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Foreign Direct and Portfolio Equity Investment
in Developing Countries

I. Introduction

Since the early 1970s foreign equity investment flows into develop-
ing countries, 1/ although continuing to increase in absolute terms,
played a less important role than in previous years, as foreign private
capital flows were dominated by bank credit. Some observers have argued
that this shift in the composition of private capital flows has increased
the vulnerability of the developing countries to external payments diffi-
culties. Moreover, it has also been evident that, with a relatively slow
growth of bank lending to these countries in prospect for the medium term,
other sources of external financing, including private equity investment,
will need to be sought if the development effort is to resume its former
impetus. With these considerations in mind, this paper examines the
causes and consequences of the decline in relative importance of equity
investment since the early 1970s and discusses the modifications in
policies in both lending and borrowing countries that might be required
to encourage a larger flow of such investment.

Direct investment refers to investment made to acquire a lasting
interest and an effective voice in the management of an enterprise, while
portfolio equity investment usually involves no significant influence
over an enterprise's operations. 2/ In fact, portfolio equity investment
in developing countries——although potentially of significance-—has been
relatively small up till now. Consequently, much of the paper will
focus on direct investment, although many of the issues are common to
both types of capital inflow.

One of the principal issues to be addressed is why the upsurge in
private capital flows to developing countries during the 1970s largely
took the form of medium— and short-term bank credits rather than foreign
direct or portfolio equity investment. This increased role of banks in
financial intermediation reflected ongoing changes in the structure of
the international financial system that were accelerated by the increase

1/ It should be noted that the term "country” used in this document
does not in all cases refer to a territorial entity which is a state as
understood by international law and practice; the term also covers some
territorial entities that are not states but for which statistical data
are maintained and provided internationally on a separate and independent
basis.

2/ Some of the guidelines used to distinguish between the two in
practice are discussed in Appendix I.




in o0il prices and the accumulation of substantial short-term deposits by
the principal oil exporting countries. Much of the increased borrowing
from banks was undertaken either by governments of developing countries,
to finance balance of payments or fiscal deficits, or by state enterprises,
often with a government guarantee, to finance their investment programs.
It might have been difficult for foreign equity capital, which is more
directly associated with private enterprise investment, to substitute for
a substantial proportion of such borrowing, especially given the limited
and fragmented capital markets that exist in most developing countries.
Nevertheless, policies adopted by many developing countries seem to have
contributed to a greater reliance on bank credit rather than foreign
equity investment. For instance, the existence of restrictive policies
toward foreign private investment in many developing countries appears to
have played a significant role in preventing a major increase in flows of
equity investment.

The composition of capital inflows can have important consequences
for a country's adjustment process. Most important, the distribution of
a country's external liabilities between debt and equity instruments can
significantly affect its vulnerability to unanticipated changes in economic
conditions. This is because, unlike interest payments on external debt,
no payments are required on equity unless the investment earns a positive
return, so that future expenditures do not have to be reduced to generate
resources for repayment. However, the distribution of profits between
remitted dividends and reinvested earnings also affects the short-term
foreign exchange outflow and there are some indications that-—-at least
during the recent recession—--remitted dividends fluctuated less with
changes in economic conditions than did reinvested earnings. Finally, it
can be argued that a larger share of direct investment in capital inflows
makes these flows more sensitive to a country's adjustment policies,
since such investment often responds significantly to shifts toward more
appropriate exchange rates and interest rates.

With regard to future prospects, a number of developing countries
may find it advantageous to reappraise their policies toward foreign
private investment, in the light of the sharp decline in new commercial
bank lending since the onset of widespread debt-servicing difficulties.
New net bank lending is likely to continue to be constrained, particularly
for those countries with especially large amortization payments of B
rescheduled debt coming due over the next several years, and a greater
emphasis on policies designed to attract direct and portfolio equity
investment could offset part of the decline in bank lending.

Section II of this paper discusses trends in the size and composition
of foreign private investment and in income payments on such investment.
Section IIT considers some of the possible advantages and disadvantages
of allowing foreign private investment a greater role in the development
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process, with the emphasis on policies of host countries that are likely

to increase their net benefits from such investment. Sections IV and V
describe the policies of host developing countries and capital-exporting
industrial countries, respectively, toward such investment. Section VI
discusses the influences of foreign private investment on a developing
country's adjustment to economic disturbances, and Section VII considers
future prospects for and policies toward such investment, in the context

of the medium-term scenario for developing countries given in the World
Economic Outlook. Section VIII outlines a few of the principal issues on
which the Board may wish to focus during its discussion. Appendix I
discusses some of the many problems involved in measuring direct investment
flows, and Appendix II describes some of the restrictions and regulations
concerning foreign direct and portfolio investment in the 25 major borrowing

nnnnrr'l es.
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This paper is expository in nature. It does, however, raise a number
of policy issues concerning the appropriate balance among the major forms
of obtaining forei gn capital, and in narrimﬂar between equity investment
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and borrowing from commercial banks, that are of direct concern to the Fund.

II. Trends in Foreign Private Investment

Alghough foreign equity investment into developing countries continued
to grow in absolute terms during the last decade, its declining importance
relative to bank credit brought about major shifts in the composition of
these countries' external liabilities, which (as discussed in Section VI)
contributed to an increased vulnerability to economic disturbances. In
addition, the industrial composition, means of financing, and forms of
organization of direct investment all underwent structural changes during
the last two decades, and these changes also influenced the role of such
investment in the host developing countries.

1. Overall developments

Net inflows of direct investment into developing countries generally
increased throughout the 1960s and 1970s. Direct investment flows from
industrial to developing countries grew from an average of under $2 billion
a year during the early 1960s to an average of around $9 billion a year
during 1974-80 (Table A.1l). However, their share in total capital flows
declined substantially as external borrowing, particularly from commercial
banks, grew rapidly. During the 1960s, direct investment accounted for
well over half of all private capital flows from industrial to developing
countries, but by the late 1970s it represented barely one quarter of a
much larger volume of such flows, most of which took place through medium-
term bank lending or export credits. :



Although the rapid expansion of commercial bank lending to develop-
ing countries was already under way before the first large increase in
0il prices, that event accelerated the decline in relative importance of
direct investment flows, since non-oil developing countries financed most
of their larger current account deficits through external borrowing,
while a number of oil exporting countries used part of their increased
revenues to reduce the foreign—-owned share of their oil industry. 1In
1973, direct investment flows still financed some 20 percent of the com-
bined current account deficit and net accumulation of reserves of non-oil
developing countries, but met an average of only about 12 percent of the
substantially larger financing needs of later years (Chart 1). Neverthe-
less, net direct investment flows to non-o0il developing countries did
continue to grow after the first oil price increase, rising at an average
rate of around 3 percer‘u, per annum in real terms J.// Lhi"OUgu the 1970::,

compared with an average annual real growth rate of around 5 percent for

tha snamhinad ODD Af thaca ~nun ntriac Thia wne anly glichtly laceg than
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the growth in gross direct investment inflows into industrial countries,
which rose at an average rate of around 3 1/2 percent in real terms over

veiagptT rawc

the same period.

Net direct investment flows into non—oil developing countries reached a
peak of some $13 billion in 1981, but fell substantially in 1982 and 1983
as a result of the recession (Table 1). Nevertheless, they were less
severely affected by the recession than was borrowing from private creditors, .
falling by 40 per cent from 1981 to 1983, while net borrowing from private
creditors fell by more than 70 per cent over the same period. The decline
in direct investment appears to have been largely concentrated in Latin

America, while other regions were only moderately affected.

The shift in the composition of financing of current account deficits
is reflected in the changing structure of non-oil developing countries'
external liabilities. The stock of foreign direct investment (at book
value) is estimated to have grown at an average annual rate of 11 1/2 per-
cent between 1973 and 1983 while total external debt grew at a rate of
almost 18 percent 2/ (Table 2). Public and publicly guaranteed debt to
financial institutions grew even more rapidly. Consequently, the share
of direct investment in total gross external liabilities 3/ of non-oil
developing countries declined from an estimated 26 1/2 percent in 1973 to
17 percent in 1983, while the share of public and publicly guaranteed
debt to financial institutions rose from 10 percent to 26 percent. Ex-
pressed as a percentage of exports of goods and services, the stock of
direct investment in non-oil developing countries declined from 1973 to
1983, whereas the stock of external debt grew quite rapidly (Table 2).

l/ Deflated by the index of wholesale prices in the United States.
2/ These figures understate the relative importance of the stock of

foreign direct investment, since the current market value of most of such

investment would be higher than its book value, which is based on historic

cost. ' .
2/ Total external debt plus stock of foreign direct investment.
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CHART 1
NON-OIL DEVELOPING COUNTRIES;
DISTRIBUTION OF FINANCING FLOWS'

{In billions of dollars)
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Table 2. Non-0il Developing Countries:
External Liabilities, 1973 and 1983

Stock of Liabilities 1/ Implied Average Annual

1973 1983 Growth Rate, 1973-83
(In billions of U.S. dollars) (In_percent)
Foreign direct investment 2/ 47.0 138.0 11. 4
Total external debt 3/ 130.1 668.6 17.8
Short~term debt 18.4 102,2 18.7
Long~term debt 111.8 566.4 17.6
Official creditors 51.0 211.9 15.3
Private creditors 4/ 60.8 354.5 19.3
of which:
Financial institutions 5/ (17.3) (209.6) (28.3)
(As percent of exports of goods and services)
Foreign direct investment 41.5 30.9 .
Total external debt 115.4 149.5

Sources: OECD: Development Cooperation, various issues, and Geographical Distribu-
tion of Financial Flows to Less Developed Countries, various issues; 1984 World
Economic Outlook; Occasional Paper No. 27, and staff estimates.

1/ End of year.
2/ Book value; net of disinvestments and nationalization.

3/ Excluding reserve-related credits.

4/ Including debt not guaranteed by government of debtor country.

5/ Guaranteed debts only.




These global trends mask a wide diversity of experience in individual
countries, resulting from differences in both economic environment and
policies toward foreign direct investment. Much of this investment 1s con-
centrated in a small number of countries that have large domestic markets,
are rich in natural resources, or have significant advantages as a base
for export-oriented production. Five countries (Brazil, South Africa,
Mexico, Singapore, and Malaysia) accounted for one half of the estimated
end-1983 stock of direct investment in non-oil developing countries
(Table A.2). However, other countries with large domestic markets (such
as India and Turkey) or that have successfully pursued an export—oriented
development strategy (such as Korea) were much less reliant on direct
investment. Among the major oil exporters, direct investment grew quite
rapidly in Indonesia, but stagnated in most other countries, including
Nigeria and Venezuela, partly as a result of government purchases of
foreign oil companies' assets.

The wide variations in countries' reliance on direct investment are
reflected in the share of such investment in gross external liabilities. l/
At the end of 1983, direct investment was estimated to account for less
than 5 percent of the stock of total external liabilities of Algeria, Korea,
and Yugoslavia, but for over one third of liabilities for Malaysia and Hong
Kong, almost one half for South Africa, and over 90 percent for Singapore.

Although little information is available on foreign portfolio purchases
of equity in enterprises based in developing countries, such purchases
appear to have been very small. For instance, the total stock of equity
held by U.S. residents in corporations based outside North America, Japan,
and Western Europe at the end of 1981 was estimated at only $575 million, 2/
a 'substantial proportion of which consisted of stock in companies based in
Australia or in tax havens. Among the many causes for the slow development
of portfolio equity investment in developing countries have been the
restrictions on such investment in many of them. These are sometimes
even more stringent than those applied to direct investment. However,
although the overall size of such investment is still very modest, there
has been some growth in recent years. A number of mutual funds were
recently established, sometimes with the assistance of the International
Finance Corporation, with the aim of investing in corporate equity of
selected developing countries (such as the Mexico Fund and the proposed
Korea Fund).

1/ Total external debt plus stock of foreign direct investment.

2/ Survey of Current Business, August 1982, p. 45, Table 3.




The United States has been the principal source of private direct in-
vestment in developing countries, although it declined in relative impor-
tance in recent years along with the two other traditional sources—--the
United Kingdom and France--while direct investment from Germany and Japan
grew rapidly. The stock of U.S. direct investment in developing countries
grew at an average annual rate of less than 10 percent during 1970-82, com-
pared with growth rates of 17 percent and 21 percent for Germany and Japan,
respectively. However, in 1982 the United States still accounted for
almost half of the total stock of such investment (Table A.3). The stock
of direct investment from the United Kingdom and France grew even more
slowly, at less than 9 percent per annum during 1970-82, although direct
investment from the United Kingdom grew more rapidly after 1979. During
1980-82, U.S. direct investment flows into developing countries averaged
about $5 billion a year, U.K. direct investment around $1 3/4 billion a
year, while investments from France, Germany, and Japan were each estimated
to be in the range of $1-1 1/4 billion a year; together, the five largest
source countries accounted for some 85 percent of direct investment flows
from industrial to developing countries. 1/

There has also been a small but growing level of direct investment
outflows from a number of developing countries, much of it directed to
neighboring developing countries. The total recorded direct investment
outflow from non-oil developing countries (excluding South Africa)
amounted to an average of $640 million a year during 1980-82, compared
with $120 million a year during 1973-75; Brazil, Korea, and the Philippines
were the principal source countries 2/ (Table A.4). The outward flow of
direct investment from South Africa also increased rapidly in recent years,
to an average of around $1/2 billion a year. After the first large oil
price increase a number of major oil exporting countries also increased
their overseas direct investments, but this primarily took the form of
acquisition of equity in existing companies in industrial countries.

2, Sectoral composition of foreign direct investment

The distribution across industries of foreign direct investment in
developing countries has changed substantially during the last two decades,
in response both to changes in economic structure and to policies designed

1/ OECD: Development Cooperation, 1983 Review, Tables J5, 6, and 8.

