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GLOBALIZATION AND THE SOUTH:
SOME CRITICAL ISSUES

Martin Khor

Director, Third World Network, Penang, Malaysia

This paper examines the implications of some of the main features of the globalization process
for developing countries. It also makes several proposals for developing countries in considering
national-level policiestofacetheglobalization challenge, aswell ascoor dination among devel oping
countriesin facing negotiations or making proposals at the international level.

While there are many aspects to globalization, among the most important is the recent
globalization of national policy-making not only through the normal spread of orthodox theoriesbut
more importantly through international agencies, such as the Bretton Woods institutions and the
World Trade Organization, through which the North has leverage over the South.

The paper examines the liberalization of trade, finance and investment as well as policy
implications and choices in each of these categories. It is argued that, while there are some
advantages to an open regime for developing countries, the impact of openness depends on a
country’s level of development and preparedness to take on the challenges of subjecting local
production unitsto foreign competition, of being ableto break into world markets, and of weathering
the volatility and fickleness of private capital flows and their propensity for lending recipient
countriesinto a debt trap.

Itisthereforeimperativethat devel oping countriesbe given the possibility to have an adequate
range of options, of when, how and to what extent to open their economies. For themto maintain the
choice of flexibility in policy options, developing countries have to collectively press their casein
international forums and institutions where decisions on the global economy are made. Failurein
doing so would mean that developing countries will continue to be subjected to international and
national policiesthat are unsuitable to their development, and that more than ever close off their
development prospects and options.

I ntroduction

Globalization hasbecomethe defining process of the present age. Whilethe opportunitiesand
benefitsof thisprocesshave been stressed by itsproponentsand supporters, recently there hasbeen
increasing disillusionment among many policy makers in the South, analysts and academics, as
well as the community of non-governmenta organizations (NGOs) in both the South and the
North. The failure of the Seattle Ministerial Conference of the World Trade Organization in
December 1999 isasignal of this disillusionment.

The reasons for the changing perception of and attitude towards globalization are many.
Among the important factors are the lack of tangible benefits to most developing countries from



opening their economies, despite the well-publicized claims of export and income gains; the
economiclossesand socia dislocation that are being caused to many devel oping countriesby rapid
financial and tradeliberalization; the growing inequalities of wealth and opportunitiesarising from
globalization; and the perception that environmental, social and cultural problemshave been made
worse by the workings of the global free market economy.

This paper examinesthe nature of economic globalization, some of itskey aspects (financial,
trade and investment liberalization), and recent developments and the implications for the South.
It also provides proposals and suggestions on what could be done to reduce the negative aspects
of globalization, and in particular what the countries of the South can do at the national and
international levels to reduce the risks involved in (and better manage) the interface between the
national economy and the global economy.

While globalization is facilitated and influenced by technological developments such as
modern information and communi cations technology, the paper argues that the processismainly
driven and enabled by policy choicesat the global and national levelsthat in recent yearshaveled
to the rapid liberalization of finance, trade and investment. Although developing countries have
been very much a part of this process of rapid integration, the decision-making processes in the
making of these policy choiceshavein the main been dominated by governments of the devel oped
countries and by international ingtitutions that are mainly under their control or influence.

The latest round of financia crises, starting with what happened in East Asiain 1997, the
widespread doubts over the appropriateness of the standard policy responses to the crisis by
international financia institutions, and the failure of the WTO's Sesattle meeting, have catalysed
a serious rethinking of the orthodox policies and approach to globalization and liberalization.

The rethinking exercise, which was most recently given a platform at UNCTAD’s Tenth
Conference in Bangkok in February 2000, provides an opportunity for the South to take a more
activerolein reviewing recent developmentsin the global economy, their impact on developing
countries, and the role these countries can play in reversing the negative aspects, while taking
positive measures individually and collectively in pursuing more appropriate policy options and
negotiating strategies (UNCTAD, 2000).

This paper is organized into five chapters, following a brief introduction. Chapter |
summarizesthemain features of globalization, including economic liberalization, theglobalization
of policy-making, and the unbalanced nature and effects of the process. The next three chapters
then examinethemajor aspectsof economic globalization. Chapter |1 discussestradeliberalization,
some recent findings on its effects, and recent developments in the WTO. Chapter 111 discusses
financial liberdization, including therecent round of financial crises, therisksof volatile short-term
capital flows, and deficiencies in the present financial system. Chapter |V discusses investment
liberalization, the nature of foreign direct investment (FDI) and the implications of the proposals
and movesfor international agreementson investment. In Chaptersl, 11 and |11, lessonsto belearnt
from the experiences of liberalization and proposals for improving the situation are provided.
Finally, chapter V draws some general conclusions and provides some general proposals.



|. THE GLOBALIZATION PROCESS

A. Theliberalization of trade, finance and investment

Economic globalization is not a new process, for in the past five centuries firms in the
economically advanced countries have increasingly extended their outreach through trade and
production activities (intensified in the colonial period) to territoriesall over theworld. However,
in the past two to three decades, economic globalization has accelerated as a result of various
factors, such astechnological developments but especially the policies of liberalization that have
swept across the world.

The most important aspects of economic globalization are the breaking down of national
economic barriers; the international spread of trade, financial and production activities and the
growing power of transnationa corporations and international financia institutions in these
processes. While economic globalization is a very uneven process, with increased trade and
investment being focused in a few countries, almost all countries are greatly affected by this
process. For example, alow-income country may account for only aminuscule part of worldtrade,
but changesin demand or pricesof itsexport commoditiesor apolicy of rapidly reducingitsimport
duties can have a magjor economic and social effect on that country. That country may have a
margina role in world trade, but world trade has a mgjor effect on it, perhaps afar larger effect
than it has on some of the developed economies.

Theexterna liberalization of national economiesinvolvesbreaking down of national barriers
to economic activities, resulting in greater openness and integration of countries in the world
markets. In most countries, national barriers are being removed in the area of finance and financia
markets, trade and direct foreign investment.

Of the three aspects of liberalization (finance, trade and investment), the process of financia
liberalization has been the most pronounced. There has been progressive and extensive
liberalization of controlson financia flowsand markets. The demise of the Bretton WWoods system
in 1972-1973 opened up an international trade in foreign exchange that has expanded at
gpectacular rates. Thevolumetraded intheworld foreign exchange market hasgrown from adaily
average of $15 billion in 1973 to over $900 hillion in 1992 and now far exceeds $1,000 hillion.
Much of thistransaction is speculative in nature, asit is estimated that only a small portion (less
than 2 per cent) of the foreign exchange traded is used for trade payments.

Due to the interconnectedness of financial markets and systems and the vast amounts of
financia flows, there is ageneral and increasing concern about the fragility and vulnerability of
the system, and therisk of breakdown in somecritical partsor inthe general systemitself asafault
developing in one part of the world or in the system can have widespread repercussions.

The concerns about apossible global financial crisis have been heightened by the East Asian
financial crisisthat began in the second half of 1997 and which spread to Russia, Brazil and other
countries, causing the worst financia turmoil and economic recession in the post World War |1
period.



Trade liberalization has also gradually increased, but not at such a spectacular pace as with
finance. World exports rose from $61 billion in 1950 to $315 hillion in 1970 and $3,447 billion
in 1990. The share of world exportsin world GDP rose from about 6 per cent in 1950 to 12 per
cent in 1973 and 16 per cent in 1992 (Nayyar, 1997). The increased role of trade has been
accompanied by the reduction in tariff barriers generally in both developed and developing
countries, due partly to autonomous policies and partly to the series of multilateral trade Rounds
under GATT. However, high tariffs still persist in developed countries in sectors such as
agriculture and textiles and for selected manufactured products, which are areas in which
developing countries have a comparative advantage. Moreover, there has been an increased use
of non-tariff barriers which have affected the access of developing countries to the markets of
developed countries.

