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FOREIGN DIRECT INVESTMENT, INVESTMENT
AGREEMENTS, AND ECONOMIC DEVELOPMENT:
MYTHS AND REALITIES

Yilmaz Akyiiz
Abstract

Foreign direct investment (FDI) is one of the mastbiguous and least
understood concepts in international economics. fGomdebate over FDI is
confounded by several myths regarding its natuck imrpact on capital ac-
cumulation, technological progress, industrial@atiand growth. It is often
portrayed as a long-term, stable, cross-border @bwapital that adds to pro-
ductive capacity, helps meet balance-of-paymentstfsitis, transfers tech-
nology and management skills, and links domestimdiwith wider global
markets. However, none of these are intrinsic tjaalof FDI.

First, FDI is more about the transfer and exeroiseontrol than move-
ment of capital. It does not always involve flowfsfinancial capital (move-
ments of funds through foreign-exchange marketseak capital (imports of
machinery and equipment for the installation ofductive capacity).

Second, only the so-called greenfield investmeritasa direct contribu-
tion to productive capacity and involves cross-lkeorthovement of capital
goods, but it is not easy to identify from reporgatistics what proportion of
FDI consists of such investment as opposed tofean$ ownership of exist-
ing assets.

Third, what is commonly reported as FDI containscsgative and volatile
components. Fourth, the longer-term impact of FBItlbe balance of pay-
ments is often negative, even in countries highigcessful in attracting ex-
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port-oriented FDI. Finally, positive technologicglillovers from FDI are not
automatic but call for targeted policies of the ckithat most investment
agreements prohibit.
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1. Introduction

Foreign direct investment (FDI) is perhaps onehefmost ambiguous and
least understood concepts in international ecormn@ommon debate over
FDI is confounded by several myths regarding itsireeand impact on capital
accumulation, technological progress, industrisilirg and growth in emerg-
ing and developing economies (EDES). It is ofternirpged as a long-term,
stable, cross-border flow of capital that adds todpctive capacity, helps
meet balance-of-payments shortfalls, transfersni@olgy and management
skills, and links domestic firms with wider globahrkets.

However, none of these are intrinsic qualities bi.H-irst, FDI is more
about the transfer and exercise of control thanemnt of capital. Contrary
to widespread perception, it does not always invdlows of financial capital
(movements of funds through foreign-exchange majykat real capital (im-
ports of machinery and equipment for the instadlatf productive capacity).
A large proportion of FDI does not entail crossewmrcapital flows but is
financed from incomes generated on the existingkstd investment in host
countries. Equity and loans from parent compan@ount for a relatively
small part of recorded FDI and even a smaller pfarbtal foreign assets con-
trolled by transnational corporations (TNCSs).

Second, only so-called greenfield investment makekrect contribution
to productive capacity and involves cross-bordevenaent of capital goods.
But it is not easy to identify from reported statis what proportion of FDI
consists of such investment as opposed to traw$fewnership of existing
firms (mergers and acquisitions, i.e., M & A). Fha@tmore, even when FDI is
in bricks and mortar, it may not add to aggregavsgfixed-capital formation
(GFCF) because it may crowd out domestic investors.

Third, what is commonly known and reported as F@itains speculative
components and creates destabilizing impulsesudiray those due to the
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operation of transnational banks in host countmdsch need to be controlled
and managed as any other form of internationakakfows.

Fourth, the immediate contribution of FDI to thddpee-of-payments may
be positive, since it is only partly absorbed byaris of capital goods re-
quired to install production capacity. But its lengerm impact is often nega-
tive because of the high import content of fordiigms and profit remittanc-
es. This is true even in countries highly successfuattracting export-
oriented FDI.

Finally, superior technology and management skill§NCs create an op-
portunity for the diffusion of technology and ide&kwever, the competitive
advantage these firms have over newcomers in EBE®lso drive them out
of business. They can help EDEs integrate intoal@boduction networks,
but participation in such networks also carriesribk of getting locked into
low value-added activities.

All this does not mean that FDI does not offer &eyefits to EDEs. Ra-
ther, policy in host countries plays a key roledigtermining the impact of
FDI in these areas. A laissez-faire approach cootdyield much benefit. It
may, in fact, do more harm than good. Successfaimgies are found not
necessarily among EDEs that attracted more FDlaimaing those that used it
in the context of national industrial policy deséginto shape the evolution of
specific industries through interventions. This nethat EDEs need adequate
policy activity vis-a-vis FDI and TNCs if they at@ benefit from it.

Still, the past two decades have seen a rapidalization of FDI regimes
and the erosion of policy autonomy in EDEs vis@-VNCs. This is partly
due to the commitments undertaken in the WTO asgfdhe Agreement on
Trade-Related Investment Measures (TRIMs). Howeremny of the more
serious constraints are, in practice, self-infticterough unilateral liberaliza-
tion or bilateral investment treaties (BITsjgned with more advanced econ-
omies (AEs) — a process that appears to be goiegdatvith full force, with
the universe of investment agreements reaching23i36the end of 2014
(UNCTAD IPM 2015).

Unlike earlier BITs, recent agreements give sigaffit leverage to interna-
tional investors. They often include rights to bkslment, the national
treatment and the most-favored-nation (MFN) claubesad definitions of
investment and investors, fair and equitable treatnprotection from expro-

1 In this paper, BITs is used as shorthand for a#irimtional agreements signed outside the

multilateral system that contain provisions on igmneinvestment and investors, including
free-trade and economic-partnership agreements.
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priation, free transfers of capital, and prohibitiof performance require-
ments. Furthermore, the reach of BITs has extenagdly thanks to the use
of the so-called Special Purpose Entities (SPES§jctwallow TNCs from
countries without a BIT with the destination coynio make the investment
through an affiliate incorporated in a third-pastate having a BIT with the
destination country. Many BITs include provisiohattfree foreign investors
from the obligation of having to exhaust local leganedies in disputes with
host countries before seeking international arbiina This, together with the
lack of clarity in treaty provisions, has resultadthe emergence of arbitral
tribunals as lawmakers in international investmant] these tend to provide
expansive interpretations of investment provisiomsfavor of investors,
thereby constraining policy further and inflictingsts on host countries.

Only a few EDEs signing such BITs with AEs havengigant outward
FDI. Therefore, in the large majority of casesyé¢his no reciprocity in deriv-
ing benefits from the rights and protection grantedoreign investors. In-
stead, most EDEs sign them on expectations thatwhkattract more FDI by
providing foreign investors guarantees and pratectithereby accelerating
growth and development. However, there is no aeatence that BITs have
a strong impact on the direction of FDI inflows. Moimportantly, these
agreements are generally incompatible with thecjpal objectives of signing
them because they constrain the ability of hosihttaes to pursue policies
needed to gain their full potential benefits.

This paper revisits and reviews the key issuesoaading the place held
by FDI in industrialization and development, withview to assessing the
impact of BITs. It examines if and under what coieds FDI provides a sta-
ble source of external financing, supplements ddmessources, adds to
productive capacity, and accelerates technologicafress and industrial
upgrading. It starts with an examination of the aagpt of FDI as officially
defined and reported in order to clarify what iitsout. This is followed by a
discussion of the effects of FDI on capital accuatiah, stability, and the
balance-of-payments, and the policies and conditimeeded to secure posi-
tive technological spillovers from foreign firmsh& penultimate section as-
sesses and compares the policy constraints impletthe WTO Agreement
on TRIMs with those imposed by BITs, followed bydbipolicy conclusions.

2. What is FDI?

In common discussions, the term FDI is often méawkescribe capital in-
flows from abroad and additions to productive ci#tyaim host countries.
However, the reality is a lot more complex anddbacept is a lot more am-
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biguous than is widely believed. An important paftFDI does not entail
cross-border capital flows, and it is very difficab identify from existing
statistics what FDI really comprisés.

The OECD (2008) provides global standards for dinegcestment statis-
tics consistent with the related concepts and difins of “Balance of Pay-
ments and International Investment Position Manoélthe IMF (2009). Di-
rect investment is defined as a category of crosddy investment made by a
resident in one economdifect investoy with the objective of establishing a
lasting interest in an enterpriséirect investment enterpriséhat is resident
in an economy other than that of the direct investthe motivation of the
direct investor is said to be a long-term, staleiationship with the direct
investment enterprise to ensure a significant aegfenfluence over its man-
agement. The lasting interest and a significantekegf influence are said to
be evidenced when the direct investor owns at [E@%t of the voting power
of the direct investment enterprise. OwnershipWwel0% is treated as portfo-
lio equity investment.

Defined in this way, FDI comprises the initial elyuransaction that meets
the 10% threshold and all subsequent financiaktaetons and positions be-
tween the direct investor and the direct investnasmérprise. Thus, in addi-
tion to initial equity capital outflows from the @ country, it includes rein-
vested earnings and intercompany debt flows.

The threshold of 10% is totally arbitrary, and thex no compelling reason
why investment in a 10% ownership stake shouldebs fickle than one in a
9.9% position. Both the OECD and the IMF recognimg, in practice, influ-
ence may be determined by several factors otherttieextent of ownership.
However, they argue that “strict applicationof a numerical guideline is
recommended to define direct investment” in ordersécure international
consistency and to avoid subjective judgménts.

In the official definition, a direct investment erprise is always a corpo-
ration and may also include public entities. Howewmntrary to a wide-
spread perception, direct investors are not alWi@y€s. It could also be an
individual or household, an investment fund, a goreent, an international
organization, or a non-profit institution. Certainthere are significant differ-
ences in the technology and managerial skills slichrse investors could
bring to the host country. But readily availabl&mél statistics do not help in

2 For an earlier account of some of the issues tapdmere, see Woodward (2001).

® The OECD (2008, para 31). See also IMF (2009, f4ra). Definition and measurement of
FDI have changed considerably over time and haviediacross countries; see Lipsey
(1999).
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identifying them. This is one of the drawbacks aipé&ical studies linking
aggregate FDI to various economic performance &idrs in host countries,
such as GFCF, productivity, and growth.

