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FORWARD

Dear YES Family,

Asour small planet becomes aglobal village, countries become more inter-dependent and closely bound by
economic necessity and by common concerns for our collective safety, security and well-being. Trade and
foreign investment continue to grow as influential means of promoting prosperity and employment around
theworld. Economic liberalization istransforming the face of countrieslike Chinaand India, which arefast-
becoming economic giants. The power of trade and foreign investment can indeed be harvested towards the
creation of better jobsfor greater numbers. It isthe hope of the Y ES Campaign that we will together be able
to achievethisgoal.

This publication examines the twin phenomena of trade and foreign direct investment in today’sworld, and
alsotheimpact it has on the heavily indebted poor countries. Finaly, it suggests different waysin which these
powerful forces can be channeled to the benefit of the developing world.

| am deeply appreciative of the efforts of Francis Chigunta, a scholar at Oxford, who has authored this
publication. He researched and examined the existing writings on the subject, and has prepared this document
asaguidefor us, aswe go through the complementary Summit Sessions.

We hope that thiswill inspire you to innovate and attempt to further the work of the Y ES Campaign in your
countries. Wewill do our very best to provide you with the kind of technical assistancethat will best empower
you to be agents of change and progress. In keegping with thisaim, | would like to take this opportunity to
direct you to our website where we have a wealth of relevant research material, contributed by you and by
other expertsinthefield: http://yesweb.org/2006/call_papers mm.htm

The Knowledge Hub for Kenya 2006 al so includes a val uabl e section that has been researched and compiled
by our erstwhile colleague, Karina Kumari. She has carefully chosen and set-up this collection of papers,
research materials and e-book materials for the Summit. These can be accessed at http://yesweb.org/2006/
other_pubs mm.htm

I hope that thiswill be of help to you aswe walk through this Summit, and return to our countries, richer by
virtue of our shared knowledge and experiences over the course of these few days.

Lastly, | want to thank everyone for participating and pledge my continued support to the cause of our
professional development as practitionersof theart of changing thelivesof individualsand communities, for
the better.

In solidarity,

ﬁmmW

Poonam Ahluwalia
Executive Director
Y ES Campaign




1.

2.

3.

4.

5.

Building Trade Capacity and Attracting Foreign Direct Investment

Table of Contents

11070 101 o ISP 1

FOrEgNINVESIMENT ... et e e nree s 1
2.1 Percelved Benefitsof Foreign Investment ...........ccccvevveiieevee e 1
2.2Typesof FOraeign INVESIMENT ........cccuiiiieciiece et e 3
2.3 Global Trendsand FIOWS Of FDI .........cooiiiiiiieeeeeeee e 4
2.4 Foreigninvestment and Growth ............ccceeiiv e 5

Foreign Investment and Internationa Trade...........cccecveeieeiieccie e 7
3.1 Potential BENEfitSOf Trade ........ocveeeieeece e 7
I I 010 TSP 9
3.3 Shareof Countriesin International Trade and Tradable Commodities....................... 9
SAChAIENGES. ...t ere e 10

Investment, Trade and HIPC COUNLITES ........coveeieriiiiesieeee e 1
4.1 The Debt Problemand ECONOMIC GrowWth ...........ccccoveriiieiie e 1
A2 THEHIPCINITIAIVE.....cuiiiiieieieee et e 12
4.3 TheNeedfor Tradeand Foreign Investment in HIPC Countries ............cccccceeueee. 12
4.4 Argumentsfor Foreign Investment inHIPC CouNtries...........cococceeveeciiecceeccieesienne 13
AS5INVESIMENT FIOWS ... e s 13
4.6 DetermMinatSOf FDI ..........oiiiiii e e s 15
4.7 How to promote Trade and attract Foreign Investment in HIPC Countries............. 15

Potentia Benefitsof Foreign Investment for Youth Employment ...........ccccocevvevenee. 19
5.1YouthUnemployment in HIPC COUNLMES..........coevieiieeiiece e 19
5.2 Tradeand Foreign Investment asa Source of Employment for Youth..................... 19

(@006 [0S [0 o ISR 20




Bl Building Trade Capacity and Attracting Foreign Direct Investment

1. Introduction

Countriesaround the globe are adopting new gpproachesto growth and devel opment based on economicliberdization
and ontherecognition that integration into the globa economy isnow their most important challenge. In particular,
developing countries haveincreasingly cometo seeforeign direct investment (FDI) and international tradeasa
source of economic development and moderni sation, income growth and employment. Countrieshaveliberalised
their FDI regimesand pursued other policiesof attracting investment. They area so promoting tradeliberalisation,
with many addressing theissue of how to best pursue domestic policiesto maximisethe benefits of foreign presence
inthe domestic economy. Thispaper examinestherole of foreign investment and tradein promoting economic
growth and possibilitiesfor the HIPC countriesto attract FDI and promote trade, what it means, how the core
competencies can be built in countriesto competewith countrieslike Indiaand China, and so on. The paper aso
addresstheissue of what attracting foreign and promoting trade mean in termsof youth employment. The paper
beginsby looking at FDI and its potential benefitsfor HIPC countries. Thisisfollowed by adiscussion of trade,
trendsand benefits. However, the paper doesnot sol ey focus on the positive effects of FDI in devel oping countries.
It al so addresses concernsabout potential drawbacksfor the host economies, economic aswell asnon-economic.

2. Foreign Investment

Foreigninvestment, especialy foreign direct investment, is seen asan important source of capital for developing
countries. The United Nations Conference on Financing for Development (Monterrey, 2002) argues that
privateinternational capital flows, especialy FDI, along with international financial sustainability, arecritical
complementsto national and international devel opment efforts. Whether FDI can contribute to growth and
development, especialy in HIPC countries, obviously dependson how the gainsfrom investment are distributed
among sectors and across society.

In theimmediate post-war period, stimulated by the success of the Soviet Union, most devel oping countries
pursued a policy of investment-led growth. The emphasis was on increasing the investment rate and not on
the productivity of investment. However, many of the developing economies found that higher investment
(which represents a sacrifice of current consumption) did not lead to high growth as many were faced with
declining investment productivity. Inrecent years, many of these countries have shifted their focusfrom the
absolute level of investment to the productivity of investment. The most important shift in this regard has
been a move to trade liberalisation. In addition, most developing countries now welcome Foreign Direct
Investment (FDI) as an important factor which contributes to economic growth through technol ogy transfer
and efficiency improvement.

However, there is little systematic evidence on the effects of FDI on income distribution, poverty and
development, and no evidence of any direct link between FDI and poverty reduction. However, FDI can
contributeindirectly to poverty aleviation by increasing national income and thus promoting economic growth,
to employment creation, and to enhanced skills and technol ogy.

2.1 Perceived Benefits of Foreign Investment

The benefitsthat foreign investors may bring to their host countries, although not guaranteed, may bevita in
helping developing countries meet the challenge of integration into the competitive global economy. The
major potential benefits associated with foreign investment include:

e Technology Transfer: MNCstypically areamong thelargest, most sophisticated, and competitive companies,
with theresourcesto devel op and apply innovationsin materiass, processes, and other aspects of manufacturing
and distributionto their production and distribution facilitiesthroughout theworld. Indeed, intoday’ seconomy;,
major manufacturersare global actorswho seek accessto suppliers and marketsthroughout theworld. Host
countriesthat are successful in attracting MNCswill gain exposure and accessto this corporate know-how,
whichwill proveinva uableto the devel opment of their industrid base. Loca companiesthat establishrelationships
withthe MNCswill be ableto adapt thisknow-how and will learn theways of competing in international
markets. Loca managersand employeesof theMNC will gain ssimilar knowledge.
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e Job Creation: Countrieswith economiesin transition often have high rates of underemployment or outright
unemployment. Attemptsto combat unemployment through such measures asthe creetion of public-sector jobs
often proveto be unsustainable. Direct investment by MNCs creates jobs. Moreover, through the learning
process described above, thesejobswill provideimportant benefitsfor thelocal economy.

e Export Development: Foreigninvestment often leadsto exportsfrom therecipient country to nearby markets,
or eventothehomecountry of the MNC. Theseexportsprovide hard currency that isvital to sustained economic
growth. Hard currency isnecessary for servicing foreign-debt obligations, financing the purchase of imported
products, and financing domestic investment. Indeed, thisdesirefor foreign exchangefrom exportshasprompted
countriestolower trade barriersand integrate themsa vesinto thegloba economy. Moreover, foreigninvestment
helps countriesdiversify their exports. Growth in new export products, which are known as nontraditional
exports, isparticularly important for devel oping countriesthat havetraditionally exported commodities(suchas
coffee, sugar, bananas). Diversification of the export baseleavesacountry lessvulnerableto theharmful effects
of adropin commodity prices.