There has aso been a steady growth in liberalization of FDI, athough again on a smaller
scale than in international financial flows. Much of FDI and its increase are due to flows among
the advanced countries. However, since the early 1990s, FDI flowsto developing countries have
risen relatively, averaging 32 per cent in 1991-1995 compared with 17 per cent in 1981-1990.
This coincides with the recent liberalization of foreign investment policies in most developing
countries. However, much of this FDI has centred in only afew developing countries. LDCs in
particular are receiving only very small FDI flows, despite having liberalized their policies. Thus,
FDI isinsgnificant as a source of external finance to most developing countries, and is likely to
remain so in the next severa years.

A major feature of globalization is the growing concentration and monopolization of
economic resources and power by transnational corporations and by global financial firms and
funds. Thisprocesshasbeentermed“transnationalization”, in which fewer and fewer transnational
corporations are gaining alarge and rapidly increasing proportion of world economic resources,
production and market shares. Where a multinational company used to dominate the market of a
single product, a big transnational company now typically produces or trades in an increasing
multitude of products, services and sectors. Through mergers and acquisitions, fewer and fewer
of these TNCsnow control alarger and larger share of the global market, whether in commodities,
manufactures or services. The top 200 global corporations accounted for $3,046 hillion of sales
in 1982, equivaent to 24 per cent of world GDP ($12,600 billion) that year. By 1992, their sales
had reached $5,862 hillion, and their equivalent value to world GDP ($21,900 billion) had risen
t0 26.8 per cent.

B. Theglobalization of policy-making

Perhaps the most important and unique feature of the current globalization process is the
“globalization” of national policiesand policy-making mechanism. National policies(includingin
economic, socid, cultural and technological areas) that until recently were under the jurisdiction
of States and people within acountry have increasingly come under the influence of international
agenciesand processesor by big private corporations and economic/financial players. Thishasled
to theerosion of national sovereignty and narrowed the ability of governmentsand peopleto make
choices from options in economic, socia and cultural policies.

Most devel oping countries have seen their independent policy-making capacity eroded, and
haveto adopt policies made by other entities, which may on balance be detrimental to the countries



concerned. The developed countries, where the major economic players reside, and which aso
control the processes and policies of international economic agencies, are better able to maintain
control over their own nationa policies as well as determine the policies and practices of
international ingtitutions and the global system. However, it isalso true that the large corporations
have taken over alarge part of decision-making even in the developed countries, at the expense
of the power of the State or political and socia leaders.

Part of the erosion of national policy-making capacity is due to the liberalization of markets
and developments in technology. For example, the free flow of capital, the large sums involved,
and the unchecked power of big players and speculators, have made it difficult for countries to
control thelevel of their currency and the flows of money in and out of the country. Transnational
companies and financia ingtitutions control such huge resources, more than what many (or most)
governments are able to marshal, and thus are able to have great policy influence in many
countries. Certain technol ogical developmentsmakeit difficult or virtually impossibleto formulate
policy. For example, the establishment of satellite TV and the availability of small receivers, and
the spread of the use of electronic mail and the Internet make it difficult for governments to
determine cultural or communications policy, or to control the spread of information and cultural
products.

However, an even more important aspect is the recent process by which global institutions
have become major makers of an increasingly wide range of policies that are traditionally under
thejurisdiction of national governments. Governments now have to implement policiesthat arein
line with decisions and rules of these international ingtitutions. The key institutions concerned are
the World Bank, the IMF and the WTO.

There are aso other influentia international organizations, in particular the United Nations,
its agencies, treaties and conventions and world conferences. However, in recent years, the UN
has lost a lot of its policy and operational influence in economic and socia matters, and
correspondingly the powers and authority of the World Bank, IMF and GATT/WTO have
expanded.

The Bretton Woods institutions wield tremendous authority in a maority of developing
countries (and countriesin transition) that depend on their loans. In particular, countries requiring
debt rescheduling have to adopt structural adjustment policies (SAPS) that are mainly drawn up
in the Washington institutions. SAPS cover macroeconomic policiesand recently they also cover
socia policies and structural issues such as privatization, financial policy, corporate laws and
governance. The mechanism of making loan disbursement conditional on these policieshasbeen
the main instrument driving the policy moves in the indebted developing countries towards
liberalization, privatization, deregulation and awithdrawal of the State from economic and socid
activities. Loan conditionalities have thus been the ma or mechanismfor the global dissemination
of the macroeconomic policy packages that are favoured by governments of the North.

The Uruguay Round negotiationsgreatly expanded the powersof the GATT system, and the
Agreements under the GATT’ s successor organization, the WTO, have established disciplinesin
new areas beyond the old GATT, including intellectual property rights, services, agriculture and
trade-related investment measures. According to several analyses, the Uruguay Round has been
an unequal treaty, and the WTO Agreements and system (including the decision-making system)
are weighted against the interests of the South. The existing agreements now require domestic
legidation and policies of member States to be altered and brought into line with them.



Non-compliance can result in trade sanctions being taken against a country’ s exports through the
dispute settlement system, thus giving the WTO astrong enforcement mechanism. Thus, national
governments have to comply with the disciplines and obligations in the aready wide range of
issues under WTO purview. Many domestic economic policies of developing countries are thus
being made in the WTO negotiations, rather than in Parliament, bureaucracy or Cabinet at the
nationa level.

There are now attempts by Northern governments to expand the jurisdiction of the WTO to
yet more areas, including rightsto be granted to foreign investors, competition policy, government
procurement practices, labour standards and environmental standards. The greater the range of
issues to be taken up by the WTO, the more will the space for nationa policy-making (and
development options) in developing countries be whittled away.

Another major development is the proposal for a multilateral agreement on investments
(MALI). The attempts at an MAI in the OECD have failed so far and attempts have been made to
begin negotiationsat the WTO for aninternational investment agreement. Theoriginal MAI model
would requiresignatory Statesto remove barriersto the entry and operations of foreign companies
inamost all sectors, allow them full equity ownership, andtotreat foreigninvestorsat least aswell
aslocal investors and companies. There would a so be no controls over the inflow and outflow of
funds, and requirements for technology transfer or other socia goals would be prohibited. The
MAI and similar types of investment agreements would be another magjor instrument in getting
developing countries to open up their economies, in this case in the area of investment.

However, while the World Bank, IMF, WTO and the OECD are the most powerful, the
United Nations and its agencies also form an dternative set of global institutions. Recent years
have seen several UN World Conferences on Environment (1992), Population, Socid
Development (1995), Women (1995), Habitat (1996), Genetic Resources (1996), Food (1996),
and the UNCTAD Conferences (1996 and 2000). The UN General Assembly and its subsidiary
bodies, its agencies, Conferences and legally binding Conventions, which are much more
transparent and democratic, also influence the content of globalization and as well as national
policies, at least potentidly.

The UN approach in economic and social issues is different from that of the WTO and
Bretton Woodsinstitutions. Thelatter promote the empowerment of the market, aminimal rolefor
the State, and rapid liberalization. Most UN agencies on the other hand operate under the belief
that public intervention (internationally and nationally) is necessary to enable basic needs and
human rightsto be fulfilled and that the market alone cannot do the job and in many cases hinders
the job being done.

TheBretton Woods-WT Oinstitutionshave become much more powerful thanthe UN, whose
authority and influence in the social and economic areas have been depleted in recent years. As
aresult, the type of globalization promoted by the Bretton Woods and WTO has predominated,
while the type of globalization promoted by the UN has been sidelined. Thisreflectsthe nature of
the globalization process. The former ingtitutions promote the principles of liberalization, the
laissez-faire market model and give high priority to commercial interests, and thusthey are given
the role to lead the globalization of policy-making. The UN and its agencies represent the
principles of partnership, wherethericher countries are expected to contribute to the devel opment
of the poorer countries and where the rights of people to development and fulfilment of socia



needs are highlighted. The kind of globalization represented by the UN is not favoured by the
powerful nations today, and thus the UN’ s influence has been curtailed.

C. Risinginequality and the effects of globalization

“Globalization” is a very uneven process, with unequal distribution of benefits and losses.
Thisimbalanceleadsto polarization between the few countries and groupsthat gain, and the many
countries and groups in society that lose out or are marginalized. Globalization, polarization,
wealth concentration and marginalization are therefore linked through the same process. In this
process, investment resources, growth and modern technology are focused on a few countries
(mainly in North America, Europe, Japan and East Asian NICs). A majority of developing
countries are excluded from the process, or are participating in it in marginal ways that are often
detrimental to their interests; for example, import liberalization may harm their domestic producers
and financid liberalization may cause instability.