Every financial transaction after the initial acgjtion of equity by the in-
vestor, that is, internal capital flows within fistare also considered direct
investment. Thus, loans and advances from parenpanies to affiliates are
treated as part of direct equity rather than dekteptions are made for loans
between certain affiliated financial corporationstably deposit-taking cor-
porations — international banks — on grounds theh slebt is not so strongly
connected to direct investment relationships. Harethis may also be the
case in non-financial enterprises since, in practids not possible to identify
the nature and effects of lending and borrowingveet parents and affiliated
corporations. Statistics do not generally givetdrens and conditions of intra-
company loans and advances (UNCTAD, 2009a). Thek@own to fluctuate
much more than equity capital. They are highly spsible to changes in
short-term business conditions, and their inclusisrequity capital can cause
major swings in recorded FDI flows. “For instange,2012, high levels of
repayment of loans to parent companies in Brazithmir affiliates abroad
pushed total Brazilian FDI outflows to negativeufigs even though there was
a net equity capital investment abroad of some Billibn by Brazilian parent
companies."

While initial equity investment and intercompanyts constitute capital
inflows to the host country, this is not the cagerketained earnings. In FDI
statistics, these are imputed as being payableet@iners, to be reinvested
as an increase in their equity. Thus, they arerasduo be used for lasting
investment in the existing or new productive asdatbalance-of-payments,
they are first recorded as investment-income paysni@nthe current account
and then as offsetting inflows of direct equity estment in the capital and
financial account.

Retained earnings constitute a significant padtafistically measured FDI
inflows. Historically, equity capital outflows amt debt from parent compa-
nies are relatively small parts of US outflows akdt investment, while the
rest comes from retained earnings. In the postweog until the mid-1990s,
the latter accounted for no less than one half ®fdutward direct investment
(Lipsey, 1999). It was even higher in more recezdrg because of growth of
the US outward FDI stock. In 2008, retained earsicgnstituted 60% of out-
ward FDI stock for non-bank affiliates of US nomkaorporations (Table 1).
Globally, in 2011, they accounted for 30% of tdt&ll flows. This proportion
was even higher for FDI in EDEs; in the same ybalf of the earnings on
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FDI stock in EDEs were retained, financing abol%o4dr total inward foreign
direct investment in these economies (UNCTAD WIR12).

Clearly, when financed from earnings generated dat ltountries, FDI
does not constitute an autonomous source of exténaancing. Given that
retained earnings constitute an important componoénotal recorded FDI,
the notion that FDI is functionally indistinguisHalfrom fresh capital inflows
and represents a flow of foreign resources crossiacgborders of two coun-
tries has no validity, as long noted by Vernon @9®quity and loans from
parent companies account for a relatively smalt parecorded FDI and an
even smaller part of total foreign assets contddtlg them.

This is illustrated in Table 1 for the majority-oeah foreign non-bank af-
filiates of US non-bank corporations. Figures f8B9 are estimates at current
cost given by Feldstein (1994), whereas those @082are based on the 2008
benchmark survey of the US Bureau of Economic AsialyBOEA, 2008),
using the same methodology as Feldstein (1994both years, FDI as de-
fined in the balance-of-payments exceeds by a largegin not only equity
and loans from parent companies, but also totakxtetrnal finance from all
US sources because of retained préfidore importantly, the value of assets
of US affiliates is significantly greater than rigtance from US sources be-
cause of equity and debt from non-US sources amdsttare of non-US
sources in retained profits of majority-owned US8liates. In 2008, total as-
sets controlled by US affiliates were 8.6 times iie¢ external finance from
US sources (equity and debt from US parents argl &t§ investors) and 3.8
times the stock of US outward FDI at current castanventionally defined
(that is, including unrepatriated profits).

3. FDI and Domestic Investment

As officially defined, FDI can take three main fanThe first is green-
field investment, which involves creating a subaigdifrom scratch with fresh
capital by one or more non-resident investors. 3déwond is cross-border M
& A, which relates to existing company structur@soss-border mergers arise
when resident and non-resident companies agre®rtioe into a single
operation.

4 Feldstein (1994) distinguishes among several iiefits of outward FDI. The narrowest

definition, net external finance from US sourcesludes only outflows of equity and debt
from US parents and other US sources. Net finarare JS sources is a broader definition
and includes, in addition, retained earnings dub/$oparents and other US investors. The
broadest concept refers to total assets contrbifddS parents, that is, value of assets of US
affiliates, and includes, in addition, equity anebtlfinance from non-US sources and the
share of non-US equity investors in retained egin
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Table 1. Outward FDI and Value of Assets of US NoBank
Foreign Affiliates (Billions of US dollars)

1989 2008

FDI (US parents) 452 4376
Equity 202 1638
Debt 25 130
Retained earnings 225 2608
Other US investors 24 146
Equity 1 3
Debt 22 138
Retained earnings 1 5
Net external finance from US sources® 250 1909
Net finance from US sources® 476 4522
Non-US finance 761 11910
Equity 92 2741
Debt 567 4806
Retained earnings 102 4363
Value of assets of US affiliates® 1237 16432

Source 1989 figures from Feldstein (1994). 2008 figuaes estimates from
BOEA (2008) using the same method as Feldstein.

a: Equity and debt from US parents and other U8stors.

b: FDI plus other US investors.

c: Net finance from US sources plus non-US finance.

Acquisitions involve the purchase of existing comipa fully or partly by
a non-resident company or a group of companies;sha transfer of owner-
ship from residents to non-residents of 10% or nwir@oting stock of an
existing company. The third is the expansion ofdpmtion capacity of exist-
ing firms partly or fully owned by non-residentsdbgh the injection of fresh
money, including loans from parent companies. WEBh is in the form of
acquisition of existing public or private assetsnakes no direct contribution
to domestic capital formation, although changesvnership may give rise to
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productivity gains, be followed by new investmegtthe direct investor, or
stimulate domestic investment that would not hatteerwise taken place.
Cross-border privatization could also add to domespital accumulation if
the proceeds are used for investment. Howeverethbsdepend on several
other factors, including host country policies. Eaver, such spillovers may
also be generated by greenfield FDI. Thus, M & Argat be treated at par
with the other two components of FDI that directtyd to productive capacity
in host countries.

These three categories of FDI are not separatelytified in the existing
statistics on FDI provided by the OECD and the IMBNCTAD provides
data on M & A as well as greenfield “investment jpots” from 2003 on-
wards, which refer to capital expenditures planbgdhe investor at the time
of the announcement. It is recognized that investnpeojects data “can be
substantially different from the official FDI dadé&s companies can raise capi-
tal locally and phase their investments over tiare the project may be can-
celed or may not start in the year when it is amged” (UNCTAD WIR
2014, p. 33, note 1). A comparison of reported Fildbws with the sum total
of M & A and greenfield projects shows considerabségiations over the
2003-13 period. For AEs, figures on total FDI extelee sum total of the
figures on greenfield projects and M & A for evergar except 2005. For
EDEs, this is the case since 2010, and, in somesyda discrepancy is as
high as 40% of reported FDI figures. Given the gloeconomic downturn
after 2007, investment plans are unlikely to hagerbexceeded to the extent
that they would account for the discrepancy. Thisrgly suggests that re-
ported FDI data contain items that may not reallgildyy as direct investment.

The existing statistical measures cannot alwaystifgethe use made of
unrepatriated earnings and loans from parents.kdbhown that they are exten-
sively used to accumulate record levels of cashather liquid assets, rather
than reinvested in productive capacity (UNCTAD WHER13). Certainly, any
industrial or commercial enterprise needs to haididl capital in order to
support its core activities for the production andrketing of goods and ser-
vices. But it is very difficult to identify from ditial statistics the proportion
of recorded equity capital held in such assetstoather they serve to support
core activities, as opposed to constituting an pedeent source of financial
income and speculative capital gains.

® The fourth edition of the OECD Benchmark DefinitiohFDI contains an updated bench-
mark definition and provides guidance on how to pieenFDI by type and distinguish
M&A (OECD, 2008, pp. 141-42). However, collectionddta on FDI from member coun-
tries according to the new guidelines started ami$eptember 2014 and will not be availa-
ble before the second quarter of 2015.
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All these difficulties in interpreting the report&@I| data as investment in
productive capacity are also recognized by UNCTARIR 2014, p.149):
“FDI flows do not always translate into equivaleapital expenditures, espe-
cially where they are driven by retained earninggytransactions, such as
mergers and acquisitions (M & As), although somé&M transactions, such
as brownfield investment in agriculture, do redultsignificant capital ex-
penditure. FDI can contain short-term, relativetyatile components, such as
‘hot money’ or investments in real estate.”

The contribution of FDI to GFCF depends not onlyvamether it repre-
sents additional capital spending on productiveacey rather than transfer of
ownership or portfolio investment, but also oniitgact on domestic capital
accumulation — that is, whether it crowds in orvale out domestic invest-
ment. The impact can occur in various channels. iRbbws attracted by
privatization could allow public investment to tesed. Again, it can affect
domestic investment by easing the balance-of-pasnesnstraint. Whether
FDI crowds in or crowds out domestic investors alspends on the externali-
ties and spillovers generated by foreign companiégy can stimulate do-
mestic investment if they help improve overall emmic performance
through linkages with the domestic industry andhtedogical and managerial
spillovers. However, such benefits are not autambtithe absence of deliberate
and effective policies to generate positive spii®y the financial and techno-
logical strengths of these firms can simply crowd @omestic investors.

The empirical evidence for the impact of FDI on i&g@te domestic in-
vestment is inconclusive and the impact is oftdatee to other variables,
including institutions and policy (Akylz, 2006; Ma@sey and Udomkerd-
mongkol, 2012; Farlat al, 2013). Results also differ across regions, with
East Asian EDEs mostly showing crowding-in, whilatih America displays
crowding-out® Most of these studies do not distinguish betwespiaition of
existing assets and greenfield investment. A sex@mining the impact of M
& A separately concludes that M & A-related FDInist only less beneficial
than greenfield investment, but also has an adweffeet on accumulation
and growth (Nanda, 2009). The evidence of the impaoutward FDI on
domestic investment in home countries is also mix&we of the first studies
of this by Feldstein (1994), using data from the fdSthe 1970s and 1980s,
concluded that outbound FDI reduced domestic imvest about dollar for

5 Looking at Africa, Asia, and Latin America, Agosimd Machado (2005) find that the im-

pact of FDI on domestic investment is at best raltr all regions, with Latin America

showing a crowding-out effect. See also Ernst (2@06crowding out in the three largest
economies of Latin America. The evidence providedvutenyoet al (2010) suggests that
FDI also crowds out private investment in sub-Sahdfrica.
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dollar, whereas inbound FDI raised domestic investnby the same magni-
tude.