2/ These figures do not include direct investment outflows from Hong
Kong and Singapore, which were substantial. For instance, the stock of
Hong Kong—- and Singapore-based direct investment in East Asian countries
amounted to around S$1 billion and over $1/3 billion, respectively, by the
late 1970s. See Louis T. Wells: "Multinationals from Asian Developing
Countries” in Research in International Business and Finance, Volume 4,
JAI press, 1984.




to reduce the share of foreign capital in particular sectors of the economy.
For each of four major source countries, the share of total direct investment
in developing countries in petroleum and mineral extraction fell sharply,
while the share in manufacturing and services rose (Table A.5). U.S.

direct investment experienced the largest sectoral shift, as the share of

the extractive industries in total investment fell from almost 50 percent

in 1967 to 26 1/2 percent in 1980. Direct investment in agriculture,

which accounted for only 6 percent of the stock of all foreign direct
investment in developing countries in 1967, has become even less important

in recent years.

The declining relative importance of direct investment in extractive
industries was partly due to efforts of governments in a number of
developing countries to increase domestic control of natural resources,
either through nationalization of existing foreign—owned assets or through
regulations restricting entry of new foreign capital into the sector.

For example, since 1967 a large number of countries (including most of the
major oil exporting countries as well as Bolivia and Peru) have partially
or completely nationalized the local assets of foreign oil companies;
foreign investment in oil production is also wholly or largely excluded

in a number of other countries (including Brazil, India, and Mexico).

Much of the increased foreign direct investment in manufacturing
industries of developing countries was undertaken primarily to serve grow-
ing local markets and often in response to trade restrictions imposed as
part of a strategy of import-substituting industrialization. This was
especially so in a number of Latin American countries, though not in some
Asian countries (including Hong Kong, Korea, and Singapore) where more open
trade policies encouraged manufacture for export. Majority-owned manufac-—
turing affiliates of U.S. companies in Latin America exported only 6 per-
cent of their total sales over the period 1966-76, whereas manufacturing
affiliates in Asia had exports amounting to 24 percent of total sales. The
contrast between the regions was even larger for Japanese—owned manufac-
turing affiliates. However, there are indications that, in recent years,
the shift in some Latin American countries toward policies designed to
improve external competitiveness has encouraged increased exports from
both local and foreign investor-owned enterprises.

The services sector has attracted a growing proportion of direct
investment, much of it concentrated in the finance and insurance in-
dustries as well as in trade and tourism. Direct investment in various
public utilities, which was once considerable, particularly in Latin
America, is now of minor importance. Their position as natural monopolies
made them early candidates for nationalization, while regulated prices
depressed profitability and discouraged new investment.
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3. Financing of direct investment flows and changing forms of ownership

Direct investment flows can take the form of equity capital,
reinvestment of earnings, or net short- and long—term borrowing from the
parent company or its affiliates. Reinvested earnings generally consti-
tute a large proportion of total flows. During 1975-82 they accounted
for some 60 percent of all U.S. direct investment flows to developing
countries, for over half of direct investment flows from the United
Kingdom to all destinations, but for only 11 percent of total recorded
German direct investment, reflecting that country's smaller initial
stock of such investment. Many of the host developing countries do not
collect information on reinvested earnings, but for a group of 12 non-oil
developing countries 1/ for which data are available reinvested earnings
represented an average of some 39 per cent of recorded direct investment
during 1973-82,

Total net borrowing from the parent company or its affiliates accounted
for an average of some 15 percent of all direct investment flows from the
United States, 2/ compared with over 40 percent for Germany, but there
were substantial year-to—year fluctuations in its importance. Part of the
borrowing, even when classified as short term, is automatically rolled
over and in practice forms part of an affiliate’s permanent capital base.
Another part, however, is much less stable and can be affected by short-term
movements in exchange and interest rates; a substantial proportion consists
of net payments due on trade with the parent company or other affiliates,
and is akin to trade credit.

Direct investment capital generally provides only a proportion of
the total financing requirements of a foreign-controlled affiliate. The
affiliate can also sell equity in the host country and can borrow from
third parties, either locally or abroad. Although external borrowing
undertaken directly by affiliates of foreign companies is classified as
external debt, it would often not be possible without the direct investment
relationship between the affiliate and the parent company. The overall
pattern of financing of the affiliate's capital expenditures determines
both the extent of the foreign capital inflow as well as the apportionment
of risks between local and foreign investors; both these factors can play
an important role in the effects of direct investment on a country's
external adjustment.

l/' Bolivia, Brazil, Cameroon, Colombia, Costa Rica, El Salvador,
Honduras, Israel, Jamaica, Mexico, Morocco, and Sierra Leone.

2/ Excluding the overseas borrowing of U.S. parent companies channeled
through their finance affiliates in the Netherlands Antilles. See
Appendix I.
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This financing pattern is influenced by the host country's interest,
exchange rate, and tax policies as well as by its policies with regard to
the share of foreign ownership of domestic enterprises. Many developing
countries have discouraged full or majority foreign ownership, and foreign
investors have also increasingly sought local equity participation as a
means of both sharing risks and increasing local acceptability. As a
result, wholly- and majority-owned foreign affiliates have declined in
relative importance. Arrangements not involving foreign equity participa-
tion, such as licensing, management contracts, and international subcon-
tracting, have also grown rapidly in recent years. Although such arrange-
ments generally do not result in any capital inflow, they do involve the
transfers of technological and managerial expertise normally associated
with direct investment.

4. Income on foreign direct investment

Developments in recent years had sharply contrasting impacts on
developing countries' income payments on direct investment and on their
external debt. In discussing these developments, however, one should
distinguish between total income payments on direct investment (i.e.,
remitted dividends and interest plus reinvested earnings) and payments
that are actually remitted abroad. The former, broader, definition
affects the external current account balance, but the latter, narrower,
definition affects the immediate foreign exchange outflow. (This is
because reinvested earnings enter the balance of payments twice: once as
an income outflow and once as a capital inflow of new direct investment.) 1/

Total net recorded income payments by developing countries on direct
investment rose from $9 1/2 billion in 1973 to a peak of over $25 billion
in 1981, but then declined sharply to around $16 billion in 1983, when
profits fell sharply as a result of the world recession and the decline
in o0il prices. Most of the increase in income payments between 1973 and
1981 came from the major oil exporting countries, while income on direct
investments in non-oil developing countries rose more slowly, from
$3 1/2 billion in 1973 to $9 billion in 1981, before declining sharply to
an estimated $6 1/2 billion in 1983. Most of the decline after 1981 was
due to sharply reduced income on direct investments in some of the larger
countries in Latin America. Remitted dividends and net interest payments
(i.e., excluding recorded reinvested earnings) from non—-oil developing
countries rose from approximately $2 billion in 1973 to $5 billion in 1981. 2/

1/ 1In practice, total income payments on direct investment are under-
estimated since a number of developing countries do not collect information
on reinvested earnings.

2/ Complete information for later years is not yet available, since income
on direct investment is not disaggregated into remitted and reinvested earn-
ings in the World Economic Outlook exercise, but, on the basis of balance of
payments statistics for most of the larger non-oil developing countries, re-
mitted earnings on direct investment do not seem to have declined substantially
in 1982,
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Expressed as a percentage of exports of goods and services, non-oil
developing countries' total payments on direct investment declined gradually
over the decade, to only 1 1/2 percent of exports of goods and services
in 1983, compared with 3 percent in 1973 (Chart 2). Meanwhile, interest
payments on external debt rose from some 6 percent of exports of goods and
services in 1973 to over 13 percent in 1983. The divergence in trends was
even wider for the group of 25 major borrowing countries (Chart 3).

However, a large proportion of earnings on direct investment are
reinvested in the host country. For a group of 12 non-oil developing
countries 1/ that collect information on reinvested earnings, an average
of 52 percent of all direct investment earnings were reinvested during
1973-82. During the same period, an average of some 56 percent of all
earnings by U.S. companies' incorporated affiliates in developing coun-
tries were reinvested. Moreover, the proportion of earnings reinvested
fluctuated substantially as changing economic conditions affected the
profitability of new investment and consequently the need to retain
earnings to finance new projects, For instance, the earnings of U.S.
incorporated manufacturing affiliates in developing countries fell from
around $2 1/2 billion in 1980 to under $1 billion in 1982, but reinvested
earnings fell even more sharply, particularly in Latin America. Conse-
quently, gross dividend remittances 2/ from these affiliates to the United
States actually increased from under $3/4 billion to around $1 billion
over the period. The implication for developing countries' adjustment to
economic disturbances of such divergent movements in remitted and reinvested
earnings will be discussed in Section VI.

Royalties and licensing fees are payments for the transfer of tech-
nology and are not exclusively related to flows of direct investment
capital. 1In practice, however, a substantial proportion of such payments
took place between affiliates of the same parent company, reflecting the
fact that much of the transfer of technology to developing countries
occurred via direct investment. For instance, in 1982 payments of
royalties and licensing fees by U.S. affiliates in developing countries
were $1.2 billion, equivalent to about 85 percent of all such receipts
from developing countries; between 1970 and 1982, these payments grew at
an average annual rate of 9 1/2 percent, virtually the same as the growth
in the stock of U.S. direct investment. Such intra-firm transfers, how-
ever, grew more slowly over the last decade than receipts from unrelated
companies, particularly for developing countries in Asia. This reflected
a trend toward a transfer of technological and managerial expertise through
arrangements not involving direct investment capital.

1/ Bolivia, Brazil, Cameroon, Colombia, Costa Rica, El Salvador, Honduras,
Israel, Jamaica, Mexico, and Sierra Leone.
g/ Before deduction of the host countries' withholding taxes on dividends.
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CHART 2

NON-OIL DEVELOPING COUNTRIES;
INCOME PAYMENTS ON DIRECT INVESTMENT

AND INTEREST PAYMENTS ON EXTERNAL DEBT
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CHART 3
DEVELOPING COUNTRIES-25 MAJOR BORROWERS;

INCOME PAYMENTS ON DIRECT INVESTMENT
AND INTEREST PAYMENTS ON EXTERNAL DEBT

(As percentage of exports of goods and services)

S~
'd S~ o
7
rd
7
'
//
+ ’ 1
7
s
/
Interest payments on external debt _ 7
- - -7 4
~
-
-~
-
__________ -~
Income payments on direct investment’
1975 1976 1977 1978 1979 1980 1981 1982 1983

Souite World Economic Outioot
'Diwvigends and net interest payments plas recorded reinvested varmng:







- 13 -

IIT. The Role of Foreign Direct Investment in Development

There is considerable controversy as to the relative costs and bene-
fits to developing countries of foreign direct investment. The principal
argument in its favor is that the package of capital, technological, and
managerial resources associated with such investment generally increases
the real income of the host country by more than the profits returned to
the investor. The difference results in higher tax revenues, higher
labor incomes, or lower prices. Moreover, since profits are earned only
when the investment earns a positive return, part of the risk is borme by
the foreign investor. However, the association of direct investment with
some degree of overseas managerial control, generally as part of large
multinational companies, can have wide-ranging effects on the economy of
the host developing country. A concern that some of these effects might
have adverse consequences for a country's development prospects is often
the cause of restrictive policies toward foreign direct investment. In
assessing the overall effects of direct investment, however, it must be
noted that many of the principal benefits and costs are substantially
affected by the economic policies of the host country. In particular,
the types of investment project chosen will depend on relative prices in
the host country and if these are inappropriate, then the investment will
be of less benefit to the economy.

There are wide variations in the extent to which different developing
countries have relied on direct investment as a source of resource inputs.
Direct investment inflows made an important contribution to total capital
formation in only a few developing countries, since most countries relied
on overseas borrowing for access to foreign savings. Over the period 1979-81,
direct investment inflows were the equivalent of about 25 percent and 11 per-
cent of total fixed capital formation in Singapore and Malaysia, respectively;
around 5 percent in Chile and the Philippines; but only about 1 1/2 percent
of fixed capital formation in Brazil, Indonesia, and Mexico; while they were
negligible in relation to capital formation in India, Korea, and Nigeria. 1/

It is more difficult to measure technology transfers, 2/ but, as
discussed in Section II, a substantial proportion of such transfers took
place between overseas parent companies and their subsidiaries. Once
again, however, the importance of such intra-firm technology transfers

1/ However, these measures understate the contribution of foreign-—owned
enférprises to gross capital formation. Reinvested earnings are not re-—
corded for some developing countries and, in addition, the depreciation
funds of direct investment enterprises, which are not included in the
definition of direct investment, finance a substantial proportion of their
gross capital expenditures.

2/ Defined broadly to include managerial and marketing expertise.
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relative to transfers between unrelated parties varied substantially
among developing countries and across industries. In Korea, where direct
investment was regulated and channeled into particular sectors, some
three quarters of all overseas licensing agreements between 1973 and 1980
were concluded by locally—owned firms; whereas in Singapore, where there
were relatively few restrictions on direct investment, most licensing
agreements were entered into by firms that were at least partly foreign
owned. 1/ In industries with new or highly firm-specific technologies
(such as the electronics industry), most transfers were between a parent
company and its fully—- or majority-owned affiliates, since there was
concern with retaining close control of the technology involved. In many
other industries, however, technology transfers through various licensing
agreements grew more rapidly than the transfer of technology through the
direct investment process.

The overall economic impact of enterprises established through direct
investment goes well beyond the direct transfer of capital resources and
technology. Since these enterprises also borrow in the host country and
from third parties abroad, the share of total resources affected by their
decision-making process can be much larger than the recorded direct
investment inflow. Moreover, direct investment is often concentrated in
import-substituting or export industries, so that the foreign trade
performance of direct investment enterprises can have a significant
impact on host countries' balance of payments, although once again there
are wide variations across countries. For example, during the 1970s .
subsidiaries of multinational corporations accounted for over 90 percent
of manufactured exports from Singapore, around 30 to 40 percent of manufac-
tured exports from Argentina, Brazil and Mexico, but for 10 percent or
less of such exports from India, Hong Kong, and Pakistan. 2/

Many developing countries have been concerned over some of the
possible adverse effects of direct investment. Substantial foreign
ownership of major sectors of the economy has frequently been regarded as
involving a loss of local autonomy, a weakening of indigenous industry,
and the growth of oligopolistic market structures. In addition, it has
been argued that foreign—controlled firms adopt overly capital-intensive
production techniques, extract excessive profits that are hidden by

1/ See B.Y. Koo: "Status and Changing Forms of Foreign Investment in
Korea,"” OECD Development Centre, 1982 and P. Eng Fong "Foreign Direct
Investment in Singapore: A Preliminary Report,"” OECD Development Centre,
1981.

