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Chapter Vii

Liberalizing foreign-direct-
investment policies -

Introduction

Since the early 1980s, more and more countries have changed their policies on foreign direct
investment (FDI), with a view towards encouraging and facilitating it." Developing countries, in
particular, are increasingly turning to FDI as a source of capital, technology, management
practices, know-how, access to markets and other resources that are vital for sustained economic
growth. This trend has become more widespread during the early 1990s, as more developing
countries and economies in transition have joined the process of liberalization (table VIL1).

These liberalization efforts at the national level have received further impetus in 1993 from
a number of important developments at the international level. The number of bilateral treaties
for the promotion and protection of FDI concluded by developed countries has increased from 506
in January 1993 to 570 in January 1994 (table VIL.2 and annex table 6). The North American Free
Trade Agreement (NAFTA) between Canada, Mexico and the United States was ratified. (The
implications of NAFTA for the pattern of FDI were analyzed in UNCTAD-DTC], 1993a). In
addition, efforts continue at the Organisation for Economic Co-operation and Development to
formulate a broader investment instrument (box VII.1). Finally, the most important development
was the conclusion of the Uruguay Round of Multilateral Trade Negotiations. This chapter looks
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first at the implications of the Uruguay Round agreements for FDI before turning to the broader
issue of the concept and status of the process of liberalization of FDI policies.

A. Implications of the Uruguay Round for foreign direct investment

The Uruguay Round negotiations were completed on 15 December 1993 and the results were
formally adopted in Marrakesh on 15 April 1994. Chief among them is the Agreement Establishing
the World Trade Organization to which a number of agreements on trade in goods, trade in services
and on trade-related aspects of intellectual property rights are annexed. Individual country
ratification of these agreements is now underway, the common objective being their entry into
force by 1 January 1995, or as early as possible thereafter.

The Final Act of the Uruguay Round contains a package of economic reforms that touches
on key economic transactions within the global economy (GATT, 1994). Foreign directinvestment,
however, was not explicitly negotiated in the Uruguay Round, although a number of the issues
discussed there had a notable investment dimension. The effect of the Uruguay Round on FDl is,
therefore, partly indirect, arising from an overall strengthening of investors” confidence in the
world trading system; the dynamic impact of freer trade on growth and, hence, on FDI; and the
impact of tariff reduction on trade and investment. But the effect is also direct, namely where the
agreements specifically deal with FDI.

The conclusion of the Uruguay Round is of major importance for the investment climate
around the world, both domestic and foreign. Failure to conclude the Round would have been a
serious blow to business confidence and would have signalled a risk of trade wars. On the other
hand, its successful conclusion is a significant boost for business confidence in the international
economy today. Indeed, the general strengthening of the trading system and the extensive
liberalization of market access that has been negotiated should open up new possibilities for
productive and mutually beneficial investments, both foreign and domestic, in line with the
location advantages of countries.

It has been estimated that annual increases in national incomes brought about by the trade-
liberalization measures of the Final Act as a result of increased efficiency are of the order of at least
$230 billion by 2005 (measured in 1992 dollars) (Frangois, McDonald and Nordstrém, 1993, p. 10).
Estimates that have been published on the impact of the results of the Uruguay Round on world

Table VIL1. Liberalization measures, 1991 and 1992

(Number)
Year
Item 1991 1992
Number of countries that have introduced changes in
their investment regimes 35 43
Number of changes 82
Of which: 80 79
In the direction of liberalization 2 79
In the direction of control - -

Source: UNCTAD-DTCI, 1993a, UN-TCMD, 1992a.
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trade have been based on analytical approaches that do not take into account the dynamic effects
on, for example, confidence, investment and growth., There are significant benefits in terms of
boosting foreign investors’ confidence associated with the conclusion of the Uruguay Round.
These intangible benefits are dynamic and go beyond estimates of the initial impact of the Final
Act provisions on world growth. By raising investors’ confidence in the multilateral framework
governing international trade, the Uruguay Round is expected to influence positively FDI,
especially those types of investment (such as export-oriented or efficiency-seeking) for which the
free movement of intermediate and final goods is an important consideration for investing abroad.

Table VIL2,
Bilateral investment treaties concluded by developed countries during 1993 *
Treaties concluded during 1993
Total number Total
concluded Latin number
until America Central and as of
January and the West Eastern January
Country 1993 Africa | Asia caribbean Asig Europe 1994
Australia 7 - 1 - - 2 10
Austria 14 - - 1 - 1 16
Belgium-
Luxembourg 34 - - - - 1 35
Canada 6 - - - - - 6
Denmark 20 - 1 2 - 3 26
Finland 19 - - 2 - - 21
France 52 1 - 4 - 1 58
Germany 81 - 1 1 - 6 89
Greece 6 1 - - - 2 9
Iceland - - - - - - -
Ireland - - - - - - -
Italy 25 - 1 3 1 . 30
Japan 3 - - - - - 3
Netherlands 40 - - - - - 40
New Zealand 1 - - - - 1
Norway 12 - - 1 - - 13
Portugal 5 - - - - 1 6
Spain 9 - 1 1 - - 11
Sweden 21 - 1 1 - - 23
Switzerland 56 1 - 2 - 3 62
Turkey 22 - - - 1 2 25
United Kingdom 50 - 1 4 - 4 59
United States 22 - - 1 - 2 25
Total 506 * 3 7 23 2 28 570

Source: UNCTAD, Division on Transnational Corporations and Investment, based on information provided by
Governments.

a For bilateral investment treaties signed after 1993, see annex table 6.
b Including a bilateral investment treaty between Japan and Turkey.
¢ Including a bilateral investment treaty between Finland and Turkey.
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It has been estimated that merchandise trade after the implementation of the Uruguay
Round provisions will be around 12 per cent higher than in their absence (Francois, McDonald and
Nordstrém, 1993, p. 11). Given the increasing complementarity between trade and investment
flows as aresult of the regional core-network and complex integration strategies pursued by TNCs
that entail considerable intra-firm trade in components and other intermediate activities of the
production process (including services), trade liberalization is likely to be accompanied by hi gher
investment flows. On the other hand, enhanced market access to exporters dictated by the
reduction of protectionist measures reduces the need for undertaking investments to service local
markets. Nevertheless, serving domestic markets through FDI as opposed to trade has consider-
able advantages in terms of access to better information, proximity to customers and quick
responses to changes in local tastes. Therefore, the reduction of trade barriers is unlikely to
diminish the importance of these investments as a means of accessing domestic markets.

Turning to the Uruguay Round instruments of particular relevance for FDI, the Agreement
on Trade-Related Investment Measures (TRIMSs); the General Agreement on Trade in Services (GATS);
and the Agreement on Trade-related Aspects of Intellectual Property Rights, including Trade in Counter-
feit Goods (TRIPS) contain provisions directly affecting FDI.2

1. The principal relevant agreements

(a) Trade-related investment measures

Although this was one of the three new areas that was taken up in the Uruguay Round, the
outcome of the negotiations on the TRIMs Agreement is undoubtedly much more modest than that
in Services and TRIPs. In fact, the Agreement does not add to existing GATT obligations; rather
it clarifies and provides a procedure that should ensure more effective compliance with the
national treatment obligations of GATT (requiring that imports receive no less favourable
treatment in regard to measures affecting their internal sale and use than that accorded to
domestically produced goods), and with GATT rules on the prohibition of import and export
restrictions (Article XI, “General Elimination of Quantitative Restrictions”).

It was already clear at the outset of the negotiations that the mandate given in Punta del Este
in 1986 did not envisage taking up directly key investment issues, such as the rights of establish-
ment, national treatment of foreign companies and compensation in the event of nationalization.
However, along discussion did take place as to what were the trade-related investment measures
that should be the subject of negotiation. In addition to the two major categories of measures that
are explicitly covered by the final agreement, namely, domestic content and trade-balancing
requirements, a substantial list of other measures was proposed by some countries for coverage.
These included export-performance requirements, technology-transfer requirements, local equity
requirements, remittance restrictions and investment incentives. In response, many developing
countries suggested that improved international disciplines and forms of international coopera-
tion should be negotiated with regard to restrictive business practices since, in their view, many
of the measures in question were employed to offset such practices. By the time the Ministerial
meeting was held in Brussels at the end of 1990, the differences in the area of TRIMs remained so
+ wide that there was stillno common negotiating basis. During the course of 1991, when the present
text was negotiated, the major issue was whether export performance requirements would also be
covered; this would have been an addition to the existing GATT rules and was not agreed upon
in the end.