A more recent study of OECD countries, using davanfthe 1980s and
1990s, came to the same conclusion for aggregatesi@ investment and
outward FDI (Desagt al, 2005). However, when the analysis was confioed t
domestic and outward investment by TNCs, investrhgriamerican multina-
tionals and their foreign affiliates appeared ca@nmntary. Research also
suggests that the relation between domestic inadtand outward FDI may
be sector specific, with those with strong R&D caments appearing to be
complementary compared to efficiency-seeking FDbd@egebuure, 2006).
With increased outward FDI from some major EDEgerdion has recently
turned to the impact of such investment on domestpital accumulation in
these economies. A study using aggregate domestistiment and outward
FDI data from 121 countries, including both devélgpand transition econ-
omies, over the 1990-2010 period found that outwddd in these countries
had a negative effect on domestic investment (Aligge2013).

The rapid growth of global FDI in the past threealies appears to have
led not so much to an acceleration of global chptaumulation as to a real-
location of production facilities, jobs, and owrt@ps across different coun-
tries. For the world economy as a whole, total Fiflbws as a proportion of
GDP increased more than three-fold since the 1986de the investment
ratio declined over the same period (Table 2). mythis period, FDI inflows
grew rapidly in both AEs and EDEs, but investmegil ifh the former while
rising in the latter. In AEs in both the 1990s &t0s, higher FDI inflows
were associated with lower domestic capital accatian. While the acceler-
ation of FDI inflows to EDEs was associated withise in domestic invest-
ment in the new millennium, this was not the casthe 1990s.

Table 2. Investment and FDI(Per cent of GDP)

Investment® FDI Inflows

1981-1990 1991-2000 2001-2013 1981-1990 1991-2000 2001-2013

World 24.4 23.4 23.6 0.64 1.71 2.29
AEs 24.3 23.2 21.3 0.65 1.57 1.90
EDEs 24.4 24.4 28.4 0.59 2.19 3.12

Source IMF World Economic OutlookOctober 2014) and UNCTABDI database.
a: Includes inventories
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In the 1990s, the privatization of public assets/ptl an important role in
the boost in FDI inflows, particularly in Latin Amiea, which received two-
thirds of total FDI inflows to EDEs linked to pritization (UNCTAD TDR,
1999). After a series of financial crises in EDEarting in the mid-1990s,
most forms of capital inflows, notably bank lendifgll sharply, but FDI kept
up. An important factor was foreign acquisitioncoimpanies in EDESs hit by
the crises. This happened particularly during tisgaA crisis, where massive
flight of short-term capital and sale of foreigrugyg holdings were accompa-
nied by a wave of FDI inflows in the form of foreigacquisition of Asian
firms. Collapse of currencies and asset price tleflatogether with the pres-
sure from the IMF to abandon policies unfavorabléoteign ownership, cre-
ated opportunities for TNCs to buy Asian companétsfire-sale prices
(Krugman, 2000). Indeed, cross-border M & A as acgaet of total FDI
peaked during the recurrent crises in EDEs at titkad the 1990s and early
2000s (Chart 1). Foreign acquisitions at timesrifes in host countries are
driven mainly by non-financial acquirers targetfitghs in the same industry,
thereby concentrating market power in TNCs at ttease of national com-
panies of EDEs (Alquistt al, 2013).

Chart 1. Share of Cross-border M&A as per cent of Btal FDI
Inflows in Developing Countrieg (Per cent)
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This suggests that the economic conditions theacittoreign enterprises
may not always be conducive to faster capital foiznaand that the two sets
of investment decisions may be driven by differeonisiderations. Indeed, the
generalized surge in FDI inflows to EDEs in the 0®%vas not always ac-
companied by a concomitant increase in domestitatdprmation. In Latin
America, there was a widespread pattern of inccedd@l combined with
reduced fixed-capital formation; for the regionaagvhole, FDI as a propor-
tion of GDP was higher in the 1990s than in the0s98y more than 1.7 per-
centage points, but the share of GFCF in GDP wasrldy some 0.6 per-
centage point (UNCTAD TDR, 2003). In all major Lathmerican econo-
mies, FDI as a proportion of GDP rose strongly,l&dFCF either stagnated
or fell between the two periods (Chart 2). It is;ahotable that the inverse
association between GFCF and FDI is found not émlgountries where a
substantial portion of FDI was in the form of M & Aut also in Mexico,
where there was considerable greenfield investraemulated by NAFTA.
Again, in several countries in Africa, FDI and GF@Bved in opposite direc-
tions. By contrast, in none of the rapidly growiggst Asian NIEs was rising
FDI associated with falling GFCF.

In the new millennium, in EDEs as a whole, both Ridlows and invest-
ment as a percentage of GDP grew strongly untilgibbal crisis, but they
departed subsequently, with FDI falling while inresnt kept up, thanks
largely to fiscal stimulus packages introduceddgponse to fallout from the
crisis (Chart 3). In 2012, they were both signifitta higher than the levels
recorded in the early years of the century. Therehowever, considerable
diversity among countries. In more than half of twntries that enjoyed
booms in FDI inflows, GFCF fell or stagnated, irdihg in Brazil, Korea,
Turkey, and Thailand (Chart 2). In China, FDI inf® declined mainly be-
cause of contraction in its export markets, whileGE jumped sharply be-
cause of the policy response of the governmenanafications from the cri-
sis: a massive investment package. Among the Esianh/Acountries severely
hit by the 1997 crisis, only Indonesia saw a rurirupoth FDI and GFCF in
the 2000s compared to the 1990s, while Malaysiemspced a sharp con-
traction in both.

The examination of the movements of capital inflaw&DES and domes-
tic investment over the past two decades showsHDatends to move more
closely with non-FDI flows than with domestic int@&nt (Chart 3). From
the mid-1990s until the end of the decade, there arainverse correlation
between FDI and domestic investment.
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Chart 2. Changes in FDI Inflows and Domestic GFCFn Selected
Emerging EconomiegPer cent of GDP)
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Chart 3. International Capital Inflow and Investment in EDEs?
(Per cent of GDP)
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After the Asian crisis in 1997 until 2002, domestegestment and gross
non-FDI capital inflows followed a downward trendhile direct investment
inflows kept up, due, in part, to the fire-sale ADIcrisis-hit countries noted
above. After 2002, FDI and non-FDI inflows followedsimilar path, rising
quickly until the Lehman turmoil, plunging durin@@3-09, and recovering
subsequently but remaining below their pre-crisigls.

Generally, FDI seems to follow, not lead, domestiestment. Evidence
from a study of a large sample of countries over1884-2004 period indeed
shows that lagged domestic investment has a powiaffuence over FDI
inflows to the host economy (Lautier and Moreaul 20 On the other hand,
FDI and non-FDI inflows are more closely connectiean is commonly be-
lieved. This is partly because, like portfolio flswpart of FDI, property in-
vestment, is also driven by financial bubbles. $dcglobal liquidity condi-
tions have a prime impact on FDI because assetsradgoy TNCs are often
leveraged. This is true not only for corporatiorsyi AEs but also from major
EDEs (Akylz, 2014). Financial cycles also exerbredful push for profits of
TNCs, which constitute an important source of FBR$. noted by the BIS
(1998, p. 28), “short-term movements in FDI flows &ighly pro-cyclical,
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mainly reflecting the influence of reinvestmentrefained earnings.” These
influences have been particularly evident in they maillennium, with FDI
moving closely with non-FDI inflows. By contrasteweral EDEs that had
experienced bursts in both types of inflows wentmtive through falling or
stagnant domestic investment rates and deindusdtiamn (Akylz 2012;
Naudéet al, 2013).

4. Impact on Stability

It is widely held that FDI constitutes a stable reeuof finance for balance-
of-payments shortfalls. According to this view, dese FDI is largely fixed in
illiquid assets and reflects “lasting interest” e investor, the likelihood of
direct investment to exit rapidly at times of daigation in global liquidity
conditions and fading risk appetite is much loweant with other forms of
capital inflows. In other words, “it is bolted dovamd cannot leave so easily
at the first sign of trouble.” (Hausmann and Fed#mArias 2000, p. 3) Con-
sequently, it is argued, they do not pose a setiboresat to macroeconomic
and financial stability in EDEs.

This account is misleading in that it ignores derfeatures of FDI and
TNCs that can induce as much instability in theabeé-of-payments and
domestic asset and credit markets as portfoliosimrent and investors. Fur-
thermore, many of the changes in financial markeds have facilitated inter-
national capital movements have not only acceldréite mobility of FDI, but
also made it difficult to assess its stability.

First, recorded FDI statistics do not always endbée identifying of the
stability of its various components and hence thstabilizing impulses they
may generate. While FDI inflows do not always imeinflows of financial
capital, their exit always implies outflows of fusdhrough the foreign-
exchange market. By convention, retained earningsecorded as additions
to equity capital, but in reality they may well bsed to acquire financial as-
sets or repatriated as portfolio outflows. Furthemm financial transactions
can accomplish a reversal of FDI. A foreign aftdiacan borrow in the host
country to lend the money back to the parent companhe parent can recall
intercompany debt (Loungani and Razin, 2001). Mgeeerally, what may
get recorded as portfolio outflows may well be [mwts of FDI in disguise:

Because direct investors hold factories and otheeta that are impossible to
move, it is sometimes assumed that a direct invastinflow is more stable
than other forms of capital flows. This need nottlxe case. While a direct
investor usually has some immovable assets, tlsene ireason in principle
why these cannot by fully offset by domestic liglak. Clearly, a direct in-
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vestor can borrow in order to export capital, ameteby generate rapid capi-
tal outflows (Claesseet al 1993, p. 22).

Second, FDI inflows can undergo temporary surgesrasult of discovery
of large reserves of oil and minerals, widespredgapzation, rapid liberali-
zation or favourable political changes. A glut lire foreign-exchange market
resulting from a one-off bump in FDI inflows coulgbnerate unsustainable
currency appreciations in much the same way as baomny other forms of
capital inflows, unlike the endemic fallacy thatistonly short-term capital
inflows that can lead to such an outcome. The impacthe currency could
be particularly strong when FDI inflows involve aggjtion of existing assets
rather than greenfield investment since the latteolves imports of capital
goods required to install production capacity.