Poor countrieson average are hel ped by foreigninvestment intheform of money, equipment, machinesand factories,
aswell asinfrastructureimprovements such asroads and bridges. Without question, poor countries can be subject
toabusefromforeigninvestors.

The potential drawbacksincludethe deterioration of the balance of paymentsas profitsare repatriated, the lack of
positivelinkageswith local communities, theenvironmenta impact of FDI, especially intheextractive and heavy
industries, thesocia consequences of an accelerated commercialisationinlessdevel oped countries, the effectson
competitionin national marketsand therisk that host countries, especially small economies, may experienceal oss
of politica sovereignty. Even some of the expected benefitsmay proveeusive, if, for example, thetechnologiesor
know-how transferred through FDI turn out to beill-adapted to the host economy, depending onitscurrent state of
economic development.

Criticsarguethat foreign investment often leaves poor people vulnerableto theworst formsof corporate abuse.
While governmentsin poor countriesare keen to attract multinational investors, itisclaimed that all too often big
businessisallowedtotrampleon peoples rights, evicting them from their homes, squeezing them out of businessand
refusing to allow workersto join unions or make adecent wage.

It has al so been observed that thereis no automatic link between FI and growth. A report by ActionAid (2002)
pointsto the experience of Latin Americaand the Caribbean in the 1990s compared with the 1970sto argue that
“thereisno automatic link between increased FDI and (economic) growth.” FDI intheregionwas 13timesgreater
inthe 1990sthan in the previous period, whilegrowth in theregion’sgross domestic product was 50 percent lower.
Thereason wasthat FDI was concentrated in buying state-owned assets, such asmines or telecommunications
companies, rather than creating new industriesthat provided new jobsand technology.

On balance, the benefits of FDI exceed the costs. Benefitsare, however, not homogeneoudly distributed across
sectorsand countries. Clearly, for maximising the benefitsof FDI, policiesmatter. Many challengesbefa| the host
country authorities, who often need to improve economic structures, infrastructure and human capital, whileat the
sametimeputting in placeenvironmenta, socia and competition safeguards. Home countries authoritiesdo, however,
sharearesponsibility for maximising the benefitsof FDI for development, for example by pursuing policies of
opennessto trade and technology transfer that do not unduly hold back the activitiesof MNCsin developing
economies. Corporateresponsbility isalso anissue, particularly where MNCs providelarge sources of government
revenue, or otherwisewield significant economic power relativeto the host country authorities. Thisisal themore
reason why underdevel oped countries should choose wisely which foreign companiesthey allow to comein.
Furthermore, their governments should maintain some control over the activities of those companies. Asmany
observersnote, foreigninvestment can only bring benefitsif carefully managed.




W Building Trade Capacity and Attracting Foreign Direct Investment

2.2 Typesof Foreign | nvestment

Foreigninvestment can take many forms, depending on thetype of investor, theinvestor’sinvestment objective, and
thedegreeof risk theinvestor iswilling to assume. Herewelook at thetypesof investment currently being practised
indeveloping countries, also known asemerging markets, aswell asin many devel oped countries.

Country Funds. Thisvehicle hasbeen developed to alow investorsto participatein the booming stock markets
of certain countries. Thesefunds collect poolsof investment capital and invest themin the sharesof foreign
companiesavailableonloca stock markets. Thefundsmay be country-specific or may cover entire developing
regions, such asAsiaor Latin America, so asto diversify and thereby minimizetherisksparticular toasingle
country.

Investors haveresponded well to thesefunds. Inrecent years, somefunds have enjoyed rapid growth, and there
hasbeen an overall increasein the number and coverage of funds. Someinvestorsprefer theflexibility of being
ableto exit emerging marketsquickly, especidly inlight of their volatile nature. In other countries, such asChile,
regulatiionsmay prevent forelgninvestorsfrom buying stock issuesdirectly, leaving country fundsastheir only
vehiclefor entering the market. Managed funds saveinvestorsthetroubl e of finding accurateinformation about
companiesin emerging markets and of monitoring conditionsin those markets. Since country fundsenable
investorsto exit marketsquickly inresponseto changing conditions, such fundsare thus often described as*“ hot
money,” aterm a so used to describe the funds placed by investorsin bank accountsin devel oping countries.
Becausethese accountstypically pay highinterest rates (in responseto the greater risk associated with these
countriesaswell asthetight monetary policiescommonly used to control inflation), investorstend to withdraw
fundsif interest ratesfall.

Foreign Direct Investment. In making direct investmentsin foreign companiesand countries, investorsare
foregoing the advantage of rapid exit, whichthey describe asliquidity. They arewilling to make alonger-term
commitment, which involvesahigher degree of risk, becausethey anticipate returns on their investment to
exceed thecogtsimpliedinthehigher risk. FDI usudly involvesgrester amountsof capital thanindirect investment
(such asthrough country funds). Combined with the higher degree of commitment and longer investment time
horizon (i.e., thelength of timeinvestorsarewilling to risk their capital in anticipation of the expected returns),
thesetypesof investment usually bring greater benefitsfor host countriesthanindirect investmentsand, therefore,
aretheinvestmentsthat recipient countriesare most eager to attract. FDI can take many forms:

o Minority stakesin host-country firms, for example, through the direct purchase of sharesonthelocal
stock exchange. Theseinvestmentsare often referred to aspassive or portfolio investments, because
theinvestorsdo not assume control of thefirm’soperationsand may havevery littleinput into how the
firmismanaged. Minority stakesinforeign firmsare often obtained through privatizations of state-
owned enterprises and debt-equity swapsof both private and state-owned firms.

o Licensing agreementswith host-country firms. The MNC may transfer the rightsto use aspecific
technology to alocal firm, which would be responsiblefor production and marketing in the local
market. The local firm would pay the MNC for the right to use its technology. This type of
arrangement offers the MNC a low-risk way of entering a foreign market. MNCs sometimes
acquire shares of local firmswith which they enter into licensing agreements.

o Joint venturesarefirmsthat are established and jointly owned by foreign investorsin conjunction
withlocal partners, usually privatefirms, but sometimes state-owned enterprisesor even government
agencies. Foreign investors may assume minority or majority positionsaswell asvarying degrees
of operational control. Combinations of foreign investors sometimes establish joint venturesin host
countriesto reduce the start-up costs of establishing solely-owned operations. For example, Ford
(U.S.) and Volkswagen (Germany) created an automobile assembly joint-venture operationin Brazil
known asAutolatina.
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Joint venturesgiveforeign investorsthe advantage of alarger presenceintheloca market, but withless
risk than would beinvolvedinthe outright purchase of alocal firm or the establishment of awholly-
owned subsidiary inthe host country. Joint venturesare often used by MNCsto enter new marketsthat
areperceived ashaving great potentia, but dso ashaving reatively highrisk. They give MNCsachance
to gainfirsthand knowledge and experienceinlocd marketsasthebas sfor deciding whether they want
to makeafull-scaecommitment.

o Magority stakesin host-country firms, through share purchases, privati zations, debt-equity swaps, or
other techniques. Thisoptionrequiresagreater level of commitment fromtheforeigninvestor aswell as
alonger timehorizon regarding expected returns. MNCsthat invest inloca firmsprovide mgjor benefits
for thefirmsand an economic stimulusfor host countriesaswell. Usualy, such investmentswill reflect
theMNC'sglobal production and distribution strategy and, assuch, will accel eratethe host country’s
effortsat integration into the globa economy.

o  Wholly-owned subsidiary in the host country. This option representsthe highest level of risk and
commitment by theMNCsand isusually reserved for thelocal markets seen as having the greatest
profit potential. Major multinationals usually have large presences, primarily through wholly-
owned subsidiaries, in the major emerging markets. These operationsare usually vital components
intheir global production and distribution strategies.