The TRIMs Agreement first clarifies that certain types of investment measures applied to
enterprises, figuring on an “Illustrative List”, are inconsistent with Articles III and XI of GATT.
These essentially concern local content and trade-balancing requirements, but also cover restric-
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tions on exports by enterprises. While such measures frequently arise in the context of FDI, TRIMs
rules apply equally to measures imposed on domestic enterprises. The rules also apply both to
measures affecting existing investments and to those applying to new investments. Second, the
Agreement requires that all TRIMs inconsistent with GATT Articles IIl and XI and which cannot
be justified under an exceptions provision in GATT, be notified to the World Trade Organization
within 90 days of entry into force. Such measures, although inconsistent with existing GATT
obligations, will then benefit from a period of time during which they will have to be phased out
(two years for developed countries, five years for developing countries and seven years for the
least-developed countries). Measures that can be justified under an exceptions provision --
notably, those relating to balance-of-payments measures -- are not affected by these rules.
Moreover, these countries will have the possibility of obtaining an extension of the transition
period where they can demonstrate particular difficulties. To avoid distortions of the conditions
of competition between new investments and established enterprises already subject to a TRIM,
members may apply the same TRIM to a new investment during the transition period. The third
important feature of the TRIMs Agreement is that it provides for a review within five years, in the
context of which consideration will be given to whether the Agreement should be complemented
with provisions on investment and competition policy.

(b) Trade in services

The General Agreement on Trade in Services is of the greatest direct relevance to FDI because
it covers four modes of delivery in its definition of trade in services, with commercial presence
being the mode most directly linked with FDI. The modes of delivery are:

* supply from the territory of one country into the territory of another;
* supply in the territory of a country to the service consumer of another country;

* supply by a service supplier of a country, through presence of natural persons in the
territory of another country;

¢ supply by a service supplier of one country, through commercial presence in the territory
of another country. “Commercial presence” is defined as any type of business or profes-
sional establishment, including through the constitution, acquisition of maintenance of a
juridical person or the creation or maintenance of a branch or representative office. It
covers, therefore, FDI.

The provisions regarding commercial presence for the supply of services in a country’s territory
of companies and other persons of other member countries (FDI measures) concern most
importantly the right of establishment and the treatment of such persons once established.

There are three categories of provisions in GATS with respect to measures affecting trade in
services, including those carried out through the commercial presence of the supplier of another
member country:

« The first set of provisions is applicable to all trade in services. The principal requirement
is to give most-favoured-nation freatment to member countries, that is, to give treatment
no less favourable than that accorded to similar services and service providers of any other
member country. This obligation is subject to a once-off list of negotiated exceptions
attached to the agreement that is subject to regular review and, in principle, must be phased
out within ten years. Other obligations relate to matters such as the prompt publication of
all laws and regulations and measures of general application affecting trade in'services; the
administration of all measures in a reasonable, objective and impartial manner; the
availability of prompt, objective and impartial review and appropriate remedies of admin-
istrative decisions affecting trade in services at the request of an affected service supplier;
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and the encouragement of mutually agreed, harmonized international criteria for the
authorization, licensing or certification of service suppliers. With a view to ensuring that
measures relating to qualification requirements, technical standards and licensing require-
ments do not constitute unnecessary barriers to trade in services, the Council for Trade in
Services is required to develop any necessary disciplines.

s The second category of provisions concerns the specific commitments relating to market
access and national treatment contained in the Schedules of Concessions of each of the
member States. Market-access commitments relate to such matters as limitations on the
number of service suppliers, on the total value of service transactions or assets and on the
total number of services operations or quantity of service output, as well as commitments
on measures that restrict or require specific types of legal entities or joint ventures through
which a service supplier may supply a service or which limit the participation of foreign
capital. Provision is also made for additional commitments to be negotiated, including
those regarding qualifications, standards or licensing matters. The concession to give
services and service suppliers of other member States national treatment in respect of a
given service and mode of supply of that service is dependent on the inclusion of such a
commitment in the Schedule of a member and is subject to any conditions or qualifications
set out therein. Moreover, these Schedules also contain concessions with respect to market
access through the various modes of supply, including that of commercial presence. Where
specific commitments have been made, additional general requirements also apply: for
example, the requirement to notify to the Council for Trade in Services any new laws,
regulations or administrative guidelines significantly affecting trade in services and the
requirement not to restrict international payments and transfers for current transactions,
except in the event of balance-of-payments difficulties, in which case such restrictions will
be limited, temporary and subject to conditions.

All members of the World Trade Organization are required to have Schedules of Services
commitments. Close to 100 countries have already submitted them, and they have been attached
to the Agreement Establishing the World Trade Organization. Least-developed countries have been
given an additional period to submit their Schedules. The Schedules annexed in the Agreement
differ considerably in length and coverage from country to country. It was recognized in the
guidelines for the negotiation of initial commitments during the Round that such commitments
by developing countries could be less comprehensive than others. No detailed analysis which
would permit any general conclusions about the extent to which FDI issues are covered has as yet
been made, but commitments on this subject are commonly found in the Schedules.

» The third category of substantive provisions in GATS consists of those found in various
annexes relating to particular sectors of trade in services, including movement of natural
persons, air transport, financial services, maritime transport and telecommunications.
These provide exceptions, clarifications or additions to the general obligations in a way that
takes into account the specific characteristics of services trade in those areas.

The Agreement is conceived as a framework that will permit the progressive liberalization
of services trade through further negotiations. Although the initial commitments already attached
tothe Agreement are sizeable, further negotiations will take place at five-year intervals. Moreover,
ministerial decisions taken at Marrakesh provide for negotiations in a number of areas, including
those on the movement of natural persons, financial services, maritime transport and basic
telecommunications, to resume without delay.

The Agreement is intended to facilitate the increasing participation of developing countries
in world trade by providing for the negotiation of specific commitments on such matters as access
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to technology on a commercial basis, improved access to distribution channels and information
networks and the liberalization of market access in services industries and modes of supply that
are of special export interest to them. It also requires developed countries to facilitate access by
service suppliers of developing countries to necessary commercial and technical information. The
Agreement recognizes that offers of market access by developing countries may be subject to
conditions relating to these objectives, for example, on such matters as the strengthening of their
domestic services capacity and transferring technology on commercial terms; it further provides
flexibility for developing countries to pursue their own development priorities and open fewer
industries or to liberalize fewer types of transactions in further negotiations, thus making explicit
their right to extend market access in line with their development situation. Special provisions are
made for the least developed countries.

(c) Trade-related aspects of intellectual property rights

The TRIPs Agreement does not deal directly with investment issues. However, it does deal
with one important aspect of the legal environment affecting the conditions under which FDI takes
place, namely, the protection of intellectual property, and this is an aspect that is particularly
important for a number of knowledge-intensive industries (UN-TCMD, 1993b). The Agreement
covers the main areas of intellectual property rights -- copyright and related rights, trademarks,
geographical indications, industrial designs, patents, layout-designs of integrated circuits and
undisclosed information or trade secrets. In respect of these areas it contains two main sets of
substantive obligations:

¢ It lays down minimum standards of substantive protection of each category of rights that
must be available in the national law of each member country. It does this by requiring that
the substantive obligations of the main World Intellectual Property Organisation Conven-
tions, the Paris Convention for the Protection of Industrial Property and the Berne
Convention for the Protection of Literary and Artistic Works must be complied with, and
by adding a substantial number of additional obligations on matters where these Conven-
tions are silent or seen as being inadequate.

* The Agreement, for the first time in international law, requires member countries to
provide within their national law effective procedures and remedies for the enforcement
of intellectual property rights, whether through the normal civil judicial process, through
customs action against imports of counterfeit and pirated goods or through criminal
procedures in respect of wilful counterfeiting and piracy on a commercial scale.

Developed countries are required to meet their obligations under the Agreement within one year
of its entry into force; developing countries within five years; and least developed countries within
eleven years, with the possibility of an extension. Special transition arrangements apply in
situations whereby a developing country does not presently provide product-patent protection in
a particular area of technology, such as pharmaceuticals or agricultural chemicals.

Although the TRIPs Agreement is not designed to be a harmonization instrument -- it lays
down minimum standards and does not get into detail in questions of procedures - it will have
the effect, over time, of leading to a closer similarity in the level of protection given to intellectual
property in countries around the world and, therefore, in this aspect of the legal environment,
affect foreign investors.

(d) Government procurement

The revised agreement on government procurement may be of some relevance to FDI issues
since it not only requires that there must be no discrimination with respect to other signatories in
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procurement covered by it against foreign products, services and supplies, but also that there must
be no discrimination in covered procurement against locally established suppliers on the basis of
degree of foreign affiliation or ownership or on the basis of the country of production of the goods
and services being supplied by it.

