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1 Introduction

AS enthusiasm for foreign direct investment (FDI) as a source of financ-
ing for developing countries grew i the 19%0s, the parallels with lending
to developing countries in the 1970s became increasingly striking.

In the 1970s, the “recyeling” uF the surpluses from high-income ol
porters to (mostly) ofl-imp feveloping countries was actively

encouraged by the -uum'._uunlm.'-ﬁ and a myth grew up that they were

risk-free because "countries can't go bankrupt™. In the event, of course,
they were far from risk-free, cither to lenders or to borrowers,

The 1990k saw a very similar process in relation to FDL Onee again,
countries had an urgent need for financial flows - this time because of the
drying up of lending in the wake of the debt crisis and the continuing
reduction of aid budgets,

FDIwas hailed as the solution to this pmhlnm and actively promoted by

source ¢ and international ions such as the IMF and
Waorld Bank. And again, this was based on a view that such flows were
risk-free. This view was, ifanything, wth 1 by the Asian, Brazili

and Russian financial erises of the late 1990s

The question is whether this optimistic view of FDLis as flawed as the
mythof risk-free lending in the 19708 - and whether the same devastating
outcome for develoy countries will eventuate. And, in the present
context, whether a WTO Agreement on Investment would help to avert

such an outcome, or make it inescapable.



The Background: Financial Flows
etll t0 Developing Countries

IN the 19705, financial flows to developing countries were heavily
dominated by loans from commercial banks, governments and interna-
ns, supplemented by aid grants (Figure 1), By 1980, these

tional institut
flows had risen to what proved to be an unsustainable level. at nearly 4%

Following the beginning of the debt crisis in the 1980s, however, net
lending fell sharply, and by 1990 was largely limited to the amounts
creditors needed to lend to allow debtors to make interest payments.

Ower the course of the 19%s, net lending fell further, as the need for
interest refinancing declined; and grants also fell relative to GDF, as and
budgets were reduced still further below the target level of 0.7% of donor
GNP, reaching around one-third of this level

Figure 1; Grants and Loans to Developing Countries, 1970-2000
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By 1990, loans and grants had fallen by around half from their 1980 pt'alk.
to a level below that which prevailed in 1970, before the “recyeli
process began. By 2000 they were just one-fifth of their 1980 level, .llld
one-third of the 1970 level.

Combined with the continued drain of foreign exchange associated with
interest payments, and the collapse of export prices, particularly for
primary commodities (itself largely a result of over-supply associated
with the debt crisis), this led to an acute need for foreign exchange
inflows,

Direct investment was seen - by developed countries, developing coun-
tries and international agencies alike — as the answer 1o this problem,
While growth of these flows was relatively limited overall in the 1980s
(faster growth towards the end of the decade off-setting the post-1952
decline), they took off in the 1990s,

By 2000, combined with portfolio equity investment, they had pushed
overall financial flows to developing countries above 4% of GDP - and

well above the 1980 level, which had ulti 1y proved inabl
Figure 2 Financial Flows to Developing Countries, 1970-2000
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Figure 3 FII Inflows as a Proportion of Total Investment,
199095 and 1999-00
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The scale of the increase in inflows in the 1990s can be seen by looking at
the relationship b n FDLinfl - I investment in recipient
countries. This is shown in Figure 3, for five developing regions: Latin
America and the Caribbean (LAC), Sub-Saharan Africa (SSA), South,
East and South East Asia (Asia), Central and Eastern Europe (CEE) and
Central Asia (C Asia), The pattern is both strong and consistent: the ratio
increases by a factor of between about twoand four in each case, from 5-
8% fin the first half of the 19905 to between 12% and 26% by the end of the
ducade.