Vehicles for foreign investment have multiplied in recent years because advances in computer and
communications technol ogies have forged closer links among financial markets around the world and have
allowed for greater innovation in the development of different investment instruments geared toward investors
needs. Our focusinthispaper isonforeign direct investment (FDI). Theterm FDI will be used interchangeably
with‘foreigninvestment’ or smply ‘investment’.

2.3 Global Trendsand Flows of FDI

The magnitude of FDI flows continued hitting new records in the course of the previous decade, before
falling back in 2001. In 1973 global foreign direct investment flowstotalled just $21.5 billion. In 2000 they
reached $1,492 billion —almost 70 timesthe 1973 level.

However, devel oping countriesonly attracted 30 percent of all foreign direct investment flowsin 2001. More
than 80 per cent of the recipients of theseinflows, and more than 90 per cent of theinitiators of the outflows,
were located in “developed countries’. Even the minority of FDI that does go to developing countries is
spread very unevenly, with two-thirds of total OECD FDI flows to non-OECD countries going to Asiaand
Latin America. The top 20 developing countries got 90 percent of the total foreign investment, leaving the
100 other developing countries to share out the rest.

But these FDI inflows do represent significant sums for many developing countries, several of them even
recording FDI-to-GDP ratios in excess of 50 per cent. In most developing countries, the manufacturing
sector isby far the largest recipient of FDI. In recent years, an increasingly large share of the FDI flows has
been through mergers and acquisitions. This partly reflects a flurry of transatlantic corporate takeovers,
partly the large-scal e privatisation programmes that were implemented throughout much of theworld in the
1990s. However, in devel oping countries greenfield investment has remained overall the predominant mode
of entry for direct investors.

2.4 Foreign Investment and Growth

Theeffectsof FDI on macroeconomic growthiscommonly considered the most potent source of poverty relief,
particularly inthe poorest countries. Beyond theinitiad macroeconomic stimulusfromtheactua investment, foreign
investment, especidly FDI, may influencegrowth by raising total factor productivity intherecipient economy. This
worksthrough two channels, namely (i) the spilloversand other externaitiesvis-avisthe host country’sbusiness
sector, and (ii) thedirect impact on structural factorsin thehost economy.
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Most empirical studiesconcludethat FDI generally does make apositive contribution to both factor productivity
and income growth in host countries. It is, however, more difficult to assess the magnitude of thisimpact - not
least sincelarge FDI inflowsto devel oping countries often concur with unusually high growth ratestriggered
by unrelated factors. Asregardsthe question of whether FDI tendsto crowd out domestic investment, thereby
dampening its overal impact on growth, the evidence is generally mixed. Some studies find evidence of
crowding out, while others conclude that FDI may actually serve to increase domestic investment.

Intheleast developed economies, FDI seemsto have amarkedly less benign effect on growth, which hasbeen
attributed to the presence of ‘threshold externalities’. Apparently, devel oping countries need to have reached
acertain level of development in educational and infrastructure levels before being able to benefit from a
foreign presence in their markets. An additional factor that may prevent a country from reaping the full

benefitsof FDI isimperfect and underdevel oped financial markets. Weak financia intermediation hitsdomestic
enterprises harder than MNCs, and may in some cases|ead to ascarcity of financial resourcesthat effectively
precludesthem from seizing the business opportunitiesthat arise from theforeign presence. Foreigninvestors

participation in theinfrastructure and financial sectors can help on these two grounds.

Theextent of technology transfer through the presence of MNCsisacrucia point, not least since multinational
enterprises are among theworld’ smost important playersin creating and devel oping technol ogy. Since many
cutting edge technologies are not taken to the market, devel oping countries have increasingly cometo view
investment as one of the most important meansto acquire knowledge and upgrade their domestic production
base, aswell astoimprovethe environment. Current empirical evidence would appear to support thefollowing
generalisations:

The most frequent channel for technology benefits to the host economy from FDI works via the vertical
linkages that MNCs create. MNCs attempt to minimise the value of explicit and implicit transfers toward
their host country business partners, but they are rarely able to wholly avoid them. Backward linkages (with
suppliers) are found to contribute to the technological level of suppliersthough MNCs' demand for quality
improvements, which in many cases even inducesforeign-owned enterprisesto train their subcontractorsand
suppliers. Forward linkages (with clients) are particularly important where MNE presence makes a higher
quality of input goods available to the host country business sector. An additiona route for technology
transfers are horizontal linkages, whereby competing host country enterprises learn via demonstration or
direct competition. Also, recent studies have concluded that labour migration (trained employees shifting
employment from MNCs to domestic companies, or setting up their own enterprise) isimportant.

There are significant differences between host countries’ ability to benefit from technology transfers from
various kinds of FDI. In particular, if the relative difference between the technological level of host country
enterprises and MNCs (the “technology gap”) islarge technology transfer isusually impeded. In addition to
the relative levels of technology, an absolute minimum of human capital is found to be crucial if domestic
enterprises are to be able to appropriate foreign technology. These findings are observationally equivalent
with the externalities thresholds identified in the economic growth chapter.

However, concerns have been voiced that the technologies transferred by MNCs, being usually enterprise
specific, are often ill-suited to the host economy at large. An even graver concern, particularly to emerging
economies, istherisk that the takeover of anational technology-intensive enterprise by aforeign competitor
could actually lead to atechnology transfer out of the host economy.

Anaspect of FDI that affects social concernsa ongsidewith purely economic objectivesisthe potentid for human
capital enhancement. Themgor impact of FDI on human capital appearsto have occurred not principally through
theeffortsof individua MNCs, but rather from government policies seeking to attract FDI viaenhanced human
capital. Onceindividua sare employed by MNE subsidiaries, their human capita may befurther enhanced through
training and onthejob learning. Those subsidiariesmay al so haveapositiverole on human capita enhancementin
other enterpriseswith which they devel op links, including suppliers. To the extent that human capital isthereby
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enhanced, thiscan have further knock-on effects both asthat labour movesto other firmsand to the extent that it
leadsto employeesbecoming entrepreneurs. Thus, theissue of human capitd development isintimately related with
other, broader devel opment issues. Neverthel ess, thefollowing genera pointscan bemade:

Human capital enhancement may berelatedin variouswaysto theissue of thetransfer of technical knowledge. In
someAsi an economiesthere hasbeen arather low level of transfer of both technical knowledge and management
techniques, and also of trainingin general, asthemgjority of FDI inflows hasbeen inlow to medium technology
industry that doesnot require much skill. Evenin thehigh technology sectors, thewidetechnology gap hasinhibited
theability of thelocal employeestolearn, either becausethegapisso great that itishard to bridge, or becausethe
perceived gap smply detersMNCsfrom attempting to bridgeit.

The most important point for policy makersliesin the interaction between for human capital development
and technology diffusion. Policiesto further the latter will inevitably involve action by government and other
public agencies to enhance human capital, as requirements and opportunities become apparent. Also,
technological diffusionwill increasetheincentivesfor companiesto take astronger interest in human capital
enhancement. Finally, such policies could serveto attract, in particular, FDI into relatively high value added
areas.

In the field of employment, the presence of MNCs have the potential, but not the certitude, to raise labour
standards a part of the way toward the levels prevailing in the investors home countries. Also, while the
overall employment effectsof FDI are not alwaysclear, ahigher share of employment by MNCsin developing
countries often lifts members of the labour force out of the informal and into the formal economy.

The relationship between FDI and cor por ate sector competition is a complex one. Clearly, the entry of
foreign competitorsin itself actsto raise competition, particularly in economies where competition policies
areweakly enforced and market incumbents assert undue influence on pricing. On the downside, however, a
higher incidence of strategic alliances, higher concentration ratiosand, in some cases, higher entry and barriers
have raised host country concerns about their domestic competitive environment.