The disciplines of the new agreement apply to the procurement specified in each member
country’s Schedule, which concern not only central government procurement of goods, but have
alsobeen expanded to the procurement of goods and services, including construction services, by
central and sub-central government entities, as well asby public utilities. Compared to the existing
agreement, the coverage of procurement under the new agreement will be a tenfold increase, to
something in the order of $400 billion dollars. The procurement agreement is a plurilateral
agreement in terms of the parlance of the World Trade Organization, that is, joining the agreement
is optional for members of the World Trade Organization. The initial membership is likely to be
less than that of the previous agreement, limited (with two exceptions) to the industrial world. The
signatories of the agreement, however, hope that it will be possible, progressively, to expand its
membership.

In the areas of intellectual property and trade in services, as in the area of trade-related
investment measures, questions of restrictive business practices or anti-competitive practices
were an important element in the negotiations. Both, the TRIPs and GATS Agreements contain
provisions recognising that certain business practices may restrain competition and thereby have
adverse effects on trade or impede the transfer and dissemination of technology. The TRIPs
Agreement specifically recognises the right of members to take appropriate measures, consistent
with its provisions, to prevent or control such practices. Moreover, both Agreements also contain
provisions on consultations between members about the control of anti-competitive practices and
cooperation through the supply of relevant information.

2. Dispute settlement

The Uruguay Round also reached agreement -- in the form of an “Understanding on Rules
and Procedures Governing the Settlement of Disputes” -- on strengthening dispute-settlement
mechanisms. The understanding does not specifically focus on FDI, but it is applicable to all areas
covered by the World Trade Organization (more automatic adoption of panel reports and the
possibility to request the review of a panel report by an Appellate Body). This mechanism is, of
course, important for appreciating the legally-binding nature of the substantive obligations. The
dispute-settlement system has been substantially reinforced, notably by the elimination of the
means by which it has been possible for losing parties to be able to delay or block the dispute-
settlement process. This has been done, on the one hand, by the introduction of stricter time limits
for the different stages of the dispute- settlement process and, on the other hand, by providing that
panel and Appellate Body reports and decisions authorising any eventual suspension of conces-
sions against a member country failing to bring itself into compliance will be considered adopted
unless there is a consensus against that adoption. The stages of dispute-settlement mechanism are:
consultations between member countries; establishment of panel; first and second panel hearings;
circulation and adoption of panel report; any review by the Appellate Body. The implication is that
matters related to FDI, to the extent that they will arise in the World Trade Organization, are likely
to be subject to disciplines that are backed up by effective dispute-settlement procedures.

#* * *

During the course of the Marrakesh meeting, many ministers took the opportunity to put
forward suggestions for new items for inclusion in the work programme of the World Trade
Organization. In this context, a substantial number of ministers, representing a broad spectrum
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of countries, both developed and developing, suggested an examination of the issue of trade and
competition policy. This represents a significant development since, in the past, including during
the Uruguay Round, there has frequently been considerable reticence on the part of some
delegations about taking up the question of restrictive business practices. '

B. The process of liberalizing foreign-direct-investment policies

While there are differences in the scope and depth of the liberalization instruments
mentioned above, almost all of them share a common purpose, namely, to liberalize existing
restrictions on FDI flows and the operations of transnational corporations (TNCs). In fact, in spite
of the absence of a multilateral framework for FDI (Fatouros, 1994), unilateral, bilateral and
regional efforts towards the liberalization of national FDI frameworks have led to a remarkable
level of defacto convergence of government policy approaches towards FDIamong countries from
allregions.® Yet, the actual process of liberalization hasbeen far from homogeneous. There are still
considerable differences in the nature, breadth and depth of the measures taken, reflecting
different political, economic and social priorities, as well as different degrees in the dismantling
of State controls and planning and confidence in the ability of governments to guide businesses.

The process of FDI liberalization isembedded in abroader liberalization movement covering
international trade in goods, external financial transactions, transfer of technology, the strength-
ening of intellectual property protection and, recently, services and some aspects of labour
movement. Indeed, the trend towards the liberalization of FDI policies can be explained as a
natural extension of a broader tendency to pursue greater economic efficiency through the
elimination of market distortions caused by discriminatory governmental measures. Thus, the
process of liberalization of FDI policies needs to be seen as part of the broader process of
liberalization of international markets and cross-border movements of factors of production that
is taking place simultaneously, to a varying extent, in many parts of the world. This process both
allows the further development of -- as well as receives additional impetus from -- the emerging
integrated international production system (chapter IID): on the one hand, the liberalization of
international economic transactions is a condition sine qua non for the integration of international
economic activity and, on the other hand, new policy areas become subject of international
attention and harmonization as integration deepens (Ostry, 1992).

While the trend of liberalizing FDI policies is pervasive, it is -- in its present strength and
depth -- also relatively recent. There is still considerable lack of clarity as to its actual character and
contents. The next sections seek therefore to clarify the meaning, and distinguish the various
elements that constitute the notion, of liberalization of FDI policies and to examine how far that
process has changed investment frameworks worldwide. The precise impact of liberalization on
FDI flows and its relative importance compared to that of other factors and conditions that
influence these flows is a separate issue that isnot addressed here. The chapter does not also draw
specific policy conclusions -- whether to recommend liberalization policies and, if so, under what
conditions -- since these can only be reached after examining their effects in specific country and
industry cases, having taken into account the risks that are often associated with them. However,
it can be expected that, to the extent that FDI frameworks become similar as liberalization
proceeds, specific differences that remain -- other conditions being equal - may influence
decisions as to the location or expansion of investment projects.
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1. Conceptual issues

{a) Delimiting the notion of liberalization

While the focus of this chapter is on the process of liberalizing FDI policies, this process
needs to be seen in the broader context of a liberal domestic economy. A liberal economy is
generally understood as one in which policy and legal distortions to the allocation of resources by
the market are minimal, with the government having the responsibility to ensure the proper
functioning of markets. The removal of policy distortions regarding international transactions is
an integral part of a liberal economy as it allows the realization of maximum gains from these
transactions. One type of such transactions is FDI, the focus of this chapter. Establishing a liberal
domestic economy and liberalizing international economic transactions -- including FDI - are,
therefore, conceptually and functionally interrelated and mutually supportive.

Liberalization can, as a first approximation, be equated with the elimination of governmen-
tal measures that are restrictive or discriminatory and, thus, market distorting. Total governmen-
tal control is generally incompatible with the very notion of the market; yet, total liberalization, in
an extreme sense, could imply the absence of a functioning legal system. A normative framework
is indispensable for ensuring the proper functioning of a market economy, and this entails the
application of rules and controls. At the same time, liberalization is a dynamic process, moving
in a certain direction. A country’spertinent policies and measures at a particular point in time can
therefore only be described as more (or less) liberalized. As aresult, the reference to a “liberalized
regime” in what follows should be understood to mean “reasonably liberalized”, that is to say, a
regime thathas gone along enough way on the road to liberalization, so as to exhibit characteristics
such as those enumerated later.

The concept of liberalization in the area of FDI denotes the tempering or removal of those
market distortions that result from (a) restrictions applied specifically (and hence discriminato-
rily) to foreign investors; and (b) the granting or withholding of incentives and subsidies that
discriminate in favour or against TNCs. Itis possible to operate throughout with such an approach
to the notion of liberalization, describing all elements of the liberalization process in the area of FDI
in terms of the removal of restrictions or discriminatory treatment. Despite its consistency,
however, this approach is of limited usefulness because it ignores facets of the liberalization
process that are normally understood as involving the establishment of certain standards regard-
ing foreign investors. In particular, key elements of the liberalization process, such as the grant
of national treatment to TNCs, lose something of their particular character and function. It is
therefore useful to proceed on the basis of the notion that an essential aspect of the liberalization
process involves the adoption of certain positive standards.

Furthermore, the overall beneficial effects of the liberalization process depend, to a consid-
erable extent, on the presence and, where necessary, the strengthening of controls aimed at
ensuring the proper functioning of the market and promoting broader economic and social
concerns. For instance, rules to assure competition and prévent abuse of market power need to be
anintegral part of areasonably liberalized investment regime, as does the existence of an adequate
regime for the protection of intellectual property. Similarly, prudential supervision of certain
activities, such as banking and financial services, is necessary to ensure the reliability, stability and
safety of the national financial system. The need to have appropriate health, safety, environmental
and consumer standards is another illustration of necessary controls. And disclosure of informa-
tion becomes more important for governments, consumers and other groups, since they have to
be able to act in an informed manner. Meant to facilitate the function of the market, laws and
regulations in these and other areas provide the framework within which enterprises conduct their
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affairs. In order to be beneficial, the liberalization of FDI policies should be accompanied by the
kinds of legal and policy controls that are compatible with it, or indeed may be conditions for it.