3/ Transnational Corporations in World Development,. UN Centre on
Transnational Corporations, 1983, Table IV.3, p. 137.
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artificial transfer prices, and exert strain on the balance of payments -
because their position as part of firms with multinational production
facilities makes them less able to expand exports and overly dependent on
imports.

In considering these and other consequences of direct investment
for an economy, it should be borne in mind that they are strongly influ-
enced by the host country's economic policies; an inappropriate set of
policies can significantly increase the costs and reduce the benefits of
such investment. For example, much of the initial inflow of direct
investment into the manufacturing industries of developing countries,
particularly in Latin America, was to establish import-substituting pro-
duction, encouraged by high tariff barriers and quantitative restrictions
on imports. The results of such investment were frequently disappointing,
with high costs of production, low value added at international prices,
small exports, and high dependence on imported intermediate inputs. At the
same time, import restrictions contributed to an overvalued exchange rate
that, together with fiscal incentives often granted to attract direct
investment, increased the real resource costs of profits earned on the
investment. Disappointment with such results frequently led to attempts
by host developing countries to increase their net benefits by the imposi-
tion of more detailed regulation of direct investment, including require-
ments for a minimum level of exports or local value added. Nevertheless,
such regulations were generally a less effective alternative than the
adoption of more open exchange and trade policies. The effects of more
open trade policies were apparent in Singapore and Korea, where affiliates
of multinational companies were responsible for some 90 percent and 27 per-
cent, respectively, of total manufactured exports in the late 1970s, even
though their share of total manufacturing sales in these countries was
much smaller (around 30 percent and 10 percent, respectively). 1/

A related issue on the trade orientation of foreign-controlled com-
panies concerns whether their foreign trade is less responsive to shifts
in relative competitiveness because much of it consists of intra-firm
transactions. There are indications that such intra-firm trade between
industrial countries is less sensitive to relative price changes than
trade between independent producers, who are unconcerned with the effects
of their actions on the profitability of other affiliates. 2/ Although

1/ See Eng Fong (1981) and Koo (1982), op cit.

2/ See D. Goldsbrough, "International Trade of Multinational Corporations
and its Responsiveness to Changes in Aggregate Demand and Relative Prices,"”
Staff Papers, September 1981.
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intra-firm trade is generally less important for developing than for in-
dustrial countries, it plays a major role in certain developing countries,
particularly those with substantial exports from technology-intensive
industries. In recent years, trade between related parties (defined as
parties one of which owns 5 percent or more of the voting stock of the
other) accounted for only around one quarter of U.S. manufactured imports
from all developing countries, compared with over one half of such imports
from industrial countries. However, related party trade accounted for
around three quarters of manufacturing exports to the United States from
Malaysia, Mexico, and Singapore, over one third of such exports from
Brazil, but less than one tenth of those from Argentina and India. 1/

The transfer prices used in such intra-firm transactions can diverge
from the equivalent "arm's length” market price that would be set in trade
between unrelated parties. Although under- or over-invoicing to shift
profits for tax purposes or to avoid exchange controls is a problem for
all foreign trade, the opportunities for such actions are clearly greater
in intra-firm trade. This places a correspondingly greater burden on the
monitoring ability of customs services, especially for highly differentiated
products (such as pharmaceuticals) or for specialized intermediate components
for which there is often no ascertainable arm's length price.

In regard to the choice of production techniques, it is frequently
argued that since the technology transferred to developing countries
through direct investment was generally developed for industrial countries,
it involves overly capital-intensive techniques, especially since multi-
national enterprises conduct little research and development in most
developing countries. The evidence on this point, however, is ambiguous.
Although in many developing countries average capital—-labor ratios of
foreign subsidiaries in manufacturing are higher than those of local
firms, this is in large part due to their greater concentration in indus-
tries with high capital requirements, while differences within the same
industry are less clear cut. Moreover, host country governments can
influence significantly the choice of production techniques: a number
of frequently adopted policies encourage the substitution of capital for
labor, including over-valued exchange rates that reduce the cost of
imported capital equipment, administered interest rates that are below
current rates of inflation, as well as various fiscal incentives for
investment.

The entrance of foreign direct capital into a developing country can
have complex and wide-ranging effects on indigenous enterprises and the
level of competition. It can stimulate local entrepreneurship through

1/ G.K. Helleiner, Intra-Firm Trade and the Developing Countries, 1981.
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increased competition and by providing opportunities for subcontracting

by local suppliers, but it can also lead to a reduced number of locally-
owned firms, either by take over or because such firms are not able to
compete with the greater resources of foreign-controlled subsidiaries.

For instance, 1t is estimated that around one third of foreign subsidiaries
in developing countries were established through the acquisition of
existing enterprises, 1/ although whether such takeovers reduced overall
competition would depend partly on the competitive position of other

firms in the 1industry. 1In this respect, the policies of the host country
again play an important role, since the costs of excessive market concen-
tration are greater when the domestic market is insulated against competi-
tion from imports.

Although the overall costs and benefits of specific direct invest-
ments depend on the particular circumstances of a developing country and
also involve questions of the desired extent of local autonomy, it is
evident from the foregoing discussion that the net benefits of such
investment are strongly influenced by the host country's economic policies.
The distribution of any net benefits will depend, in part, on the relative
bargaining position of the direct investor and the host country, but
there are clearly opportunities for mutual gain through policies that can
both increase the attractiveness of a country to potential investors and
increase the likely benefits that the country receives from such investment.

IV. Policies of Host Developing Countries
Toward Foreign Investment

The relatively slow growth of foreign direct investment in developing
countries in the 1970s seems to have resulted in part from those countries'
policies with respect to such investment. Most developing countries
combine some degree of regulation and control of direct investment, aimed
at improving net benefits to the host country, with various incentives
designed to attract such investment. During the 1960s and much of the
1970s there was in general a trend toward greater restrictions. Increased
availability of alternative external financing, disappointment with some
of the perceived results of direct investment in previous years, and growing
nationalist sentiment in many countries all contributed to this trend.

A number of developing countries also restricted foreign portfolio invest-
ment in securities of domestic enterprises. In recent years, however, a
number of countries have adopted more flexible policies, partly because

of the need to bolster weakening external economic and financial positions.
This section will discuss overall developments in these policies, as well

1/ R. Vernon, Storm over the Multinationals, 1977, p. 72, based on
data in the Harvard Multinational Enterprise Project.
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as the effects of some of the principal restrictions and incentives that
have been adopted in many developing countries. In discussing such
policies, however, it should be remembered that the provision of a stable
economic environment and the adoption of appropriate financial and exchange
rate policies are probably at least as important for encouraging foreign
investment and for increasing the flow of net benefits to the host country,
as are policies related specifically to such investment.

Although the combination of policies chosen depend to a large extent
on a country's development strategy and market philosophy, its underlying
attractiveness as an investment location is also important since this
affects its relative bargaining strength vis—a-vis potential direct
investors. Factors such as size of the domestic market, suitability for
export—-oriented production, and natural resource endowment all influence
the combination of regulatory and incentive policies. A number of countries
(particularly in Africa and the Caribbean) with small domestic markets
and limited natural resources were unable to attract significant inflows
of direct investment despite offering substantial incentives. However, a

_few countries with relatively small domestic markets (including Hong

Kong, Singapore, and, to some extent, Malaysia) that pursued open economic
policies and .maintained few restrictions on foreign investment were able
to attract substantial export-oriented direct investment, while generally
offering only moderate incentives. In contrast, many countries with
larger domestic markets (including India, Nigeria and most of the larger
Latin American countries) and consequently with greater potential for
attracting direct investment for import-substituting production, imposed a
number of restrictions or specific performance requirements on such _
investment as they sought to extract greater benefits. These restrictions
were usually combined with various incentives, so that direct investors
faced a complex set of signals that sometimes differed substantially from
prevailing market prices. - The complicated mixture of incentives and
disincentives sometimes made it difficult to evaluate the overall net
contribution of direct investment, while the complexity of the arrangements
themselves acted as a barrier to the entry of new investment.

1. Restrictions on foreign investment 1/

Many developing countries restrict foreign investment in certain
sectors of their economies either on the grounds of political sensitivity
of certain industries (especially public utilities, broadcasting and pub-
lishing, banking, and the petroleum industry) or so as to reserve for

1/ A brief description of various restrictions and regulations concern-
ing foreign direct and portfolio investment in effect at the end of 1983
in the 25 major borrowing countries is given in Appendix II.
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local enterprises those industries with relatively simple technical and
financial requirements (such as retail and wholesale trade). Some coun-
tries (such as Nigeria) have established comprehensive lists of industries,
with the permitted degree of foreign participation varying according to

an industry's technological complexity and capital requirements; others
have drawn up lists of priority industries in which foreign investment
would be welcome and where it is often eligible for special incentives.
Some countries (including Brazil, Egypt, India, Mexico, and Nigeria) also
reserve important sectors exclusively for state—owned enterprises.

Many countries also set limits on the permitted degree of foreign
ownership of enterprises and prohibit the takeover of existing local
firms except in special circumstances. A number of countries (including
India, Mexico, the Philippines, Yugoslavia, and most centrally planned
economies) generally require that foreign investors hold only a minority
equity participation in enterprises, although most allow majority or even
full foreign ownership in some high priority industries or where production
is mainly for export. In some cases, foreign companies are required
gradually to release ownership and managerial control through the sale of
shares to residents over a specified time period; such "dilution” require-
ments are incorporated into the common regime for foreign investment of
the Andean Pact countries and are also a major element of foreign investment
policies in India and Nigeria.

The case for restricting the scope of foreign capital in particular
sectors is similar to that for the protection of "infant” industries. It
promotes domestically-owned enterprises that may eventually be able to
compete on equal terms with foreign enterprises, but with initial costs
in terms of higher prices or lower quality and reduced foreign capital
inflow. Attempts to restrict or dilute the share of foreign ownership
may create substantial disincentives to foreign investment in high tech-
nology industries where firms are especially concerned to protect proprie-
tary information; a number of foreign firms have withdrawn when faced with
such situations (for example, in India). Nevertheless, some countries
(such as Mexico) with fairly strict rules on foreign ownership were still
relatively successful in attracting direct investment. Limitations on the
proportion of foreign participation in particular industries are likely to
be less damaging in terms of reduced foreign investment than outright sectoral
limitations. Perhaps a greater danger is posed by a country's attempts to
accelerate unduly the takeover of foreign firms before domestic enterprise
is in a position to take their place. For instance, the program to encourage
a rapid local takeover of many foreign—owned enterprises in Zaire during
the early 1970s led to a substantial decline in productivity as well as a
loss of foreign investment inflows and was later partially reversed.

Remittances of interest and dividends on direct investment as well
as fees for technology transfers are subject to restrictions in various
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developing countries. Some countries impose restrictions as part of

their permanent.direct investment policies; in some cases (including the
Andean Pact countries and Greece) remittances are limited to a certain
percentage of invested capital, while in other cases overseas dividend
transfers are subject to additional taxation or are limited to a propor-
tion of an enterprise's foreign exchange earnings. Other countries have
imposed temporary restrictions on transfers of profits and royalties as
part of broader exchange restrictions when faced with serious external
imbalances. Both permanent and temporary restrictions are obvious major
disincentives to new investment and are also likely to encourage disguised
remittances through artificial transfer prices that would also reduce the
host country's share of profit tax receipts. Moreover, dividend remittances
are sometimes subject to greater restrictions than interest payments on
loans from the parent company and this may encourage an excessive debt/
equity leverage in an affiliate's capital structure.

A growing number of countries impose specific performance obligations
on foreign-owned firms, most frequently in the form of requirements for
either a minimum level of exports or a given share of domestic content in
total output (such as in the automobile industry in most Latin American
countries). Other countries impose no specific requirements, but condi-
tion access to various incentives according to a firm's performance with
regard to exports or domestic content. Such arrangements raise the costs
of foreign investors, by requiring them to engage in presumably unprofitable
activities in order to gain access to the local market. They are similar
to trade restrictions, in that they create an implicit subsidy to exports
and import substitution, and have similar disadvantages in that they dis-—
tort resource allocation, can lead to the development of an inefficient .
industrial base that is unable to compete without such protection, and
can invite trade retaliation.

The access of foreign-owned firms to local capital markets is re-
stricted in many developing countries (including Argentina, Kenya, Nigeria,
Peru, the Philippines, and Turkey). For most of these countries, such a
restriction is part of wider controls on capital movements, as the author-
ities attempt to insulate the domestic financial system so as to maintain
noncompetitive interest rates. Without a restriction on local borrowing,
the combination of interest rates below those consistent with the demand
for and supply of local financial resources, together with the generally
greater creditworthiness of foreign firms, could lead to a crowding-out
of domestic enterprises and a net capital outflow. However, all such
selective credit restrictions can have costs in terms of the distorted
allocation and reduced productivity of investment, while low interest
rates contribute to the substitution of foreign for domestic savings.

Many developing countries have also imposed restrictions that hinder
foreign portfolio investment, including outright prohibition; restrictions
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on the types of shares in which foreign investment is allowed; limits on
capital repatriation; lengthy minimum investment periods; and taxes on
dividends and capital gains often well above international averages.

Until recently, only a few countries (including Jordan, Malaysia, the
Philippines, Singapore, and Thailand) could be considered to have tax and
foreign exchange arrangements conducive to foreign portfolio investment. 1/
In addition, such investment was also frequently deterred by complex -
administrative arrangements, lack of adequate reporting requirements on
company performance, as well as by the narrowness of securities markets in
many developing countries, which greatly reduced the liquidity of invest-
ments and the possibilities for spreading risks in a diversified portfolio.
The narrowness of the market for equities was often exacerbated by government
policies, such as tax systems that discriminated against equity investment
and restrictions on equity purchases by domestic institutional investors.