However, the benefits of MNC entry via competition presuppose that domestic enterprises are sufficiently
healthy to face theforeign competitors (or, alternatively, that the host market islarge enough to accommodate
severa MNCs). In some well-documented instances, afew MNC entrants have crowded out all the domestic
competitors. Whilethisneed not be aproblem if the host markets arefully contestable, devel oping countries
experience show that it can beasignificant problem in practice, and the devel opment of an adequate competition
law framework is necessary. There may also be a need to accompany competition policies by policies to
enhance the competitiveness of domestic sectors (e.g. eliminating obstaclesto business devel opment such as
excessiveregulation).

Finally, the successful introduction of competition may have anegative short-term effect on the host countries
employment rates, but in the longer term this trend should be reversed by the stronger economic growth
stemming from more competitive markets. This accentuates ageneral need for labour market flexibility, and
it may present national authoritieswith difficult policy choices.

3. ForeignInvestment and International Trade

Thereisastrong link between foreign investment and trade. Thisis mostly through the role of companies.
Companies play avital part in international trade - in most casesit is companies that actually do the trading.
However, not all companiesare of equal importanceininternational trade. Transnational corporations(TNCSs)
or MNCs are companies whose operations extend beyond the boundaries of the country in which they are
registered.
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In recent years, the number of MNCshasgrown rapidly. In 1970 there were 7,000, today there are over 60,000.
They area so growingin size. Thetop 500 companiesintheworld areall worth over £7 billion (larger than the
annua incomeof al but threeAfrican countries). In 1998 theannua turnover of BPwaslarger thantheincomeof al
theleast devel oped countries combined.

All thismakesMNCsvery important playersin international trade, accounting for upwards of 70 per cent of
world trade. Around one-third of international trade doesn’t even involve anyone outside these companies -
it takes place solely between different parts of the same TNC.

Of the largest 100 economiesin 1999, nine were countries and 51 were companies.

Not surprisingly, governmentsin poor countries are keen to attract multinational investors—asthey can bring
much needed capital, jobs, new technology and managerial skills, helping to raise the standard of living for
many poor people. As these countries sweep aside the state-dominated, inward-looking approaches to
development that werein voguein both devel oping and devel oped countries, they have abandoned antagonistic
viewstoward MNCs aswell.

Countries that had previously spurned foreign investors are welcoming them with open arms. Even North
Korea, for many years one of the world’s most isolated countries, has begun to open its doors in search of
foreign investment, particularly from neighboring South K orea and Japan.

3.1 Potential Benefits of Trade
International trade can reduce poverty by increasingincomesand providing peoplewith thethingsthey need to
liveahealthy and productivelife.

e International trade can contributeto reducing the price of productsin poor countries, making them more
affordableto those most in need.

e International trade can also give poor countries accessto goodsthat are not locally available- for
instance, raw materials that can be combined with other goods to produce afinal product;
machineswith new technol ogy that enable less expensive or less environmentally damaging
industry; or new medicinesthat can combat disease and illness

e International trade can give poorer countries access to the much larger and wealthier marketsin
rich countries. It can give them the potential to sell more products and at a higher price than they
couldif they wereonly trading locally.

e International companies may set up in apoor country in order to produce products for trade.
Managed properly this can bring new investment, employment and training in new technology.

The experience of some countries, such as South Korea and Taiwan, shows that with the right international
conditions, and the right domestic economic policies, countries can use international trade to develop at
unprecedented rates. However, for these processes to bring the desired positive effects, they do need to be
carefully managed.
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3.2Trends

The value of international trade has increased more than tenfold since 1970 and is now worth over £11.5

billion every day.

Figure 1: World Trade as a Percentage of Gross World Product (1970 — 2001)

Trillions of Dollars
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International tradeinvolvesindividuals, companiesand governments- all buying and selling from each other.
However, governments are responsi blefor setting the conditionsin which all thistrade happens. For instance,
they can decide how much trade takes place and who isinvolved; they might charge taxes on some forms of

trade but offer subsidies for others.
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3.3 Shareof Countriesin International Trade and Tradable Commodities

Rich countries dominate international trade. In contrast, poor countries' share of world trade istiny. The 48
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poorest countriesin the world only account for 0.4 per cent of world trade. More worrying till, thisshareis

declining rather than growing. Poor countries have seen their share of world trade halved in thelast 25 years.

Many poor countries also tend to rely heavily on two or three products that may account for 75 per cent or

more of their trade. Thisleavesthem very vulnerable. For instance, if thereisasudden fall intheworld price
of one of these productsor if amajor cropisstruck by disease, it could have adevastating effect on thewhole

economy.
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Inaddition, poor countriesarea so losing out because of thetype of goodsthey sdll. Generally the poorest countries,
especialy thosein Africa, sell raw materials. Thisisaproblem because the price of raw materiasisinlong-term
decline. Underlying trends, such asthe development of artificial alternatives, are reducing the demand for raw
materialsand pushing down prices.

Significantly, producing and selling raw materia srarely involvesthe technology that goesinto the production of
manufactured goods. Thisisonereasonwhy poor countriesmissout on many of thelatest technologica devel opments.
Although some poor countries, such aslndiaand China, have benefited from the massive expans on of international
tradein recent decades, many have not and are continuing to lose out.

3.4 Challenges

Conventiona economic theory holdsthat acompletely liberalized globa market isthe most efficient way tofoster
growth, because each country speciaizesin producing thegoodsand servicesinwhichit hasacomparative advantage.
Yet, in practice, cutting trade barriersand opening markets do not necessarily generate devel opment. Rich countries
and large corporationsdominatethe global marketplace and createvery unequal relationsof power and information.
Asaresult, tradeisinherently unequal and poor countries often experience not rising well-being but increasing
unemployment, poverty, andincomeinequality.

Anadditiona problemisthat freetradeisnot equaly ‘free’ . Agricultura subsidiesand other tradebarriersintheUS
and the EU prevent poor countries especially thosein Africa, from gaining accessto the most important markets,
whilethey open up their own marketsto USand EU exports. Criticsof freetrade point out that many of theworld's
richest countries sheltered their economies by protection whenthey wereat the start of their own growth. Further,
tradeisso dominated by transnationa corporationsthat new trade rulesmainly benefit those companies. A number
of NGOshave started to promote“fair trade,” arguing that trade can promote devel opment if it isenvironmentally
sustainable and includes respect for human and labor rights.

Under intense pressure from the domestic textile lobby, the US administration is considering reimposing
guotas on clothing imports from China. The announcement came after imports of certain types of textiles
surged by asmuch as 1,500 percent following the expiration of aworldwide textile quota system at the end
of 2004. By targeting clothing imports, the administration may also be trying to win more support for the
proposed Central American Free Trade Agreement that many lawmakers from the textile-manufacturing
statesin the US have viewed with suspicion. (\Wall Sreet Journal)

Weslthy countriesliketo preach freetrade, yet at the sametimethey wish to maintain their tariff barriersagainst
importsfrom poorer partsof theworld. But would tradebefair if it weretruly free? ThisNew Statesman article
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thinks so, but failsto provide any solutionsto how poor countries could turn the currently unfair structures of
international tradeto their benefit.

According to anew report from the UN Food and Agriculture Organization (FAO), real pricesof most farm
products have fallen and the long-term forecasts do not ook encouraging. Whilethelower price gives many
urban consumers access to a more nutritious diet, it hurts billions of people who derive their livelihoods
from agriculture, especially in poor countriesthat depend on a single commodity. (UN News).

On average, however, trade and investment benefit poor countries. Studies have shown that foreign investment
IS better than no investment at all. Poor countries with large infusions of foreign investment tend to be
economically better off than poor countrieswith small doses of foreign investment.

To quote Firebaugh (2003:1):

“It isimportant to point out that poor countries are not poor because of foreign investment. They were
poor beforeforeign investment came along. Thereisalso no evidencethat, when both domestic and foreign
investment ismadein apoor country, the domestic investor is unableto competewith theforeign investor.”

Without question, poor countries can be subject to abuse from foreign investors. However, thisisall themore
reason why underdevel oped countries should choose wisely which foreign companiesthey allow to comein.
Furthermore, their governments should maintain some control over the activities of those companies.