A clear distinction must also be drawn between policies aimed at liberalizing FDI and
policies aimed at creating a favourable investment climate and, especially, attracting or promoting
FDI. The distinction is not an easy one in practice. The two types of policies are closely linked, in
a means-to-end relationship: a principal aim of current liberalization measures is to attract FDI.
Liberalization, however, is not the only possible method to attract FDI, nor is it necessarily the most
effective one under all conditions. In the past (and, in many cases, still today), a variety of
restrictive measures (typically, tariff protection) have been used in order to attract FDI. In fact,
favouring FDI can be as interventionist a policy as regulating it — as, for instance, in the case of
incentives and privileges offered selectively to TNCs.

A further difficulty in distinguishing between the two types of policies lies in the fact that,
in addition to removing obstacles and restrictions to FDI, the liberalization process also includes
a number of measures that are specifically addressed to FDI and reflect its special characteristics
(e.g., special provisions for the free transfer of funds outside a host country).

In sum, a working definition of the FDI liberalization process includes the avoidance of
discriminatory market-distorting measures by tempering or eliminating restrictions on, and
special incentives to, TNCs by governments, the establishment of certain positive standards of
(equal) treatment and protection for foreign affiliates and the introduction of certain controls and
prudential supervision to ensure the proper functioning of the market (figure VIL1). The present
discussion focuses first on the restrictions and special incentives to be eliminated or tempered, and
then proceeds to the standards of a liberalizing FDI regime, to conclude with a summary appraisal.

(b) Removal of distortions

(i)  Restrictions

Any classification of restrictions on FDI is, to some extent, arbitrary, since fully consistent
criteriadonotexist. Particularmeasures and policies usuallyhave more than one purpose or effect,
so that significant overlaps between categories cannot be avoided. All that can be attempted here
is to review a number of policies and measures that are of importance, with an emphasis on their
rationale and function.

Entry and establishment. A first category of restrictions whose elimination is the hallmark
of a liberalized FDI regime is that of restrictions on entry and establishment of FDI. Such
restrictions generally seek either to limit FDI or to channel it in order to determine or influence its
likely effects, with a view to ensuring that the economy andor certain important sectors are not
dominated by foreign affiliates. The underlying rationale is the desire to keep the principal
benefits from FDI in the hands of nationals of the host country and simultaneously exercise
decision-making control over the use of that country’s assets. Foreign affiliates are assumed to be
less likely to act in response to considerations of host-country national interest, and to be less
subject to national governmental or political influence or control. (Proponents of liberalization
challenge, of course, both the validity of such assumptions and the desirability of ensuring a degree
of national control.)

The explicit purposes of such restrictions vary. One major category is the protection of
national security, public order and vital national interests. These considerations tend to be
regarded as natural exceptions to the general principles of liberalization and, as such, it is unlikely
that they will disappear in the foreseeable future. Since, in the absence of an international
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Figure VIL1. Main elements of a favourable investment climate

Liberalization of FDI policies
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Source: UNCTAD, Division on Transnational Corporations and Investment

framework for FDI, the determination of what constitutes a matter of public order, or a threat to
national security and vital national interests, is left to the discretion of the host country, such
considerations may be interpreted narrowly or more broadly. And as this is the most widely
accepted and the most “respectable” ground for restrictions on FDI, host countries may sometimes
invoke it in order to exclude investments not wanted on other grounds. Restrictions on entry may
also be directed at specific countries, as part of policies adopted for political reasons. The economic
and social objectives of the host country are another major category of purposes served by such
restrictions. In developing countries, in particular, restrictions on FDI are often used to promote
specific development objectives.

No country today excludes FDI altogether. Restrictions on entry are generally partial.
Typically, they are intended either to exclude or limit FDI from specific industries or activities, or
to determine specific characteristics or influence of investments. Such restrictions tend to be
justified on the basis of the strategic importance of the activities involved for the host economy or,
sometimes, with reference to particular industries or geographical locations, on national security
grounds.

Ownership and control. A second category or form of restriction affecting FDI are
ownership requirements, especially limitations on the percentage of equity foreign investors are
permitted to own in local enterprises (in all sectors or more often in specified industries or
activities) or requirements of local participation in the management of an enterprise (e.g., creation
of joint ventures). A variety of methods has been used to ensure local participation in the internal
decision-making of foreign affiliates.
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Other restrictions of a similar character may also be imposed. Fade-out (disinvestment)
requirements and requirements concerning the reinvestment of profits fall essentially in the same
general category of direct restrictions on FDI, although they are no longer in use.

Operational restrictions. Restrictions may also be imposed on a foreign affiliate concerning
its operations after it has been established. Their purpose is to reduce negative impacts and
increase the benefits to be derived by the local economy from the operation of a foreign affiliate
and to determine in specific terms some of the precise effects of such operation.

Such requirements may involve limitations on the employment of foreign managerial,
technical or (less frequently) other types of personnel, priority employment of local labour and, in
some instances, restrictions on access to local raw materials and supplies. They may also involve
the imposition of performance requirements aimed at the promotion of exports, import substitu-
tion, or the encouragement of local production (e.g., through local content requirements). Such
requirements may be imposed at the time of entry as a condition for allowing the investment, or
they may, more often, be linked to the offer of positive inducements, such as tax incentives; some
of them had recently become more common, as substitutes for more rigid entry requirements.
After the conclusion of the Uruguay Round agreement on trade-related investment measures, they
have become subject to effective international disciplines (Greenaway, 1992, Guisinger, 1989;
Symposium on TRIPs and TRIMs, 1990; UNCTC and UNCTAD, 1991).

Authorization and reporting. A fourth category of measures, whose restrictive effect
depends on several factors, are those concerning authorization, registration or reporting in
connection with various aspects of an investment. Certain distinctions must be made in this
connection:

¢ Restrictions on entry and ownership may be applied on the basis of a screening process, a
procedure whereby an investor’s projects are assessed by the competent government
agency in order to grant or deny authorization to invest.

e Authorizations and permits may also be needed for a variety of other purposes of varying
importance, such as transfer of technology, importation or exportation, or to operate in
certain activities.

* Registration or reporting are in principle less restrictive measures than authorization. They
may be intended to enhance transparency, for general purposes (e.g., statistics), or in order
to cope with certain aspects or effects of an investment, for instance, when seeking to
determine the amount of funds (revenues or capital) that foreign investors will be entitled
to transfer outside the country, or, of course, in response to environmental or consumer-
protection concerns.

The actual restrictive effect of reporting requirements depends, in large part, on the mode
of operation and the efficiency of the host country’s public administration. When coupled with
explicit or implied requirements of authorization, they may have a restrictive effect, often
depending on the degree of discretion allowed to the pertinent authorities. Bureaucratic
requirements and procedures may bring about delays and other restrictive effects (Wint, 1992).

(11) Incentives

A second category of market-distorting (and sometimes indirectly restrictive) measures
consists of tax or other incentives designed to attract and encourage FDI. Broadly speaking,
investment incentives are government measures designed to influence the size, location or
industry of an investment by affecting its relative cost or potential for profit, or by altering the risks
attached to it (OECD, 1989). Investment incentives may be aimed at foreign firms, domestic
enterprises, or both. Where such incentives are available to foreign investors only, they are
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discriminatory in nature and, thus, introduce distortions to market mechanisms. Evidently, when
they are offered to foreign investors, such measures are intended to favour and attract rather than
limit FDI, and they differ significantly from those mentioned earlier.

The main categories of investment incentives include tax incentives (e.g., tax holidays,
investment allowances, tax credits, lower tax rates) (Larkins, 1991); other financial incentives, such
as grants, preferential loan rates, loan guarantees, tariff concessions and priority access to credits,
and non-financial measures, including the provision of infrastructure and business services. The
cost-effectiveness of incentives is measured by the increased levels of the desired investment
attracted, less the cost to governments (e.g., in terms of the loss in revenue). A review of the
evidence (e.g., Guisinger et. al., 1985) suggests that, overall, incentives do not produce an efficient
allocation of investment. In fact, whether incentives are successful and effective in attracting FDI
has been a matter of extensive debate (Lim, 1983; Hughes and Dorrance, 1987).