Recent trends in a number of countries have been toward a liberali-
zation of policies so as to attract a greater inflow of foreign invest-
ment. This was partly due to Iincreased external financial constraints
faced by many of these countries, but also reflected a greater confidence
in the potential benefits of foreign investment, partly as a result of
investors' greater willingness to adopt arrangements such as joint ven-
tures and minority equity participation that suited host country sensi-
bilities. Some countries (including Egypt, Jamaica, the Philippines, and
Turkey) shifted from policies that emphasized detailed control of direct
investment to much more flexible arrangements, while more gradual policy
changes took place in other countries (including Korea, Mexico, Morocco,
and Pakistan). A few countries also introduced some relatively modest
provisions to encourage the conversion of outstanding external debt into
equity investments. Turkey allowed claims arising from non-guaranteed
trade arrears to be used for direct investment during 1980-82, and these
claims financed a large proportion of new foreign direct investment over
the period; 2/ a similar arrangement is available in Indonesia, while
Brazil granted a tax credit for nonresidents converting their loans into
investment during 1983. A few countries also relaxed controls on foreign
portfolio investment. Korea has announced a program of gradual liberali-
zation of its securities market, beginning with the establishment of inter-
national investment trusts on a limited basis; and Brazil has substantially
reduced the minimum investment period for foreign portfolio investment.

1/ See "Presentation by the International Finance Corporation on
Portfolio Investment in the Third World Through a Third World Equity
Fund"” (mimeo), at a seminar organized by Salomon Brothers and the Inter-
national Finance Corporation, September 16, 1981.

2/ Foreign Investment in Turkey: Changing Conditions under the New
Economic Program, OECD, 1983, pp. 8 and 15.
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The policies of some centrally planned economies toward foreign

direct investment were also modified in recent years. A number of coun-

tries (including China, Hungary, and Romania) permitted the entry of

foreign capital through joint equity ventures, generally with minority

foreign equity participation. In addition, China encouraged foreign

investment in its special economic zones, elither through joint ventures

or through wholly-owned foreign enterprises, and also concluded a number
n
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2, Incentives for foreign direct investment

Many developing countries use a complex set of direct and indirect
incentives to attract direct investment. Most can be classified as
offering either commodity protection, which alter the prices of goods and
services bought or sold by a firm (such as tariffs and quotas on imported
competing products and exemptions from import duty on inputs), or factor
protection, which alter the prices of factors of production employed by a
firm (such as tax holidays, investment allowances, and subsidies for the
training of local labor). 1/ The type and size of incentives offered by a
country depend on the market orientation of the Investment it wishes to
attract and on the degree of competition it faces from other countries in
attracting that type of investment. For instance, direct investments can
be oriented toward production for a common market among a group of
developing countries, for worldwide export, or for the domestic market of
the host country. Competition to attract direct investment tends to be
the most intense among members of a common market and the least intense
for investment oriented toward a single domestic market. Incentives
involving factor protection are more important among members of a common
market and for countries concerned with attracting export—-oriented invest-
ment, while commodity protection (particularly protection from competing
imports) is more important for countries primarily concerned with attract-
ing investment to serve the domestic market. For example, it has been
estimated that for a large developing country in the latter situation
commodity protection accounted for more than 80 percent of the total
incentive provided. 2/

1/ A comprehensive list of possible incentives and disincentives for
direct investment is given in S. Guisinger, "Investment Incentives and
Performance Requirements: A Comparative Analysis of Country Foreign
Investment Strategies” (mimeo), July 1983, Table 2, page 9; a study
prepared at the request of the Development Committee Task Force on
Private Foreign Direct Investment. This study also contains a more de-
tailed analysis of some of the effects of various incentive policies.

2/ See Guisinger (1983), op. cit.




- 23 -

The variety and complexity of incentives make it difficult to eval-
uate their effectiveness in attracting additional investment. Incentives
matter in the sense that an individual country might stand to lose much
new direct investment were it to unilaterally abolish all its incentives.
For example, a detailed investigation of investment location decisions
in a cross section of developed and developing countries concluded that in
two thirds of the cases analyzed the choice of country location for the
investment was influenced by host country incentives, in the sense that
the investment would have been located elsewhere in the absence of all
incentives in the host country. 1/ It is less clear, however, that a
country can attract significantly more direct investment by small increases
in its existing incentives, especially if such increases were matched by
other countries competing for the same investment. 2/ Moreover, there
are strong indications that incentives become less effective the greater
their complexity and the more frequently they are altered, since such
factors increase the information costs and uncertainty facing potential
investors. Given that incentives can be costly, in terms of either fore-
gone fiscal revenues or the costs of increased protectionism, a group of
countries may benefit from an agreement to limit competition in granting
incentives. A number of such agreements have been concluded amongst
groups of developing countries that are members of common markets (includ-
ing the Andean Common Market and CARICOM) where the risk of such competi-
tion is greatest.

Finally, administrative procedures concerning foreign investment in
developing countries can be a major deterrent to investment. Efforts to
adapt and streamline such procedures may do more to facilitate such invest-
ment than moderate improvements in tax and other incentives. '~ Some coun-
tries have already begun such efforts, at times (as in the case of Korea)
through the establishment of one-stop service centers for potential foreign
investors to assist them with necessary clearances, licenses, and legal
referrals.

V. The Influence of Policies and
Developments in Industrial Countries

Most industrial countries maintain relatively few restrictions on
capital outflows and provide some encouragement for direct investment in

1/ See Guisinger (1983), op. cit.

2/ 1In a survey of foreign direct investment decisions of major multi-
national companies conducted by the Group of Thirty, only 13 percent of
respondents ranked host country incentives among the top three factors
affecting direct investment in developing countries in 1983. See Foreign
Direct Investment, 1973-87, Group of Thirty, 1984,
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developing countries, through guarantee and insurance schemes and various
forms of official financial support. The decline in relative importance
of direct investment in total capital flows to developing countries was
not due to any major change in such policies. Rather, it reflects changes
in the structure of the international financlal system over the last 15
years and, in particular, the greatly increased role of commercial banks
in international financial intermediation. Nevertheless, an examination
of policies of industrial countries toward direct investment in developing
countries may suggest approaches to encouraging higher levels of such
investment. :

Structural changes in the financial system were already underway
by the late 1960s as major banks increased their international operations
and, attracted by promising growth prospects, greatly increased their lend-
ing to some of the more rapidly industrializing developing countries. For
instance, long-term debt of the 25 major borrowing countries to financial
institutions increased at an average annual rate of over 30 percent between
1967 and 1973. This trend was continued after 1973, as the relatively
risk-averse asset preferences of 0il exporting countries led them
to hold many of their assets in the form of liquid bank deposits. Together
with greatly increased demand for medium—- and longer-term financing by
developing countries, this provided banks with the opportunity to expand
their role as international financial intermediaries.

Much of the new lending was either to, or guaranteed by, governments
and was encouraged by a view that the risks associated with such sovereign
lending were relatively low in comparison to normal commercial lending.

In contrast, there was much less scope for large immediate increases in
direct investment, which depended on the identification of individual
opportunities for profitable investment and was influenced by a wide

range of institutional restraints that could not be altered quickly.

Also, the prevalence of low or negative real rates of interest during the
period 1974-78, together with expectations that such rates would continue,
probably encouraged developing countries to rely on external borrowing

for their financing requirements.

Virtually all industrial countries pursue relatively open policies
with respect to equity capital outflows. In a few countries, such outflows
are subject to certain exchange controls, generally as part of broader
restrictions on capital flows designed to support the balance of payments.
For instance, some countries (including France and, prior to 1979, the
United Kingdom) require most outward investment to be financed by borrowing
in foreign currencies or have arrangements whereby total purchases of
foreign securities by residents must be matched by proceeds from the
sales of such securities. A few countries (such as Australia and Sweden)
require individual authorization of direct investment proposals, although
such authorization is generally granted, especially if the proposed
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investment would boost home country exports. Few such restrictions (but
including those of Sweden) discriminate in favor of investment flows to
developing countries. Finally, regulations governing the composition of
investment institutions' portfolios in some industrial countries limit
these institutions' ability to purchase foreign securities, including
those of developing countries. 1/

There has been concern in many industrial countries about the effects
of outward direct investment on employment opportunities and real wage
levels. Most studies have concluded that such investment does not result
in a net loss of employment in the capital-exporting country, once indirect
effects on employment through such factors as increased export generation
are included. Nevertheless, while such concerns have not generally resulted
in greater controls over outward direct investment, they have contributed
to-a reluctance by some industrial countries to grant greater incentives
for investment in developing countries. Of even greater importance is
the spread of protectionist trade measures during the recent period of
high unemployment. Although these new protectionist measures are not
directly aimed at reducing direct investment flows, they often have this
result, since they discourage new export-oriented investment in those
sectors where developing countries have the greatest comparative advantage.

The systems of corporate taxation of developed countries can have a
significant effect on a number of major aspects of direct investment in
developing countries. They affect relative after-tax rates of return to
domestic and foreign investment; influence net benefits to developing
countries through the apportionment of tax revenues between home and host
countries; and have a major impact on the way direct investment is financed.
A number of industrial countries have concluded tax treaties with various
developing countries, often with some provisions that were more favorable
than in similar agreements with other developed countries. Some developing
countries have argued, however, that the conventional pattern of such
treaties tends to favor capital—-exporting countries and consequently have
been reluctant to conclude them. The 1979 UN Model Double Taxation
Convention Between Developed and Developing Countries provided a framework
in which greater taxing rights were granted to developing countries 2/
and a number of treaties have been concluded along these lines.

Two key issues in industrial countries' tax policies are their neu-
trality between domestic and foreign investment and whether any tax

1/ The effects of various institutional restrictions in the industrial
countries were considered in detail by the Development Committee Working
Group on Developing Country Access to Capital Markets.

g/ See S. Surrey, "United Nations Model Convention for Tax Treaties
between Developed and Developing Countries, A Description and Analysis,”
1980, International Bureau of Fiscal Documentation.
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incentives granted by the host developing country will be offset by
increased taxes in the home country. Most industrial countries avoid
double taxation of foreign source income, either by exempting such income
from home country taxation or by granting a credit for foreign taxes

paid. 1/ Under the former system, the tax-related attractiveness of
foreign as opposed to domestic investment depends on the relative size of
taxes in the home and host countries; the home country can not easily
grant incentives to foreign investment, but host—-country incentives are
not nullified by offsetting changes in home country taxes. Under the
latter system, which is used by many industrial countries (including
Japan, the United Kingdom, the United States, and the Federal Republic of
Germany), firms are allowed a credit for foreign taxes paid against the
domestic tax liability established on the basis of worldwide income.
Consequently, any tax incentives granted by the host country are liable to
be offset by higher home country taxes. To allow developing countries to
offer such incentives, a number of industrial countries (but not including
the United States) allow notional tax credits for foreign taxes that
would - have been paid in the absence of incentives. 1In fact, a few develop-
ing countries (including Singapore) grant some kinds of tax incentives
only to firms from home countries that have such provisions. In practice,
however, the effectiveness of host country tax incentives can also be
maintained, to a considerable extent, when home countries (such as the
United States and most other industrial countries) defer taxing the
profits. of overseas subsidiaries until they -are remitted as dividends.
Such tax deferral can also reduce the effective tax rate on foreign

source income (if the host country tax rate is lower than that of the

home country) and thereby provides some inducement to investment overseas;
it also creates a strong incentive to finance additional direct investment
out of reinvested earnings. 2/ '

Most industrial countries make available insurance for new direct
investment in developing countries, generally with coverage of noncommercial

l]ﬁ A more detailed discussion of various possible treatments of invest-
ment income from developing countries in industrial countries' tax laws is
given in E, Jehle, "Tax Incentives of Industrialized Countries for Private
Undertakings in Developing Countries,” Bulletin for International Fiscal
Documentation, No. 3, 1982. 1In addition, the Fiscal Affairs Department
has also prepared a survey of the tax treatment of investment income in

the major industrial countries, J.R. Modi: “Survey of Tax Treatment of
Investment Income and Payments in Selected Industrial Countries,” FAD/83/3,
May 1983, -

2/ Tax deferral also means that the investment decisions of "mature"
subsidiaries (i.e., those which do not require new capital inflows from
the parent company) are independent of the rate of home country tax on
foreign source income. See D. Hartman, "Tax Policy and Foreign Direct
Investment,” National Bureau of Economic Research Working Paper No. 689,
June 1981.
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risks such as expropriation, losses due to war, and inconvertibility of
dividend and capital transfers. 1/ Such insurance can help promote
investment by reducing risks, pa;kicularly for small and medium=-size
firms. However, with the exception of Japanese direct investment, more
than half of which is covered by such insurance, existing official arrange-
ments cover only a small fraction——generally less than 10 percent—-of
industrial countries' total direct investment in developing countries.
This is because of restrictions in coverage, self-insurance by large
multinational firms, and the availability of some private insurance
against political risk. In this regard, the World Bank is exploring a
multilateral investment insurance scheme that would build upon and comple-
ment existing national and private schemes.

Some financial support for direct investment in developing countries
is provided by most industrial countries. Much of this is through public
investment corporations, including the International Finance Corporation
(IFC) as well as similar national organizations, that usually invest
directly in projects as partners with domestic and foreign investors.

They play an important role in generating total investments much larger
than their own contributions, since their participation can both increase
private investors' confidence in the security and financial viability of
projects, as well as assuring host governments of their development contri-
bution. The IFC has also played a major role in promoting increased
foreign portfolio investment in developing countries and has encouraged

the setting up of a number of private investment funds for the purchase

of equity in particular developing countries. A number of industrial
countries also offer loans and loan guarantees for direct investment,
usually in a form similar to the various export credit schemes. By far

the largest volume of such loans has been extended by Japan, where the
outstanding stock of official loans in support of private direct investment
in developing countries amounted to over $6 billion at the end of 1982.