4. Investment, Trade and HIPC Countries

In the face of inadequate resources to finance long-term development in developing countries, especially
Highly Indebted Poor Countries (HIPC) countries most of which are in Africa, and with poverty reduction
and other Millennium Development Goals (MDGs) increasingly difficult to achieve by 2015, attracting foreign
investment has assumed a prominent placein the strategies of economic renewal being advocated by policy
makers at the national, regional and international levels. The experience of asmall number of fast-growing
East Asian newly industrialised economies (NI Es), and recently Chinaand India, has strengthened the belief
that attracting foreign investment, especially FDI, iskey to bridging the resource gap of low-income countries
and avoiding further build-up of debt while directly tackling the causes of poverty.

4.1 The Debt Problem and Economic Growth

Thetheoretical literature on therelationship between external debt and economic growth hasfocused largely
on the harmful effects of a country’s “debt overhang”—the accumulation of a stock of debt so large as to
threaten the country’ s ability to repay its past loans, which, in turn, scares off potential lendersand investors.
That is, if acountry’sdebt level isexpected to exceed the country’s repayment ability with some probability
in the future, expected debt serviceislikely to be anincreasing function of the country’s output level. Thus,
some of thereturnsfrom investing in the domestic economy are effectively “taxed away” by existing foreign
creditors, and investment by domestic and foreign investorsis discouraged.

Debt overhang also depresses growth by increasing investors uncertainty about actions the government
might take to meet its onerous debt-servicing obligations. As the stock of public sector debt rises, investors
may worry that the government will finance its debt-service obligations through distortionary measures, such
asrapidly increasing the money supply (which causesinflation). Amid such uncertainty, wary would-be private
investors tend to remain on the sidelines. And even when they do invest, they are more likely to opt for
projects with quick returns rather than for projects that enhance growth on a sustainable basis over the long
run.

Moreover, debt overhang may also discourage efforts by the government to carry out structural and fiscal
reforms that could strengthen the country’s economic growth and fiscal position, because a government
whosefinancial positionisimproving amost inevitably findsitself under increasing pressureto repay foreign
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creditors. Thisdisncentiveto reformwould exist in any country with aheavy externa debt burden, but itisof specid
concerninlow-incomecountries, where structural reformsare essentia to sustain higher growth.

However, not dl foreign borrowing dampensinvestment and growth. At low level sof debat, additiona foreign borrowing
could stimulategrowth, to the extent that the additiona capital financed by thisnew borrowing enhancesthe country’s
productive capacity. Higher output, inturn, would makeit easier for acountry to serviceitsdebt. Asdebt and the
capital stock increase, however, themarginal productivity of investment falls. In short, the negative effects of debt
overhang arelikely to take effect only after acertain threshold level hasbeen reached. Theempirical literature has
found mixed support for the debt-overhang hypothess.

Intheory, theservice of externa public debt (the payment of interest and repayment of principa )—to bedistinguished
fromthestock of external debt—may aso affect growth by discouraging privateinvestment or dtering thecomposition
of public spending. Higher external interest payments can increase acountry’sbudget deficit, thereby reducing
public savings. This, inturn, may either drive upinterest ratesor crowd out the credit availablefor privateinvestment,
depressing economic growth. Larger debt-service paymentscan dsoinhibit growth by squeezing the public resources
availablefor investment ininfrastructure and human capital . Indeed, such non-governmenta organizationsasOxfam
Internationa seehigh externa debt serviceasakey obstacl eto meeting basic human needsin devel oping countries.
Itisinthiscontext that the HIPC Initiative wasintroduced.

4.2 TheHIPC Initiative

Twenty-eight heavily indebted poor countries were receiving debt relief under the HIPC Initiative by mid-
2004, eight years after the Initiative waslaunched by the IMF and the World Bank and endorsed by governments
around the world, and about four years after it was enhanced to provide more substantial and faster debt
relief.

TheHIPC Initiative, thefirst coordinated effort by theinternational financial community to reducetheforeign
debt of the world's poorest countries, was based on the theory that economic growth in these countries was
being stifled by heavy debt burdens, making it virtually impossiblefor them to escape poverty. However, most
of the empirical research to date on the effects of debt on growth has lumped together a diverse group of
countries, including both emerging market and low-income countries; theliterature focusing on theimpact of
debt on low-income countries (those with 2001 per capita gross national income of less than US$865) is
scant.

The 1996 launch of the HIPC Initiative by the IMF and the World Bank revived along-standing debate over
the relationship between foreign borrowing and economic growth. The goal of the HIPC Initiative—which
provides comprehensive debt relief to poor nations struggling to service heavy foreign debt burdens—isto
prevent unsustai nable debt burdens from hampering development in theworld’s poorest nations. Indeed, one
of the principal motivationsfor the HIPC Initiativeis concern that aheavy debt burden compromiseseconomic
growth. But HIPC isinsufficient to promote growth. Thereisagrowing consensus that HIPC countries need
increased private capital flows and access to international marketsin order to promote sustained growth.

4.3The Need for Trade and Foreign Investment in HIPC Countries

In recent years, the developing countries have made serious attempts to attract investment. Although the
devel oping countrieshave aclear preferencetowards official/private debt flowsthan foreign private capital in
the form of FDI. Nationalists wished to build strong home-grown champions and feared FDI would erode
sovereignty and culture. Out of the net long-term resource flows to developing countries, FDI initially
constituted only asmall portion in comparison to official/private debt flows. However, the situation changed
drastically inthe 1990s: debt flows have virtually stagnated while FDI hasincreased five-fold from US $ 36
billion in 1991 to US $ 178 hillion in 2000. Today, FDI flows contribute more resources to the devel oping
countries than the debt flows.
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With theglobal debt crisisof the 1980s, devel oping economiesreadlised the dangers of debt finance. Onedistinct
disadvantage of debt financeisthat it createsfixed debt-servicing obligations. During thedebt crisis, evenwhenthe
borrowing agency wasaprivateentity, government had to eventualy cometoitsrescuefor maintaining thecredibility
of the country. Thegrowing volumeof FDI, the stagnating volume of debt flows, and the servicing aspect of debt
finance—all have contributed to the current policy shift of the devel oping countriestowards FDI. The devel oping
economieshavedsorealised that in case of foreigninvestment, equity needsto beserviced only if profitsare made.

4.4 Argumentsfor Foreign Investment in HIPC Countries

Growing FDI inflows promise a variety of potential benefits to HIPC recipients. FDI flows can provide a
relatively stable source of finance for less devel oped countries, and they have tended to be considerably less
volatilethan other typesof capital inflowsfor middle-and high-income countries. There are various channels
through which FDI flows are thought to affect recipient countries. Notable among them are the following:

e FDI inflows tend to raise domestic fixed capital formation in the developing countries. While the link
between capital inflows and investment may have weakened during the 1990s, this is probably due to
shiftswithin FDI, toward mergers and acquisitionsinstead of “greenfield” investments(i.e., afirm started
from scratch).

e Multinational corporations tend to pay higher wages than domestic enterprises and can offer valuable
training opportunities to workers.

e FDI promotestechnology spillovers as multinational corporationsincorporate new technologiesin their
subsidiaries. As new technologies are generally developed and adapted by firmsin industrial countries,
FDI may be the most efficient way for developing economies to gain access to them. In addition, this
knowledge may become morewidely availablein the country over time, asemployeeswith experiencein
the techniques used in foreign companies switch to other firms.

e Inthe 1980sand the 1990s, alarge portion of growthintradeisaccounted by the intra-firm trade of the
multinational enterprises. If trade isto be the engine of growth, therole of FDI cannot be overlooked.

e Export-oriented FDI could play an important role in the process of export-led industrialisation in the
developing countries. Affiliates of multinational enterprises have marketing channels in place, possess
experience and expertisein the many complex facets of product development and international marketing,
and arewell placed to take advantage of inter-country differencesin the cost of production. The successful
examples, which are often cited, are the newly industrialising economies.

e Finadly, foreigninvestment could increase competition in the host-country industry, and henceforcelocal
firms to become more productive by adopting more efficient methods or by investing in human and/or
physical capital.