Third, FDI includes components such as real-est@stment that are of-
ten driven by speculative motivations and susckptid sharp fluctuations.
This has led the IMF (2009, p. 105) to suggest tfdecause it may have
different motivations and economic impact from otd@ect investment, if
real-estate investment is significant, compilersy mash to publish data on
such investment separately on a supplementary.b&sisss-border property
acquisitions have no doubt been central to thednighblatility and gyration of
property prices in the past two decades in sewenahtries. Historical data on
housing transactions in London show considerabteida effect on house
prices and volume of transactions (Badarinza anthd&iarai, 2014). The
recent recovery in house prices in London is predanily due to growth in
foreign demand (Property Wire, 2014b). Foreign pases propelled the
build-up of the Spain property bubble in the runtopthe crisis in 2008.
Hopes are now pinned once again on foreign demanthé recovery of the
housing market in Spain as sales to foreignersoskgted by almost 209% in
the 12 months ending in October 2014, with the esludirforeigners hitting a
new high of 13% of the market (Taylor Wimpey, 2Q14) Turkey, too, for-
eign buyers have been a main driver of the ongburigple in the property
market (Property Wire, 2014a).

Fourth, the “lasting interest” the foreign direnvéstors are said to have
with the direct investment enterprise does not gdmmanslate into a long-
term commitment of that enterprise to the host tguinvestment in bricks
and mortar can be highly footloose, particularlyfiagmented production
segments organized by TNCs as part of internatipraduction networks for
manufactured products. It is less likely to happéen investment is resource
seeking, but even then the discovery of more @l reserves elsewhere
could lead to migration of FDI. The emergence afdo-cost countries for
manufacturing production for global markets by TNtas result in relocation
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of production, particularly when host-country p@i fail to lock TNCs into
the economy with strong linkages to local firms @ndceed in getting these
companies to upgrade and move to higher echelottseiproduction chains
they control.” This is seen in East Asia, notablyMalaysia, where a number
of plants producing electronics left for China bs tatter emerged as a more
attractive location for production for internatibnmarkets (Ernst, 2004).
Elsewhere, certain TNCs in electronics left Mexicaaquiladoras for China
and a number of other Asian countries, and Chimasard FDI is found to
have had a negative impact on FDI inflows to Mexacal Colombia, particu-
larly after China joined the WTO (Zarsky and Gallag 2008; Garcia-
Herrero and Santabarbara, 2007). Much of the FDielland also appears to
be hot money, encouraged by its entry to the EUspedial incentives (Cam-
pa and Cull, 2013).

Finally, and perhaps more crucially, foreign baeggablished in EDESs can
represent a looming source of financial instahilitiiere is now a heavy pres-
ence of such banks in EDEs. Their share in baniinbese economies dou-
bled between 1995 and 2009 to reach 50% in ther pgiar, compared to 20%
in OECD countries. A large majority of them arenfrddEs (Claessens and
van Horen, 2012). These banks tend to skim thencrefi of the banking
sector in EDEs, picking the best creditors and diépis. They are better able
to benefit from regulatory arbitrage by shiftingeogtions back and forth be-
tween the home and host countries. More importaoiyposite to the long-
held orthodox view that they enhance the resilieoicEDES to external fi-
nancial shocks, it is now widely recognized that #xtensive presence of
foreign banks can aggravate EDEs’ financial fragind vulnerability to
credit-market shocks. As pointed out in an IMF SRiécussion Note, cross-
border banking groups “are highly interconnectetérimationally and may
expose individual countries to the risk that shaoksther countries will spill
over into their domestic financial systems.” (Fieglet al, 2011, p. 5)

These banks are known to have been instrumenthkimapid accumula-
tion of external debt and balance-of-payments litggn the Eurozone pe-
riphery in the prelude to the crisis. Also, duriihg recent rush of capital in-
flows into EDEs, they have been extensively engdgechrry-trade-like in-
termediations, benefiting from large interest-ratbitrage margins between
reserve-issuing AEs and EDEs and currency appiecgatn the latter. They
were also seen to act as a bringer of financiahbikty to AEs during the
global crisis, transmitting credit crunches frommeoto host countries, cutting
lending more than domestically-owned banks, andhdegwing earlier than
domestic banks from the interbank market. Theygmeerally slower than
domestic banks in adjusting their lending to charngehost-country monetary
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policy, thereby impairing its effectiveness. Durithg EZ crisis, foreign affil-
iates in many European emerging economies actetbrduits for capital
outflows in support of their parent banks in therdzone core, leading to
depletion of reserves and putting pressure on tnecies of host countries
(Akyuz, 2014).

5. Impact on Balance-of-payments
5.1. Net Transfers

Most EDEs, particularly those with chronic curreetount deficits and
excessive dependence on foreign capital regardni@é as a source of ex-
ternal financing than as an instrument of indukzasion and development. In
closing the external financing gap, FDI is prefdrte debt-creating inflows
because it does not entail fixed obligations arzbissidered more stable.

However, FDI can also result in considerable outian income remit-
tances and hence exert pressure on the balan@soafemts in much the same
way as debt obligations. A measure of this pressunet transfers — that is,
the difference between net inflows of FDI and FBlated payments abroad,
including profits, royalties, licence fees, wagenittances, and interest paid
on loans from parent companies. This concept is @kithat of net transfers
on debt obligations, discussed far and wide dutiregLatin American debt
crisis. If income transfers abroad exceed net wdlof FDI in any particular
year, then the gap would have to be closed eithiegdmerating a current-
account surplus or by using reserves or borrowbrga’

At the early stages of involvement of EDEs with T9@he stock of FDI
tends to be small relative to new inflows. But otiere, inflows tend to fall
relative to the stock. In other words, initiallipetgrowth rate of the FDI stock
is likely to exceed the rate of return on it, ard tmansfers on FDI would be
positive. However, as the stock of FDI goes upgitswth rate tends to de-
cline, eventually falling below the rate of retumn existing FDI stocks, result-
ing in net negative transfers. Clearly, the higtier rate of return on foreign
capital stock, the sooner the host country may featenegative transfers on
FDI.

Countries with a long history of TNC involvementdathus a relatively
large stock of foreign capital tend to suffer negatransfers. A developing
economy with abundant labor and good infrastructuegey start attracting
hefty amounts of FDI for the production of laboteinsive manufactures for

" This holds whether or not profits are remittedcs retained earnings are recorded as FDI
inflows.
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global markets, but over time FDI inflows are lik¢b level off as the surplus
labor is exhausted, and wages start climbing. Tinergence of low-cost loca-
tions can also lead to diversion of FDI, widenihg gap between new inflows
and income payments on foreign capital stock. Risgpof rich oil and min-
eral reserves can unleash a wave of FDI, but thsat be maintained over
time. In such countries, the growth rate of foresgpital stock can fall rapid-
ly, and negative net transfers can appear in divelp short time after the
initial influx of foreign funds. Indeed, a suddepeming up of an economy
could lead to a one-off boom in FDI inflows.

The long-term trend in the growth rate of FDI statlEDES is downward,
albeit showing large swings and boom-bust cycleésafC4). This is clearly
seen if periods of extreme instability are excludeie average annual growth
rate was around 14% during the first half of th®0d<9 before the recurrent
crises in EDEs. It fell to 11.3% during 2002-07 aaghin to less than 10%
during 2010-13.

Chart 4. Inward FDI Investment in EDEs
Ratio of FDI Flows to FDI Stock®er cent)
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Source UNCTADstats.

For EDEs as a whole, on average, annual inflowSif exceed income
payments on FDI stocks. However, there are coraidielinter-country varia-
tions.
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Table 3. Net Transfers on FDI in Selected EDEs
Ratio of Cumulative Profit Payments to Cumulatin@l F
Inflows: 2000-2013

Ranking | Country Ratio Country Ratio Country  Ratio
1 Algeria 3.09 10|Congo, Republic of 1.117 19| Colombia 0.83
2 Nigeria 2.09 11|Pnhilippines 1.0T1 20| Zambia 0.73
3 Malaysia 1.73 12|Indonesia 1.0 21|China 0.52
4 Thailand 1.54 13| Chile 1.04 22|India 0.49
5 Singapore 1.4B 14 Russian Federation 0.99 23| Brazil 0.43
6 Libya 1.38 15| Tunisia 0.9 24| Mexico 0.40
7 Cote d'lvoire 1.3]1 16|Sudan 0.92 25|Kenya 0.39
8 Peru 1.21 17|Argentina 0.90 26| Egypt 0.39
9 South Africa 1.2¢ 18|Korea 0.84 27| Turkey 0.18

Source: IMF BOP.

Note: For 2000-2004, data are based on BPM5, and, f25-2013, on BPM6.
Indonesia: 2003-2013; Peru: 2007-2013; Thailan@122012; Algeria: 2005-2013;
Congo: 2000-2007; Cote d'lvoire: 2000-2010; Lib3@00-2010; Singapore: esti-
mates for 2002-12 based on national data; Sud&2-2013.

This is shown in Table 3 in terms of a comparisbewnulative income
payments on the stock of FDI with cumulative inflowver 2000-13 for a
number of EDEs, including major recipients of FBIHalf of the countries in
the table, total income payments exceeded totalinBaws over that period.
Two African oil exporters top the list in termsmégative net transfefsThey
are followed by three Southeast Asian countriesridaed extensively on FDI
from the early stages of their development. By @stf the ratio of profit
remittances to new inflows is low in countries theteived large inflows of
FDI relative to the initial stock in the more retegmriod, including Brazil,
China, and Turkey.

Of countries with negative net transfers, Malaysa a long history of in-
volvement with TNCs, often cited in the 1990s asgample of how to sus-
tain rapid growth by attracting sizable inflows @fport-oriented FDI. On
both a per-capita basis and relative to GDP, it bad of the biggest FDI
stocks and flows in the developing world in the (9@UNCTAD TDR, 1997,
Table 32). However, the momentum could not be ra@ietl, and the country
saw its FDI plummet in the new millennium (Chart &) the back of the
emergence of low-cost venues further afield and asnsequence of its fail-
ure to upgrade rapidly; at the same time, incorarsfiers on FDI stock kept

8 According to Sumneet al. (2009, p. 3), in “sub-Saharan Africa, up to 90%6fl inflows
are lost in profit repatriation.” However, sincedmn firms in the primary sector are highly
export-oriented, their current-account impact, uised in the subsequent section, is still posi-
tive.
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up with full force? In Malaysia, manufactures no longer dominate expor
earnings, if measured in value-added terms, simeg lhave much higher im-
port content than commodities (Akylz, 2012).