VI. Foreign Investment and External Adjustment

The shift in the composition of capital inflows into developing
countries, toward a relatively greater reliance on bank credit and lesser
reliance on foreign equity investment, is likely to have increased their
vulnerability to various economic disturbances. Total income payments
on direct investment depend directly on the profitability of the underlying
investments and consequently tend to move more closely with a country's
ability to service such payments than do interest payments on external

1/ A description of the programs of individual countries is given in
Investing in Developing Countries, OECD, 1982.
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debt, which continue even if the original borrowing financed unprofitable
investments or consumption. In this sense, the greater the share of
equity investments in a country's portfolio of external liabilities, the
greater is the share of risk assoclated with economic disturbances that
is borne by foreign investors. In addition, since direct investment: can
be sensitive to changes in a host country's relative competitiveness, as
well as to its interest rate and credit policies, a higher proportion of
such investment in total capital flows can increase their responsiveness
to a country's adjustment policies,

Since the greater risk-bearing associated with equity investment gen-
erally needs to be compensated by higher expected returns, total service
payments would usually be higher, the greater the share of equity instru-
ments in the portfolio. 1/ The desired composition of the portfolio will,
therefore, depend on the desired trade—off between risk and return. The
combination of risk and return that a country is willing to accept will be
determined not only by individual preferences within the country, but also
by the costs associated with maintaining service payments on foreign liabili-
ties when economic conditions deteriorate. These costs generally result from
the need to restore a sustainable current account position either by reducing
aggregate expenditures or by switching resources from nontraded to traded
sectors. The relatively low levels of per capita consumption and limited
consumption and limited supply responses in many developing countries
mean that the costs of making large adjustments over a short time period
can be substantial. However, although a country's long-term ability to
service its total external liabilities depends on the size of total
service payments, relative to its total output and its ability to earn or
save foreign exchange, the way in which it adjusts to economic disturbances
in the short term will also depend on the composition of those service
payments. In particular, service payments on direct investment consist
of both dividend remittances and reinvested earnings and the costs of
adjustment may differ depending on which is most affected by economic
disturbances.

The effects of the composition of a country's external liabilities
on the costs of adjustment can be illustrated by considering the divergent
effects of economic disturbances on two economies in which investment is
financed by external debt and by external equity investment, respectively.
An external economic disturbance that affected foreign exchange earnings
(such as a decline in the terms of trade or a reduced volume of exports

1/ This does not imply, however, that a host country would necessarily
need to raise the expected rate of profit to foreign investors in order
to attract a greater volume of foreign equity investment, since a removal
of restrictions on such inflows would probably generate increased invest-
ment at existing profit rates.
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caused by a world recession) would not alter interest payments due on
external debt. Future expenditures would have to be reduced and resources
would have to be switched from the non-traded to the traded sectors to
generate foreign exchange to meet the interest payments. Profits on
equity investment would be likely to decline, however, either because
they were affected directly by the external economic disturbance (if the
investment were in the export sector), or indirectly by policies adopted
to restore external equilibrium. 1/ Consequently, the required reduction
in future expenditures to generate resources for repayment would be less
than in the case of debt-financed investment. However, whether the
immediate foreign exchange outflow was also lower than for debt-financed
investment, thereby reducing the need for a transfer of resources between
traded and non-traded sectors, would also depend on whether the decline
in profits resulted in lower dividend remittances overseas or in lower
reinvested earnings; some limited evidence on this aspect will be dis-
cussed later in this section.

Comprehensive empirical tests of the above relationship between
movements in service payments on direct investment or on external debt
and a country's ability to make those payments are hampered by lack of
reliable information on some key elements and, in particular, by the
absence of time series on reinvested earnings in many developing coun-
tries. However, there is some evidence that total returns on equity
investment are more correlated with a country's ability to service its
external liabilities than are interest payments on external debt. For a
group of 12 non-oil developing countries 2/ with sufficiently long time
series on reinvested earnings, the estimated annual rate of return on
direct investment 3/ was positively associated with the annual rate of

1/ Although it is possible that the adjustment policies could increase
profits on foreign investment—-—-for example, as a result a large devaluation
if the foreign investments were concentrated in the import-substituting sec-
tor and if output were not affected by shortages of imported inputs. The
effects of exchange rate changes on the profitability of direct investment
is discussed in greater detail later in this section.

g/ Brazil, Bolivia, Cameroon, Colombia, Costa Rica, El Salvador, Honduras,
Israel, Jamaica, Mexico, Morocco, and Sierra Leone.

3/ Calculated as direct investment-related payments (i.e., dividend and
interest payments plus reinvested earnings) as a percentage of the average
of the estimated stock of direct investment outstanding at the beginning
and end of each year. The time series for stock of direct investment was
calculated by adding annual direct investment flows to an end-1978 benchmark
stock figure. See footnote 1 to Table A.2. It could be argued that it
would be more appropriate to compare rates of return on direct investment
with movements in real interest rates, since the value of direct investment
assets are likely to rise with inflation. However, no measure of the true
rate of return on direct investment is available since data on the stock
of direct investment are reported at book value rather than current market
prices. Consequently, all comparisons between estimated rates of return on
direct investment and market interest rates can only be approximate.
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growth of GDP. An above (or below) average rate of growth of GDP was
associated with an above (or below) average return on direct investment
in all but one year over the period 1974-82 1/ (Chart 4). By contrast,
there was little association between these countries' rate of growth of
GDP and the average interest rate paid on their outstanding external debt
(Chart 5). g/ The contrast in movements in rates of return and interest
rates was particularly marked during the recent recession. Over the
entire period, however, the estimated average return on direct investment
was higher than the average interest rate on outstanding debt (at around
11 percent and 8 1/2 percent, respectively), so that there does appear to
have been some positive trade-off between the risks and returns associated
with equity and debt instruments.

More comprehensive information is available for rates of return on
U.S. direct investment in developing countries, and there appears to be

1/ Average rates of return and rates of growth for the group of coun-
tries were calculated on a GDP-weighted basis, with GDP in terms of
dollars. _
2/ These trends can also be illustrated by simple least squares regres-
sions over the period 1973-82 of rates of return to direct investment
(R.FDI) and to external debt (R.DEBT) against rates of growth of nominal
GDP (g) in the host countries (all time series are weighted averages across .
the 12 countries, with GDP in terms of dollars as weights):

R.FDI =.9.8 + 0.069%g RZ2 = ,51
(21.4)  (2.72)

R.DEBT = 9.7 - 0.088 g RZ2 = .16
(7.1)  (1.15)

where the figures in brackets are t-statistics and * denotes significance
at the 5 percent level. There was a significant positive association
between growth of GDP and returns on direct investment, but no such
association with interest payments on external debt. The choice of
growth rate as the independent variable should not be taken as implying a
single direction of causation since growth rates are also likely to be
higher as a result of successful investments, as well as contributing to
them. The return on direct investment appears to be less closely related
to the rate of growth in exports of goods and services: regressions
similar to the above were obtained, but the fit was much poorer and none
of the coefficients was significant. However, this is not surprising
since direct investment in many countries used in the sample tended to be
largely oriented toward import substitution rather than exports. In
particular, it was not possible to include any countries from Asia,
because of lack of information on reinvested earnings.
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. CHART 4
SELECTED NON-OIL DEVELOPING COUNTRIES!
ANNUAL RATES OF GROWTH OF
NOMINAL GDP AND ANNUAL RATES OF
RETURN ON FOREIGN DIRECT INVESTMENT, 1974-82
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CHART 5
SELECTED NON-OIL DEVELOPING COUNTRIES!
ANNUAL RATES OF GROWTH OF

NOMINAL GDP AND ANNUAL INTEREST
RATES ON OUTSTANDING EXTERNAL DEBT, 1974-82
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a positive association between rates of return on U.S. direct investment
in manufacturing and growth rates in non-oil exports and non-oil GDP in
these countries (Chart 6). Developments during the recent recession were
particularly striking, as rates of return on direct investment fell
sharply along with growth rates of GDP and exports, while interest rates

] mrman~radantad
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There 1s, therefore, some evidence that total returns paid on direct
investment are, in general, more positively correlated with changes in a
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its external debt. This should ease the process of adjustment to economic
disturbances in countries with a large proportion of direct investment in
total external liabilities. This is illustrated by an examination of the
relative importance of direct investment in total liabilities of countries
that have encountered debt-servicing difficulties in recent years. For
instance, for 28 developing countries 2/ that rescheduled part of their
external debt during 1983, the stock of direct investment accounted for

an average of only 14 percent of their total external liabilities (i.e.,
direct investment plus external debt) at end-1983, compared with an
average of 24 percent for those 49 developing countries with available
data that did not reschedule debt. 3/

1/ These trends can be demonstrated through regressions of rates of
return on direct investment in manufacturing in developing countries
(US.ROR) on growth rates in non-oil GDP and non-oil exports of goods and
services of developing countries (g and g.exp, respectively) over the
period 1973-82:

US.ROR = 8.57%% + (,309%%g RZ = 0.69
(6.97) (3.98)
US.ROR = 10.70%* + 0.118 g.exp RZ = 0.26

(6.58) (1.58)

where the figures in brackets are t-statistics and ** denotes significance
at the 1 percent level. Rates of return on direct investment were again
more closely related to developments in non-oil GDP than in non-oil exports
of goods and services. Regressions (not reported) of LIBOR on growth rates
of non-oil GDP and exports yielded negative, and insignificant, coefficients.
2/ Argentina, Bolivia, Brazil, Central African Republic, Chile, Costa
Rica, Dominican Republic, Ecuador, Guyana, Honduras, Jamaica, Madagascar,
Malawi, Mexico, Morocco, Nicaragua, Niger, Nigeria, Peru, Philippines,
Senegal, Sudan, Togo, Uruguay, Venezuela, Yugoslavia, Zaire, and Zambia.
3/ The difference between the two means is statistically significant
at the 1 percent level, on the basis of the Mann-Whitney test.
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However, the way in which variations in profits affect adjustment
also ucpenub on their distribution between remitted dividends and rein-
vested earnings, since this influences the immediate foreign exchange
outflow. As discussed in Section III, a large share of earnings are

generally reinvested and these constitute a substantial proportion of

tatal dAiract invectment in deavelanineg conuntriacg Far 12 nan—nil deyal-
tglaLl 4airect investiment 1n 4aevelcspling couniries. rOr 14 0NON—0li Gevex

oping countries 1/ with relatively long time series on reinvested earn-—
ings, they constituted an average of some 39 percent of total direct.

investment during 1973-82. The share of earnings that are reinvested,
hgweveri fluctuates substantiallv n1nng with rhnnanc in economic condi--

LiRBCLLUallbe sluvoeialitiarl)y alill

tions. For instance, reinvested earnings of U.S. incorporated affiliates.
in developing countries were much less stable than their gross dividend-
payments, particularly for affiliates in manufacturing (Table 3). Like
those of companies in industrial countries, the affiliates' dividend
payments were to a large extent unaffected by short-term fluctuations in
profitability. This was particularly so in 1982 when earnings of manufac-
turing affiliates fell by 60 percent while dividend payments remained
unchanged. However the decline in the share of earnings reinvested was
much less marked for nonmanufacturing affiliates and during earlier
recessions.

Other elements of the affiliates' sources and uses of funds adjusted
to the lower level of reinvested earnings: either new capital expenditures
were reduced or affiliates increased their borrowing from sources other
than the parent company. Consequently, it appears that part of the
automatic adjustment achieved when returns on foreign direct investment:
fall as economic conditions deteriorate results not from a decline in
foreign exchange outflows for dividend payments, but from a reduction in
the level of domestic aggregate demand. This may be brought about directly
(as capital expenditures of affiliates decline) or indirectly (as affiliates
increased demand for credit to maintain capital expenditures and dividend
payments crowds out other borrowers). This may involve short-term costs
similar to those that would have been involved in maintaining service
payments on external debt, although, in the longer term, the reduced
level of reinvested earnings implies a lower level of foreign liabilities.

Although direct investment flows grew much less rapidly than bank
lending to developing countries over the last decade, they have generally
been a more stable component of resource inflows, particularly during the
last two years. Direct investment inflows have tended to fall during
periods of adverse economic conditions, because of declining opportunities
for profitable investment and tighter cash-flow positions of the parent
company and its affiliates. Nevertheless, they held up rather better

l/ Bolivia, Brazil, Cameroon, Colombia, Costa Rica, El Salvador,
Honduras, Israel, Jamaica, Mexico, Morocco, and Sierra Leone.
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CHART 6
DEVELOPING COUNTRI

TRENDS IN RATES OF RETURN ON U.S.DIRECT INVESTMENT
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All Industries Manufacturing
Gross Reinvested Reinvestment Gross Reinvested Reinvestment
Earnings  Dividends 1/ Earnings Ratio 2/ Earnings Dividends 1/ Earnings Ratio 2/
1973 3.0 1.4 1.6 .52 0.9 0.3 0.6 .66
1974 3.6 2.1 1.5 .43 1.0 0.3 0.7 .70
1975 4,0 0.9 3.1 .78 1.3 0.4 0.9 .71
1976 3.6 2.3 1.2 .34 1.2 0.5 0.7 .54
1977 3.9 1.7 2.3 .58 1.3 0.5 0.8 .63
1978 4.8 1.9 2.9 .60 i.5 0.6 i.3 .68
1979 6.1 2.5 3.6 .59 2.2 0.9 1.3 .58
1980 7.2 2.8 4.4 .61 2.6 0.7 1.8 .72
1981 8.1 3.1 5.0 .62 2.3 1.0 1.3 <54
1982 6.3 3.4 2.9 .46 0.9 1.0 -0.1 -.17

Source: Survey of Current Business, various issues.

1/ Before host country withholding taxes on dividends.
2/ Reinvested earnings as a proportion of total earnings.
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during the recent period of recession and widespread debt-servicing
difficulties than did private, and especially commercial bank, lending.
Direct investment also has the added advantage of a greater balance
between the maturity structure of an investment and its financing. This
helps avoid the debt-servicing problems that can arise when longer-term
investments are financed by short-term bank loans and a deterioration in
a country's external financial position makes banks reluctant to roll
over such loans.

A larger share of direct investment in capital inflows 1s likely to
make such inflows more sensitive to the adjustment policies undertaken
by a developing country. For instance, although the major impact of
exchange rate policy will be on the current account balance, movements in
the exchange rate and domestic prices and costs affect the profitability
of direct investment. A depreciation of the real exchange rate will tend
to increase the profits and output of an enterprise, provided that its
output is more traded than the inputs used to produce it. 1/ Most enter-
prises established through foreign direct investment probably fall into
this category, and so will be encouraged by an exchange rate policy that
maintains international competitiveness. A real exchange rate depreciation
may decrease the profitability of some direct investments, where output
is less traded than inputs. Investment in public utilities or in production
of final goods for domestic markets protected by quantitative import controls
on the basis of large-scale imported inputs are probably in thils category.
However, a policy of maintaining an overvalued exchange rate is unlikely"
to encourage a substantial inflow of such direct investment, since the
probability of periodic adjustments in exchange rates to more appropriate
levels increases the uncertainty associated with such investment. Avail-
able evidence for direct investment flows between industrial countries ..
indicates that, on balance, direct investment inflows into a country .,
increase when its relative competitive position is improved. 2/ e
Moreover, direct investment flows are only one component of the over-—
all financing of a foreign-controlled firm's total capital expenditures,
As such, they can be strongly affected by the host country's interest rate
and credit policies. A policy of increasing interest rates toward market-
clearing levels is likely to encourage reduced domestic financing of a,.
firm's expenditures and to result in an increased direct investment inflow,

1/ Some hypothetical examples of the possible effects of various changes
in real exchange rates on the earnings of direct investment enterprises
in selected Latin American countries are given in R.R. Rhomberg: "Private
Capital Movements and Exchange Rates in Developing Countries," Staff Papers,
March 1966.

