while their share of FDI inflows has gone up, their
share 1n global technology transfers has come down Dahlman et al* have also
noted the relative slowdown i technology transfers to developing countries
This 1s an alarming trend from the pomnt of view of developing countries
While 1t can be argued that the subsidiaries payments for the technology
transferred from the parent companies 1s expected to be lesser in the case of
M&As than in the case of greenfield investments, even then this trend
definitely does not augur well for the developing countries who are generally
dependent on the technology brought in by the foreign nvestors to give a boost
to their economic activities

8 In this regard, Sanjaya Lall’ makes a distinction between the ‘know-
how’ and ‘know-why’ of technology transfer He first stresses that technology
1mport 1s not a substitute for indigenous capability development, the efficacy
with which imported technologies are used depend on the local efforts
However, not all modes of technology import are conducive to indigenous
learning  Much depends on how the technology is packaged with
complementary factors In general 1t has been observed that technology
transfers within a MNC are very efficient for transferring know-how, but less
so for transferring know-why In this, licensing or arm’s length transactions
are deemed to be more effective for generating local know-why, though they
are more expensive 1n the short-term for accessing know-how  Thus the type
of investment that comes i would be of the type that supports ‘assembly-led-

? Nagesh Kumar 1997 Technology Generation and Technology Transfers in the World Economy Recent
Trends and Implicauons for Developing Countries” UNU/INTECH Discusston Paper 9702 pg 17 & 20
“199>  The World Trading Environment pp 155> 78 1n Irfan Haque et al (eds) Trade Technologies and
International Competitiveness Washwington DC The World Bank

$2000 Technological Change and Industnialisation 1n the Asian Newly Industrialising Economues” pp 13
68 1n Kim and Nelson (eds) Technology Learnung and Innovation Cambridge Unuversity Press
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growth’ and skill formation among workers ~With reference to Korea 1t has
been noted® that labour ntensive mvestment that came in textile, clothing and
footwear sectors saw a rise n the export and also the manufacturing value-
added by the labourers On the other hand, 1n the assembly-led investment 1n
manufacturing units like telecommunications, furniture, pottery and other non-
metallic muineral products etc exports and manufacturing value-added had, 1n
fact, declined Therefore, as noted by Hattor1, "although Korean companies
accumulated a very high level of technology to operate new machines, they
could not acquire technology and skill required for developing new machines

Thus, while Korean engineers design new machines, the know-how required to
produce high quality parts at low prices in the domestic market 1s not available
for the production of these machines” It has been noticed that M&A type FDI
accompanying MNCs has transferred a high level of 'operating and
organisational’ technology, which 1s very different from a high level of
'production technology' In the former case, the goods produced will have |
weak competitiveness except for price ‘

9 As underlined 1 the UNCTAD series Paper on issues i International
Investment Agreement, a clear distinction needs to be made between the
learning of operational technology and the creation of new technology "EDI
may be a very effective way of transferring new operating hknow-how but not
necessarily of the nnovation process that underhes the generation and
upgrading of the technology It 1s widely accepted that TNCs tend to transfer
the results of the innovation but not innovative capabilities themselves, at least
to most developing countries the re-location of their research functions abroad
1s overwhelmingly to other developed countries This can lead to a
‘truncating” of the process of technology transfer and to a relegation of
developing host countries to lower levels of technological acuvity (even when
thewr industrial capabilities have reached a level at which, as in many newly
industrialised economites, they are able efficiently to undertake advanced
research-and-development work"’ The above, therefore, makes it very clear
that transfer of technology 1s not automatic Developing countries will need to
retain policy discretion to persuade foreign investors to effectively transfer
technology, even though 1t might involve 'higher cost' to these countries

8 Tamuio Hattor1 1999 Vol 34(22) Economuc and Poliical Weelly
"Pg 35> UNCTAD IIA Papers Series



10 There 1s also the debate regarding whether obtaining technology through
FDI route 1s preferable to licensing and other similar arrangements As the
UNCTAD paper cited above notes Japan and Korea relied heavily on licensing
and other forms of acquisition of technology from TNCs, while Singapore
mawly relied on FDI, attracting it into specified industries On the other hand,
Taiwan made active use of both the routes