China, as a major recipient of FDI, still maintamsigh level of FDI in-
flows as a proportion of its inward FDI stock, ratly in comparison with
Malaysia but also the rest of the developing wd¢@tiart 5). However, such
funds movements have been falling relative to tieeks This suggests that
profit opportunities for foreign investors in lakiotensive sectors and pro-
cesses for production for markets abroad are rgnairt. To avoid a sharp
drop in FDI inflows of the kind experienced by Mgda, higher value-added
sectors in China should become attractive to forenyestors, and this de-
pends largely on its success in industrial upgadin

Some countries with negative net transfers, sudNigeria, Algeria, Ma-
laysia, and Libya, have had relatively comfortatskede surpluses in recent
years to help them meet negative net transfersin But these surpluses
have been falling rapidly following the end of tt@mmodity boom, resulting
in deterioration in the current account. In Malayand Nigeria, the current-
account surplus collapsed, falling from double-diigjures during 2006-08 to
2-3% in 2015. In Libya and Algeria, the impresssegpluses of earlier years
have already disappeared, and these countriesoargumning yawning cur-
rent-account deficits. Most of the others with rieganet transfers in Table 3
also run deficits on trade in goods and servicéss eans that they need to
rely on reserves or borrow abroad or attract higohatile portfolio inflows in
order to balance their external accounts. If resgiprove inadequate, and
international lending and investment are cut b#ody can then face liquidity
problems due to the big income outflows on thelstdd=DI.

In addition to officially recorded income transfefdNCs are known to be
extensively involved in illicit financial outflow$rom EDEs through such
practices as tax evasion, trade mis-pricing, aadsfer pricing® Various
estimates show that these account for the bulkiat butflows from EDEs.
According to a recent report by a panel chairedh®y former president of
South Africa, Thambo Mbeki, the continent has blesing $50-60 billion per
year in illicit financial outflows in recent yeafd NECA, 2014).

° Malaysia also ran negative net transfers in the 1880s, but, in the 1990s, FDI inflows

accelerated significantly, exceeding income paysientthe stock — see Woodward (2001,
Chapter 11).

A factor contributing to tax avoidance is doutdedtion agreements promoted by countries
such as Switzerland, which often commit EDEs to leithholding tax rates (in order to
create more favorable conditions for their investam exchange for greater help with track-
ing tax evaders; see Bonanomi and Meyer-Nandi (2013)

10



Yilmaz Akyliz 23

Chart 5. FDI Inflows and Stocks in China and Malaysa
Ratio of FDI Flows to FDI StockPer cent)
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About 60% of this originates from the activitieslafge foreign companies
that operate in Africa, mostly in sectors such iggpoecious metals and min-
erals, and ores. This is equal to three-quarterthefFDI that the continent
receives annually. If this is added to recordedipremittances by TNCs,
then the region would go into the red in net trarsbn FDI.

5.2. Trade and income transfers by TNCs

A broader measure of the impact of FDI on the ladanf-payments in-
corporates exports and imports of foreign-owneghgiin addition to income
transfers. The initial inflow of FDI for greenfielshvestment often entails
imports of capital goods required to install praidlut capacity, but these are
financed by the inflow of FDI. In fact, since paftthe goods and services
needed to install production capacity would be pred locally, the overall
payment impact would be positive.

The subsequent impact of foreign firms on the traalance depends not
only on their imports and exports, but also thdfea on the imports and
exports in the economy as a whole through supptirelemand linkages and
macroeconomic channels. A full account of the impafcFDI on imports
would require identification of not only direct imgs by the corporations
concerned but also the indirect imports embodiethéngoods and services
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locally procured. Foreign entities may also gereefatport-substitution ef-
fects or can facilitate or impede exports by thasal counterparts. However,
most empirical studies on the balance-of-paymantsact of FDI do not ex-
plicitly account for such indirect effects and kpikrs.

The debate over the balance-of-payments impacbbhis often focussed
on the distinction between traded and non-tradetbse FDI in non-traded
sectors clearly leads to a net outflow of foreigohange because it does not
generate export earnings (or import substitutiar)dowers imports and prof-
it remittances. Services are traditionally consdea non-tradable sector.
However, the tradability of services has been edpanrapidly. In the past
three decades, international trade in commercialics has grown faster
than the trade in goods. They now account for albdgzproportion of the ex-
port earnings of some EDES, such as India, wheldd-fdund to have great-
ly contributed to the breakout of services exptirese (Saleena, 2013).

However, despite their increased tradability, matthe services sector is
still non-traded. This implies thateteris paribusa shift in the composition
of FDI from primary and manufacturing sectors todgaservices could be
expected to exacerbate its overall trade-balangadin Indeed, such a shift
had already started in the 1990s but acceleratdgeinew millennium. In the
early 1990s, services had accounted for some 45%talf FDI inflows to
EDEs, and this proportion averaged almost 60% du?i®10-12 (Chart 6).
During the same period, the share of manufactunntptal FDI inflows to
EDEs fell from 36% to 27%, while the primary secémjoyed a small gain,
thanks to the commodity boom that started in thiy g@ars of the new mil-
lennium. If China is excluded, the increase in share of services and the
decline in manufacturing in FDI inflows to EDEs aneich more pronounced.

On the other hand, the decline in the share of fiaatwring in total FDI
has been linked to a fundamental change in theeaatuoreign investment in
that sector. While earlier FDI flows into manufaatg were mainly motivat-
ed by attempts to overcome barriers to trade avmhiad establishing similar
plants across countries, recently this horizontatlpction structure has been
more and more replaced by a vertical structuregdesi “to slice up the value
chain” through international production network#isT shift in the composi-
tion of FDI in manufacturing can be expected toriowe its contribution to
the balance of payments.

In discussing the impact of FDI on the current actpwe should distin-
guish between inward-oriented and outward-oriefBdl rather than traded
and non-traded sectors. This applies to all seefisary, manufacturing,
and services--though to different degrees. Inwarehted foreign outfits sell
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Chart 6. FDI inflows to EDEs by Sector and Industry
1990-1992 and 2010-201(Per cent of total FDI inflows)
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mainly in the domestic market, while the principatlets of outward-oriented
TNCs are abroad. Foreign manufacturers establifbrethriff-jumping and
market-seeking purposes fall into the former categmd often account for
more imports than exports. This is also true fostnthough not all, foreign
investment in services.

By contrast, foreign firms in natural resourcestsas those in most parts
of Africa, are generally outward oriented. Domestades constitute a tiny
proportion of their total production, and they gexte more exports than im-
ports. Thus, their impact on the balance-of-paysdands to be positive.
Operations connected to international productiotwaeks established and
controlled by TNCs for supplying consumer manufeetuto global markets
are also outward oriented, but their domestic satesunt for a greater pro-
portion of total production than is typically thase for foreign firms active in
primary sectors. Outward-oriented firms establisledExport Processing
Zones (EPZ) also sell a very large proportion efrtbroduction abroad.

Production by foreign businesses is generally nimort intensive than
that of local firms. There is also evidence thablyhforeign-owned compa-
nies are more import intensive than joint-ventuslalishments. On the other
hand, in countries closely integrated into inteioval production networks,
such as China, Southeast Asian EDEs, and Mexieoavkrage import inten-
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sity or foreign value-added content of exportsighbr than those that are not
so closely connected to such networks, such asilBrad most other Latin
American countries, South Africa, India, Russiaj aarkey (Koopmaret al,
2010; Koopmaret al, 2012; Akyuz, 2011b). In the former cases, an im-
portant part of the domestic value-added is absbhyethe profits of TNCs,
which often enjoy tax concessions. This proport@astimated to have been
around three-quarters of value-added in the Chimag®ert sector (Akylz,
2011a).

The impact of fully inward-oriented foreign firms the current account is
negative, while their contribution to GDP and GMries inversely with their
imports and profits. Even when exports by thesami@ations meet their im-
port bill, the impact on the current account wolkdnegative because of prof-
it remittances. To stop such firms from runningreat-account deficits, it
would be necessary to raise their exports withomiroensurate increases in
the import content of production.

The contribution of outward-oriented foreign cormions to GDP and
GNI tends to be lower than that of inward-orienfieths because of their high
import intensity. But their impact on the curremiceunt could be superior
given their pronounced export orientation. This ngethat there may be no
one-to-one correspondence between the export pmafare of TNCs and
their contribution to domestic income. Indeed, samoantries closely linked
to international production networks in manufactgriare known to have
widened their shares of world manufactured expaithout commensurate
increases in their shares in world value-added amufacturing. This hap-
pened in Mexico in the 1990s. After NAFTA, Mexic@gbare in world manu-
factured exports moved up, while its ranking in Mfananufacturing value-
added dropped. This happened because as high-elquontalue-added firms
in maquiladoras expanded, the traditional industweéh high value-added but
low exports withered (UNCTAD TDR, 2002 and TDR, 2D0

Often, outward-oriented foreign firms establishadeiPZs have few sup-
ply-and-demand linkages with the economy other tiaough employment.
They promise no significant dynamic benefits, anelirt contribution to the
current account is mainly confined to wage paymesitice such arrange-
ments often include tax and tariff concessions.irTingact is quite similar to
that of remittances from migrant workers abroadweler, since public in-
vestment would be required to establish a zonefaditegn-exchange surplus
generated by these investors may not justify tlsésdacurred.

The main policy challenge for those EDEs that ame pf the international
production networks in manufactures is to get nafr@ contribution from
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their foreign “partners” to the balance-of-paymertsployment, and domes-
tic value-added; their strategy, however, shoulddeduce the import con-
tent of the foreigners’ production, not increaseirttexport orientation. This
would mean import substitution; that is, moving iapthe value chain and
replacing imported high-value parts and componeuitis domestic produc-
tion.

The impact of FDI on the current account naturdiypends on the type of
investment as well as the policies affecting immanitent and the export ori-
entation of foreign firms. That FDI would have agagve impact in countries
where it is concentrated in areas with little orexport activity is incontro-
vertible. However, the discussions above suggext tths may also be the
case even in countries with a strong presence @drexriented foreign cor-
porations, as a result of their high import intgnaind profit remittances.