4.5 Investment Flows

The devel oping countries have by and large been minor playersin global growth in attracting private external
capital, particularly foreign direct investment (FDI). While FDI inflows to devel oped economies increased
fromUS$ 137 billionin 1989 to US$ 1005 billion in 2000, in the same period flowsto devel oping economies
increased from US $ 60 billion to US $ 240 billion.

Despitetheincreasein FDI in developing countriesto record level s of several hundred billion dollarsannually
during most of the 1990s, almost all of it was concentrated on only adozen countries, particularly China. FDI
from western multinational corporations far exceeded the $50 billion or so that was provided in loans and
credits from bilateral aid agencies and multilateral institutions, like the World Bank and the International
Monetary Fund.
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It should be stressed herethat most HIPC countries, most of theminAfrica, did not benefit fromtheincreasein FDI.
In 2001, 44 sub-Saharan African countries received less than $3 billion between them. In the sameyear, the
world's49 | east devel oped countries (excluding oil richAngola) received just $2.7 billion.

It isimportant to note that annual FDI flows to Africadoubled during the 1980sto $2.2 billion compared to
the 1970s. The flowsincreased significantly to $6.2 billion and $13.8 billion, respectively, during the 1990s
and 2000-2003. Nevertheless, a comparison of these figures with flows to other developing regions shows
that Africareceivesavery low share of total global flows and flowsto other devel oping countries, and these
have been on a steady decline for three decades. Africa now accounts just for 2-3 percent of global flows,
downfromahigh of 6 percent inthe mid-1970s, and lessthan 9 percent of devel oping country flows compared
to an earlier peak of 28 percent in 1976.

Related to these trends is the fact that, in contrast with all other developing countries, Africa has remained
aid-dependent, with FDI generally lagging behind official development assistance (ODA). Between 1970 and
2003, FDI accounted for just one-fifth of all capital flowsto Africa. However, sincethe early 1990s, the share
of FDI hasrisen sharply averaging an estimated one-third of total capital flowsto Africa during 2000-2003.
The sharp increasein FDI inrelation to ODA isalso partly areflection of the declinein aid flowsto Africa.

Asthe 2003 UNCTAD report observes, acomparison across regions offersonly apartial perspective on FDI
grounds and can be misleading if not properly situated in a broader economic context. Over the past three
decades, Africa s share of world output has also been falling, dropping decade by decade from 3.1 percent in
the 1970sto 1.8 percent in the period 2000-2003. Africa’s share of world trade also fell over thisperiod from
a high of 6 percent in 1980 to 2 percent in 2001 before recovering slightly to 2.2 percent in 2004. More
significantly, incomelevels have stagnated: in per capitatermsthese arelower for theregion asawhole, and
for most countries, than they werein 1980.

The 2004 UNCTAD Report on Trade argues that trade liberalization has made few advances in poverty
reduction. However, international trade can play acrucia rolein the development of Least Developed Countries
if governments in both poor and rich states undertake substantial change in the international trade system.
What trade and foreign investment can bring are major economic benefits, including technology transfer, job
creation, and export devel opment. It isencouraging that countriesthat began by attracting investment in low
technology industries like textiles and apparel (the so-called “sweatshop” industries) are now attracting
investment in higher-technol ogy industries. Data-entry and pharmaceuticalsfirmsnow operatein FTZsinthe
Dominican Republic, for example.

This path from low- to high-technology industrial development mirrors that followed by countries that are
now major international exporters (including goods of high-technology), such as Japan, South Korea, and
Taiwan. Although they did not rely much on foreign investment, they followed many of the same policiesthat
are necessary to attract foreign investment and devel op a successful export base.

This experience pointsto avaluable lesson for countries that now seek to promote trade and capture foreign
investment. Simply put, they must create and maintain conditionsthat stimulate private investment, domestic
aswell asforeign. Private investment, whether local or foreign, will take place when theright conditionsare
in place. Although it is a necessary aspect of strengthening economic growth and development, domestic
investment in most developing countries will not suffice by itself to finance their growth and devel opment
needs. Given the changing conditionsthat point to shortagesin traditional sourcesof external capital, foreign
investment must make up for the lack of indigenous capital.

Given the paucity in FDI flowsto many HIPC countries, especially thosein SSA, it isimportant to examine
the determinants of FDI. This can throw light on what needs to be done in order to promote FDI in HIPC

countrres:
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4.6 Deter minantsof FDI

Thereis alarge body of literature dealing with the determinants of FDI. What we shall do here isto draw
upon some selected studiesin an effort to identify what appear to be the main factorsinfluencing FDI inflows.
One study worth noting isUNCTC (1992), which surveysthe cross-section, time series, and survey evidence
on both outward and inward FDI, sourcing by multinational firms, offshore assembly and export subsidiary
operations, bargaining between government and multinational firms, tax and related incentives and political
risk. Some of the principal conclusionsof thisUCNTC study relating to devel oping countriesare asfollows.

First, evenif aproduction processis capital or research and development (R& D) intensive, there might be a
part of the processthat can be carried on advantageously in adevel oping country. Second, regarding locational
advantages, the most important factors motivating import-substituting production are market size and tariff
protection. By contrast, wages and other costs appear to be important factors for inward FDI to produce for
theexport market. Third, tax and other financial incentivesmay beimportant after the decision by amultinationa
firmto invest abroad has been made, in which case incentives might determine which country will in fact be
selected for investment purposes. Fourth, though offshore production and export-oriented production may
not generate significant FDI inflows, there may nonethel ess be positive employment and foreign exchange
benefitsin host countries. Thestudy also callsattention to theimpressive unilateral efforts of many developing
countries in recent years to deregulate their economies and to reduce or remove tariffs and other trade
barriersin order to shift resources from import-competing to export sectors.

Bajo-Rubio and Sosvilla-rivero (1994), in an econometric study of the determinants of FDI in Spain for the
period 1964-1989, found that flows of inward FDI for Spain depended mostly on macroeconomic variables.
But they also found that tariff reductions and accession to the European Community wereimportant to some
extent aswell.

Lucas (1993) analysesthe determinants of FDI inflowsinto countriesin East and SouthEast Asia. Among his
findingsworth noting are: (1) FDI inflows depend more on wages than on cost of capital; (2) FDI inflowsare
more responsive to aggregate demand in export markets than in host country markets; and (3) political
stability isanimportant determinant of inflows.

As a general matter, incentives designed to encourage FDI inflows do not appear to matter very much,
athough onceit isdecided to engagein FDI, the presence of incentives may affect the magnitude and geographic
location of the FDI.

4.7 How to promote Trade and attract Foreign Investment in HIPC Countries

Today, developing countries compete against each other for FDI by offering a range of tax and financia
incentives. But what is more effective is to establish afavourable climate for investment. Below we make
some suggestions on how HIPC countries can create afavourable climate for investment:

e Local Market Characteristics. Thisisthe single most important factor centered on the attractiveness of
the host country as a market for the MNC'’s products or services. The size of the local market, relative
wealth or purchasing power of the population, and growth potential of these variables, aswell as of the
economy as awhole, comprise the most basic criteriathat MNCs use to decide if a potential site merits
further consideration. The country’s natural-resource base and geographic location are also important in
thisregard.

e Market Access. Local laws and regulations that grant or do not unduly restrict afirm’'s access to local
markets may enhance its earnings potential and profitability. Countries where the state exerts a large
degree of control over economic activity and restricts the private sector’s freedom to conduct business
are not attractive to potential investors. The regulatory environment must also allow MNCs to compete
on an even footing against local companies (foreign firms are often monitored more closely than their
local counterparts).
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L abor Force. Foreigninvestorsexaminethe quality of thelocal labor force because they must recruit their
potential employeesfrom that |abor force. In many industries, particularly industriesthat use ahigh amount of
labor to create afinished product (such astextiles, apparel), MNCs seek to establish plantsin developing
countriesto take advantage of their lower wagerates. Aspart of their overal globa strategy, MNCsmay locate
thelabor-intensive phases of production, for almost any type of product, inlow-wage countries.