Globalization is thus affecting different categories of countries differently. This process can
broadly be categorized asfollows: growth and expansion in the few leading or fully participating
countries;, moderate and fluctuating growth in some countries attempting to fit into the
globdization/liberalization framework; marginalization or deterioration experienced by many
countries unable to get out of acute problems such aslow commodity prices and debt, unable to
cope with problems of liberalization, and unable to benefit from export opportunities.

The uneven and unequal nature of the present globalization is manifested in the fast growing
gap between the world’ srich and poor people and between devel oped and devel oping countries;
and by the large differences among nations in the distribution of gains and losses.

The UNDP Human Devel opment Report, 1992 estimated that the 20 per cent of theworld's
population in the developed countriesreceive 82.7 per cent of total world income, whilethe 20 per
cent of people in the poorest countries receive only 1.4 per cent (UNDP, 1992). In 1989, the
averageincome of the 20 per cent of peopleliving intherichest countrieswas 60 timeshigher than
that of the 20 per cent living in the poorest countries. Thisratio had doubled from 30 timesin 1950.

The Human Development Report, 1996 showed that over the past three decades, only 15
countries have enjoyed high growth, while 89 countries were worse off economically than they
wereten or moreyearsearlier. In 70 devel oping countries, the present incomelevel swerelessthan
in the 1960s and 1970s. “Economic gains have benefited greatly afew countries, at the expense
of many”, said the report. Since 1980, 15 countries (mainly Asian) have had growth rates much
higher than any seen during industrialization in the West. However, economic decline for most
parts of the developing world has lasted far longer and gone deeper than during the Great
Depression of the 1930s. While the rich countries mostly rebounded from the depression within
four tofiveyears, thelost decade of the 1980sisstill continuing for hundreds of millions of people
in many countries of Asia, Africa and Latin America. In some cases people are poorer than 30
years ago, with little hope of rapid improvement.

Wider inequalitiesamong countries aswell asamong income groups within countries, which
are closely associated with globalization processes, have been examined in detail in UNCTAD’s
Trade and Development Report, 1997 (TDR.97). It shows that since the early 1980s the world



economy has been characterized by rising inequality, and North-South income gaps have
continued to widen (UNCTAD, 1997: chaps. IV-VI). In 1965 the average per capita income of
the G7 countrieswas 20 timesthat of theworld’ s poorest seven countries; by 1995 it was 39 times
asmuch. Polarization among countrieshasal so been accompani ed by increasingincomeinequality
within countries. The income share of the richest 20 per cent has risen amost everywhere since
the early 1980s and those at the bottom have failed to see real gainsin living standards (in many
countries the per capitaincome of the poorest 20 per cent now averages less than one tenth that
of the richest 20 per cent) and the share of the middle class has aso falen. The increasing
inequality is noted in more and less successful developing countries, and in al regions, including
East Asia, Latin Americaand in Africa

In the analysis of TDR.97, these trends are rooted in a set of forces unleased by rapid
liberalizationthat makefor greater inequality by favouring certainincomegroupsover others. They
include the following: growing wage inequality in both the North and the South between skilled
and unskilled workers (due mainly to declining industrial employment of unskilled workers and
large absolutefallsin their real wages); capital gaining in comparison with labour with profit shares
rising everywhere; the rise of anew rentier class due to financial liberalization and the rapid rise
in debt (with government debt servicing in developing countries also distributing income from the
poor to therich); and the benefits of agricultural priceliberalization being reaped mainly by traders
rather than farmers.

There are some particularly disturbing aspects of the increased inequality. Firstly, the
increased concentration of national income in the hands of a few has not been accompanied by
higher investment and faster growth. “It is this association of increased profits with stagnant
investment, rising unemployment and reduced pay that isthereal causefor concern” (UNCTAD,
1997, chap. VI). Secondly, some of the factors causing greater inequality in a globalizing world
at the same time deter investment and slow down growth. For example: the fast pace of financial
liberalization hasdelinked financefrominternational tradeandinvestment; higher interest ratesdue
torestrictivemonetary policieshaveraised investment costsand led entrepreneursto focus, instead,
on buying and selling second-hand assets; the premium placed by global finance on liquidity and
the speedy entry into and exit from financial marketsfor quick gains has undermined the “animal
Spirits’ needed for longer-term commitments to investment in new productive assets; while
corporate restructuring, labour shedding and wage repression have increased job and income
insecurity (UNCTAD, 1997, chap. VI).

D. Weaknesses of the South in facing the globalization challenge

Most countries of the South have been unable to reap benefits from globalization because of
several weaknesses. Nayyar (1997) examines this phenomenon of “uneven development”,
showing how globalization mainly benefits the devel oped world, while in the devel oping world,
the benefits of accrue only to a few developing countries. There are only eleven developing
countrieswhich are anintegral part of globalization in the late twentieth century. They accounted
for 66 per cent of total exports from developing countries in 1992 (up from 30 per cent in the
period 1970-1980); 66 per cent of annual FDI inflowsto devel oping countriesin 1981-1991; and
most of portfolio investment flows to the devel oping world. Some of these eleven countries have
since been badly affected by financial crises, debt and economic slowdown, thus diluting further
the rate of success of the South in integration in the world economy.



The South’ sweaknesses stem from several factors. Devel oping countrieswere economically
weak to begin with due to the lack of domestic economic capacity and weak socid infrastructure
following the colonial experience. They were made weaker by low export prices and significant
terms-of-trade decline as well as the debt crisis and the burden of debt servicing. The policy
conditionalities attached to |oan rescheduling packages hampered the recovery of many countries
and led to further deterioration in social services. Given theunequal capacitiesof North and South,
the devel opment of technol ogy (especially information and communi cations technol ogies) further
widened the gap. On top of these unfavourable international factors, many developing countries
have aso been characterized by dictatorships, abuse of power and economic mismanagement,
which undermined the development process. All these factors meant that the South wasin aweak
position to take on the challenges of globalization, as the conditions for successin liberalization
were not present. Given thelack of conditions and preparedness, rapid liberalization caused more
harm than benefit.

The South’s weakness also stems from its lack of bargaining and negotiating strength in
international relations. Being heavily indebted and dependent on bilateral aid donors and
multilateral loan organizations, developing countries have been drained of their capacity to
negotiate (even on theterms of loan conditionalities). The powers of the United Nations, in which
the South his in a more favourable position, have been diminished, whereas the mandate and
powers of the ingtitutions under the control of developed countries (the IMF, World Bank and
WTO) have been increased tremendously. The North has leverage in the Bretton Woods
ingtitutions and the WTO to shape the content of globalization to serve their needs, and to
formulate policies which the devel oping countries have to take on.

Although the North isin adominant position and has been prepared to use thisto further their
control of the global economy, the South is also not helpless but can better organize its responses
as well as its own proposals. However, the South has a whole has not done well in organizing
itself to coordinate on substantial policy and negotiating positions, or on strategy in relation to the
discussions and negotiationsin the WTO and IMF as well as other forums.

Thedeveloped countriesarewell placed to determinethe globalization agenda. They arewell
organized withintheir own countries, withwel | staffed departmentsdealingwithinternational trade
and finance, and with university academicsand private and quasi-government think tanks helping
to obtain information and map policies and strategies. They also have well-organized associations
and |obbiesassociated with their corporationsand financial ingtitutions, which havegreat influence
over thegovernment departments. The devel oped countriesal so haveinstitutionsand mechanisms
helping to coordinate their policies and positions, for example the European Commission, the
OECD and the Group of Seven, and their subsidiary bodies and agencies.