This appears to be what happened in several SaithAse@an EDES closely
connected to international production networks ianaofacturing. Jansen
(1995) simulated a model for Thailand for 1987-18® Assesdnter alia, the
impact of FDI on the balance-of-payments (see dNETAD WIR, 1997). It
turned out that while FDI had fueled much of thpamsion of exports it had
also led to a hike in imports as well as royaltyl inense fees and profit re-
mittances. About 90% of all machinery and equipmesed for foreign in-
vestment projects and 50% of raw materials arenaestid to have been im-
ported. From the mid-1980s until 1991-92, expodsagoercentage of GDP
rose from 29% to 36%, while imports powered aheathf25% to 40%. All
of this swelled the current-account deficit morarthhe crest in FDI inflows
and contributed to the build-up of external delat tbulminated in the 1997
crisis.

A study of Malaysia also estimated that the impafcforeign direct in-
vestment on the current account, including theahiimports associated with
FDI inflows, was negative in every year during 198®2, and this was offset
by FDI inflows in only four years (Eng, 1998). Acding to another estimate,
the FDI-related current account continued to biiaéred also during 1993-96
(Woodward, 2001). Putting all these together, pegys that throughout the
entire period 1980-1996, the impact of FDI on therent account in Malaysia
was negative in every year, with new FDI inflowstaéng or exceeding
these deficits in only five years.

There is also evidence from other countries withrge contingent of out-
ward-oriented foreign players in the services amghufacturing sectors. India
is one of them. As noted, FDI has been centrahéosuccessful performance
of its services exports. Still, the overall impa€tFDI on the Indian current
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account appears to have been negative in the 1@BT-period (Sarode,
2012). Another estimate comes from Indonesia, dnidetop recipients of
FDI inflows among EDEs (Dhanani and Hasnain, 20@)ring 1990-96,

FDI accounted for a quarter of manufacturing preiducin Indonesia. How-

ever, foreign companies imported 55% of raw malerand intermediate
goods; this was more than double that of domestidycers. Overall, FDI

actually hurt the balance of payments and congithtib the persistent deficits
in manufacturing due to the foreigners’ high praggnto import production

inputs.

China’s experience as a top recipient of exporragd FDI reveals sever-
al interesting features and lessons for countriastiwg to be a part of the
international production networks, which have bestablished and are con-
trolled by TNCs from AEs. It was estimated by UNAYAWIR, 1997, Chap-
ter 1l) that the trade balance of foreign affiletén China was negative
throughout 1994-1996. Adding payments of directestment income, this
meant even a larger deficit in the current accodotvever, these were more
than covered by new inflows of FDI as China had rg@é as the number-one
recipient of FDI in the developing world in the 189 The trade deficits of
foreign firms reflected those in the non-processtrades since export-
oriented operators in the processing trade geregrewing surpluses as a
result of declines in their import intensity. Hoveeythe import intensity of
these firms was still higher than that of localsvecin the processing trade —
78% compared to 66%.

More recent research, based on input-output dateaacounting for indi-
rect as well as direct import content, indicates the average import intensi-
ty of Chinese exports has declined in the new mililem. In processing ex-
ports where foreign firms are dominant, China hesnbshifting from simple
assembly of foreign parts and components towar@satipns with greater
domestic inputs, thereby raising the domestic vallded content. According
to an estimate, the share of foreign value-adddchina’s processing exports
tumbled from 79% in 1997 to 62.7% in 2007, andtntotal manufactured
exports from 50% to 40% (Koopmahal, 2012).

This resulted in a huge improvement in the tradanuz of foreign affili-
ates in China in the new millennium. Indeed, expbnt foreign-funded cor-
porations, including wholly foreign-owned and jeurgnture institutions, con-
stantly exceeded imports after 2000 (Table 4). imegpayments on direct
investment also rose rapidly, but the trade surgkrserated by foreign firms
was large enough to finance these until 2010. Sthae year, the current-
account balance of foreign affiliates in China admegative, with income
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payments exceeding the portion of the trade sumpdunerated by them. This
implies that, unless the import intensity of foregffiliates is slashed, China

Table 4. Foreign-funded Enterprises in China
(Billions of US dollars)

2000 2005 2006 2007 2008 2009 2010 2011 2012 2013

1. Imports 117.3 387.5 472.5 559.8 619.4 5454 7384 8647 8715 8746
2. Exports 119.4 444.2 563.8 6954 790.5 672.1 862.2 9952 1022.6 1043.7
3. Trade balance 22 567 913 1356 171.1 126.7 123.8 1306 151.1 169.1
4. FDI Income payments 202 476 495 619 726 1059 159.6 204.5 171.8 206.4
5. Current-account impact -18.0 9.1 418 737 984 20.7 -358 -73.9 -20.7 -37.2
6. FDI inflows 384 111.2 1333 1694 186.8 167.1 273.0 331.6 295.6 347.8

Source National Bureau of Statistics of China and IR&lance of Payments Statis-
tics database

could face growing current-account deficits causgdhem as income pay-
ments on the stock of FDI moutit.

As in the 1990s, FDI inflows have been strong ehdiogneet the foreign-
exchange shortfalls generated by foreign affiliate€hina in recent years.
However, closing the gap with more and more FDloin§ would be very
much like Ponzi financing, whereby existing liatils are met by incurring
new liabilities. It is true that currently Chinaetonot need new FDI inflows
to pay for the existing ones. Despite growing inegmayments on FDI stock,
China has been running a current-account surgiasks to the strong export
performance of its local firms. However, althoughas a positive net interna-
tional asset position (Akytz, 2014), it has beerthia red in investment in-
come — since 2000, income paid by China on alligoréabilities, including
debt and equities, has exceeded the income receinedll foreign assets
held—in every year except 2007-08. Its outward Bidick has reached al-
most two-thirds of its inward FDI stock, but incomenerated by FDI assets
has been less than 15% of the income paid on Ebilities.

It is not clear if China can keep running surplusedts current account.
Its surplus has already declined, from a peak &b B® GDP in 2007 to less
than 2% in 2013-14. There is wide agreement that&Cheeds to up its share
of private consumption in GDP in order to sustam axceptable pace of
growth. If consumption starts rising faster thamentcomponents of aggregate

11 An earlier study of the dynamic effect of FDI dretbalance-of-payments in China conclud-
ed that as more companies come in, China’s curtuat could turn from a surplus to a
deficit; see Yao and Fan (2004).
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demand, its trade surplus can shrink rapidly ang enen fall below the
amount equal to net investment income paymentsadbtbereby leading to a
deficit on the current account. Thus, a viabletsga for China would be to
continue to reduce the import intensity of its expoprimarily by foreign
affiliates.

Recent evidence suggests that import substitutidbhina’s export indus-
tries has been continuing with full force since thmisis, and this is a main
factor in the slowdown in global trade. For theffitime in over four decades,
international trade grew more slowly than worlddnme during 2012-13. It is
argued that this cannot be explained by cyclicatdis alone, such as the
Eurozone crisis. The link between trade and incgnosvth is seen to have
been undergoing a structural change since thescwgih income growth gen-
erating slower expansion of trade than in the pastording to this analysis,
the changing relationship between world trade aicdrne “is driven primari-
ly by changes in supply-chain trade in the two éstgrading economies, the
United States and China ... [and] is reflected imalhif the share of Chinese
imports of parts and components in total exportsiciv decreased from its
peak of 60% in the mid-1990s to the current shdrabmut 35%"” (Con-
stantinescwet al, 2014, pp. 40-41). Thus, in China, a larger prtporof
effective demand, both domestic and foreign, is noat by domestic produc-
tion rather than imports as many activities thavmusly involved cross-
border movement of goods are now taking place witiational borders.

There can be little doubt that FDI should not badgjed on the basis of its
balance-of-payments impact alone. It may yield othenefits even when it
has a negative contribution to the current accosunth as easier access to
markets abroad and positive spillovers to the oéshe economy. However,
these benefits should be carefully weighed agaimestcosts inflicted by the
deficits of the foreign investors. These costs loamguite onerous in a forex-
constrained economy. Deficits run by the foreigmpooate community can
reduce the volume of imports of capital and intediage goods needed to
operate and add to existing productive capacigreiy depressing economic
activity and lowering aggregate employment, evethése firms themselves
employ a relatively large number of local workeFs. avoid these outcomes,
the country would need to borrow internationallyonder to meet the current-
account deficits generated by the foreign firms.

If the impact of FDI on the current account is naga and foreign firms
bring no significant spillovers and externalitiganight be preferable to bor-
row the money and make the investment domesticather than rely on FDI.
This is because the rate of return on FDI is mughér than borrowing costs,
estimated at close to 20% for a sample of EDEs 4@85-98 (Lehmann,
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2002). It is true that income payments on FDI depen the profitability of
enterprises and, unlike debt, no payment woulchibelved unless profits are
generated. But this also means that the host gowatuld be writing a “blank
check” (Woodward, 2001, p. 144), which could evafijuentail significant
transfers of resources. Thus, it might be cheaperake the same investment
with borrowed money.

6. Spillovers, Growth, and Structural Change

TNCs from more advanced economies enjoy certaialihjies and own
firm-specific tangible and intangible assets thiatimguish them from their
competitors. They take these assets to the EDtich they invest, but they
would be reluctant to pass their competencies lmuia enterprises since that
would reduce the rent they can earn. Furthermbeecbmpetitive advantage
they have can also damage local industry. Delibbraind carefully designed
policies are needed both to prevent potential adveffects of TNCs on the
host economy and to promote positive spillovers. this, it is important to
correctly identify the capabilities of foreign coapes, the channels through
which they could stimulate growth and structurahrode, and the policies
needed to deploy them.

There is a vast literature on the capabilities @mdpetencies of TNCs from
more advanced countries and the nature, chanmelseféects of spillovers to
the local economy in host countries (Kumar, 2003jikft al.,2012; Forte and
Moura, 2013; Danakadt al.,2014). In this context, FDI is seen not so much as
a flow of capital but as one of advanced technolagg management skills —
the two key determinants of their superior proditgti In addition, these firms
also enjoy better access to global markets beazfutteir close linkages. Ex-
porting and international procurement are easidri@ss costly to them than to
local corporations. They often have the advantdge lorand image, and this
helps them not only in marketing goods and sernfizgsalso in attracting the
best talents. They also have easier access toatitamal financial markets and
better credit ratings, and this gives them a sicguift cost advantage.