Itisimportant to note, however, that pay scalesare not the only determinant of the attractiveness of thelabor
force. Investorsalsolook at the quality of education inthe host country, because better-educated workerswill
be easier to train and will reach their peak output sooner than workerswho are not aswell educated. Still
another factor in labor-force productivity isthe degree of worker absenteeism. The costsand productivity of
labor arekey ingredientsin product competitivenessin theinternationa marketplace.

Currency Risk. Thecost of local currenciesin relation to themajor currencies (especialy thedollar) relates
directly to the costsand profitsof MNCs, which evaluatetheir financial results onaconsolidated global basis
againgt themgor currencies. SinceMNCsmakeinvestmentsinloca currencies, therisk of currency devauation
affectsthevalue of their financial assetsafter taxesaswell asof their earningsand profitsexpressed in hard
currencies. Whentheloca subsidiariesof MNCspay for importsor remitinterest payments, theloca currency
cost will riseasthedollar and other hard currenciesgrow stronger relativeto thelocal currency. Exportsfrom
host countries may serve asahedge against currency devaluations, but MNCs can do little to combat the
devaluation of assets.

Appropriate exchange-rate policy adjuststhe vaue of thelocal currency on asteady, predictablebasis, which
contributesto economic stability and investor confidence. Thevauation of the currency isimportant for MNCs
that want to export from host countriesaswell asfor the countriesthemsel ves, which seek to generate export
earnings. Local currenciesthat areovervaued (i.e., that cost too much when measured in hard currencies) hurt
exportsfromtheloca country, becauise such exportsare moreexpens vethan exportsfrom competing countries.

Capital Repatriation. Investorsfocuson theregul ations affecting their ability to takeinvested capital and
profitsout of the host country, whichthey may doinavariety of ways. Relevant regul ations may consist of tax
rates, restrictionsontheability to take hard currency out of the country, or burdensome proceduresfor doing so
(suchasrequiring permitsor gpprovasfromthecentra bank). Typicaly, locd subsidiarieswill transfer profitsto
the parent company through dividends, interest payments, or royaltiesand/or technical assi stance payments.
MNCsmay dsowishto sall someof their holdingsof thelocal company. Countriesthat restrict these activities
havelessattractiveinvestment climatesthan countriesthat alow thefree movement of capita and profits.

Protection of I ntellectual Property Rights. Intellectual property refersto acompany’sownership of the
intangible aswell astangible products of itsresearch. Theseincludeits manufacturing processes, software,
and marketing techniques. In the major industrialized countries, acompany’sownership rights are protected
through the use of patents, copyrights, trademarks, protection of trade secrets, and other laws covering
proprietary technical data. Given that a significant proportion of their assets consists of intangibles, the
protection of intellectual property isahigh priority for MNCs, particularly in dynamic industries such as
computers, telecommunications, and pharmaceuticals, in which technology isamajor competitive weapon
inthe development of new products and markets. Moreover, for the host countries, the attraction of these
types of industriesis of the highest priority, because they offer the highest potential benefits in terms of
technology transfer and the development of alocal high-technology industrial base. However, to attract
investment in these industries, host governments must ensure the effective enforcement of intellectual
property rights, avoiding the compulsory licensing of registered technology and other interventionsin
technol ogy-licensing agreements between private firms.

Somecountriesarelax inthe protection of intellectud property because companiesthat use proprietary technology
illegally may spring up quickly and providejobsand growth for the host country. In the entertainment industry
(throughillegdly produced videos, movies, and musi ) and the pharmaceuticalsindustry (throughillegaly copied
drugs), this practiceiswidespread and coststhe rightful ownersof the patents and copyrights hundreds of
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millionsof dollarsinlost revenues. Because of the stakesinvolved, the protection of intellectual property has
becomeamajor trade i ssue between countries.

TradePolicies. Trade policiesaffect the cost and ease or difficulty of moving importsinto and exportsout of
host countries. Thisability isimportant for MNCs, who useforeign facilitiesto export to other marketsaspart
of their global production and distribution strategy, thereby maximizing their efficiency onaglobal basis. Asan
example, part of the appeal of regional trade agreementsfor an MNC centers on the accessto neighboring
countriesthat would comewithinvestment inamember country.

The cost of imported productsisaffected by the applicabletariff rate aswell asby thelocal currency exchange
rate. Import costsareimportant for manufacturerswho useimported inputsin producing afinished product.
Tariff ratesthat are higher compared to thosein other countriesraise the cost of an MNC'’ sfinished goods.
Sincecost isacrucid factor inthecompetitivenessof exportsoninternationa markets, hightariffsmake countries
unattractiveto foreigninvestors. Similarly, quotas, burdensomelicensing or approval procedures, and other
nontariff barriersfor imports may also raise costs or slow the production cycle and consequently dampen
competitivenessand investment.

Licensing procedures al so affect the ability to export goods out of the host country. Many countriesrequire
exportersto go through several stepsbeforethey can ship their products. For example, they may haveto get
permission fromthe central bank, clear their goodsthrough customs, or secure other approvals. Feesmay also
be charged for exportersto obtain the necessary licensesand permits. These requirementsmay raise costsand
delay theappearance of thefinished productsat the market; given theintense competition among globa producers
innumerousindustries, higher costsand delays make host countrieslesscompetitive and less attractive.

Government Regulation. Theregulatory climate, aterm used to describe how government regul ations affect
bus nessoperations, may haveavery significant impact on operating efficiency and cost and thereforeon firms

profitability and competitiveness. An attractiveregulatory climateisanimportant consderationintheinvestment-
sitedecision. It isimportant to note that some degree of government regulation isessential in protecting the
interestsof producersand consumersand thereby ensuring theintegrity and smooth functioning of themarketplace.
However, from the standpoint of foreign investors— indeed, of al economic actors— too much regulation can
createdigtortionsthat rai se costs and cause marketsand firmsto function lessefficiently.

For example, many governments havelabour laws designed to protect workers' jobsby making it difficult for
firmsto dismissworkers despite changing market conditions. Other laws may dictate wageratesfor workers
(such astheminimumwagelaw in the United States) or may requirefirmsto provide ahost of benefits. These
lawsmay raise costsfor foreigninvestors, who often look for competitive edgesinlabour costsin ng
potential investments. Thus, lawsintended to help workersmay actually hurt them by discouraging investors
frominvestingtheir capital and creatingjobs.

Government regulationsin other areasal so discourage potential investors. Policiesmay dictateinterest rates
and/or designate priority sectorswhereavailable capital should beinvested. Governmentsmay create numerous
proceduresfor getting foreign investmentsapproved or establish other bureaucratic requirementsor restrictions
that may hamper investors' ability to movetheir capital and/or profitsinto and out of the country quickly. Again,
investors seek flexibility to enablethem to respond to rapidly changing market conditions, aconsderationthat is
of growingimportancein the competitive economy of the 1990s. Regulationsthat hamper firms' flexibility thus
serveasadeterrent toinvestment. Restrictionsonfirms' activities, such aswhen governmentsreserve specific
sectorsfor state-owned enterprises, havethe same effect.

Tax Ratesand I ncentives. A key factor in theinvestment decision involves how taxation affectsafirm’s
normal operating environment. Excessive tax burdens oninvestmentsand profitswill discourage MNCs
from investing in a prospective host country. The tax burden involves not only tax rates, but the tax
treatment of dividends, royalties, remittances, and other transactions between local subsidiariesand their
parent companies.
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Toimprovether attractivenessrel ativeto competing countries, many countries offer packages of tax and other
incentivesfor foreigninvestors. Theseincentive programs, whichwill bedescribed in moredetail below, may be
hel pful for host countriesin attract- inginvestment, provided that the other key investment criteriaarein place.

Palitical Sability. Thiselementisafundamenta aspect of theinvestment decision: investorssmply will not risk
their capital inanenvironment that i s percelved asunstabl e, because therisk of losing their investment will be
perceived astoo high. Stable palitical environmentsgiveinvestors confidencethat the“rulesof thegame,” or
lawsand regulationsgoverning their investment and themarketsinwhich they operate, will remainbasicdly the
sameover thelongterm. Thisconfidenceisimportant, becausewhen capitd isriskedinadirect foreigninvestment,
along-termtimehorizonisusually required for theinvestment to generate the expected profits. Investors
confidencereflectsnot only their perceptionsof the current climate but their expectationsabout the political as
well aseconomic outlook over the medium and long term.