In contrast, the devel oping countries are not well organized within their own countries. The
government departments dealing with the interface with the global economy are understaffed,
especialy in relation to the rapid developments in globalization and in global negotiations. The
academic sector and the few think-tanks are not geared up to obtain and assess information on
globaization trends, and less till to formulate policy proposalsthat governments can make use of .
Thelinks between these intellectual sectors, the NGOs and governments are also often weak. The
business and financial community is not organized well enough to monitor global trends, or to
lobby governmentson global issues. At theregional level, thereisincreasing collaboration among
the countries, through regiona groupings. However, cooperation is still not as sophisticated asin
the European Union. At theinternational level, the South i s organized through the Group of 77 and
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theNon-Aligned Movement. These groupingsoften performreasonably effectively withinthe UN
framework and at UN meetings and Conventions. However, they are not adequately staffed, they
are unable to keep track adequately of events and developments, or to formulate longer-term
policies and strategies. At the WTO, IMF and World Bank, the collective strength of developing
country members has yet to be manifested in a strong way, although there are encouraging signs
of more collaboration, for example at the WTO.

1. KEY ISSUESIN TRADE

A. General

Openness to international trade is not arecent phenomenon for developing countries. In the
colonia period, they had related to the world market mainly as exporters of raw materials while
importing manufactures. Thisdivision of labour istill prevalent for alarge number of developing
countries, whose exports comprise mainly afew commodities. Perhaps the most important aspect
of globalizationintradefor amajority of devel oping countriesisthe continuing declineintheterms
of trade for their commodity exports vis-a-vis their imports of manufactures. The decline has
become more acute in recent years, and has been responsible for the transfer of a huge volume of
real resourcesfrom commodity-exporting devel oping countriesthrough the mechanism of income
losses arising from terms-of -trade changes. Other problemsfacing devel oping countries have been
the pressures for import liberaization, under loan conditionality; the imbalances in the Uruguay
Round agreements; thelack of benefitsrelative to expectations accruing from the Uruguay Round,
and the problems arising from their having to fulfil several of the WTO Agreements. Theseissues
arediscussed in this Part [11.

B. Commodity pricesand termsof trade

The colonial pattern of trade, in which colonies exported raw materials and colonial master
countries specialized in producing industrial products, has continued in the main to the present.
Many Southern countriesstill mainly export primary commodities(mainly totheNorth) and import
industrial products (mainly from the North). Asthe terms of trade of commodities hasbeen falling
continuously against manufactured goods, many Southern countries have suffered tremendous
losses.

According to United Nations data, the terms of trade of non-fuel commodities vis-avis
manufactures fell from 147 in 1980 to 100 in 1985 to 80 in 1990 and 71 in 1992. This sharp 52
per cent fall in terms of trade between 1980 and 1992 had catastrophic effects. A paper by the
secretariat of the United Nations Conference on Environment and Development (UNCED) in
1991 showed that for sub-Saharan Africa, a 28 per cent fall in terms of trade between 1980 and
1989 led to an income loss of $I6 billion in 1989 alone. In the four years 1986-1989, sub-Sahara
Africa suffered $56 billion incomelosses, or 156 per cent of GDPin 1987-1989. The UNCED
study also showed that for 15 middle-income highly indebted countries, there was a combined
terms of trade decline of 28 per cent between 1980 and 1989, causing an average of $45 billion
loss per year in the 1986-1989 period, or 56 per cent of GDP (Khor, 1993).
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In the 1990s decade, the genera level of commodity prices fell even more in relation to
manufactures, and many commodity-dependent developing countries have continued to suffer
deteriorating terms of trade. According to Trade and Development Report, 1999 (TDR.99;
UNCTAD, 1999a: 85), oil and non-ail primary commaodity pricesfell by 16.4 and 33.8 per cent
respectively, from the end of 1996 to February 1999, resulting in acumulative terms-of -trade loss
of more than 4.5 per cent of income during 1997—-1998 for devel oping countries. “Income losses
were greater in the 1990s than in the 1980s not only because of larger terms-of-trade losses, but
also because of the increased share of trade in GDP.” Moreover, the prices of some key
manufactured products exported by developing countries have also declined. For example, the
Republic of Korea experienced a 25 per cent fall inthetermsof trade of its manufactured exports
between 1995 and 1997 due to aglut in the world market (UNCTAD, 1999a: 87).

Theincomelossesfromfalling termsof tradeprobably constitutethelargest single mechanism
by which real economic resources are transferred from South to North. These losses adversely
affect the sustainable development prospects of the South, asthey contribute to the debt problem
and to persistent poverty in many communities.

The world trading system has been favouring the exporters of manufactured goods, while
proving to be disadvantageous to the many developing countries whose main participation in
global trade has been the export of raw materials and commodities and the import of finished
products. Many Southern countries have lost their self-reliance in terms of producing their own
food, as lands were converted to export crops that in many cases yielded unsatisfactory resultsin
terms of instability of price and demand.

Attempts were made by devel oping countriesto obtain fairer prices and more stable demand
conditionsfor their commoditiesthrough commodity agreementsinvol ving producer and consumer
countries, under the auspices of UNCTAD. Most of these agreements collapsed when the
industrial countries, which arethe main consumersof commodities, withdrew support inthel980s.
Many Southern countries, especially in Africa, arethustoday even more subjected to the vagaries
of the commodity markets.

With oversupply of many commodities and stagnating demand and trend decline in prices,
many developing countries still dependent on commodity exports have been trapped in a bad
corner of the world trading system.

The commaodities situation may worsen for developing countries should major consumer
countries (in the North) develop laboratory substitutes for natural commodities through the use of
biotechnology. There would be more displacement of the South’s export commodities.

Proposals

() The problem of trend decline in commodity prices and in the South’s terms of trade
should be seriously addressed through an international conference or convention, or
other ingtitutional mechanisms. It isimperative that such huge income losses incurred
by poor countries should be stemmed.

(i) Countries could reconsider their attitude towards commodity agreements or other
methods of cooperation between producers and consumers since leaving commodity
trade to the full force of monopoly markets has resulted in negative social and



-12 -

environmental effects. One possibility is to initiate a new round of commodity
agreements aimed at rationalizing the supply of raw materias (to take into account the
need to reduce depletion of non-renewable natural resources) while ensuring fair and
sufficiently high prices (to reflect ecological and socia values of the resources).

(i) In the absence of joint producer-consumer attempts to improve the commodity
situation, producers of export commoditiescould taketheir owninitiativeto rationalize
their global supply so asto better match the profile of global demand. The recent sharp
increasein the price of oil asaresult of better coordination among producing countries
is a good reminder of the benefits that producers can derive through greater
cooperation.

(iv) Animprovement of the South’ sterms of trade vis-a-visthe North would be avaluable
mechanismto stem and reversethe current South-to-North flow of economic resources.
It would help create conditions for a more equitable trading system, reduce resource
wastage and unsustai nabl e consumption patterns, and expand financial resourcesinthe
South for the transition to sustainable development.

(v) Theredevant international agencies including UNCTAD should monitor and analyse
the implications of biotechnology for devel oping-country commaodities. Measures
should betaken if impact assessmentsshow significant negative effectsonincomesand
livelihoods in the South. Signatory members of the Biosafety Protocol under the
Convention on Biological Diversity should exercizetheprotocol’ smandateto consider
the social implications of developments in biotechnology especially on developing
countries.

C. Tradeliberalization

The benefits and costs of trade liberalization for developing countries constitute an
increasingly controversial issue. The conventiona view that trade liberalization is necessary and
has automatic and generally positive effects for development isbeing challenged empirically and
analyticaly. It istimely to examine the record and to formulate appropriate approaches towards
trade policy in developing countries.

Thereisa paradox in the manner developing countries in general and many scholars take
towards thisissue. On one hand it is amost invariably repeated that “we are committed to trade
liberalization which is positive for and essential to growth and development”. On the other hand,
many developing countries also notice and are now actively complaining that trade liberalization
has produced negative results for their economies, or has marginalized them.