The main channels through which technological epdts from TNCs to
the economies of host countries occur include coitnpe imitation, demon-
stration, and labor turnover. However, the impachot always benign. The
high productivity and competition they bring cotidlp improve the efficien-
cy of local businesses, but these can also blotly ef the latter into high-
value production lines or drive them out of busmeékhey can prevent rather
than promote infant-industry learning unless tteals are supported and pro-
tected by tailor made policies. Local firms canrteand imitate more easily
when their foreign competitors establish forward @ackward linkages with
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them instead of relying on linkages abroad. Dorodstkages are also essen-
tial for the integration of local firms into theaidal market. Foreign affiliates
can have a notable impact on industrial structfitbdy invest in relatively
technology-intensive industries and relocate sofmiar R&D activities to
host countries, but this may not be the most bl option for them. Again,
they can help improve the skill profile and thedkef technical knowledge in
the host country by employing and training locakkess--but not so much if
they focus on labor-intensive sectors or imporotaddong with capital.

For all these reasons, there can be no generalizegparding the impact
of FDI on capital formation, technological progreesonomic growth, and
structural change. Indeed, there is no conclusideace to support the myth
that FDI makes a major contribution to growth. Tisisemphatically put by
Caves (1996, p. 237): “The relationship between.@f’s stock of foreign
investment and its subsequent economic growtimatter on which we total-
ly lack trustworthy conclusions.” What is estabéishby most studies is that
the effect of FDI depends on a host of other véemkhat are endogenous to
the growth process. Positive spillovers from fone@pmpanies can become
marked only when there is already in place an gpat level of local capa-
bilities. Even then, policy in host countries iswtal to generating the condi-
tions needed to secure positive spillovers.

There is considerable diversity in the extent taclWhEDESs have been re-
lying on FDI for industrialization and developmeBuccessful examples are
found not necessarily among EDEs that attractecera@1, but among those
that exploited it for purposes of national indwtipolicy that was itself de-
signed to shape the evolution of specific industvigh the goal of accelerat-
ing industrialization and growth. In fact, the wideging presence of foreign
corporations could well be a sign of weakness digienous capabilities.

Both cross-country and case studies show thateveral instances, per-
formance requirements imposed on FDI made a pestiintribution to vari-
ous development objectives without discouraging fid received? East
Asian EDEs have generally been more successfutracting and using FDI
for industrialization than countries at similar éév of development elsewhere.
However, there is much diversity among them in él&ent to which they
have relied on FDI as well as in the policies pacs@JNCTAD TDR, 1994
and 1996).

Among the first-tier newly industrializing economi¢NIEs), Korea and
Taiwan relied on FDI much less than Singapore aodg-Kong—or, for that

12 0On the theoretical issues involved and empirigalence, see a number of essays in Kozul-
Wright and Rowthorn (1998), Kumar (2005), and Ragkl5).
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matter, the second-tier NIEs, notably China, Maklyand Thailand. As in
Japan, they focussed on promoting indigenous eigegpand local techno-
logical capabilities, using FDI only in targeteddirstries alongside other
forms of technology transfer, such as reverse eeging, import of capital
goods, and technology licensing. They also usegirai equipment manufac-
turers (OEM) to induce foreign investors to sup@ghnological information
and integrate local enterprises into internationatkets. Strong support was
provided to R&D to help adapt and improve impottechnology.

FDI regimes in Korea and Taiwan were restrictivel aelective, and do-
mestic policies were highly interventionist, pautarly during the catching-up
period. Licensing agreements were tightly contohliend imported technolo-
gies were closely screened to promote domestioitggar Local firms were
nurtured to compete with TNCs and reduce dependendbem, particularly
in Korea. Foreign ownership was restricted in éersectors, and joint ven-
tures rather than wholly foreign-owned enterprisgge promoted. Local-
content agreements were set up in many localespmigt for balance-of-
payments reasons, but also to foster linkages ddtimestic suppliers and
hence facilitate diffusion of technology and mamaget skills. Managerial
and technical assistance and training of engireesigechnicians were part of
the contracts with foreign companies, especialbgéhfrom Japan.

Although both Hong Kong and Singapore relied hgaeih FDI, there
were important differences in the policies pursaad therefore the contribu-
tion of FDI to industrialization. While Hong Konglfowed a laissez-faire
policy towards FDI, Singapore targeted specificustdes for support, offer-
ing incentives and imposing restrictions. In Hongnl§, FDI helped to estab-
lish a low-skill industrial base, but brought ktupgrading. Its lack of indus-
trial depth and massive deindustrialization thad@tin sharp contrast to the
rapid upgrading and industrial success of Singapore

Among the second tier-NIEs, Malaysia and Thailaadehfollowed a lib-
eral approach towards FDI, allowing fully-owned€dign subsidiaries. How-
ever, after initial success in establishing assgnustries, they have not
been able to develop a diversified manufacturingeband reduce their de-
pendence on imported capital and intermediate goBgscontrast, China’s
FDI regime has been more restrictive, with highiterventionist policies. It
started like Malaysia and Thailand, combining Idilled assembly activities
with high-technology imported parts, but it thenved more vigorously in
upgrading and reducing the foreign value-addedsiprioduction and exports,
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as noted abovE. However, while it has moved faster than all late-
industrializers over the past three decades, imaduthe first-tier NIEs, it still
has a long way to go to catch up with the proditgtilevels and industrial
sophistication of indigenous companies, not onlyyapan but also in Korea
(Zhu, 2012).

7. Multilateral and Bilateral Constraints on Investment Policy

The experience strongly suggests that policy ietetiens would be neces-
sary to contain the adverse effects of FDI on &tgbthe balance of pay-
ments, capital accumulation, and industrial develept and to activate its
potential benefits. However, policy options in EDiEzve been increasingly
circumscribed in the past three decades as intenahtcapital and TNCs
have gained more and more space to maneuver. @leteo main sources of
constraints on national policy in this area: matgfal rules and obligations in
the WTO regarding investment policies, and commitisi@indertaken in in-
vestment and trade agreements signed with hometresirof investors in
EDEs. Although there is considerable diversityha bbligations contained in
various BITs, the constraints they entail are bdngnincreasingly tighter
than those imposed by the WTO regime.

There are two main sources of WTO disciplines ae$timent-related pol-
icies: the Agreement on TRIMs and specific commiitaemade in the con-
text of GATS negotiations for the commercial presenf foreign enterprises
(the so-called mode 3) in the services sectoradhitition to these, a number
of other agreements provide for limits, directlyindirectly, on investment-
related policies, such as the prohibition of inmeett subsidies linked to ex-
port performance in the Agreement on Subsidies @ulintervailing
Measures.

The TRIMs agreement does not refer to foreign itnaest as such but to
investment generall{f. It effectively prohibits attaching conditions taoviest-
ment in violation of the national treatment prideipr quantitative restrictions
in the context of investment measures. The mosbitapt provisions relate to
the prohibition of (1) domestic-content requirensenthereby an investor is
compelled or provided an incentive to use domdstiproduced rather than
imported products; and (2) foreign-trade- or foregxchange-balancing re-
guirements linking imports by an investor to itpex earnings or to the for-

13 Exports of Southeast Asian NIEs, including Malaysihailand, and Vietnam, have higher
import content than exports of China; see Akyiiz (201

14 This is provided by a subsequent interpretation pgnel on a TRIMs dispute; for a detailed
discussion, see Das (1999, chap. 3.6) and Bor&]200
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eign-exchange inflows attributable to investmeny. ddntrast, in TRIMs or
the WTO more broadly, there are no rules restgctieggar-thy-neighbor
investment incentives offered by recipient coustribat are equally trade
distorting. Such incentives provide an effectivéssdy to foreign investors
and can influence investment and trade flows ashnasc domestic-content
requirements or export subsidies, particularly siacgrowing proportion of
world trade is taking place among firms thrown tbge via international
production networks that are controlled by TNCsrtiau, 2002).

The obligations under TRIMs may not greatly affée countries rich in
natural resources, notably minerals, in their earitages of development.
FDI in mineral resources is generally capital istea, and countries at such
stages depend almost fully on foreign technology larow-how in extractive
industries; they also lack capital-goods industridgkages with domestic
industries are usually weak, and output is almalt Exported. The domestic
content of production by foreign companies is maiiinited to labor and
some intermediate inputs. The main challenge is toopush local processing
S0 as to increase domestic value-added. However, towe, restrictions on
domestic-content requirements can reinforce theoliece-curse syndrome,”
as the country wants to undergird resource-basdgsiries, to transfer tech-
nology to local firms, and to establish backward &mrward linkages with
them.

Restrictions on domestic-content requirements aréicplarly a concern
for investors in manufacturing in countries at intediate stages of industrial-
ization, especially in the automotive and electrsrindustries — the two key
sectors where they were successfully applied it Bag. As noted, most
industries in EDEs that are part of internationeddpiction networks have
high import content in technology-intensive pars aomponents, while their
domestic value-added mainly consists of wages todlidcal workers. Raising
domestic content would not only improve the balaoiepayments but also
constitute a pivotal step in industrial upgradifgstrictions on domestic-
content requirements would thus limit transferexfiinology and import sub-
stitution in industries that are connected to mdgional production networks.

However, TRIMs' provisions leave certain flexikigis that could give
EDEs the room to move in order to multiply the daadrom FDI. First, the
domestic content of industrial production by TNEsbt independent of the
tariff regime. Other things being equal, low tegitind high duty drawbacks
encourage high import content. Thus, it should desible to use tariffs as a
substitute for quantity limits on imports by TNCéen they are unbound in
the WTO or bound at sufficiently high levels. Sianly, in resource rich coun-
tries, export taxes can be wielded to discouragers of unprocessed miner-
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als and agricultural commodities as long as theytiooe to remain unre-
stricted by the WTO regime.

Second, as long as there are no commitments fastrioted market ac-
cess to foreign investors, the constraints presdriy the TRIMs agreement
could be overcome by tying the entry of foreigndstors to the production of
particular goods. For instance, a foreign enteepmigyy be issued a license for
an automotive assembly plant only if it simultangglestablishes a plant to
produce the engines, gearboxes, or electronic coerge for the cars. Simi-
larly, licenses for a computer assembly plant cdaélanade conditional on the
establishment of a facility for manufacturing intetgd circuits and chips.
Such measures would raise the domestic value-aalugaet export earnings
of TNCs and not contravene the provisions of théVis&Ragreement.

Third, there might be export-performance requiraimavithout reference
to imports by investors as part of entry conditifarsforeign enterprises. This
would not contravene the TRIMs agreement sinceoitild/ not be restricting
trade (Bora, 2002, p. 177). Finally, the TRIMs magidoes not prevent gov-
ernments from demanding joint ventures with loa#kgorises or local own-
ership of a certain proportion of the equity ofeign enterprises. In reality,
many of these conditions appear to be resortedy tmdustrial countries in
one form or another (Weiss, 2005).