In addition, incentives frequently have indirect restrictive effects. They are usually offered
only to enterprises meeting certain conditions. They therefore require application or screening
procedures and may be used (as they often have been in the past) in return for performance
requirements, or as an indirect means for regulating or channelling FDI. Foreign investors may
nominally be allowed to invest freely in the country concerned, but investors that meet additional
conditions, frequently similar to those related to entry and ownership conditions mentioned
above, are, subject to various kinds of approvals, granted special treatment -- tax concessions and
deferrals, exemptions from customs duties, guaranteed free transfer of funds, or guarantees
against unfavourable treatment (e.g., expropriation). Where such incentive systems exist, foreign
investors generally prefer to use them and avoid taking the simpler, but less attractive, route of free
entry, without special promises. Control through the offer and administration of incentives may
be an effective substitute for direct controls over FDI. Although itis possible to establish incentive
schemes with minimal regulatory (and restrictive) effects, such practices have not in fact been
much in use in the recent past.

As already mentioned, in a liberalizing FDI regime, market distortions are tempered or
eliminated. But the process should not be measured in simple arithmetical terms. In other words,
the real outcome cannot be found through mere catalogues or simple calculations of which and
how many restrictions or incentives have been eliminated and how many still remain. The relative
importance of the various measures enumerated differs widely depending on the broader legal
and economic framework and the quality of public administration of the country concerned.
Moreover, the situation may vary significantly between sectors. Restrictions may persist in certain
sectors while others may be fully liberalized.

¥

(¢)  Standards of treatment

Most of the measures listed above may be addressed solely to foreign investors, whether
defined in terms of the nationality of the investors and enterprises involved, or in terms of the
origin of the capital. Some market-distorting measures (e.g., entry requirements, discriminatory
incentives) are almost necessarily so addressed. In other cases, however, both foreign and
domestic investors may be affected; for instance, certain sectors may be closed to all private
investment, reporting may be required of all investors and export requirements may be imposed
on all. While equality of treatment as between domestic and foreign investors - that is to say, for
most purposes, the standard of national treatment -- is undoubtedly a very significant part of the
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liberalization process, it does not exhaust the process. The notions of national treatment and
liberalization process are not synonymous.

National treatment. The granting of equality in the treatment of nationals and aliens,
especially foreign affiliates, i.e., the national-treatment standard, is an indispensable element of
the liberalization process. While there are variations in the formulation of that standard in specific
instruments,* the basic concept of national treatment is that, in principle, foreign affiliates and
domestic firms in similar situations should receive the same treatment, regarding such things as
establishment, ownership and control of enterprises, full access to courts and other authorities and
equal protection under the law, as well as taxation, labour law, consumer protection or protection
of the environment, and free access to credit facilities, or even government aid to enterprises (box
VIL2). Such a listing covers most of what is usually meant by liberalization. Limiting the access
of aliens and foreign affiliates to the legal process, imposing burdensome requirements for the
recognition of foreign companies, denying aliens the right to hold real property and other similar
restrictive measures have sometimes been left over from earlier times, when the law treated aliens
and foreign companies with a high degree of distrust. In other instances, probably a minority by
now, they reflect the same effort to limit and control foreign investments that other measures
described here also involve.

On the other hand, equality of treatment with host-country nationals and companies may
not, in a number of cases, address some pertinent problems adequately, especially where the
situation of foreign investors is significantly different from that of domestic firms, as is the case in
the transfer of funds abroad. The measures needed in such cases have to move beyond mere
equality of treatment, although they are generally understood as being covered by the notion of
liberalization. Traditional, formal definitions of national treatment take care of most such
problems by limiting application of the standard to “like situations” and by formulating the
standard in terms of treatment “not less favourable than” that of nationals.

Such issues raise important conceptual and practical problems. This is particularly true in
the case of the free-transfer-of-funds requirement. Where they still exist, exchange restrictions
are general in character, that is to say, they apply to local as well as foreign enterprises. No formal
discrimination against foreign investors is then necessarily involved in their application. A
liberalization of FDI policies, however, is usually understood to cover the elimination of exchange
restrictions to the extent that they affect FDI, on the ground that, generally speaking, the
conditions of local and foreign investors and enterprises are significantly different with respect to
questions of foreign exchange and funds outside the host country. For one, the headquarters, or
profit centres, of local firms are by definition in the host country. At the same time, provision for
the free transfer of funds means in reality, at least in principle, a guarantee to that effect. The host
government undertakes not merely to allow investors to find foreign exchange, but to ensure that
they find it. Moreover, procedural and other requirements, including the need for general or ad
hoc authorizations and permits, generally intervene in the administration of such measures, so
that in practice it is sometimes hard to distinguish between measures favouring (or privileging)
investors and restricting them.

Other cases in the same broad category may be more controversial. For instance, in recent
years the argument is increasingly advanced that, on lines essentially similar to those just
mentioned (i.e., the specific character and needs of FDI), foreign affiliates should have free access
tointernational arbitration for the settlement of disputes between them and the host State, over
and above the access to the local judicial and administrative machinery which they may have
through the operation of a generalized national treatment principle. The specificities of FDI to
which this claim corresponds are usually not spelled out in any detail. They may be understood
to refer, on the one hand, to the likelihood that local courts and tribunals may lack the specialized
competence in modern business law issues that an arbitration tribunal may provide and, on the
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other, to the fact that, the investors not being nationals of the host country, do not normally
participate in national political processes and are more likely to be discriminated against by
national authorities and tribunals. At any rate, provisions on international arbitration on FDI
matters, whether under ICSID auspices or otherwise, have found their way in numerous bilateral
and multilateral agreements, so that the practice is becoming de facto established.

Similarly, a foreign investor’s access to a host country’s legal process and legal protection,
part and parcel of national treatment as well as of liberalization, is in many instances strengthened
by corresponding undertakings at the international level. To the extent that the (mostly conven-
tional) international legal norms and concepts that have been developed, such as fair and
equitable treatment, are now adopted in national legislation as well, it would appear that specific
standards of legal protection, stronger or more specific than those applicable to nationals, are
emerging.

Transparency of laws, regulations and administrative practices. The effective functioning
of the liberalization process requires that reliable information about FDI policies and practices is
available. Transparency relates to the need for disclosure and clarity of all government measures
that affect the operation of foreign affiliates in a host country. In that sense, transparency involves
the publication within a host country of relevant measures in whatever formal manner is provided
by national law, and they are to be made available to interested persons within the bounds of the
customs and practices prevalent in the country concerned. A gradual approach to the achievement
of transparency would involve the elimination of deliberate administrative obfuscation and

ent in a multilateral
ment on Trade in

s and service suppliers
nt treatment to that it ..

secretiveness. Important is also a system of formal publication of laws and regulations.
Notification or other special forms of publication may be feasible only with respect to limited,
precisely defined issues and types of measures.

2. How far has the liberalization process gone?

A detailed survey of the current situation with respect to normative frameworks on FDI is
not undertaken here. Yet, drawing on surveys and a review of other pertinent data (European
Round Table of Industrialists, 1993a, 1993b; UNCTC, 1992a, 1992d, UN-TCMD, 1993b; UNCTAD-
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DTCI, 1993a, 1994a; USTR, 1992; World Bank, 1992; OECD, 1992d and 1993f), it is possible to
provide a reasonably faithful summary account of the extent to which the liberalization process
has gone today, starting with the elimination or decrease of market distortions and moving to the
establishment of standards of treatment.

(a) Market distortions

(i)  Restrictions

Entry and establishment. Today, all countries admit FDI in principle, i.e., total prohibition
of FDI no longer exists. On the other hand, no single country (even amongst the strongest
advocates of a liberal FDI regime) grants an unrestricted right of entry to all sectors and activities.
Itis difficult, however, to make generalizations about the types of industries that remain restricted,
as these vary considerably from country to country. '

In the developed countries, some activities in the natural resources sector that had tradition-
ally been kept in the hands of the State, have been liberalized, although many restrictions remain
(e.g., in the fishing, mining, oil and energy industries). The manufacturing sector of these countries
is now practically open to FDI, while many of the restrictions and regulations previously
maintained in the services sector are being gradually lifted (some restrictions remain in a few, but
important, services industries, such as telecommunications, maritime, land and air transport,
media activities and professional services) (UN-TCMD, 1993b; OECD, 1992d; Khan, 1990) (table
VIL3).

In the developing world, the picture is more complex and diverse. The liberalization process
of the 1980s has been selective, with a tendency to focus mainly on export-oriented manufacturing
industries, or projects involving advanced technology. Gradually, other manufacturing indus-
tries have been opened to FDI. Access to certain services industries traditionally closed or
restricted to FDI has started to be liberalized, although, in general, the liberalization of services has
not yet reached the levels typically found in developed countries, other than within regional
integration schemes. More recently, certain restrictions in the natural resources sector have been
lifted, including through privatizing what had been nationalized in previous decades (UNCTC,
1992a, 1992d; UNCTAD-DTCI, 1993a, 1994a) (box VII.3 and table VIL4).