The notion that all are gainers and there are no losersin trade liberalization has proven to be
overly smplistic. Some countries have gained more than others; and many (especially the poorest
countries) have not gained at all but may well have suffered severelossto their economic standing.
Only a few countries have enjoyed moderate or high growth in the last two decades while an
astonishing number have actually suffered declines in living standards (measured in per capita
income). The UNDP' s Human Development Report, 1999 states: “The top fifth of the world's
people in the richest countries enjoy 82 per cent of the expanding export trade and 68 per cent of
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FDI — the bottom fifth, barely more than 1 per cent. These trends reinforce economic stagnation
and low human development. Only 33 countries managed to sustain 3 per cent annua growth
during 1980-1996. For 59 countries (mainly in sub-Saharan Africa and Eastern Europe and the
CIS) GNP per capita declined. Economic integration is thus dividing developing and transition
economiesinto thosethat are benefiting from global opportunities and thosethat arenot” (UNDP,
1999: 31).

A clear explanation of why trade liberalization has had negative resultsisfound in TDR.99.
The report found that for developing countries (excluding China) the average trade deficit in the
1990s was higher than in the 1970s by 3 percentage points of GDP while the average growth rate
was|ower by 2 percentage points. I n discussing why trade deficitshave been increasing faster than
incomein devel oping countries, the report concludes:. “ The evidence shows that acombination of
declining terms of trade, low growth inindustrial countries and ‘big bang’ liberalization of trade
and of the capital account in devel oping countries has been adecisivefactor” (UNCTAD, 19993,
chap. VI).

On therole of rapid trade liberalization in generating the wider trade deficits, the UNCTAD
report said: “It (trade liberdization) led to asharp increasein their import propensity, but exports
falled to keep pace, particularly where liberalization was a response to the failure to establish
competitiveindustries behind high barriers. With the notable exception of China, liberalization has
resulted in ageneral widening of the gap between the annual growth of imports and exportsin the
1990s, but the impact was particularly severe in Latin America, where the gap averaged about 4
percentage points’.

One conclusion that can be drawn from the report isthat if trade liberalization is carried out
inaninappropriate manner in countriesthat are not ready or ableto cope, or which face conditions
that areunfavourable, it can contributeto aviciouscycleof trade and balance-of-paymentsdeficits,
financia instability, debt and recession.

The UNCTAD report’ s findings correspond with some recent studies that show there is no
automatic correlation between trade liberalization and growth. Countries that rapidly liberalized
their imports did not necessarily grow faster than those that liberalized more gradually or in more
strategic ways.

For example, in a study of 41 least developed countries, the UNCTAD senior researcher
Mehdi Shafaeddin (1994) found “no clear and systematic association since the early 1980s
between trade liberalization and deval uation, on the one hand, and the growth and diversification
of output and growth of output and exports of LDCs on the other. In fact, trade liberalization has
been accompanied by deindustrialization in many LDCs, and where export expanded it was not
always accompanied by the expansion of supply capacity”. By contrast, the paper attributes
success or failure of GDP and industrial growth to the volume of investment and availability of
imports. “The design of trade policy reforms has also been an important factor in performance
falure”

TheHarvard University economist Dani Rodrick (1999) arguesthat devel oping nations must
participate in the world economy on their own terms, not the terms “dictated” by global markets
and multilatera ingtitutions. Noting the premise that reducing barriers to imports and opening to
capital flowswould increase growth and reduce poverty in devel oping countries, Rodrik’ s study
concludes. “The trouble is, there is no convincing evidence that openness, in the sense of low
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barriersto trade and capital flows, systematically produces these results. The lesson of history is
that ultimately all successful countries develop their won brands of national capitalism. The States
which have done best in the post-war period devized domestic investment plans to kick-start
growth and established institutions of conflict management. An open traderegime, onitsown, will
not set an economy on a sustained growth path”.

A major problem faced by developing countries in the trade liberalization process is that a
country may be able to control how fast to liberalize its imports (and thus increase the inflow of
products) but cannot determine by itself how fast its exports grow. Export performance partly
depends on the prices of the existing exported products (and developing countries have suffered
from serious declinesin the prices of their commodity exports and their terms of trade) and also
on having or devel oping the infrastructure, human and enterprise capacity for new exports (which
isalong-term process and not easily achieved).

Export performance in devel oping countries also depends on whether there is market access
for the country’ s potential exports, especially in developed countries. Herein liesamajor problem
beyond the control of the South, for asiswell known there are many tariff and non-tariff barriers
in the North to the potential exports of developing countries. Unless these barriers are removed,
the South’s export potential will not be realized. As an UNCTAD note on TDR.99 put it:
“Devel oping countrieshave been striving hard, often at considerable cost, to integrate more closely
into the world economy. But protectionism in the developed countries has prevented them from
fully exploiting their existing or potential competitive advantage. In low-technology industries
alone, devel oping countriesare missing out on an additional $700 billioninannual export earnings
asaresult of trade barriers. This represents at least four times the average annua private foreign
capital inflowsin the 1990s (including FDI)” (UNCTAD, 1999b).

Thus, tradeliberalization can (and often) causesimportsto surge without acorresponding (or
correspondingly large) surgein exports. Thiscan causethewidening of trade deficits, deterioration
in the balance of payments and the continuation or worsening of external debt, which act to
constrain growth prospects and often result in persistent stagnation or recession.

Proposals

() Trade liberaization should not be pursued automatically, rapidly, as an end in itself,
orina“bigbang” manner. Rather, what isimportant isthe quality, timing, sequencing
and scope of liberalization (especialy import liberalization), and how the process is
accompanied by (or preceded by) other factors such as the strengthening of local
enterprises and farms, human resource and technological development, aswell asthe
build up of export capacity and markets. A logical conclusion must bethat if conditions
for successare not present yet in acountry, then to proceed with liberalization can lead
to specific negative results or even ageneral situation of persistent recession. Thus, to
pressurize such countries to liberalize would be to help lead them into an economic
quagmire. Thus, multilateral institutions should not take the approach of putting
pressure on developing countries to rapidly liberdlize their trade.

(i) Developing countries must have the ability, freedom and flexibility to make strategic
choicesinfinance, trade and investment policies, wherethey can decideon therateand
scope of liberalization and combine this appropriately with the defence of local firms
and farms.
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(ili) Caution must thus be exercized when considering proposals for measures that would
bind developing countries to further import liberalization, for example through
proposed new issues (such as another round of industrial tariff cuts) in the WTO.
Imbalances and inequities in the world trading system should be tackled as a priority;
indoing so, devel oped countries should increase the accessto their markets of products
from devel oping countries, but they should not pressthe devel oping countriesto further
open up their markets to Northern products. Devel oping countries should be allowed
greater flexibility to choose their own rate of trade liberalization.

D. TheWTO and themultilateral trading system

1. General

Thefailure of the WTO’s Ministeria meeting in Seattle in November/December 1999 isan
opportunity for al countries, and especially developing countries, to review the framework, rules
and effects of the multilateral trading system, from the viewpoint of development and the interests
of developing countries. The collapse of the Seattle meeting had its roots in both the system of
decision-making and the substance of the negotiations. In the many months of the preparatory
phase, developing countries generally were more concerned about their non-benefits from the
WTO Agreements and about the need to correct the problems of implementation. Most of them
were not intheframe of mind to consider or welcomethe new issuesbeing proposed by devel oped
countries. The latter on the other hand were strongly promoting several new issues, such as
investment, competition policy, transparency in government procurement, a new round of
industrial tariff cuts, and labour and environmental standards. At Seattle, the United States pushed
for labour standards led by President Clinton (who linked the issue to the use of trade sanctions)
seemed to confirm the fears of developing countries that the WTO was sought to be tilted even
more against them by the magjor powers.

The clash of interests over substance was worsened by the organization of the meeting and
the lack of transparency in the multitude of talks held in small groups that the majority of
devel oping country membershad no accessto. Many devel oping country del egationsmadeit clear,
including through open statements and media conferences, that they would not join in a
“consensus’ of any Declaration in which they had no or little part in formulating. The talks had
to be abandoned without the issuing of a Declaration by Ministers.