Since the TRIMs agreement applies only to tradgoods, local procure-
ment of services, such as banking, insurance, randgort, can also be set as
part of entry conditions for foreign companies ider to help develop nation-
al capabilities in the services sectors. Howevas, would be possible only as
long as EDEs continue to have discretion in regujaticcess of TNCs to
services sectors. The existing GATS regime provinessiderable flexibility
in this respect, including for performance requieets. However, the kind of
changes in the modalities of GATS sought by AEsluiing the prohibition
of pre-establishment conditions and the applicamdmational treatment,
could shrink EDESs’ latitude in policymaking a lotone than the TRIMs
agreement?

The constraints exerted by most BITs signed innmegears on policy op-
tions in host countries go well beyond the TRIMseggnent when one exam-
ines the wide-ranging provisions in favor of inast These include broad
definitions of investment and investor, the freensfer of capital, rights to
establishment, the national treatment and the faested-nation (MFN)

!5 Cho and Dubash (2005) discuss the implication op#dg national treatment in GATS in
relation to the electricity sector, while Rasiah@2Pprovides an illustrative account of poli-
cymaking in Malaysia.
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clauses, fair and equitable treatment, protectomfdirect and indirect ex-
propriation, and prohibition of performance reqments (Bernasconi-
Osterwaldetet al, 2012). Furthermore, the reach of BITs has be¢ended,
thanks to the use of the so-called SPRdany BITs also provide unrestricted
arbitration, freeing foreign investors from theightion of having to exhaust
local legal remedies in disputes with host couattiefore seeking interna-
tional arbitration. This, together with a lack ddirity in treaty provisions, has
resulted in the emergence of arbitral tribunaldaasnakers in international
investment. These tend to provide expansive ingéafions of investment
provisions, thereby constraining policy further anflicting costs on host
countries (Bernasconi-Osterwaldetr al, 2012; Eberhardt and Olivet, 2012;
UNCTAD TDR, 2014).

While in TRIMs investment is a production-basedaapt, BITs generally
incorporate an asset-based concept of investmdmther the assets owned
by the investor are deployed for the productiongobds and services, or
simply held with the prospect of income and/or tapgain. This is largely
because BITs are fashioned by corporate perspsctiven though they are
signed among governments. Typically, agreementpragared by the home
countries of TNCs and offered to EDEs for signatlifeey include a broad
range of tangible and intangible assets, suctxad4income claims, portfolio
equities, financial derivatives, intellectual pragerights, and business con-
cessions, as well as FDI as officially defined by OECD and the IMF. This
implies that all kinds of assets owned by foreignasuld claim the same pro-
tection and guarantees independent of their natudecontribution to stability
and growth in host countries.

It also opens the door to mission creep. Investragmeements may be
granted jurisdictions by tribunals over a variefyaceas that have nothing to
do with FDI proper, further circumscribing the mglioptions of host coun-
tries. Indeed, the expansive scope of investmesiiegtion in NAFTA has
already given rise to claims that patents are @ foir investment and, on that
basis, should be protected as any other capitat,as®reby threatening the
flexibilities left in the TRIPs Agreement and aceds medicines (Correa,
2013). Similarly, there have been claims by Argdati bond holders that
such holdings should be protected as any othersimant under the Italy-

18 For example, if country A has no BIT with countrydhd a TNC from A wants to invest in
country B, it can create an affiliate in country Ghné BIT with country B and make the in-
vestment through that affiliate in order to bené&fitm the BIT between B and C. This cre-
ates “transit FDI” and leads to double-countingréported FDI figures — see UNCTAD
WIR (2014, Box I.1).
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Argentina BIT, representing an intervening in tlestructuring of sovereign
debt (Gallagher, 2012).

The combination of a broad asset-based concepivesiment and provi-
sions for free transfer of capital seriously exgoksest EDEs to financial in-
stability by precluding controls over destabiliziogpital flows. This is also
recognized by the IMF. In its Institutional View dhe Liberalization and
Management of Capital Flows, the IMF (2012) noted thumerous bilateral
and regional trade agreements and investmentdseati include provisions
that give rise to obligations on capital flows” {pa8) and "do not take into
account macroeconomic and financial stability” &5) and “do not allow
for the introduction of restrictions on capital thatvs in the event of a bal-
ance-of-payments crisis and also effectively lithg ability of signatories to
impose controls on inflows” (Note 1, Annex lll). @Hund points out that
these provisions may conflict with its recommengiaton the use of capital
controls and asks its Institutional View to be taketo account in drafting
such agreements.

Although the IMF’s Institutional View focuses majnbn regulating capi-
tal inflows to prevent build-up of financial fraiy, prohibitions in BITs re-
garding restrictions over outflows can also becameajor handicap in crisis
management. It is now widely agreed that counfaesig an external finan-
cial crisis due to an interruption of their accéssnternational capital mar-
kets, a sudden stop of capital inflows, or rapiglegon of reserves could
need temporary debt standstills and exchange dsritraorder to prevent a
financial meltdown (Akytz, 2014). However, such swas might be deemed
illegal under the “free transfer of capital” praaiss of BITSs.

Where rights of establishment are granted, thalfiities in the TRIMs
regarding the entry requirements noted above weintgply disappear. The
national-treatment clause in BITs requires hosintwes to treat foreign in-
vestors no less favorably than its own nationaksters and, in so doing,
prevents them from protecting and supporting infaduistries against mature
TNCs and bolstering domestic firms to compete vdleign affiliates. It
brings greater restrictions than national treatnetRIMs because it would
apply not to goods traded by investors but to tivestor and the investment.

Furthermore, provisions on expropriation and faid &quitable treatment
give considerable leverage to foreign affiliatexhallenging changes in tax
and regulatory standards and demanding compens&sgpecially, the con-
cept of indirect expropriation has led states tarwabout their ability to
regulate. The fair and equitable treatment oblayatias also been interpreted
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expansively by some tribunals to include the righinvestors to a stable and
predictable business environment.

The large majority of outstanding BITs do not malksy reference to per-
formance requirements of the kind discussed aldmvea growing number of
those signed in recent years incorporate expl@igm areas (Nikiema, 2014).
Some BITs go beyond TRIMs and bring additional bangerformance re-
guirements, both at pre- and post-establishmerggzh@®thers simply refer to
TRIMs without additional restrictions. Still, thisarrows the ability of gov-
ernments to move within the WTO regime, as it alamvestors to challenge
the TRIMs-compatibility of host-country actions sigle the WTO system.
This ups the risk of disputes that host countrasfece since corporations are
much more inclined to resort to investor-stateteabon than the states do in
the WTO system. The MFN clause could entail everaigr loss of policy
autonomy in all these areas, including performaegairements, by allowing
foreign investors to invoke the more favorable tsghind protection granted to
foreign investors in agreements with third-partymiies’’

While investment agreements entail a consideraids bf policy autono-
my, they do not appear to be serving the intendedgse and accelerating the
kind of FDI inflows sought by the policymakers ingdt countries. Evidence
suggests that BITs are neither necessary nor guffito bring in significant
amounts of FDI. Most EDEs are now wide open to TNNGm AEs through
unilateral liberalization or BITs or Free Trade Agments (FTAS), but only a
few are getting FDI with significant developmentahefits, and most of these
countries have no BITs with major AEs. Economedtiadies of the impact of
BITs on FDI flows are highly ambivalent. While aMef them contend that
BITs affect FDI flows, they do not examine whetB¢fFs have led to the kind
of FDI inflows that add to industrial dynamism iagt countries. The majority
of empirical studies find no link between the twéNCTAD, 2009b, Annex
and UNCTAD TDR, 2014, Annex to Chapter VI). Simijarsurvey data
show that the assessors of political risk or indeocounsel in large US corpo-
rations do not pay much attention to BITs when Wwigig in on investment
decisions (Yackee, 2010).

8. Conclusions

Unlike the philosophy inherent in the dominant @ogte ideology, FDI is
not a recipe for the rapid and sustained growthiaddstrialization of EDESs.
A hands-off approach to FDI, as to any other fofroapital, can lead to more

17 For a more detailed account of various provisiohBITs, their interpretation by tribunals,
and their impact on policymaking, see Bernascone®stlderet al (2012).



40 Ekonomi-tek Volume / Cilt: 4 No: 1 January / Ocalk 20

harm than good. FDI policy needs to be embeddethenoverall industrial
strategy in order to ensure that it contributestedy to the economic dy-
namism of EDEs. The discussions above suggestagaicy lessons:

- Encourage greenfield investment but be seleativeerms of sectors
and technology;

- Encourage joint ventures rather than wholly fgnedwned affiliates in
order to accelerate learning and limit foreign colnt

- Allow M & A only if there are clear benefits teelgained in terms of
managerial skills and follow-up investments;

- Do not use FDI as a way of meeting balance-ofspays shortfalls.
The long-term impact of FDI on external payment®fien negative,
even in EDEs attracting export-oriented firms;

- Debt financing may be preferable to equity finagovhen there are no
measurable positive spillovers from FDI;

- FDI contains speculative components and genegdstabilizing im-
pulses that need to be controlled and managedatilyeother form of
international capital flows;

- No incentives should be provided to FDI withoatwring reciprocity
in benefits for industrialization and development;

- Performance requirements may be needed to spositive spillovers,
including the employment and training of local Igblmcal procure-
ment, domestic content, export targets, and relshigps with local
firms;

- Domestic firms should be nurtured to compete WitiCs;

- Linking to international production networks ongged by TNCS is not
a recipe for industrialization. It could trap theomomy in the lower
ends of the value chain.

The ability to establish policy guidelines in diese areas might be some-
what constrained by the WTO agreement on TRIMsjthatstill possible for
EDEs to encourage positive spillovers without \iolg the WTO commit-
ments. However, many of the more serious consgrar, in practice, self-
inflicted through investment and free-trade agra@sielhere are salient rea-
sons for EDEs to avoid negotiating the kind of Bpfemoted by AEs. They
need to turn their attention to improving their ariging economic fundamen-
tals rather than pinning their hopes on BITs toaatt FDI. Where commit-
ments undertaken in existing BITs seriously imghgir ability to harness
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FDI for industrialization and development, they gldobe renegotiated or
terminated, as is being done by a number of ED&) & doing so may carry
some immediate costs in its wake.
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