2/ For instance, see D. Goldsbrough, "The Role of Foreign Direct In-
vestment in the External Adjustment Process,” Staff Papers, December 1979.

N
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particularly during the initial period as the firm's stock of liabilities
adjusts to the new interest rate differentials. Conversely, the presence
of substantial direct investment in a country can significantly increase
the costs of inappropriate policies. Affiliates of foreign-controlled
companies have substantial opportunities to engage in short-term intra-
company lending in response to shifts in interest rate differentials and
exchange rate expectations. This can make capital movements sensitive to
monetary and exchange rate policy even in countries with rudimentary
capital markets and severe restrictions on most capital movements.

VII. Future Prospects and Policies for Foreign Private Investment

The financing pattern that supported the upsurge in current account

deficits of developing countries through 1981 is unlikely to be repeated

ficits developing 1tries gh 1981 1likely epeated.
In particular, new net lending through the international banking system
is likely to be much more constrained in the future, so that foreign
equity investment will probably contribute a greater share of future
capital inflows. New net bank lending to countries with heavy principal
payments on rescheduled debt is likely to be particularly constrained.
These countries could find it advantageous to encourage a greater inflow
of direct and portfolio equity capital so as to maintain resource inflows
sufficient to support an adequate growth rate, as well as to reduce
vulnerability to any future deterioration in economic conditions.

The scope and need for an increased role for direct (and portfolio
equity) investment can be illustrated in the context of the medium-term
scenario for developing countries prepared for the World Economic Outlook.
Over the period of the scenario, 1986-1990, foreign direct investment
flows to non-oil developing countries are assumed to increase by around
5 percent per annum in real terms. While this would be somewhat faster
than the average growth rate of around 3 percent a year experienced from
the time of the first oil price increase through the 1970s, 1/ the
assumption 1s actually a modest one, since much of the growth would
simply represent a recovery from the downturn in direct investment that
occurred in 1982 and 1983. The volume of direct investment inflows would
only reach the peak level achieved in 1981 by around 1988.

Consequently, such growth appears achievable—-for the group as a
whole although not necessarily for each country-—without major changes in

1/ 1In comparison, the survey of direct investment intentions of major
multinational companies by the Group of Thirty suggests that the real
increase in direct investment flows to developing countries during the
period 1983-87 may be slower than during the previous ten years, although
it will still be significant. See Foreign Direct Investment, 1973-87,
Group of Thirty, 1984,




- 36

policies toward direct investment, provided that the generally more en-
couraging policy environment of recent years is maintained and that the

3 1/4 percent average annual rate of industrial country growth assumed in
.the medium-term exercise is achieved. 1If the exposure of international
~commercial banks evolves as assumed in the "base" scenario (i.e., with
total exposure unchanged in real terms, except for trade-related credits,
which increase in line with imports), the share of direct investment in
total financing of the combined current account deficit and reserve
accumulation of non-oil developing countries would rise moderately, to
around 15 percent in 1988-90 compared with some 11 percent during 1979-81.
- A more substantial liberalization of policies toward foreign private
investment could lead to much greater inflows.

However, the existing stock of direct investment is distributed very
unevenly among developing countries, and. those countries that experienced
debt-servicing difficulties in recent years also generally attracted much
less direct investment. 1/ Consequently, many of the more heavily-indebted
countries will need 'to make more substantial changes in policies toward

direct investment if they are to achieve the level of inflows consistent

" -with the growth prospects of the "base” scenario. This will be especially

'so 'if, as assumed, new bank lending to countries with a large volume of
rescheduled debt expands less rapidly than lending to countries with a
lesser debt burden. For instance, direct investment flows to the 25

major borrowing countries are assumed to grow somewhat faster than for .
the group of non-oil developing countries, to offset less buoyant bank

lending; in the "base” scenario, the share of direct investment flows in

the overall financing of the combined current account deficits and reserve
accumulation of these countries is projected to reach some 17 percent

during 1988-90, compared with only 11 percent during 1979-81. To achieve

this, there would need to be a greater effort to attract such investment

.on the part of a number of major borrowing countries.

The initial direct impact on growth rates of more or less favorable
outcomes with respect to direct investment flows would probably be
relatively small, since they finance only a small proportion of imports
(around 2 1/4 percent of non—-oil developing countries' total imports over
the period of the base scenario). 1t is estimated that, assuming no
other changes in the base scenario, if the annual growth rate of direct
_investment inflows into non-oil developing countries were 5 percentage
points lower throughout the period of -the scenario (i.e., no growth in

1/ Moreover, a recent survey of direct investment intentions suggests
a sharp fall in the number of multinational companies expecting to in-
crease their real direct investment flows to Argentina, Brazil, Mexico,
and Uruguay during the period 1983-87. See the responses to Question 6,
Group of Thirty (1984), op. cit.
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real terms) then by 1990 the level of imports would be approximately

1 percentage point lower than in the base scenario. This would contribute
to a level of GDP in 1990 that--in very approximate terms—-would be 1/2 a
percentage point lower than in the base scenario. However, the indirect
impact on growth rates of lower direct investment, in terms of the loss

of its contribution to the efficiency of resource use and the transfer of
technological and managerial expertise, could well be more significant
than the direct effect of a lower contribution to financing imports.

The policies of developing countries that are likely to have the
greatest impact on direct investment and portfolio equity inflows are
overall macroeconomic policies affecting demand management and the
efficiency of resource use. The pursuit of fiscal and monetary policies
that lead to greater financial stability and a more manageable external
position will improve foreign investors' confidence in the longer—-term
viability of their investments and will reduce the risk of future restric-
tions on profit repatriations because of foreign exchange constraints.

An appropriate set of relative prices, especially for exchange rates and
interest rates, will also generally tend to both encourage investment
inflows and increase the net benefits that the host country receives from
such investment.

As regards policies directed specifically at foreign investment,
those which involve substantial direct regulation over entry or restric-
tions on the repatriation of profits probably represent the major obstacles
to encouraging greater inflows. Other policies discussed in Section 1V,
including tax and subsidy policies, can sometimes play a significant role
in attracting investment, but are unlikely by themselves to be sufficient
if the general economic environment is not conducive. The various fiscal
incentives for direct investment will also tend to be more effective when
they are relatively stable over time and not overly complex.

In a number of developing countries, a substantial expansion of
foreign direct investment could encounter political difficulties because
of concern over foreign domination of industry and a loss of domestic
autonomy. These concerns may be eased by the greater willingness of many
investors to consider alternative arrangements involving less than full
control by the parent company, including various forms of joint ventures
and production-sharing arrangements. In addition, inflows of portfolio
equity capital, which in some developing countries face even greater
restrictions than direct investment, do not involve overseas managerial
control of domestic industry. Moreover, the experience of recent years
has demonstrated that there can also be substantial costs associated with
the increased vulnerability to economic disturbances that results from
heavy reliance on external borrowing at commercial rates of interest.
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In this context, one proposal for reducing debt and increasing equity
currently béing sponsored by the International Finance Corporation involves
the establishment of "national investment trusts.” The basic concept is
to establish a country-specific closed-end investment trust, the foreign
currency—-denominated shares of which would be issued to participating com-
mercial banks in exchange for a small portion of their present foreign
currency loans to private and parastatal entities of the particular de-
veloping country. The proposed exchange would be a non—-cash transaction
involving little or no discount. The investment trust would negotiate
the conversion, on suitable terms, of the loans so acquired to a diver-
sified portfolio of local currency equity and quasi-equity securities of
the underlying obligors. Subsequently, at an appropriate time, the
investment trust shares held by participating commercial banks could be
sold via a secondary offering to institutional investors. It is reported
that there has been widespread discussion of this proposal, but as yet no
indication that any particular country wishes to support the concept.

The reaction of commercial banks has been mixed with some banks being
supportive and some feeling that it is impractical.

As regards policies of industrial countries, although at present
there do not appear to be substantial barriers to outflows of direct
investment and portfolio capital from the principal capital-exporting
countries, some countries could further encourage such outflows to
developing countries by relaxing remaining restrictions (such as limits
on domestic financing of overseas investment), and by easing supervisory
requirements on portfolio composition to allow various investment institu-
tions in developed countries to make greater purchases of developing
country securities. Further progress in modifying systems of taxation of
overseas investment so as to encourage investment into developing countries
and to allow developing host countries to reap a greater share of the
global tax revenues from such investment would also be helpful. However,
probably the greatest contribution that industrial countries could make
to encourage greater investment flows to developing countries would be to
roll back the accumulated protectionist measures of recent years, so as
to increase the opportunities for profitable investment in those sectors
where developing countries have demonstrated a comparative advantage.

VIII., Issues for Discussion

This paper has reviewed the experience of developing member countries
with foreign direct and portfolio equity investment over the last decade
and concluded that the decline in the relative importance of this type of
capital transfer, although strongly influenced by the growth of inter-
national bank lending, was also related to barriers to direct investment
in host countries. While policies in investing countries have on the
whole not discriminated against such investment, scope exists for
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additional incentives. Two major reasons for encouraging larger flows of
foreign direct investment were suggested: first, that income payments on
foreign direct investment may create less difficulty than interest payments
on foreign borrowing during periods of adjustment to external or domestic
shocks; and, second, that the future external financing needs of many
developing countries may considerably exceed the amount of available
international banking credit. It was recognized, however, that on all
these issues there exist differing views. These considerations suggest

the following issues for discussion:

1. Is a more rapid growth of direct and portfolio equity investment
in developing countries a desirable goal of international economic policy
for both investing and host countries?

2. What measures on the part of investing and host countries might be
most useful in encouraging such investments?

3. Should the Fund, in its consultations and discussions with members,
pay greater attention to developments and policies with regard to direct in-
vestment? Should the Fund take a view with regard to a member's policies
toward direct investment?
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Table A.1. Net Flow of Financial Resources from Industrial Countries to Developing Countries, 196u-82 1/

(In billions of U.S._dollars)

Average 2/ Average 2/

1960-66 1967-73 1974 1975 1976 1977 1978 1979 1980 1981 1982

Official development .
assistance 5.5 7.4 11.3 13.6 13.9 15.7  "20.0 22.8 27.3 25.6 27.9
Other official flows 0.5 1.2 2,2 3.0 3.3 3.4 5.5 2.9 . 5.3 6.6 7.4

0f which:
Official funds in
support of private

investment [ (ans) (oee) (eod) (0.8) (0.4) (0.7) (0.7) (0.8) (1.5) (2.0)
Private flows 3.2 8.5 7.3 22.2 27.9 31.3 44.0 48.1 40.7 55.5 46.1
Virect investment 1.8 4.3 1.1 10.5 7.9 9.4 . 10.8 12.4 10.5 15.7 9.9
Portfolio (bilateral ) ) )
and multilateral) 0.7 2.1 3.7 7.6 13.2 13.4 23.% 26.3 18.7 29.3 28.9
0f which:
Resident banks (ene) (ena) (eee) (ese) (11.4) (lu.2) (19.4) (22.9) (17.5) (25.3) (23.5)
Export credits 0.7 2.1 2.5 4.1 6.8 8.5 9.9 9.4 11.5 10.5 7.3
Grants by private . .
voluntary agencies e 0.8 1.2 1.3 1.4 1.5 1.7 2,0 2.4 2.0 2.3
Total 9.2 17.9 22.0 40.1 46.6 52.0 71.2 75.8 75.6 89.7 83.7

Source: OECD: Development Assistance, 1961-71 issues; Development Cooperation, 1972-83 issues.

1/ Industrial countries include all members of OECD Development Assistance Committee. Classification of developing
countries is that of the OECD, which differs somewhat from that of the Fund.
2/ Figures prior to 1972 exclude flows from New Zealand and Finland.
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Table A.2. Trends in Stock of Foreign Direct Investment
in Selected Developing Countries, 1973-83

(In billions of U.S. dollars, unless indicated otherwise)

Share of Foreign

Stock of Foreign Direct Investment -1/ Direct Investment
Average Annual Total Outstanding in Total Gross
Growth, 1973-83 External Debt 3/ External Liabilities 2/
1973 1983 (percent) 1983 - 1983 -
Estimate (percent)

Algeria 0.3 0.6 7.2 12.8 4,5
Argentina 2.5 5.7 8.6 40.7 12.3
Brazil 7.5 23.6 12.1 87.4 21.3
Chile 0.5 3.0 19.6 17.4 14,7 31
Cnlombia 1.0 2.4 9.1 10,7 18.3
Egypt 0.1 2.5 38.0 18.2 . 12.1
India 1.8 2.5 3.3 26,2 8.7
Indonesia 1.7 6.9 15.0 32.6 17.5
Israel 0.2 1.3 20.6 23.5 542
Korea 0.7 1.4 7.2 40,4 3.3
Malaysia 1.2 7.1 19.5 13.4 34.6
Mexico 3.1 12.8 15.2 90,0 12.5
Morocco 0.3 0.8 10.3 12.7 5.9
Nigeria 2.3 3.8 5.1 17.1 18.2
Pakistan 0.5 1.2 9.1 9.6 1.1
Peru 1.0 2.4 9,1 11.0 17.9
Philippines 0.9 3.0 12.8 24.9 10.8
Portugal 0.2 1.2 19.6 14.5 7.6
South Africa 8.4 17.1 7.4 17.4 49,6
Thailand 0.5 1.4 10.8 13.7 9.3
Turkey 0.4 1.3 12.5 17.5 6.9
Venezuela 3.6 4,2 1.6 32.1 11,5
Yugoslavia 0.1 0.2 7.2 17.6 1.1t
23 major

borrowers 4/ 38.4 106. 4 10.6 601.4 15.0
All non-oil developing

countries: 47.0 138.0 11.4 668.6 . 17.1

0Of which:
Hong Kong 0.9 3.3 ’ 13.9 5.5 37.3
Singapore 0.6 7.3 28.4 0.6 92.9

Sources: OECD: Development Cooperation and Geographical Distribution of Financial Flows to Less Developed
Countries, various issues; World Bank: World Debt Tables, 1983-84; Quarterly Bulletin, South African
Reserve Bank; IMF: World Economic Outlook; and staff estimates.