The tasks ahead in the needed reform of the multilateral trading system include the need to
address both substance and process. The grievances of developing countries—that they have not
benefited from the Uruguay Round, and that the problems of implementation of these Agreements
haveto be rectified —must urgently and seriously be tackled. The process of decision-making and
negotiations in the WTO has to be democratized and made transparent. “ Green Room” meetings
that are not mandated by the general membership should bediscontinued. Every member, however
smal, must havetheright to know what negotiations are taking place, and to take partinthem. The
following sections cover some of these issuesin more detail.
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2. Lack of realization of anticipated benefits for
developing countries from the Uruguay Round

When the Uruguay Round was concluded and the WTO established, developing countries
had expected to benefit significantly from the anticipated increased access to the markets of
developed countriesfor products (especialy in the textiles and agriculture sectors) for which they
had a comparative advantage. However, severa years later, officials from many developing
countriesare complaining that their countries have not benefited and the expected benefitsto them
have not materialized due to the non-implementation of the commitments of the developed
countries.

The main problems include the following:
(a) Tariff peaksremain

A lowering of Northern countries industrial tariffs is supposed to benefit those Southern
countries with amanufacturing export capacity. However, “tariff peaks’ (or highimport dutieson
certain products) remainintherich countriesfor many industria productsthat devel oping countries
export. This means that some potential exports of developing countries are still blocked.

(b) No gains yet from the supposed phasing out of textiles quotas

The Uruguay Round’s agreement on textiles and clothing was aimed at phasing out the
specia treatment of the textiles and clothing sector, in which the devel oping countriesfor the past
quarter century had agreed to subsidize the North by allowing quotasto be placed on their exports
in this sector. This ten-year phase-out was supposed to be the aspect of the Uruguay Round to
most immediately benefit the South, or at |east the Southern countriesthat export textiles, clothing
and footwear.

However, textile-exporting devel oping countries have been disappointed and frustrated that
five years after the phase-out period began, they have not yet seen any benefits. Thisisdueto the
“endloading” of the implementation of developed countries (that is, the liberalization of most of
the productsthey buy from devel oping countrieswill take placeonly inthefinal year or years), and
the benefits will accrue only at the end of the ten year phase-out period. Although devel oped
countries have legally complied with the agreement by phasing out quotas proportionately, in fact
they have chosen to liberalize on products that are listed but which they have not actualy
restrained in the past. As a result, developing countries have not benefited. They have made
proposals several times that the developed countries improve the quality of their implementation
of the agreement on textiles and clothing.

(©) Increasein non-tariff barriers such as anti-dumping measures

Developing countries are also concerned that the supposed improvement of market access
through tariff reductionsis being offset by an increase in non-tariff barriersin the rich countries.
A magor problem has been the use (or rather misuse) of anti-dumping measures, especialy by the
United States and the European Union, on products of devel oping countries, including on textiles.

Many countries have proposed that the misuse of these measures be curbed by amendments
to the Anti-Dumping Agreement.
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(d) Continued high protection in agriculture

The Agriculture Agreement was supposed to result in theimport liberalization and reduction
of domestic support and export subsidiesfor agricultural products especially in therich countries,
and this was expected to improve the market access of those Southern countries that export
agricultural products. Asit turned out, however, the protection and subsidies have been allowed
to remain very high. For example, in theinitial year of the agreement, there were very high tariffs
inthe United States (sugar 244 per cent, peanuts 174 per cent), EU (beef 213, wheat 168 per cent);
Japan (wheat 353 per cent), Canada (butter 360 per cent, eggs 236 per cent) (Das, 1998: 59). The
rich countries have to reduce such high rates by only 36 per cent on average to the end of 2000.
The tariffs have thus been still very high, making it impossible for developing countries exports
to gain access.

Also, the Agreement has allowed the developed countries to maintain most of the high
subsidies that existed prior to the Uruguay Round conclusion. For example, they are obliged to
reduce their very high domestic subsidies by only 20 per cent. In contrast most developing
countries had no or little domestic or export subsidies earlier. They are now barred by the
Agriculture Agreement from having them or raising them in future (Das, 1998: 62). Thereis a
great imbalance in this odd situation.

3. “Implementation problems’ faced by developing countries from the Uruguay Round

Developing countries generally are also facing problems in their having to implement their
obligationsinthe WTO Agreements. The Uruguay Round resulted in several new legally binding
agreements that require them to make changesto their domestic economic policiesin such diverse
areas as services, agriculture, intellectual property and investment measures. Many developing
countriesdid not have the capacity to follow the negotiations, | et a one participate actively, and did
not fully understand what they committed themselves to. Some of the agreements have a grace
period of five years beforeimplementation, which expired at the end of 1999. Thus, the problems
arising from implementation may get more acute.

(a) Main problems
The following are some of the mgjor genera problems:

C Having to liberalize their industrial, services and agriculture sectors may cause many
developing countries dislocation to their local sectors, firms and farms asthese are generaly
smdl or medium sized and unable to compete with bigger foreign companies or cheaper
imports; and this could threaten jobs and livelihoods of local people.

C  TheUruguay Round removed or severely curtailed the developing countries’ space or ability
to provide subsidies for local industries and to maintain some investment measures such as
requiring that investors useaminimum level of local materialsin their production. Thiscould
affect the viability of some local firms and sectors.

C  The TRIPS agreement will severely hinder or prevent local firms from absorbing or some
modern technologies over which other corporations (mainly foreign firms) have intellectua
property rights; this would curb the adoption of modern technology by domestic firmsin
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developing countries. Also, the prices of medicinesand other essential products are expected
to rise significantly when the new IPR regime takes effect in the next few years.

Thefollowing isasummary of some of the concerns of devel oping countriesregarding some
of the Agreements.

(b) The Agriculture Agreement

The Agriculture Agreement could have severe negative effects on many third world
countries. Most of them (excepting the least developed countries) will have to reduce domestic
subsidies to farmers and remove non-tariff controls on agricultural products, converting these to
tariffs and then progressively reducing these tariffs. Thiswill impose global competition on the
domestic farm sector and may threaten the viability of small farms that are unable to compete
with cheaper imports. Many millions of small third world farmers could be affected. Thereis
also a category of developing countries which are net food importers; as subsidies for food
production are progressively reduced in the developed countries, the prices of their exports may
increase; the net food importers may thus face rising food import bills.

A recent FAO study of the experience of 16 developing countries in implementing the
Uruguay Round agriculture agreement concluded that: “A common reported concern waswith a
genera trend towards the concentration of farms. In the virtual absence of safety nets, the process
also marginalized small producers and added to unemployment and poverty. Similarly, most
studies pointed to continued problems of adjustment. Asan example, therice and sugar sectorsin
Senegal were facing difficulties in coping with import competition despite the substantive
devauation in 1994” (FAO, 1999).

Proposal: Many developing countries during the preparations for the WTO's Sesttle
Ministerial meeting had proposed to amend the Agriculture Agreement to take into account their
concerns of implementation, especialy the effects on rural livelihoods and food security. Several
devel oping countries have proposed that devel oping countriesbe givenflexibility inimplementing
their obligations on the grounds of the need for food security, defence of rura livelihoods and
poverty aleviation. They proposed that in developing countries, food produced for domestic
consumption and the products of small farmers shall be exempted from the Agriculture
Agreement’ s disciplines on import liberalization, domestic support and subsidies. This proposal
should be pursued further by the devel oping countries in the future negotiations on agriculture at
the WTO.

() The TRIMS (Trade-Related Investment Measures) Agreement

Inthe TRIMS Agreement, “investment measures’ such aslocal content (obliging firmsto use
at least aspecified minimal amount of local inputs) and foreign exchange balancing (that limit the
import of inputs by firms to a certain percentage of their exports) will be prohibited for most
developing countries from January 2000. Such measures had been introduced to protect the
country’s balance of payments, promote loca firms and enable more linkages to the local
economy. The prohibition of theseinvestment measureswill make the attainment of development
goals much more difficult and cause developing countries to lose some important policy options
to pursue their industrialization.
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Proposal: Severa devel oping countries proposed inthe pre-Seattle negotiationsintheWTO
that TRIMS be amended to provide developing countries the flexibility to continue using such
investment measures to meet their development goals. In the review of the TRIMS Agreement,
which is scheduled to begin in 1999, the problems of implementation for developing countries
should be highlighted. The TRIMS Agreement could be amended to allow devel oping countries
theright to have “local content” policy and to limit the import of inputs to a certain percentage of
afirm’s exports.