This rapid increase in the inflow of investment is inevitably reflected in
an increase in the stock - that is, the total value of assets owned by foreign
investors. This is illustrated in Figure 4, showing the stock of inward FDI
as a percentage of GNP over a longer period, from 1980 to 2000. Again,
the pattern of rapid increases in the 199(0s is pronounced and consistent,
asis the acceleration compared with the 1980s. For developing countries
asa whole, the stock of inward FDI increased by a factor of 2.5, from 12%
of GNP in 1990 to more than 30% in 2000. This represents a growth rate
relative to GNP of around 9% per vear. It will also be noted that the ratio

F



tordeveloping countries isboth hig
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3 Financial Effects of FDI: The
Simplified View

ON the simplest level, FDIcan be considered as if it were lending. This
means looking at the inflow of FDI as if it were a loan; the subsequent
repatriation of the capital invested as if it were a repayment of that loan:
and the profits on the investment as equivalent to interest on the loan

O this basis, the stck of inward FDI is analogous to debt; and the
difference between the inflow of new investment and the outflow of
profits can be considered as a net financial transter into the country. The
World Bank's Global Development Finance essentially takes this view,
except that it does not report the value of the stock of inward investment,

There are, however, a number of important differences with debt,

*  FDI goes only 1o commercial investment, and cannot be used 1o
finance government budgets or public services (unless they ane
privatised).

*  Thereis no fised schedule foroutflows - rather, outflows depend (in
principle, at least) on the commercial performance of the invest-
ment.

*  The rate of profiton FDI is much higher than interest rates even on

commercial loans, as i Tedquine P ion for the com-
muercial risks of Ilh investment. In the late 1990s, the average rate of
return on FDIin developi trigs was estimated by the World

Bank to be in the order of II‘»!‘\"\. per year.



*  Morcover, profit rates are higher for poorer countries, where com-
mercial risks are generally seen as being greater, The World Bank
estimate for Sub-Saharan Africa in the fate 190s was 24-30% per
year, This is in marked contrast with lending, where poorer coun-
tries have access to much cheaper loans from governments and
international organisations,

*  Whereas lending tends to be countercyclical {except in erisis condi-
tions), increasing in response to growing demand, FDI flows tend to
be procyclical, and fall when they are most needed. This was aparent
in the carly years of the debt crisis, and in the immediate aftermath
of the Mexican and Asian crises of the 1990s.

Based on this simplified view, then, FDI can be considered as equivalent
tor borrowing foreign exchange at an inferest rate of 16-18% per year-or
more in poarer countrivs, In order to avoid a potemtially damaging net
outflow of foreign exchange, new flows have to cover the profits on the
existing investment, so that these inflows themselves must also increase
at 16-18% per vear, This in turn increases the stock of investment at a
similar rate. In effect, this s like borrowing at 16-158% per year, and
allowing the interest o accumulate,

This rate of increase of the stock of FDI Habilities ks far greater than any
plausible phions about the possible growth rates of GDP, exports
or overall productive investment. The result is that, if outward transfers
are o be avoided, the stock of FDI labilities will grow much faster than
the capacity to service those habilities, and will therefore inevitably
exceed thatcapacity. ¥ rals that the ionof the
stock of productive capital which is owned by forcigners WI“ ncrease
rapidly over time. It can only be prevented from reaching 100% by a
reduction in FDUwell below the level of profits, implying a large sutward
net flow of resources.




Financial Effects of FDI: A More
Complete View

IN practice, of course, the effects of FDI are more complex than this, as
FDlalsoaffects production, exports and imports. The overall effecton the
balance of payments is a result of these effects combined with capital
inflows and profits. The simplest way of considering this is to look at
foreign owned investments as if the investors were part of the countries
where they were based, rather than the host country. This is essentially
the view of the GATS Agreement, under which direct investment
enterprises in the services sector are treated as if they were exporting
services into the host economy.

The question then becomes how much the local economy is “exporting”
to FDI enterprises, in terms of labour and other inputs; and how much of
their output itis “importing” from them. That is, the balance of payments
effect of FD1 is equivalent to the difference between the local spending of
foreign-owned enterprises and their local sales (modified to the extent
that local sales substitute for imports, thercby saving foreign exchange).

It is therefore critically important to consider the pattern of sales, as
between exports, import substitutes and goods and services which are
not internationally traded. The last category includes almost all services.
A second critical dimension is the division between FOI which takes the
form of the construction of new productive capacity and the purchase of
existing capacity or companies. The latter accounts far some 75% of all
FIM in developing countries, excluding China. This suggests a frame-
wark for analvsis as shown in Figure 5.



Figure 5: A Framework for Analysis of the Financial Etfects of FII
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FDI by purchase does not in itsell create new capacity. only a transfer of
ownership - although it may change patterns of production, inpul use
and sales, However, profits switch from being a local cost 1o a foreign
exchange cost, For the overall effects 1o be positive, the increase in the
local spending by the company or facility minus the increase in fis local
sales (net of import substition effects) must be greater than total profits
after the investment.