1/ End of year; net of any disinvestment or nationalization. The 1983 stock figures are estimated as
follows: Estimated book value of stock of direct investment from industrial countries at end-1978 plus
total direct investment inflow during 1979-83; consequently the estimates exclude direct investment inflows
from non-industrial countries prior to 1979.

2/ Total Gross External Liabilities are defined as Stock of Foreign Direct Investment plus Total Uutstanding
External Debt. ’

3/ End of year. Includes short-term deht, but not reserve—related liabilities.

E/ Excludes Romania and Hungary from the list of 25 major borrowers as defined in the 1984 World Economic
Outlook.
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Table A.3. Industrial Countries: Stock of Foreign direct Investment
' in Developing Countries, 1970-82 1/

Average Annual
: Growth Rate,
1970 1982 1970-82

(In billions of U.S. dollars) (percent)
Australia 0.3 1.5 _ 14.4
Belgium ' 0.8 2.1 8.4
Canada 1.7 4.5 8.5
France 3.8 9.6 | 8.0
Germany 1.9 12.6 17.1
Italy ' 1.2 3.8 10.1
Japan _ 1.2 1.4 2/ ' 20.6
Netherlands : 2.2 5'3. 7.6
Sweden 0.3 1.4 13.7 :
Switzerland 0.9 3.4 11.7 g
United Kingdom 5.9 15.8 ' 8.6 ;
United States 22.3 68.6 9.8 ;
Other industrial -
countries 3/ 0.2 l1.1- ' " 15.3 -
Total - 42.7 o 141.1 10.5

—

Source: OECD: Investing in Developing Countries, November 1982 and
Development Cooperation, 1983. '

1/ End-of-year figures. Uses OECD definition of developing countries,
which differs from Fund classification. ' B :

2/ Excludes official support for private investment (estimated at over
$6 billion).

3/ Austria, Denmark, Finland, New Zealand, and Norway.



Table A.4.

Non—-0il Developing Countries:

Net Recorded Foreign Direct Investment Abroad, 1973-82

(In millions of U.S. dollars)

1982

1973 1974 1975 1976 1977 1978 1979 1980 1981
Non-o0i1l developing
countries 1/ 146 228 270 335 333 520 338. 1,425 1,039 861 2/
0f which:
‘Brazil 37 59 112 183 | 146. 125 195 369 208 371
Colonmbia 1 6 5 12 21 38 23 109 53 32
Israel 0 0 -1 6 6 6 1 -8 83 69
Korea 2 14 4 6 21 28 19 13 43 146
| Philippines 1 0 1 6 17 30 126. 222 71 177
| South Africa 50 114 121 32 68 259 11 756 647 oo

| Source: IMF Balance of Payments Yearbook.

investment outflows.

2/ Excluding South Africa.

1/ A number of non-oil developing countries (including Hong Kong and Singapore) do not report data on direct

_€i7'_
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Table A.5. Four Industrial Countries: Trends in the Sectoral
Composition of the Stock of Foreign
Direct Investment in Developing Countries, 1967-80

(In percent)

1967 1/ 1980 2/
Mining and Mining and
Petroleum Manufacturing Other 3/ Petroleum Manufacturing Other 3/

United States 49.6 27.1 23.3 26.4 34,5 39.1
United Kingdom 12.5 4/ 34,0 53.5 2.8 4/ 54.4 42,8
Germany 7.5 85.0 7.5 3.9 72.4 23.7
Japan 44,4 33.6 22.0 24,0 . 42,7 33.3

Sources: OECD: Stock of Private Direct Investments by DAC Countries in Developing
Countries, End-1967; United States: Survey of Current Business, various issues; United
Kingdom: Trade and Industry, Nov. 15, 1973; Business Monitor, May 1978 Supplement;

Japan: Ministry of International Trade and Industry and Economic Survey of Japan, 1980-81;
Germany: Monthly Report of the Deutsche Bundesbank, August 1982.

1/ 1969 for Japan.

2/ 1978 for the United Kingdom.

3/ Mainly services, but also agriculture, public utilities, transport and comstruction.
4/ Excludes investment in petroleum sector.
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Measuring Foreign Direct Investment

The Fund's Balance of Payments Manual defines direct investment as
investment made to acquire a lasting interest in a foreign enterprise
with the purpose of having an effective voice in its management. Conse-
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from other types of capital flow can be difficult, since the difference
basically depends on the motives of the investor. Many countries set a
minimum proportion (generally between 10 and 25 percent) of foreign owner-
ship of the voting stock as evidence of direct investment, or sometimes
several percentages depending on the degree of dlspersion of ownership
among foreign investors. 1/

..... o =9I 2LLIss 1Y

In principle, foreign direct investment flows include all funds pro-
vided by the direct investor, either directly or through other affiliates.
This includes equity capital, reinvested earnings and net borrowing from
the direct investor or its affiliates. Third-party loans guaranteed by
the direct investor are not included, even though the investor assumes
a potential liability and the loan might not have been possible without
the existence of the direct investment relationship between the subsidiary
and the parent company. In practice, many developing and some industrial
countries do not collect information on reinvested earnings, while borrowing
by a subsidiary from a parent company is sometimes included in portfolio
capital movements.

Statistics on direct investment flows to developing countries can be
derived on the basis of either the source or the recipient country:

Source country basis: Direct investment flows from the principal
capital-exporting industrial countries (i.e., members of the Development
Assistance Committee) to developlng countries are collected by the OECD.
In principle, the flows include reinvested earnings, although in practice
these are partly estimated and cannot always be allocated to individual
recipient countries. Direct investment flows from the major oil exporting
countries, or between other developing countries, are not included.

Recipient country basis: Direct investment flows received by each
developing country are reported to the Fund as part of its balance of
payments statistics. However, many countries do not report information
on reinvested earnings.

1/ A survey of member country concepts and practices concerning
direct investment flows is given in Appendix E of the Balance of Payments
Manual (Fourth Edition), 1977. See also "Detailed Benchmark Definition
of Foreign Direct Investment,"” OECD, January 1983.
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Even for countries that do report reinvested earnings, there are
often significant differences between statistics derived on the source
and recipient country basis. These differences are partly due to dif-
ferences in coverage, since the source country data only cover capital-
exporting industrial countries, but are also partly due to differences
in accounting conventions, timing differences, and incomplete reporting.
there are substantial differences between U.S. and U.K. statistics on
direct investment flows between the two countries——but do indicate that
too much emphasis should not be placed on small fluctuations in recorded
flows. '

The statistics on direct investment flows to developing countries
have been adjusted where necessary to exclude the effects of borrowing
and other net capital flows between U.S. parent companies and their
finance affiliates in the Netherlands Antilles. Such borrowing, which is
substantial (amounting to over $9 1/2 billion in 1982) largely consists
of Euromarket borrowing by the U.S. parent companies that is routed
through their finance affiliates for tax purposes.
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Restrictions and Regulations Concerning Foreign Direct and
Portfolio Investment in the 25 Major Borrowers Among Developing Countries

The table lists a number of restrictions and regulations concerning
foreign direct and portfolio investment, as well as repatriation of
profits and capital from such investment, that were in effect at the end
of 1983. Various fiscal incentives and disincentives affecting direct
investment are not included; and a few restrictions (such as limits on
foreign investments in national security and defense sectors) that are
common to most countries are not mentioned specifically. The Annual
Report on Exchange Arrangements and Exchange Restrictions was one of the
principal sources for the table; as in that publication, 1t is not implied
that any particular regulation necessarily constitutes an exchange
restriction.
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APPENDIX

Regulations on Entry of

Regulations on Entry of

kegulations on ULegree of

Kegulations on Kepatriation Uther Restrictioms

Country Foreign Direct Investment Foreign Portfolio lnvestment Foreign Uwnership of Profits and Capltal or Regulations
Colombia All foreign investment subject to prior approval. All foreign banks and their Transfer ot profits limited
branches must have Colombian to 20 percent of the invest-
New direct foreign investment (or other Andean Pact Country)|ment a year. An additlonal
in banks, insurance companies majority participation and 7 percent may be reinvested.
and other financial {nstitu- purchases of 10 percent of These -limitations do not
tions is restricted to member more of the shares of a apply tu enterprises in which
countries of the Andean Pact, Colomblan financial institu- at least 80 percent of the
on the basi{s of reciprical tion require the prior ap- capital Is held by investors
treatment, and to "national” proval of the Banking Super- In countries of the Andean
(over 80 percent local owmer- intendent. To benefit from Pact, or far profits result=-
ship) and "mixed” (51 tn 80 the duty free program of trade{ing from investments nf out-—
percent local ownership) com- in the Andean Common Market, standing importance or in-
panies. Foreign participa- forelgn-owned companies must valving speclal rishks.
tion {s also restricted in agree to a pradual prugram of
companies engayed in inter-— increased lacal particlpation.
national resale of tmpnrted
domestic pruducts or in tour-
ism, .Capital Invested in the
petroleum industry s subjecl
. tuv special rules. ¢+ 0000 _ . e ) .
Fpypt Fhe law cvoncerning the in- Investment must generdlly take|Speciiic cules tor the re-
|vestment ur Arab and torelgn the torm o joint ventures, pdtriation o protits trom |
funds and the Free . ones of itied miniman | Jedvo projpert are woneral b '
1974 (amended 1977} defines Mora required, ox=jinet 0 the time the jasqeer o
the treatment ot new foreign Cept for lucal cartency banks s approved, suhjeet tooover-|
fnvestment. All incoming VO3 petvent local participas  all poliey gufdelines.  tFor |
Investment is subject tu ap- ftioni, vanstrustion conlract= instance, permitted procit !
prouval, which is based on lts Timg t50 perient) amd ensul- $ o eapert-
contripution tu realizing tant tirms (49 pelcent ). jurltented projects afe e -
development vhjectives. . mally Linked Co the provects’|
Special priarity is given tu texpnrt earniaps b, |
prujects designed to generate
exports, encourage tourism, Fepatridtion ot cdpital nor-
or reduce the need to import mally requires prior approval
basic commodities. 'but this 1s generally granted
: cprovided the capital has heen
[in Fevpt tor 4t least tive
1 _ J |vears. _~‘|7 e
o [ T
Hunuary Foreign investment in the ! boreipn participaticn is 14 puarantec Is stven tor the [\ guarantes may also b oh-
form of joint ventures may be generally limited €0 49 per- transter of the fareign tained Tronm the hattwnal Bank,
established subject to the tcent, but a higher proportion [investors' share o1 protits. jevering losses oan davested
approval of the Minister of imav be allowed in the bankiny | a5sels as 4 result of srdte
Finance. Joint ventures may J jand service sectnrs. In | IMeasufes, T Lram hangirian
also be established in duty | |other secturs, turelgn major— | Ibanking Institutions, rover=-
free zones, where they are J jitv participation requires ' iy theé tultillmear ot Heli-
subject tou fewer regulations.| special permjission o1 che ' Lddallons ol Lhe Hungarian
| Minister ot Finance. H partner. .
| | s : ,
| ; ! : !
f i i | |
! i i | !
| 1 | : .
| | i : |
1 i ! [ .
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APFEND

Regulatfons on Entry of

Kegulations un Entry of

Regulations un Deyree ot

Feyulations
Hepatriatiim of Protits

. uther Restrictions
ar KRegalations

Comntry Fareign Direct lnvestmenl Foreign Purtiolic Invesrment Foreign twnership
-
India Reserve Bank permission is Prinr approval nof the Reserve [Nonresident parcicipation is Protit remit! snces bv hranches|{Withaut keserve Ban: permis-
required for any business Bank is required tor all normally limited to &0 per- of fareign firms require the |[sfon, residents 4re prohibited
activity conducted by non— transfers ot shares of Indian |cent, but participatizn up to |priar approval of the Reserve |trom lendinyg t. companies (n
residents, noncitlzens, and companies by ur to non- 74 percent is allowed (on a Bank. Remittances of div- whick rhe nonresident Interest
Indian companies with over residents, sliding scale) depending un idends to wort sident share- excends Wi peroent.,
it percent nonresident the extent to which a companv |holders do not require prior.
interest. is enyaged in "core™ industry jappruval, provided certaln
or export-oriented prnduction,|condit{nns are met.
or in manufacturing Industries
that require sophisticated Capital fnvested in approved
technologv. Full nonresident |prajects after .lanuary 1950
awnership is allowed for com- |mav he repatriated, but
panies that expoart their en- Heserve Bank approval must
tire productinn. 1In addirion,|be vhrained hefore eftecr-
all companies are suhject to iny a sale which invnlves
“"dilution” formulas which repatriation nf assets.
require minimum percentages Proceeds of approved sales
of the estimated cost of any are allowed to be remitted
expansion to be raised through|in suitable installments,
additional equity capical not wxceeding funr.
| issued to Indians.
[ndonesia All investments require the In principle, investments may |bo restrictions on profit A debt/lnyestment conveesion
approval of the President ..n be nundertaken only through a remittances, scheme oxists, allowing
the recommendation ot the joint venture with an forelgn creditors holding
Investment Conrdinating Indonesian partner, The law provides that na nonguardnteed claims
Burad. The nperating permit transfer permit shall he [ndonesia to use these
for tareign investment is issued for capital repatria- to make investments under the
usuially valid tor a maximum tinm as lony as investments Forelgn Capital [nvestment
ot U vears. benefit from tax relief; it Law.
present, huwever, foretgn
payments do not require a
trangfer permit. I
Israel Nee restrictions, but invest- |[Nonresidents are permitted to No restrirtions.
ments In certain approved purchase Israeli shares. In
sectors (including agricul- arder tn repatriate principal
ture, industrv and tourism and profits, proot is required
and exparr-oriented produc- that purchases werv made with
tinn) may be aranted foreign currency through an
preferential treatment. authorized dealer.
Mo restrictions, but proposed [Forwign-controlfd rirms In
Korea All forefgn Investment re- Korea has announced a program j{lLists ot activitles are remittances must be notified certain industries are subject
|quires approval. A list ot ot gradual liberalization of maintained in which full, to the Ministry of Finance .90 jto limits usn the proportion

|eligible prujects and activi-
ties apen to fareign {nvest-
ment 15 mdintained; this