Asdefromthecharacteristicsof thepalitical regimes, theattitudes of government officials, |abour leaders, and
private-sector leadersinthe host countriesa so affect perceptionsof the host country’ sstability and attractiveness
asadtefor foreigninvestment. Some countriesmay espouseapolicy of encouraging foreigninvestment on one
level, whileat other levelsofficid smay seek toimpede such investment through bureaucrati c obstructionsand
other means. Similarly, labour leaderswho hold nationalistic views and who threaten strikes or other formsof
upheava against MNCshelp createaclimate of ingtability that underminesforeigninvestment. Private-sector
leaders may wish to keep MNCsout of their local marketsfor fear of not being ableto compete with them.
Thesegroups may take advantage of weak political systemsand changetherulesof thegameinwaysthat are
unfavorabletoforeigninvestors.

M acr oeconomic Policy Framewor k. Macroeconomic policy management hasalargeimpact oninvestor
confidencein the host country, as countriesthat are economically well-managed arelesslikely to experience
turbulent economic performance, which may exercise anegativeimpact on profitability for both local and
foreign-owned firms. Economic volatility raisesuncertainty for investors.

Foreign investors respond to economic uncertainty in countries in which they have already invested by
diminishing the size of their investment (and their exposure to potential negative risk) or by withdrawing
from the country altogether. In countrieswhere they are not exposed, foreign investorswill not risk their
capital until the economic situation becomes more stable. (Domestic investors often respond to economic
turbulencein their home country by depositing their money inforeign bank accountsor otherwiseinvesting
abroad. This phenomenon isknown as capital flight.)

The most important aspect of macroeconomic policy stability centreson alow, predictablerate of inflation.
Hyperinflation causes difficulties for firms in managing their operations—for example, in devising
accounting procedures and managing cash flow. When countriesimpose shock programsin an attempt to
control inflation, recessions often result. For example, Brazil in 1990 implemented asevere shock program
to control repeated episodes of hyperinflation, and, asaresult, many foreign firms sustained major | osses.

Infrastructure/Support Services. A host country’s physical resources—roads, ports, airports,
telecommuni cations networks and facilities, availability and cost of energy—have agreat impact upon the
cost and efficiency of production and transportation. Countries must strive to keep these resources modern
and defect-free in order to maximize their attractiveness as a site for foreign investment. Regardless of
how well a country may rate in terms of investment criteria, one with a poor infrastructure may have
difficultiesin capturing asignificant amount of foreign investment.

Infrastructure a so cond stsof the servicesnecessary to support manufacturing operations. Theseservicesinclude
those provided by law, insurance, and accounting firms; commercia andinvestment banks; and transportation
facilitiesviaair, sea, and land. Raw materia sand other manufacturing inputs must be availablein sufficient
guantitiesand at competitive prices. Stable, securerelationshipswithloca suppliersareimportant. Strong local
serviceand supply companiesboth benefit from and contributeto attracting forelgninvestment.
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5. Potential Benefitsof Foreign Investment for Youth Employment
In order to assess the potential benefits of FI for youth employment, it is important to discuss the level of
youth unemployment, especialy in HIPC countries.

5.1 Youth Unemployment in HIPC Countries

The unemployment problem of young peopleisapressing economic and social in both devel oped and developing
countriesalike. The International Labour Organisation (1L O) estimatesthat the 74 million young women and
men who are unempl oyed throughout the world represent roughly two-fifth of all unemployed personsglobally.
Most of the unemployed youth are found in developing countries. Many more are under-employed, with a
large number working intheinformal sector. Thelarge and growing problem of unemployment among young
peopleis both a gross waste of resources and source of social problems.

Although theissue of youth employment creation cannot be dealt with independently of the other dimensions
of youth employment, there is need to place employment creation for young peopl e at the centre of effortsto
attract foreign investment and promotion of trade.

5.2 Trade and Foreign Investment as a Sour ce of Employment for Youth

Tradeand foreigninvestment have played akey rolein theindustrial devel opment of many countriesthroughout
the world. They are not, however, a magic wand that will eliminate the problems of poverty and
underdevelopment in asingle stroke. As countries strive to promote trade and attract foreign investors, they
should have redlistic expectations about what these can do for them. In our view, the potential of investment
and trade as a source of youth employment liesin the following:

e Human Capital Formation

It is evident from this paper that foreign investors examine the quality of the local labor force because they
must recruit their potential employeesfrom that |abor force. Investorsalso look at the quality of education
in the host country, because better-educated workers will be easier to train and will reach their peak output
sooner than workers who are not as well educated. Still another factor in labor-force productivity is the
degree of worker absenteeism. The costs and productivity of labor are key ingredients in product
competitiveness in the international marketplace. The youthful nature of HIPC countries implies that the
major beneficiaries of foreign investment will be young people who mainly comprise the labour forces in
HIPC countries. The promotion of foreign investment entails training youth in order to create a skilled and
quality labour force. At the same time, the need for a quality labour force that can enhance productivity
through minimal absenteeism would entails undertaking serious HIV/AIDS prevention programmes given
the seriousness of the pandemic in many HIPC countriesin Africa.

e Direct Employment Creation

As MNCs and other foreign firms set up enterprises in the HIPC countries, they will create employment
opportunities for young people who account for the mgjority of the labour forces in the HIPC countries.
Depending on anumber of factors, including the type of technology employed by foreign firms, the employment
of young people may have an appreciableimpact on youth unemployment. Governmentsin the HIPC countries
can greatly assist in the promotion of direct employment for youth by putting in placeincentive structuresthat
would promote empl oyment-intensive growth through directing investment to sectorsthat are most employment
intensive. Labour-intensive manufacturing industries, including garments and textiles, electronics, leather
products and food processing, havetraditionally provided akey source of employment in devel oping countries.
Astheseindustries can produce for the export market, incentive structures can make an effective contribution
to employment creation.
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L oosening of employment regulations, such aseasing restrictionson hiring andfiring, can a so makeacontributionto
employment creation. Theideaisthat alessregulated market will be more attractiveto employers. Thisapproach
has been successfully used in Export Processing Zones (EPZ).

e Opportunitiesfor Exports

Access to international markets may enhance the earnings potential and profitability of enterprises run by
young people. Thisisparticularly the casein agriculture. In Uganda, many rural youth are benefiting from the
export of high value crops such asvanilla.

e Opportunitiesfor Technology Transfer and Entrepreneurship

Onceyouth are employed by MNC subsidiaries, their human capital may be further enhanced through training
and on the job learning. Those subsidiaries may also have a positive role on human capital enhancement in
other enterprises with which they develop links, including suppliers. To the extent that human capital is
thereby enhanced, this can have further knock-on effects both asthat young workers moveto other firmsand
to the extent that it leads to youth employees becoming entrepreneurs.

6. Conclusion

This paper looked at the role of investment and trade in promoting economic growth in poor countries and
possibilities for youth employment creation. It showsthat trade and foreign investment are major factorsin
the global economy of today and tomorrow. Developing countries that establish appropriate policies and
manage them effectively will be well-poised to capitalize on the record increasesin investment and capture
the foreign investment that will propel them on the path to prosperity. Thisis the more reason why there is
need to promote investment and trade in HIPC countries. FDI initialy constituted only a small portion in
comparison to official/private debt flowsto these countries. However, the situation changed drastically in the
1990s: debt flows have virtually stagnated while FDI hasincreased five-fold from US$ 36 billionin 1991 to
US $ 178 hillion in 2000. Today, FDI flows contribute more resources to the developing countries than the
debt flows. With the global debt crisis of the 1980s, HIPC countries know the dangers of debt finance.
Foreign investment and trade can al so be used to promote youth employment in the HIPC countries. Although
investment and trade will not eliminate the problem of unemployment in asingle stroke, countriesthat strive
to promote trade and attract foreign investors can realise some benefits.
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