This is virtually impossible inth tor. Evenin theoxp
sector, it will depend on thee natune as well as the extent of the changes.
which take place in production. Even if output is increased, this will
generate benefits only i this higher output is translated into higher
spending on local inputs; and the overall etfect will be positive only if this
exceeds total profits, The Tikelihood of this is reduced to the extent that
output per worker is increased, or imports are substituted for locally
produced inputs. Thus, while the net effect may be positive, this is
unlikely, The prospects are substantially worse for import substitutes, as
local sales are likely at least partly to substitute. directly or indinectly, for
sales by local companies.

Where investment does create new capacity, the effects will be more

ble ~ but sul ially liss =0 than they may at first appear. In the
short term, the imitlal capital inflow will be off-set by purchases of
imported equipment, such as factory machinery, and any other forcign
exchange costs associated with the investment {eg., consultancy fees),




Again, the effective foreign exchange inflow is limited to the amount of
the investment which is spent in the local economy on locally-produced
goods and services. iy reducing the initial foreign exchange inflow, this
also increases the effective rate of return on the investment fram the host
country’s perspective, in balance of payments terms.

I the Jong term, !Iu-m‘rd isonceaga inlocal spending less local sales;and

" Saalylas frefud

again thisisby definiti for including services.
The effect of FDIin rn!pun‘. bstitution is ambi depending on the
extent to which sales substitute for imports rather than subsmnlmr, for
thesalesof other local prod g an increase i

tion of the good twlnm’d (e, dm.- to increased availability, tower

prices or marketingl.

Tn the case of exports, the effects from the host country's perspective will
necessarily be positive. However, the increase in output, at least in some
sectors, will tend to reduce world prices, imposing costs on other priduc-
ers. While these effects will be thinly spread, there is a strong possibility
that they will be greater than the net benefits of the FDI 1w the host
country; and where the market is dominated by developing country
exporters, the net effect will be negative for developing countries as a
whtle,

This effect will be most pronounced for minerals, tropleal agricultural
produce and undifferentiabed manufactured goods such as textiles - the
main export sectors of most low and lower-middle-income countries.
This suggests a picture of net benefits as shown in Figure 6, where the
black cells in the table represent negative effects, white cell positive
effects, dark grey ambig e i prey reflecting agreater likelihood
of a negative effect. The only clearly positive effect is for construction of
new export capacity; and this will be off-set by any negative effect on
waorld prices.




Figure 6 Financial Effects of FDE A Balance Sheet
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All FIN in non-tradeable sectors s negative, as, almost certainly is the
purchase of existing capacity in import substitution sectors, FDI by
purchase in the export sect
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r i also likely to be negative in most cases

1ph subsequent investment (o increase capacity should be posi
tive), while the effect of new capacity inimport substition is ambiguous.

In order for the overall effect 1o be positive, there must be sufficient

benefits from the construction of new capacity

r export production to
off-set the negative effects of other tpes

f FOL; and, from the point of
view of developing countries as whole, this increased export capacity

st take place outside their traditional export sectors

As noted above, some of all FDU in developing countries is in the

purchase of existing capacity, Therel n i all FDE-financed ¢

struction of new capacity were in th xport sector, it would still be only

one-quarterof the

stal. In practice, however, the

wport sector represents

only partof FDI, although this varies substantially between countries and

o by Figgures 7and 8 For US majority-owned foreign

affiliates in developing countr
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for export in 1993, with figur

around 60M for Asia, but just 2005 for
Latin America. The variation between countries is still greater, from 49

in India to around 85% in Singapore and Malaysia



It should be noted that the export-orientation of FDI is likely to have
dieclined substantially since 1993, as FDI in services has expanded,
particularly in public utilities such as water and sanitation, energy
supply and telec ications (due to privatisati nd the associated

emergence of new transnational companies in these arcas), and in retail-
ing, fast-food outlets, etc.