Iist has been uxpanded in
recent years.

the domestic securities mar-
Ket. Ar present, ftocal Ln-
vestment trusts can sell unit
cert{ficates to toreign in-
vestors, and international
investment trusts are per-
mitteq on a limited basis, but
direct foreign acquisition of
equity in local companies is
nermally not permitted.

and 5u perccent, forelgn
participation is permissible.

days prior to the end ot the

tiscal year.

of their output which can be
sold domestically.

|
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Regutatinns on Degree «f

Revul aricns an Repatriation

T

her Festrivtioans

Regulations on Entry of ' Repulations »n Encry of
Country Forelgn Direct [nvestment Forelgn Portfonllo Inveatment Forelgn Ownership af Protits and Capital L ar Fegulations
- T
Matavsia Fore{gn Inves<tment requires ’7 linder the New Economic Policy |No restrictions, The Inda=Lria] Conrdiaat o
prinr appreval, but most (NEP), targets have heen set Act of 197 roquires ail o rarme
industries are open to such for mimumum pecrcentages ot (wherher damestic or
investment. lacal »thnic- (bumiputra) and owned) Lo obLaln 11 eise
non-ethnic Malay owmership o | tar each prodact manutactar
total corporate assets by furanting o1 the Ticense ma;
1990, but these percentages do Ibe subject to various per-
not necessarily apply tov each jrurmance criteria, roclading
individual company. Guide- JdrIntion ot torersn owrershi.
lines set targets for local
ownetship in manufacturing
industry, on a sliding scale
based on exports and new tech- |
[ . nological inputs. I e el
Mexion Mw foreign direct investment{All acquisltions of stock in Forelgn acquisition of mnre ’
in Mexfcan hanking or in- Mexican companies by forelgn- |than 2% percent of the Payment ot ctuyalty and pratit
surance vampan{=s and invest-|ers must be registered within [capfral of a Mexican company remittances are permitted up
ment funds is prohibiced, and] 30 davs. requires prior authorizatinn to 15 percent af equity,
certain sectors tincluding by the Natinnal Forelgn i(n- subject to torelgn exchange [
radia and television, puhlic vestment Commiss{on. All ncw |avallahilitv. Balances ia
transportdation and forestry) investments must have a spestal forvign exchange .e—
are reserved exolusively tor majority participation of vounts held hy enterprises in
Mexicans e her sectors Mexican capital, except the Sarder dreas and |ree
Cincluding petrolenm, basic cases specifleally approved  |zones can be used @0 make |
petrochemicals, electricity by the Foreipgn Investment protle remictana I
and nurlear energy, railraads Commissian. i
and telecommunications) are
rescerved tur Zovernment !
fnvestment ., ‘
All toreign direct investment ‘
|musc be registered. | — . o B S o
Mot A nuew industrial {nvestment Most transactions [n securi- Atter-tdax ~arniags on .|ppr.wud\5uh]=;l to approval, nonresi-
vode, which came Into force ties involving nonresldents investment- nenresidenrs dents hlovhed vapreal
in February 1983, pravides require approval. are freely transterable. may be debited tor ave
tor full fureign ownership Transter ot Jdivudends on non= | 1a bof wen, drovided that
[and an easing a1 repatriatiou| ! rustdent-owaed shares ot amount dehited dows oot e
Jot eapital. In addition, i MaToCean enmpanies Fegulres Su percent of Che Lavestaent
tihere are special incentives the approval of the rxdlange nnfertaken hy the nooresideat
tor investment in tonrism. I witice. and ¢ pervent ol the oo
- L —_ e |pany's total wapitale
Nigeria ,,:onresiden[i intending to Approved status s not nor- !Ceiling.s are sel un roreizn Profits and ilividends remizted|Ministry o1 Finanes permiasion
fmake direct {nvestments In mally granted tor share pur- !participatinan in the equity ahroad and disbursed locaily s required tor Local Sorrow-
Niygeria may apply to the chases unless this forms an capital of enterprises in may nol exceed U percent of ing bv (uteidn-coatralled
lmMs(rv of Finance for ap- integral part of an approved various sectors of the a campany's caplial <toe companies.
pruved status, the granting lnvestment project. ecnnomy.
ot which means that svmpa- Repatciation of toreign capi-

thetirs consideration will be
given to future requests to
repatriate capital.

|
|
L -

tal requires approval from

the Ministry of Finauce,

!
!
|




APPENDIX I1

Repulations on Entry of

Regulations on Entry of

Regulations on Degree of

Kegulations on Repatriation

Deher Rescrictians ‘

be authorlzed anu registered.

national Investors in the cap—
ital of an enterprise is not
less than L5 percent, and this
must be raised to at least 45
percent after 1} years and to
at least 51 percent after 195
years. Foreign investment in
firms engaged in hasic indus—
tries or in mining (including
petroleum) or that export over
80 percent of thelr production
tu outside the Andean Common
Market are exempt, but these
firms do not benefit from
duty-free trade in the Andean
Copmon Market .

cluding depletion and depre-
ciation allowances, requires
approval, In accordance with
Andean Pact rules, profit ce-
mittances are limited to 20
percent of foreign capital a
year, but a higher percentage
may be permitted for invest-
ments that penerate employ—
ment, are in underdeveloped
areas, or help to diversity
expnris.

Country Foreign Direct Investment Foreign Portfolio Investment Foreign Ownership of Profits and Capital or Regulatinns
Pakistan Investments by nonresidents [Nonresident investments in There are no conditions lald |Pruflt remlttances are allowed
are subject to approval, but |shares of Pakistani companies |down regarding local capfral freely where the Investment
the Government has announced |is permitted, provided the in-|participation, but Lt Is was made with Government's
a liberal policy toward vestment is made on the basis |expected that local currency approval. |
foreign investors, to en- of nonrepatriation of capital |expenditures will ordinarily [
courage industrial develop— and dividends. Repatriation be met from local equity Foreign capital invested in
ment. 18 not granted unless the capital. approved Lndustries after |
share purchases are an in~ September 1954, including i
tegral part of an approved reinvested earnings and |
investment project. capital gains, may be trans-
ferred without restriction. | - I
Peru All foreign Investment must The required participation of |Remittance of profits, in- }The effectlve interest rate

|

|prevatling interest rate for

on 4 new lvan from a forelan
parent company may nut exceed
by more than ) percent the

first-class assets in the
money market of the country
in whuse currency the trans-
action [s conductad. Fforeign
enterprises may not have av-
cess to domestlc .redit
terms longer than Lhree vedrs
in amounts predter than

wn

or
their capital and rescrves. ]
local-content rules dre ap— ‘

plied in the autow
industry.

Prilippines

All investment is subject to
the prior approval of the
Central Bank. Preference 15
given to prujects approved hy
the Board uf Ilnvestments
{BUI}, to export-oriented
industries, and to other in-
dustries not utilizing domes-
tic credit resources.

New enterprises where invest-—

covered by Lhe luvestment ln-

{rentives Act, require prior
approval by the Bui. I pur-
chases of shares by rareign

inationals would redu.«
'Philippine ownersnip 1 a
itirm ty less than “* percent,
‘then permission trum BOI is
:required. There are differ=nt
arrangements for "plonecr”
and “preferred” investments.
Mormally, enterprises owned or
controlled by forelgners dre
allowed only in "ploneer drsas
of investment,”™ and ar least
&0 percent uf outstanding
votbing capital stock of
enterprises In “preferred
areas of investment” must be
cwned by Philipplne naticnala.

JProl‘n remittances dare per-

ment by non-Filipinos exceeds Imitted in full, provided they |locally provided they la.
310 percent, and which are not lare not tindanced trom dumestio|dwbt-equity rdtio o o mere

|

|prioritc,

lburruu‘iv\g.

l

TRull repatriation i~ puaran-
[teed by ldaw ror cas'. invest-
{ment made atter March 1973
;in export-ariented industries,
enterprises approved by the
BUl and in mecurities certl-
fled by the central hank and
traded un the Manila and
Makati stnck exchanges.
Securities must be lieeld
minimum of % dave.

tesr 4

Noncash investments and cash
investments made before March
973 can be repatriated fn a
number of annual installments,
aceording to the category of
the iavestment and its net
forelgn exchange earnings,

Forelgn companias can borruw

than bt
seturs, Si:al

“in hig

m

prieeat
med i
aml 5090
law priovity suvetons.

sertors,
in

Rules specitying a4 minimum
local-content have hewn
eslabliched in various
Industries,
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v Reparriation
Wl Capital

1 Entry ot Regulatinns on Entry of Repulations on Degres of Eepul.at fons
resgsn Direct Investment Fore{zn Portfalin Investment Fareign 'wnership af Profits

e Re bl tons

Forcign Investmeat |

Frrtigal Fureign favestmeat is pur-
ea i b suhs

, Ftemitla
set Lo phasing tar up Lo one
r, depeading oo the bl anee

mitted an all sectors wsoept
Thism. o bosed Lo private i

ENLerpri e
ot payments= Sitiatlon.

seavistons gl law

fers Lo be phased ouwer 4
d vt s diag e
| years it

i
!
!
|

wes ol serious ek |
hut these |

teraal imhabane.

speclal provisims wers not 10

R _Jtorce at the end of 1934, o
Foredpn investment v jolint Foreign capital pacticipatian [Kepatriattion of protics and
veatures is permitted. is permitted up to &Y percant |edapital is fuaraarecd.
of tatal capltal of the qoint
— . L venture. 1
S e U
Soerh Africa lnward transters ror investment fn equitv capital T T I !
are trecly pernirted. Frorit remitlances ar- por- L 1l Seecamioae broaoas

mitted automat
theyv are oot o
Noarrowing. | EIY
facihiries are us

10 provided | restdeat=awmes a0 oaire f e

Anced hy Tocal[tirma os valje o0t
4l cret Limitarion,

d -
Sl transtecs then Kesorwve

Bank appraval 1n required, nut
Vavarahle vonsi e ratton 1 ;

Cerven provided tie ool Sees |

I
1
I
Fraancey ‘
I
I
!
|
I

facilities tor wartags o

raowing 1s not excessive. N
That tard Certafn ooonami. dctivities

ars reserved toc Thal Noorestrictieas onoproric res [ hers are b pianis o b
ndatinnals. BLLLAD =N, Marerdn 1wt [degtee ub Larelm st ars
Mot uader Lhe lavestment [=rcrpat e ol lower o0 [ARIIEE
ion Aot oare givea Prhes liginte ior o !
b capltal repateis [Sives aoter e Diveatme it i
ation, The repatriation of  [Promion o b, e sh=eont |
Juther capital 15 vomsidered andrequi-ment~ valst a tae |
i merite of waoi case, hut | actomesd - |
approval 1s normal by pranted |
it ic can be showe that tiee f |
- —_— J e tunds ariginated abroad. _+ ____________ |
TForelpn fnvestment requires Transactions 1n writtes hy Profit resistances ad capizal{loeal nortowing by b I
approval. nanresidents reguire appruval, repatriztion 18 yuarditecd torvompaiies s s thje Lo N
There are specfal factlities fnvestaent s made nnder the Lawlset acordiag o Ghetr s, |
for the acquisition of Turkish For Che Freour e O Fae- joapital i Turk Treee ar |

shares and bonds by Turklsh efan I tment o toanmspecial o arrdangements tar the

cltizens working ahroad. 14l mpuctsd nnder tie Petr —iminwu.m of 51 TERNTRAIN
leum Law i~ veearded addscbon- Aonresi e s o Daw et
al preterential rreataent. in the Ltonrist 1ndosrr . ‘

Ot hier (orei ,m Tave ~taents ar-

|
[
i

H
ol entitded 1o any trauster |
|

I
L \||.~,ui.1..n.n\ Pl eeds . i
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Country

en-rurla

Yuroslave +

Kegalat tons
Foreign Mruct

wm Entry of

Investment

a) !

| mus

furelgn capital
be registered,

Fureign direct
gnverned by Andin Pact Reju-
Jations. Natural gas and
frun minlng vperations are

investment

reserved for the state and
tureigu dnvestment in the |
petraleum sertur is pro-
hibited. New farefan inves
ment in financial instito-
tions is atsa prohihbited,

Forel;m jnvest e s

per-
wint

mitted
carly.

throupgh Ventares

imported Ior

o e e e e

Regulations un knery of
Fareign Partinlio lavestment

inv

stment purpuses

APPENDIX IT

epulations on bBegres ai Kegulatinns an Repatrialion | ther Kestriotions |
Foreipm twner-inp ot Prarits .oml Capital ar hestulagie
dertain actfvities {in lnding | )
most Financial ~ecvizes, pub- |In dccocdance with And Pact [The Central Kauk rogut s
e servives, kraadeasting rules, profit remittan are jdomest ic bank cregit o ta cem-
and communlcatlons) are re- limited, 10 principle, t. 2 Saites anare than S Ler.
served 1or ‘nati } percent year ot reglstered  fowned hy stdnts,
pdnies 1.0, for=ign capital,
percent torelgn ownership). R
ited hetw
tit tron che dary aod their
progran of trade in the subsidr
Commen Market forsigan-owned
campanles must dgree to o
gradual progeam of increased
laral partiripation. Com-
pdnfes that vxport vver Mo
percent ot their prod
oul~ide Al
ket are ant auboct (o
regulative. . . - - e
I r
Apait | Careptimmal cases, firotet er- |11 the Law g i
Fureim investment is Limited Imitted T vents WP Lo h 1
ta Y percent ol 1 betnt veds [joial wsniares tore [T I
capitat. Jrencs earninge 1 e
Ll s Servi RIS TEN TR i
Piotits 1 ryssLments ander Ll . Low Joandiowy
ey leve loped tepio Centrer Lire ob U 1aves
repatriated an opall. conbract s,