(d) The TRIPS (Trade-Related Intellectual Property Rights) Agreement

The South’s callective lossin the Uruguay Round was most acutely felt in the agreement on
TRIPS (Trade Related Intellectual Property Rights) through which countries are obliged to
introduce IPR legidation with standards of protection that are similar to Northern countries. This
will hinder Southern countries’ indigenoustechnological devel opment. It should be noted that the
present industrial countries did not have patent or IPR laws, or laws as strict as will now be
imposed through TRIPS, during their industrializing period, and this enabled them to incorporate
technology design originating from abroad in their local systems.

The agreement will also give rise to increasing technical payments such as royalties and
license feesto transnational companies that own most of the world’ s patents.

The new IPR regimewill also have significant impact on raising the prices of many products.
By restricting competition, the IPR rules will enable some companies to raise the prices of their
products far beyond costs and thus earn rents in terms of monopoly revenues and profits.

Also, most third world countries have in the past exempted agriculture, medicines and other
essential products and processes from their national patent laws, but with the passage of TRIPS,
all products are subject to |PRs unless explicitly exempted. The prices of medicines are expected
to shoot up in many countries, reducing accessto consumers. The problem of theinability of AIDS
patients in developing countries to have access to patented drugs due to their high prices has
already become amagjor issue of concern.

The TRIPS agreement also opens the door to the patenting of life forms such as micro-
organisms and modified genetic materials. Many environmentaists are concerned that thiswill be
detrimental to the global environment as the present lack of controls and accountability in
biotechnology research and application will likely accelerate biodiversity loss and could threaten
natural ecosystems. For plant varieties, TRIPS does permit countriesthe option to either introduce
patents or an aternative “effective” sui generis system of intellectual property protection. Many
governments, NGOs and farmers’ groups in devel oping countries are concerned that the practice
of “biopiracy” (patenting in the North of biologica materials and resources originating in the
South) will intensify. Moreover, unless appropriate sui generis systems are established in
developing countries, that protect thetraditional knowledgeand genetic resourcesof farmers, these
farmers may be further disadvantaged by plant variety protection regulations.

Proposal: Giventhesemany problems, the TRIPS agreement should be amended to takeinto
account development, social and environmental concerns. Meanwhile, the grace period before
implementation should be extended. Many developing countries have made formal proposals
before and at Seettle that a review of TRIPS aong these lines be made and that there should be
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an extension of the implementation dateline. These and other proposals can be pursued in the
process of the review of TRIPs.

Recently there have been callsfrom some eminent economists and from some NGOsto study
whether the TRIPS Agreement should be taken out of the WTO. Their argument is that TRIPS
is a protectionist device, and should have no place in an organization that is supposed to be
committed to liberalization. Moreover, IPRsis not atrade issue. By locating it in the trade system,
the road is open to overload the WTO with more non-trade issues.

(e) Conclusion

These are only a few examples of serious problems facing developing countries in
implementing their WTO obligations, now and especially in future. Thus, many of the countries
are arguing that they need time to digest the Uruguay Round, that some of the rules that are
imbalanced or inequitable and that generate serious problems should be reviewed, and amended.
In fact some of the Agreements themselves mandate that reviews be carried out. The next phase
of the WTO' s activities should focus on the review process, so that the opportunity to rectify the
defects of the Agreements can be taken. This review process would in itself be a massive task,
involving analyses of the weaknesses of the various Agreements, assessments of how they have
affected or will affect devel oping countries, proposalsto amend the Agreements, and negotiations
on these proposals.

4. Pressurefor newissuesin WTO

A magor reason for the failure at Seattle was the reluctance of many developing countriesto
givetheWTO amandate for taking on new issues or negotiating new agreements, which had been
proposed by some of the developed countries.

There is much merit in the view that the WTO should focus in the next few years on
reviewing problems of implementing the Agreements and making the necessary changes in the
agreements. These will be enormous tasks. They will not be properly carried out if there is a
proliferation of new issuesin anew Round. The extremely limited human, technical and financial
resources of devel oping countries and their diplomats and policy makers would be diverted away
from the review processto defending their interestsin the negotiations on new issues. Thelimited
time of the WTO would aso be mainly engaged in the new issues.

Moreover, most of the proposed new issues would also have the most serious consequences
for the South’s future development. Issues such as investment rules, competition policy and
government procurement are strictly not tradeissuesand it has been argued that they do not belong
to the WTO. There is a suspicion on the part of some developing countries that these issues are
sought to be placed there by the developed countries to take advantage of the enforcement
capability (the dispute settlement system) of the WTO, so that disciplines can be effectively put on
developing countries to open their economies to the goods, services and companies of the
developed countries. Other issues relate to labour, social and environment standards. Most
developing countries have argued that these issues should also not enter the WTO as they could
be made use of as protectionist devices against the products and services of developing countries.
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Should pressure be continued to be applied for these new issuesto be accepted into the WTO,
then the WTO will continue to be split, and, moreover, other pressing issues such asthe problems
resulting from the existing Agreements would not be tackled.

5. General proposals

@)

(i)

(iii)

(iv)

v)

In the WTO, members should take a more realistic approach towards liberalization,
with a dowdown to pressures being put on developing countries for further
liberalization. If the devel oped countries continue after so many yearsto maintain such
high protectionin agriculture, textilesand someindustrial products (and arguethat they
need more time to adjust), then developing countries should not be subjected to more
pressuresto continuoudly liberalize ontheground that it isautomatically good for them.

It should be reasserted that the main objective of the multilateral trading systemisthe
development of developing countries which form the magority of the membership.
Liberalization is a means, and there should be sufficient flexibility to implement
measures when appropriate. The goal and dimension of development must be primary
in WTO rules and in the assessment of proposals. The “specia and differentia
treatment” principle should be greatly strengthened operationally, above its present
weak State.

Resolving the problems of implementation of the Uruguay Round agreements should
be given the top priority a the WTO. The following steps should be taken:

(& Developed countries should greatly increase access in their markets for
developing countries' products, such as in agriculture, textiles and industrial
products (where there are now high tariffs); moreover, they should stop taking
protectionist measures such as anti-dumping measures,

(b) In the areas where developing countries face problems in implementing their
obligations, a systematic exerciseto review and amend the existing rules should
be carried out as a matter of priority;

(© Inthemeanwhile, wherethetransition period for implementation for devel oping
countries has expired, an extension should be given at least until the review
process is completed. There should also be a moratorium on bringing dispute
cases against devel oping countries onissueswherethereviewsaretaking place.

There should not be pressures to introduce new issues such as investment,
competition, procurement, labour and environmental standardsin the WTO as these
would overload themultilateral trading system further and lead to more systemic stress
and tensions.

As the Seattle meeting showed, there is a need for serious reform to the system and
culture of decison making in the WTO. The reform process itself should be
conducted in amanner whereby all members can fully participate. The reform should
at am at aresult whereby WTO meetingsare run on the basis of full transparency and
participation, where each member is given the right to be present and to make
proposals. Even if some system of group representation is considered, al members
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should be allowed to be present at meetings and have participation rights. The
secretariat should also beimpartial and seento beimpartial. The system should reflect
thefact that the majority of members are now from devel oping countries which have
asmuch stakeor morein atruly fair and balanced multilateral system asthe developed
countries, and therefore the system must be able to provide the devel oping countries
with adeguate means with which to voice their interests and exercize their rights.

I11. KEY ISSUESIN FINANCE

A. Financial liberalization

Globalizationinthefinancial sector hasbeen driven by severa factors. Amongthemajor ones
are: thepolicy choiceof anincreasing number of countries(starting with the devel oped economies,
then taken on by many developing countries) of financial deregulation and liberalization (the
opening up by acountry to international capital flows); the development of technology, especially
electronic communications (facilitating the massive cross-border movements of funds); the
emergence of new financia instruments (such as derivatives) and financia ingtitutions (such as
highly-leveraged hedge funds); and the collapse of the international fixed exchange-rate system
(thus making it possible for profit to be made from speculation on changes in the rates of
currencies).