Figure 7 Share of Exports in Total Output of US Majority-Ownied
Forvign Affiliates, 1993: By Regions
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S FDI and Financial Crises

FINANCIAL erises such as those of Mexico in 1994 and East Asia in 1997,
likes the 1980s debt crisis, arise because capital inflows are insufficient to
cover curnentaccount deficits, When this point is reached. capital inflows
fall sharply, compounding the problem.

The initial crisis s generally triggered by capital inflows drying up {asin
Latin America in the 1980s) or being reversed (as in Mexico in 1994 and
Thailand in 1997). However, vulnerability to financial erises is primarily
associated with large current account deficits, the associated accumula-
tion of foreign exchange liabilities (which in turn add to the deficits), and
a resulting acute dependence on foreign capital to finance the deficits

FDU is unlikely by itself to trigger a financial crisis, as the pipeline of
existing projects means that it shows less volatility than lending or
especially inter-bank transfers and other short-term transactions, How-
wver. itmay contribute substantially to current account deficits, and thus
todependence on forcign capital and vulnerability o crises, ltappears o
have played a significant role in this respect in varying degroes in
different countrics in recent crises,



Figgure 9 Contribution of FDI to Pre-Crisis Curment Account Deficits
(Simplified View}
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Figure ¥ demonstrates this on the basis of the simplified view of FDI. It
shows the contribution of profits on FDI and current account effects of
FIX (assumed, arbitrarily, 1o be 50% of the amount invested) relative o
tontal current account deficits in the countries mest alfected by the Asian
crisis in 1996, and in Mexico in 1994,

It suggests that these aspects of FDI may have represented around one-
third of the pre-crisis current account deficit in Mexico, the Philippines
and Thailand, and the whole of the (smaller) deficit in Indonesia. In
Korea, the effect appears to have been minimal; but in Malaysia, it is
sufficient to have turned what would otherwise have been a substantial
surplus into a large deficit.

Asther plete view 1 above indicates, thisisonly partof
the picture. And it will be rtwllvd that Malaysia in the 1990s had one of
the highest shares of exports in the output of FDI enterprises. One might

14



therefore expect the mone plete view to be more favourable - and it
is the only one of these countries whene there ane adequate data to make
any assessment of this,

In fact, th Its of the il lysis are po more f bl
As shown in Figure 10, despite their strong export-orientation, the trade
balance fexg minus imports) of FDI prises in Malaysia was

broadly neutral in the early 19905, and is likely to have become mone
negative between 1994 and 1996,

Figure 10: Malaysia: Trade Deficit of FDI Enterprises, 19960-96

1990 1991 1892 1993 1994 1995 1996

Figure 11 adds on outflows of profits and royalties, to give the total
current aceount deficit of FDIenterprises, This was strongly and increas-
ingly negative througout the period, reaching 11-13% of GDP in 1995-6,
the: two years before the crisis, While this may have been partly off-set by
import substitution, it will be recalled that only around 15" of total sales
were in the domestic market, and much of this will have been of non-
tradeables or have substituted for local production.



Figure 11; Malaysia: Current Account Deficit of FDI Enterprises, 19540-86
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Figure 12: Malaysia: Current Account Deficit with and without
FDI-Related Transactions, 19640-%
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Figure 12 demonstrates the importance of Malaysia®s FDI-related current

account balance, by contrasting the actual defi
“without-FIDI" balance (in black)

it{in grey) with a notional

This suggests that, e

ceptin 1991, FDI-related transactions were solely
responsible for the deficit; and that the non-FDI economy had a progres-
sively increasing current account surplus throughout the period, which
was turned into a substantial (and in 1995 very large) deficit in 1994-6

Muoreover, as shown in Figure 13, whereas FDEinflows were sufficient to
cover the FD-relared deficit in 1990.93, in 1994-6 they fell dramatically
behind. This suggests that the overall effoct of FDI in these years was to
increase the need for other capital inflows by betwieen about 4% and 9

of GO in each of the three vears before the crisis.