It is likely that the process of liberalization initiated in all sectors will continue in the future,
supported by regional and multilateral initiatives aimed at achieving that goal. For example, the
adoption of the European Energy Charter Treaty, currently under negotiation, could have major
~ implications for the liberalization of the energy industry of Eastern Europe. Similarly, the recently
concluded agreement on trade in services within the framework of the Uruguay Round of
Multilateral Trade Negotiations will provide impetus for the removal of additional restrictions in
services industries, both in developed and developing countries (GATT, 1993).

Ownership and control. Compulsory majority and minority shareholdings have lost
importance over the years as a means of restricting the entry of FDI. Most developing countries
that used to impose such restrictions across the board now generally allow full ownership of
foreign affiliates. However, ownership limitations continue to be used as a means of restricting
FDI in specific industries and activities. Developed countries sometimes use restrictions in
shareholding to limit access in privatization cases or in services industries (e.g., telecommunica-
tion, broadcasting, air transport) that have not yet been completely liberalized. Moreover, some
countries, both developed and developing, continue to impose limitations on the number of
foreign firms allowed in certain industries, such as banking, financial, professional, telecommu-
nications, air transport and broadcasting.
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Restrictions affecting the structure of control in foreign affiliates continue to be used in
developing countries, and less frequently in developed countries, particularly in large invest-
mentsin industries or activities of crucial strategicimportance for thelocal economy. They are also
used in cases of privatization of public monopolies in which the State continues to play arole. A
common instrument of internal control is the granting of “golden” shares to the host government;
this, among other things, permits the government to appoint a certain number of members on the
boards of directors and to intervene if a foreign investor captures more than a certain percentage
of the investment. In addition, it is still not uncommon for developing countries to impose
restrictions on the national composition of management, or to require local participation in the
management of a foreign affiliate.

Another modality of FDI restrictions that was used in the past by developing countries (in
particular by the Andean countries, as part of the common regime for FDI promulgated by the
Andean Pact) consisted of “fade-out” requirements, whereby foreign investors were obliged to
pass on the investment to national hands over a specified period of time (normally 10 to 15 years).
With the change of the Andean Pact regulations on this point, “fade-out” requirements have
virtually disappeared (UNCTAD-DTCI, 1994a). »

Operational restrictions. Restrictions on the employment of aliens are ubiquitous, most
often on the basis of general legislation on immigration and employment rather than of laws
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Table VIL4. Changes in the regulatory and policy framework for foreign direct
investment in the mineral industry of Mexico, 1980 to 1993

Changes in policy and legislation

ned

Changes in the fiscal regime

In the late 1980s large areas of the national territory
previously designated as national mineral reserves
(that is, unavailable for exploitation by foreign
investors) began to be opened.

Since 1989, tax laws have been changed tg
recognize problems caused by inflation.

Beginning in 1988, a number of parastatal mining
companies were put up for bidding to the private
sector (of about 50 such companies, about 30
parastatals remain).

The withholding tax affecting foreign companies
was reduced in 1989, from 50 per cent to 35 per
cent.

Prior to privatization, parastatals held monopoly
rights to mine several types of minerals. Anincreasing
number may now be mined by the private sector.

Major tax reforms began in 1989 resulting in lower
tax rates and a significant reduction in effective
corporate tax rates.

Despite the Constitutional ownership limitation on
FDI in mining operations (49 per cent for most
minerals, 34 per cent for iron ore and coal), new
regulations provide mechanisms whereby foreign
participation can be significantly increased; since
1989, up to 100 per cent foreign ownership is possible.

The production tax of 5 per cent on base metals
and 7 per cent on precious metals has been
abolished.

New regulations since 1989 simplify the requirements
for processing applications for exploration licences.

Thetaxon corporatedividendshas been eliminated

As of 1993, substantial offshore areas were opened to
foreign mining companies.

Federal mining laws now restrict the ability of
individual States to levy taxes on mining
companies.,

The overall investment process has been greatly
simplified.

The annual tax on exploration and exploration
concessions has increased in order to discourage
theholding of property without engaging inactive
exploration.

Foreign participation in strategic industries
(petroleum, radioactive minerals and minerals in the
National Reserves) is now possible through joint
venture arrangements.

Source: based on data collected by the Centre for Petroleum and Mineral Law and Policy, University of Dundee,

United Kingdom.
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relating to FDI. The latter deal in many instances with issues that specifically affect FDI, in
particular the employment of professional and managerial personnel. Employment matters may
become the subject of performance requirements, when developing countries require employ-
ment and training of local labour as a condition for allowing an investment or for granting it special
treatment (tax incentives).

Performance requirements have shown in recent years a tendency to lose their compulsory
character and, instead, tend to be related to positive inducements. While data from the late 1970s
and early 1980s showed a fairly widespread use of various types of performance requirements,
developing countries have already been relaxing some performance requirements during the
1980s (UNCTC and UNCTAD, 1991).° Performance requirements can also be found in private
agreements with specific investors.

There are, of course, other types of operational restrictions. One of them, important for many
companies, concerns the ability of foreign affiliates to raise capital locally. Restrictions of this sort
are now being lifted in a number of developing countries, at times in connection with the
promotion of domestic capital markets.

Authorization and reporting. While in a considerable number of countries the laws may not
impose explicit restrictions on FDI, governments may continue to exercise significant controls
over entry by imposing screening procedures. Such procedures have been abolished in most
developed countries and tend to disappear gradually in developing countries as well, being
replaced by registration or notification. Yet, some kind of screening continues in many instances,
for example, where authorization or special permission is still required for entry into specific
industries or types of activities; for investments above certain amounts; or where the government
reserves its right to deny entry to foreign investors on grounds of national security (UNCTC,
1992a, 1992d, 1992e; UNCTAD-DTCI, 1993a, 1994a; Wint, 1992) (table VILS5).

(11)  Incentives

Countries, both developed and developing, use a wide variety of incentives to promote their
policy objectives. When incentive programmes discriminate in favour of foreign affiliates, it is to
attract them to certain industries, or to link them to export promotion, structural adaptation,
training or the introduction of advanced technology. Among the many types of incentives
schemes, industrial estates, special economic zones, bonded areas, export processing zones, and
--more recently -- science parks, have attracted considerable attention. Inaddition, abroad variety
of financial incentives, particularly in the form of subsidized sites, other infrastructure facilitation
and business services are offered by regional and city authorities to encourage regional develop-
ment. In recent years, countries have become more selective and focused in their granting of
incentives, often made conditional upon certain performance requirements being fulfilled by the
investor. Thisrespondsto the general perception that incentivesare only a“second-best” solution
to attractinvestment: ashost countries compete with each other in the granting of incentives, these
tend to cancel each other out and simply raise the rents to private investors without increasing the
social benefits of the investment projects for the countries concerned.

Asalready noted, many countries that otherwise do not require authorization for entry have
established various criteria and requirements as prerequisites for the grant of tax concessions and
other kinds of privileged fiscal regimes and other incentives. The administration of investment
incentives involves by necessity screening on the part of the competent authorities. Such
procedures can be painless in the ideal case of a perfectly functioning civil service but, in actual
cases, they can constitute problems for the foreign investor. A number of countries are moving
away from special incentives, towards reformulating their overall fiscal regimes.
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(b) Standards of treatment

National treatment. Most developed countries in principle grant national treatment
unilaterally to all potential foreign investors, as part of their constitutions and basic laws
(including civil and commercial codes) (OECD, 1992d and 1993f). In addition, many of them have
undertaken international commitments in that respect, in the context of regional integration
schemes. Moreover, in the context of regional agreements and bilateral investment treaties with
developing countries, many developed countries have adopted reciprocal obligations to grant

Table VIL5, General authorization/notification procedures on foreign direct investment
in developed countries, mid-1992

Authorization required Notification required °
Greenfield
Country investment Acquisition A priori A posteriori
Australia X X
Austria
Belgium X
Canada X
Denmark
Finland X X
France X X X X
Germany
Greece X X
Iceland X X
Ireland X X
Italy
Japan X X
Luxembourg
Netherlands X
New Zealand X X
Norway X X
Portugal X
Spain X X X
Sweden X
Switzerland '
Turkey X X
United Kingdom
United States X

Source: OECD, 1992d.

a  Notification could potentially lead to modification or refusal of the investment proposal, either generally or
for reasons of public order or essential security interests.
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Table VIL6. Standards of treatment for foreign direct investment in bilateral investment treaties,
autumn 1992 2