11 Gordon H Hanson® in a G 24 discussion paper notes that
* multinational firms concentrate in high-productivity sectors and that domestic
plants in these sectors, while having high relative levels of productivity,
experience even or negative growth in productivity relative to plants 1n other
sectors Micro-level data, then, appears to undermine empirical support for
posiive net productivity spillovers from FDI, perhaps indicating that
multinationals confine domestic firms to less profitable segments of mdustry”

In this connection he quotes studies by Haddad and Harrison (1993) and
Autken and Harrison (1999) Haddad and Harrison, using data on Moroccan
manufacturing plants for the period 1985-1989 found a weak correlation
between plant total productivity growth and presence of foreign firms in the
sector Aitken and Harrison (1999), using data on Venezuelan manufacturing
for the period 1979-1989 found that productivity growth in domestic plants 18
negatively correlated with foreign presence 1n the sector

12 Evidence from the newly developing South-East Asian Tigers’
experiences also indicates that the total productivity growth in these economies
has been low 1n spite of the lLiberalisation and significant inflows of FDI which
ought to have brought in newer technologies What this implies 1s that low
technological capability Trmght,qcogm% with the capability to successfully use
new technologies It m 0 ¢ that the simple act of high-
technology production 1n any country does not ensure that efficient learning
has occurred, and the latter depends on a host of other factors other than
technology transfer per se Studies undertaken® also reveal that developing
countries attract only marginal shares of foreign affiliate research, and much of
what they get relates to production, adaptation and technical support (1e, know-
how) rather than relating to innovation (know-why)

* Gordon H Hanson 2001 Should Countries Promote Foreign Direct Investment” p 14 G 24 Discussion
Paper No 9 February 2001
’P 174 World Investment Report 2000
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13 The extent of technology and management of know-how transfer by the
MNCs depend to a large extent on their corporate strategy, for example, firms
desiring to have a longer-term relationship with the suppliers (rather than those
simply using the host country as a marketing/export base) will be more
inclined to effect transfer the technology As pownted out in the World
Investment Report, 2000, MNCs may restrict the access of particular affiliates
to technology in order to minimise inter-affiliate competition It 1s noted that
MNCs are more likely to licence older technologies from which they have
already derived significant rents than newer technologies on which there are
still relying for market leadership Further they may hold back the upgrading
of the affiliate technology or invest mnsufficiently in host country training and
R&D 1n accordance with their global corporate strategies Therefore, arguing
that FDI inflows and economic liberalisation automatically facilitates
technology transfer 1s being extremely naive

14 It 1s also important to underline that MNC presence through export-led
FDI has mixed implications for the local technological activity in different
economies In imndustrially advanced countries, MNC export activity can have
significant 1nputs of indigenous content and design, and interact with and
contribute to the local technological know-why base In low-wage, less
industrialised countries, MNC exports are driven mainly by cheap labour, and
have low levels of local technological content Between these two extremes, a
number of combinations of MNC presence and technological activity are
possible Even in cases of MNC-driven assembly activity, there may be scope
for creation of local technological capabilities, but the leamning tends to be
concentrated 1 operational capabilities rather than in the know-why For this
reason, even in the most liberalised countries, once allowed in, investors are
induced to diffuse technologies locally Singapore'® , for example, was also
found to have used selectivity 1n a strong way to 1nitially attract investors 1nto
targeted activities, and later to upgrade their technological content

15 The 1ssue of technology 1s at the core of development debate
Development on a self-sustaining basis has as 1ts essential pre-condition
development of technological capabilities and the ability to attract and absorb
state-of-the-art technology Transformation from a stage of low technological

9 pg 39 S Lall 2000 op cut



development to this stage would not be possible except through transfer of
technology However, the evidence as cited above, does indicate that left to
market forces transfer and diffusion of technology may not materialise,
especially 1n the case of developing countries This allows the mevitable
conclusion that developing countries should preserve their right and ability to
influence Foreign Direct Investment flows into their territories with a view to
ensuring that 1t 1s accompanied by appropriate technology and that there 1s a
sincere effort on the part of the investors to effect technology transfer so that
productivity levels are enhanced and export capabilities augmented, which
alone could assist 1n the increased participation of developing countries 1n the
global market place
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