13: Malaysia: FDI-Related Current Account Dieficit and
FOI Capital Inflows, 199095
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The Malaysian story, as f 1 above, is p waorrying in the
light of recent levels of FDIin developing coutries. While Malaysia had
an exceptionally large stock of inward FDI for an economy of its size in
the late 1990 (48% of GDP), the growth rate of FDI stocks in developi
mlmh'lcs mieans that this offers little comfort. As noted above, FDEstocks
in deved ies are at unpreced 1 levels (above 30% of GDP
in 2000), and are growing rapidly relative to GDP (by 9% per vear in the
19605}, 1f this growth rate continues, the average figure for developing
countries as a whole will pass 48% in 2005, reaching 75% in 2010, and
doubling every ten years thereafter. No fewer than 38 countries already
had FDI stocks in excess of 50% in 2000,

Moreover, the particularly strong export-orientation of FDI in Malaysia
suggests that a given stock of FDI should have had a more favourable or
less unfavourable effect on the balance of payments than in almost any
other country, while its relatively high income level and exceptionally
good economic performance until 1996 suggests that the rate of return
should have been relatively low. This suggests that the danger point for
other developing countries may be significantly below 48%.



Summary and Conclusion

FDUis much less benign in terms of its financial effects than it is often
presented as being, The stock of inward foreign direct investment (FDI)
in developing countries has grown rapidly since the early 1990, as FDI
has expandisd to fill the financing gap keft by declining lending tollowing
thie 1980s debt crisis and falling aid budgets.

Simplistically, FOIinflows may be seen as equivalent to borrowing at an
inteest rate of 16-18% p.a. for developing countries as a whele, and 24-
A% in Sub-Saharan Africa, so that net outward resource transiers can
only be avoided by allowing inward FDI stocks to grow at this rate. This
implies a rapid expansion relative to the ability to meet the foreign
exchange cost. Taking into account effects on exports and imports, the
financial effects remain negative for investment through the purchase of
ing productive capacity (except possibly in the case of expont
industries), which accounts for of total FIDU in developing countries,
and through the construction of new capacity in non-tradeables, which
accounts for a growing proportion as FOU in services increases.

el

Clearly positive effects arise only where new export capacity is createsd;
but less than halt the sales of FDI enterprises are exportesd, and in most
traditional export sectors any benefits will be off-set by price
uther exporters.

Malaysia, where FD-related transactions turned astrong current account



surplus into a large deficit and ially ighed the tated

capital inflows; despite the strong export-ori ion of FDI P

This suggests that the current levels and composition of FDI flows to
developing countries are creating the conditions for further financial
crises in the future; and the complacency which surrounds it is a major
threat to develog and potentially to the global ¥

There is an urgent need for a different view of FDI, as a basis for prudent
management of inflows. This means, in particular, a greater level of

infl by go over the composition of FDU inflows, in terms
of the balance between the cnnstmdmn of new capacity and ihn.- p'url:h:l.lac
ofexisting capacity; the balan port import and

Jeable i fostir! g back i intothed :

econamy, o as to limit foreign -.-xdmnge costs for impwll.'d inputs.

There is a real danger that a WTO Agreement on Investment would
provent developing country gy from ging FDI inflows
prudently so as to avoid financial crises.

In the 1970, the major developed country g nis actively encour-
aged commercial borrowing by developing countries. After the debt
crisis began in 1982, they attributed it to the f fdeveloping try
gvu-mnwnh- o manage llu- Imn.hnh pmdrml Since the 1990s, \Iu-y
t pingoounicy s
inflows of FDI Now, in mekm;; aWTO Agru-lm'nl on Investment, they
are seeking to take away the opp for p t. 1f
they succeed, when the crisis comes - asit invvilnhly will - tlwyw:llhau
no one to blame but themselves.

actively eng
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FINANCIAL EFFECTS OF FOREIGN DIRECT
INVESTMENT IN THE CONTEXT OF A POSSIBLE WTO
AGREEMENT ON INVESTMENT

This paper p ion of the increasing flows and
u'mlcmnng build- upm theak:kn(f\wrlmdlrul investment in developing
countrivs, and its likelv financial eifects in the long term.

It argues that the stock of inward investment, which has reached unpre-
cedented levels, is equivalent toa large foreign debt at a very high interest
rate; that it will have a strong negative impact on host countries’ balance of
pavments over the long term; and that this effect was a major factor
uniderlying the 1997 financial crisis in some South East Asian countries.

The paper concludes by emphasising the importance of selective policies

towards FDI as a means of limiting the adverse financial effects, and warns.

of the tl.'mg,l'r that a WTO Investment A;,lmmmt will take away the pull.ﬂ-
dh FOLA
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