Number of treaties that provide the standard
Asia Latin Eastern
andthe America Europe
Middle and the and Western
Standard Africa East Caribbean Central Asia Europe
1. Admission
a) In accordance with
legislation, regulations,
administrative practices
and economic policies 78 78 40 51 1
b) Endeavour to admit in
accordance with the
laws (regulations) 0 9 0 0 0
¢) In accordance with
national treatment
most-favoured-nation
treatment standards 4 2 4 4 0
d) No admission clause 36 17 2 9 4
2. Treatment
a) Fair and equitable treatment 99 81 46 55 14
b) National treatment
(and fair and equitable treatment) 8 1 0 0 0
¢) Most-favoured-nation treatment
(and fair and equitable treatment) 39 86 6 59 9
d) National treatment
(and most-favoured-nation
treatment) 160 98 86 50 20
e) Treatment not to privileges
granted on basis of customs
union, taxation treaty etc. 66 66 39 56 10
3. Transfer of capital and
return of funds
a) Without delay 111 102 44 59 13
b) Instalments 19 18 15 6 5
¢) Interest for delay 6 5 4 6 1
d) Rate of exchange officialmarket 29 43 25 45 6
4. Settlement of disputes
a) Arbitration clause 111 102 46 60 11
b) Reference to ICSID 50 66 35 46 6
¢) No arbitration clause 1 0 0 0 0

Source: Based on a survey of 335 bilateral treaties undertaken by the World Bank (World Bank, 1992; Parra,

1992).

a Bilateral investment treaties undertaken with the following OECD countries: Australia, Belgium and
Luxembourg, Canada, Denmark, France, Finland, Germany, Italy, Netherlands, Norway, Spain, Sweden,
Switzerland, United Kingdom and the United States.
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Table VIL7. Standards of treatment for foreign investors in selected national investment codes,

December 1991
Number of codes that provide the standard
Latin
America
and the Central and
Standard Africa Asia Caribbean Eastern Europe
1. Admission
a) Authorization required 11 9 6 5
b) No special restrictions for entry 17 0 2 1
2. General standards of treatment
a) National treatment 19 3 5 4
b) Fair and equitable treatment 1 2 0 0
) No provision 8 4 3 1
3. Transfer of capital and profits
a) Unconditional transfer 1 0 0 1
b) Transfer subject to regulations 22 4 5 3
c) Transfer subject to regulations and
instalments on liquidation or only
after a specified period 5 4 2 1
d) No provision 1 0 1 0
4. Dispute settlement
a) Local courts 2 4 0 0
b) Courts or domestic or international '
arbitration 23 3 2 9
©) No provision 3 2 5 3

Source: Based on a survey of 51 national investment codes conducted by the World Bank (World Bank, 1992;
Parra, 1992).

national treatment (Khalil, 1992) (table VIL6). As a result, there is now a broad network of
international commitments on national treatment covering a large proportion of developed and
developing regions.

According to a recent survey of 51 investment codes adopted by developing countries
conducted by the World Bank (World Bank, 1992; Parra, 1992; UNCTC, 1988b and 1992d) (table
VIL.7), the overwhelming majority of the developing countries surveyed have adopted provisions
to the effect that there shall be no discrimination against foreign as compared with local investors.
Atthesametime, many of those countries have favoured a definition of national treatment asbeing
treatment similar or equal to that given to local investors, thus excluding the possibility of granting
more favourable treatment to FDI.

When a country commits itself to grant national treatment to FD], it is normally assumed
that the principle applies to all aspects of the operations of a foreign investment in the host country,
unless specifically indicated by way of exceptions. The categories of exceptions may vary from
country to country, but tend to be largely similar to those imposed on entry and establishment (e.g,,
national security, the protection of vital political and social interests, the furtherance of develop-
ment objectives) (box VIL4).
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Transfer of funds. While exchange controls are far less prevalent now than they were forty
years ago, they are still present today all over the world, although their precise form and extent
vary widely (table VIL8).

At present, all developed countries allow, in principle, the free repatriation of the foreign
capital invested. Most restrictions on transfers of profits and dividends have also been abolished
in most developed countries (OECD, 1992d). With respect to the developing countries, two
opposite trends concerning exchange regulations took place during the 1980s. On the one hand,
developing countries faced with debt-servicing problems increased their controls in order to stem
foreign exchange outflows. On the other hand, most surveys (UNCTC and UNCTAD, 1991) noted
a general relaxation of foreign exchange controls, as the outcome of developing countries
engaging in intense competition for FDI. According, however, to the World Bank’s survey of
developing countries mentioned earlier, only two of these countries grant foreign investors an
unrestricted transfer of payments and capital (table VIL7). A small number of countries requires
that capital be repatriated only after a specified period of time, or in instalments. The majority of
the remaining countries, including countries from all developing regions, guarantees transfers of
both capital and profits in principle, while making such a guarantee subject to foreign exchange
regulations. Thus, an increasing number of countries have accepted, in principle, the commit-
ments of Article VIII of the International Monetary Fund’s Articles of Agreement to avoid
restrictions on current payments, including remittances of profits (figure VII.2) while, at the same
time, a number of these countries have continued to impose temporary restrictions on such
transactions invoking the balance of payment exception authorised under the Agreement (figure
VIL3).6

Most countries continue to screen capital movements through direct controls administered
by the monetary authority. Transfers over a given amount may require the central bank’s prior
approval. In the event of a balance-of-payments crisis, the central bank may even withhold
permission for overseas payments for an unspecified period (figure VIL.4). There are also various
restrictions affecting short-term capital movements.

Figure VIL.2. Countries that have undertaken commitments to avoid restrictions on remittances
of earnings, 1974-1993 a

(Percentage)

Source: International Monetary Fund (1974 through 1993).

a As part of the general commitments undertaken by members on the avoidance of restrictions on current
transactions under article VIII of IMF Articles of Agreement.
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Figure VIL3. Temporal restrictions on current transactions,
including repatriation of earnings, 1974-1993*
(Percentage)

Source: International Monetary Fund (1974 through 1993).
a Within the exceptions allowed by IMF Agreement for balance-of-payments considerations.

Figure VIL4. Restrictions on capital transactions, 1974-1993
(Percentage)

Source: International Monetary Fund (1974 through 1993).
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In addition, many countries continue to impose taxes on the remittance of profits, dividends and
capital. These fiscal instruments are meant to stimulate reinvestment of profits in the host country.
But outright obligations of reinvestment of profits, which were used in the past by developing
countries, seem to have been discontinued.

Transparency of laws, regulations and administrative practices. In recent years, govern-
ments have made considerable efforts to publicize and disseminate information on their policy,
normative and administrative frameworks relating to FDI and to ensure that this information
reaches potential foreign investors. Such efforts are usually part of broader promotion activities
to attract FDI. They seek to facilitate the understanding of their countries’ FDI regimes by
presenting the key features of such regimes in a simple and concise manner. Governments that
screen foreign investors through authorization procedures have also sought to improve the
transparency and efficiency of such procedures by establishing “one-stop shops” dealing with all
the approval requirements. Some of these agencies are charged with both screening and
promoting FDI and, thus, furnish foreign investors with relevant information to assist them in
their establishment and operations. Frequently, however, the impact of these one-stop shops is
negligible.

Transparency in regard to FDI can be expected to be increased as part of the implementation
of the General Agreement on Trade in Services and the Agreement on Trade-related Investment Measures,
negotiated as part of the Uruguay Round. These commitments underscore the fact that transpar-
ency of regulations play an essential role in the liberalization of FDI policies. Other international
organizations — such as the International Monetary Fund, the World Bank, OECD -- and various
regional integration schemes routinely collect information regarding various FDI policies and
measures. However, a mechanism for international transparency in all areas of FDI and for all
countries does not exist, reflecting the fact that FDI is not governed by an international framework
of rules that would necessitate international notification and reporting as a means of ensuring that
the signatories adhere to their commitments.

{(c) A summary appraisal

The wave of liberalization measures in the 1980s and 1990s has changed investment regimes
considerably in today’s world. The most important changes have taken place in the following
areas:

* The number of industries and activities closed or restricted to FDI has been considerably
reduced. :

¢ Compulsory joint ventures with government or local private participation are now limited
to a small number of “strategic” activities in a few countries. '

+ Fade-out requirements have virtually disappeared.

» Therequirement of authorization for entry and establishment for all FDI has been generally
eliminated; registration has replaced it, mainly to facilitate the repatriation of capital and
remittances of profits and other current payments. In some industries (e.g., banking),
authorization requirements remain, often in the context of such requirements for both
foreign and domestic firms.

» Certain performance requirements have been discontinued or are now prohibited under
international commitments, while others have become more focused and tend to be
voluntary, required mainly in return for incentives.

¢ Incentives programmes tend to discriminate less in favour of foreign investors.
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e While exchange controls are still in effect in many countries, there are indications that they
are administered in a more liberal fashion with respect to the remittances of profits and the
repatriation of capital of registered investments.

* The principles of non-discrimination and national treatment are gaining acceptance, and
are in fact recognized in the basic laws of many countries, or as part of international
commitments.

* Internationally acceptable standards of legal protection for foreign investors, particularly
in the areas of expropriation, State contracts and settlement of disputes, are now guaran-
teed by the State in many countries, as part of their national legislation and increasingly
through international commitments.

* Many governments have taken steps to publicize and disseminate their laws and regula-
tions on FD], increasing in this manner the transparency of their regulatory frameworks.

* A number of countries have adopted or are strengthening their antitrust laws, health,
safety, consumer and environmental standards, and have established mechanisms to
supervise international mergers and acquisitions, stock exchanges and financial markets.

A more accurate and detailed picture of the status of the liberalization process would have
to be reached through a sectoral analysis of its operation. While certain broad uniformities obtain,
the limits, the needs and the possibilities of liberalization differ in each of the major economic
sectors.”

C. Beyond liberalization

The basic elements of the liberalization process reviewed above, namely, the elimination of
discriminatory market-distortions, adherence to certain standards and the establishment of
controls and prudential supervision to ensure the proper functioning of the market, are central,
immediate and direct aspects of the policy and normative framework for FDI and TNC operations.
Yet, the broader context within which foreign affiliates operate inside a host country is also
relevant and, as the liberalization process progresses, becomes increasingly visible; in fact, certain
aspects of the internal normative framework are essential to give meaning and effect to that
process. This applies, in particular, to the broader regulatory and administrative framework and
the investment climate in general:

The effectiveness of the liberalization process in the area of FDI depends on the existence of
a reasonably comprehensive legal framework for business activities in general, including, for
example, appropriate legislation on companies, industrial relations and insolvency (Rubin and
Wallace, 1994). In fact, a properly functioning legal order, including well functioning courts, is
required to provide predictability and certainty, including, for instance, respect for such basic
principles as due process of law. Furthermore, reasonably well functioning administrative
infrastructures are necessary to ensure the effective implementation of the legal framework within
which business operates. In the absence of a reasonably complete framework and legal order, a
case-by-case treatment of investments and enterprises would be necessary. In a country lacking
adequate legislation on the exploitation of natural resources, for instance, each “concession” to a
prospective investor would be fashioned on the basis of the State’s needs at the moment, short-run
conditions in the relevant market, the investor’s ability to persuade local officials and other factors.
The result may be a situation in which different investors in the same industry operate under
different rules negotiated by contract. Subsequent investors typically try to improve on previous
ones. The experience in many developing countries rich in natural resources has shown clearly
the dangers of such a situation. Regardless of intentions, or fairness of approach, case-by-case
treatment does not provide adequate predictability to investors and has in itself the potential for
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arbitrary action and for restrictions of various kinds. In such a situation, moreover, such
fundamental facets of a liberalized regime as the grant of national treatment can have no precise
meaning and function. Liberalization is a fragile process that needs the support of a sturdy legal
framework to survive.

Given the close interlinkages between FDI, trade and the dissemination of technology, the
policy framework for FDI can not be divorced from that for other international economic
transactions. For the process of liberalization of the FDI framework to be effective, therefore, the
frameworks for other international economic activities would have to move in the same direction.
The requirements of integrated international production would make a country that takes any
other approach less attractive as an investment location.

Furthermore, this is only part of what constitutes a good investment climate. Of course,
certain issues like political and economic stability may not be under a government’s immediate
control. Similarly, the establishment of a sound macroeconomic framework, the upgrading of a
country’s human resources and the strengthening of its physical infrastructure may require some
time. But there are a number of measures a government can take, where appropriate, with an
immediate effect on the investment climate. For example, entering into bilateral or multilateral
commitments to guarantee foreign investors against non-commercial risks, may boost investors’
confidence. Also, a variety of promotional efforts can be undertaken to attract investment. Apart
from their intrinsic value, promotion measures send positive signs of the “good will” of the host
country towards foreign investors and, therefore, constitute important ingredients of a favourable
investment climate. The same effects can be obtained from a positive attitude of the governments
to the private sector (both domestic and foreign) which, among other things, can find its
expression in privatization programmes.

Overall the liberalization of FDI regimes does not imply a weakening of the role of
government, but rather a redefinition of some of its functions and the strengthening of others
(Osborne and Gaebler, 1992). In particular, the process of reducing distortions and establishing
positive standards occurs simultaneously with the strengthening of controls meant to ensure the
proper functioning of markets and other actions aimed at improving the investment climate.
Furthermore, and recalling the relative character of liberalization and the fact that there are more
and less liberalized regimes, it must be stressed that a description or even an analysis of the
liberalization process cannot involve a quest for perfection. It would be difficult to define in clear
terms what constitutes a perfect investment regime, in terms of liberalization, even from the
viewpoint of a single investor, and even more so if one had to take into account the interests of other
investors, domestic as well as foreign, and the long-term interests of the countries concerned.
Lastly, the nature of the FDI liberalization process depends on the concrete circumstances in each
country and each industry and needs to take into account that the introduction of liberalization
often entails anumber of risks. Liberalization should, therefore, be introduced with care. Different
industries may need to be approached differently, keeping in view the specific situation and
objectives of a given country.

The liberalization process is a policy process; like all such processes, it involves difficult
choices between desirable outcomes and trade-offs between objectives. Any discussion must
accept that it necessarily involves trends and patterns, and moves in areas of approximation and
uncertainty.

Conclusions

While the process of liberalization has led to a certain convergence of the characteristics of
FDI regimes, numerous -- and at times considerable -- differences remain. These differences, in
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turn, become more important for the decisions by TNCs on where to invest. As a result, efforts
to attract FDI can lead to “policy competition” which, in the final analysis, may be detrimental to
the interests of the countries involved. '

Such competition could potentially be carried into more policy areas than in the past, since
the increasingly integrated nature of international production elevates more and more policies
that concern the production process from the domestic to the regional or international domain.
This internationalization of part of the domestic policy agenda poses new challenges for policy
makers and, in particular, increases the need for policy coordination among governments. It also
points to a potential role to be played by international organizations. Exchanges of experiences
among governments about their FDI and related policies would be one way to increase the
transparency in regard to these processes.

Finally, the FDI liberalization process, by its very nature, leads to an increased role of the
market and, hence, the principal actors in the market, including TNCs. This, in turn, raises the
question whether this increased role is -- or should be -- accompanied by increased responsibilities,
especially social responsibilities. The next chapter addresses this issue.

Notes

1. Foreign direct investment is defined as follows: “Direct investment -- reflecting the lasting interest
of a resident entity in one economy (direct investor) in an entity resident in another economy (direct
investment enterprise) -- covers all transactions between direct investors and direct investment enterpris-
es. That is, direct investment covers the initial transaction between the two and all subsequent transactions
between them and among affiliated enterprises, both incorporated and unincorporated. Direct investment
transactions (abroad and in the reporting economy) are subclassified into equity capital, reinvested
earnings, and other capital (intercompany transactions)...” (IMF, 1993a, para. 177, p. 41; see also OECD,
1992a). A foreign-resident affiliate (hereafter “foreign-affiliate”) of a TNC may be an enterprise incorpo-
rated in the host country (a subsidiary or associate company) or an unincorporated branch.

2 For a more detailed examination of the drafts of these Agreements, see UN-TCMD, 1992.

3 It should be noted, however, that many countries started the liberalization process in the context of
bilateral investment treaties and regional schemes; indeed, it is in the context of these commitments that
the highest levels of liberalization have been achieved. The liberalization process discussed here involves
national measures, as well as bilateral, regional and (when applicable) multilateral instruments.

4 For an in-depth analysis of the various elements involved in the definition of the standard of national
treatment, see UNCTC (1990).
5 For instance, Andersson (1989) and Globerman (1988) found some evidence of general relaxation

of host country performance requirements already in the early 1980s.

6 Article VIII of the International Monetary Fund’s Articles of Agreement prescribes general obliga-
tions for Members with respect to the avoidance of restrictions on current payments, including remittances
of profits, avoidance of discriminatory currency practices, convertibility of foreign-held balances, furnish-
ing of information, consultation between Members regarding existing international agreements, and
collaboration regarding policies on reserve assets.

7 For a detailed study of the characteristics of liberalization in the services sector, see UNCTAD-DTCI
and World Bank (1994). '
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