Financial liberalization is a relatively recent phenomenon, but it has contributed to severe
financial turmoil and economic lossesto severa developing countriesthat have integrated into the
global financial markets. The developing countries had been drawn into the process of financia
liberalization partly dueto advicegiven by international financial institutionsand to the mainstream
view that there were great benefits to be derived from opening up to inflows of international
capital. However, the risks of also opening up to volatility of short-term capital flows and to
financial speculation and manipulation were not emphasized by the same advisors. Many
developing countries that underwent the process of financial liberalization did not take
precautionary measures or adhere to guidelines to minimize the risks. Instead, they went the
opposite direction by deregulating, removing existing capital controls, allowing private banksand
companiesto takeforeign-currency loans, and allowing the trading abroad of their local currency.

Having deregulated and liberalized their capital accounts, many developing countries were
unable to defend themselves from the huge flows of international funds whose volumes have
expanded dramatically in the past two decades, and from the new financia instruments and
ingtitutions (especialy highly-leveraged funds) that have emerged in the field of financia
speculation.

B. Volatility and negative effects of short-term capital flows

The latest round of financia crises that hit emerging markets, starting with Thailand in mid-
1997 and spreading rapidly to other East Asian countries before a so affecting Russiaand Brazil,
has dramatically exposed the negative effects caused by volatile short-term capita flows and the
graverisksand dangersthat accompany financial liberalization in devel oping countries. Thelatest
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crisis has also exposed the fallacy of the orthodox view that opening up to global finance would
bring only or mainly benefits and little costs to devel oping countries. The Asian crisisfollowed a
period of financid liberalization, which contributed to a build-up of vulnerability of the countries
to externa financia forces. When large inflows of short-term capital took place, it led to an asset
price bubblethat broke when specul ative currency attacks and large capital outflows caused sharp
depreciations which spread via contagion to other countries. The depreciations multiplied the
burden of servicing foreign debt which had built up in arelatively short period especially by the
local companies and banks. When Indonesia, the Republic of Korea and Thailand ran out of
foreign reservesto servicethe debts, they approached the IMF to bail them out with massiveloans.

Almost alone among international agencies, UNCTAD had been warning for several years
about the dangers and costs of financial liberalization. In the early and mid-1990s, its Trade and
Devel opment Reports and Discussion Paper shad rai sed thea arm about thevol atility of short-term
capital and the serious destabilizing economic and socia effects of financia liberalization,
especially for developing countries. The Asian crisis validated the UNCTAD analysis and
warnings. The crisis has also stimulated a genera questioning of the orthodox approach and the
start of achange in opinion and perhaps of paradigm.

As UNCTAD Secretary-Genera Rubens Ricupero stated, in his closing speech at
UNCTAD X in February 2000: “Whentrouble came, starting in Thailand in 1997, it brought with
itareversal of opinion. That episoderevea ed the sheer size of thefinancia flowsthat theindustrial
world could generate, relativeto the normal size of flows of devel oping countries. The swift entry,
and even swifter exit, of such massive flows made clear for all to see the havoc that can be
unleashed on small and fragile financial systems that are open to such tidal waves of finance.
Despite the commitment of many international agencies to the complete liberaization of capital
marketsright up to (and beyond) the hour of Asia scrisis, the same agenciesnow say that they can
See some virtues in certain types of capital controls....Positive processes of integration into the
world economy are the goal. This has never changed. However, the liberalization measures that
are necessary to thisend must be phased in aprudent and orderly manner. They must take account
of specific local circumstances, they must be complemented by appropriate domestic policiesand
accompanied by ingtitution- and capacity-building. Only then can they hope to succeed”
(Ricupero, 2000).

Also a UNCTAD X,Yilmaz Akylz, Head of the UNCTAD Macroeconomic and
Development Policies Branch, summed up the lessons of the crisesthat hit Asiaand other regions
asfollows: “ The crisis has shown that when policiesfalter in managing integration and regulating
capital flows, thereisno limit to the damage that international finance can inflict on an economy.
It is true that control and regulation over such flows may reduce some of the benefits of
participating in global markets. However, until systemic instability and risks are adequately dealt
with through global action the task of preventing such crisesfalls on governmentsin developing
countries’ (Akyuz, 2000).

One of themost incisive analyses of the Asian Crisisis presented in Trade and Devel opment
Report, 1998 (TDR.98; UNCTAD, 1998: 53-109). It shows that financial crises are very much
part of the global system and the Asian case is only one. It gives a critique of why the IMF
response converted aliquidity problem into a solvency crisis. Finaly, it also proposes arange of
crisis management measures, including a debt standstill and capital controls.
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AsTDR.98 shows, the East Asian experienceisonly one of aseries of many financial crises
(for example, in Southern Coneof Latin Americainthelate 1970sand early 1980s, Latin America
in the 1980s, European countriesin 1992, Mexico in 1994) of the past two decades. These crises
are caused by theintrinsic and volatile nature of the global financia system, after the closure of the
fixed exchange rate system in the early 1970s.

C. Inappropriateresponseto debt crisesand financial crises

A significant aspect of financial crisesin devel oping countriesisthat the policy responses may
often not be appropriate and could even make the situation worse. The “structural adjustment”
policies accompanying IMF-World Bank loans to heavily indebted developing countries as
conditionality have been criticized for depressing their economies through high interest rates and
large budgetary cuts; and many of the countries concerned have remained indebted.

The policy responses in the East Asian countries that also sought IMF assistance when the
financial crisis broke in 1997 have a so been widely acknowledged to be inappropriate, Oncethe
countriesfell into crisis, the IMF sresponse (monetary and fiscal tightening and high interest rates
while maintaining or even extending capital mobility) made it worse.

Inoneof thedeepest critiquesof theMF approach, TDR.98 pointed out that the Situation was
characterized by a stock disequilibrium rather than a flow imbalance that could be corrected by
expenditure reduction. Thefall inthe currency created abalance sheet disequilibrium for indebted
banks, property companies and firms. The value of firms and assets thus declined. Since these
assets had been the collateral for much of the increased lending, the quality of bank loans
automatically deteriorated. Rather than ease the burden of refinancing on domestic firms by
granting additional credit, the recommended policy response was to raise interest rates. This
depressed asset prices further and increased balance sheet losses of firms and their need to repay
or hedgetheir foreignindebtedness quickly by liquidating assetsand selling the domestic currency.

The report also pointed out that instead of the IMF |oans going to support the new exchange
rates, in East Asia the exchange rates were left to float. Thus, rather than guaranteeing the new
exchange rate, the Fund's lending was aimed at ensuring the maintenance of the domestic
currency’ s convertibility and free capital flows, and guaranteeing repayment to foreign lenders.
The latter, unlike domestic lenders, emerged from the crisis without substantial |oss, even though
they had accepted exposure to risk just as other lenders had done.

According to UNCTAD, the crisiswas initially one of liquidity rather than of solvency. As
long asthey were given sufficient timeto realize their investments, the countrieswould have been
able to generate foreign exchange to repay their external debt with an exchange rate adjustment
needed to restore competitiveness (which UNCTAD estimated at only 10-15 per cent, instead of
the very sharp currency dropsthat took place). However, “the use of high interest rates, the extent
of currency devaluation and the reduction in growth rates that created conditions of debt deflation
quickly acted on financia institutions and company balance sheets to create a solvency crisis’.

In other words, inthisanalysis, the crisis-stricken countriesthat sought IMF fundswere never
given a proper chance. What would that chance have looked like? According to TDR.98, given
the sharp attacks on the currencies, the appropriate action would be to move quickly to solve the
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problem by introducing a debt standstill and bringing the borrowers and lenders together to
reschedule, even before the commitment of IMF funds. A combination of rapid debt restructuring
and liquidity injectionto support the currency and provide working capital for the economy would
also have made it possible to pursue the kind of policiesthat enabled the United Statesto recover
quickly from a situation of debt deflation are recession in the early 1990s. In the United States,
reacting to the weakness in the financial system and the economy, short-term interest rates were
reduced inthe early 1990sto amost negativelevelsinreal terms, thus providing relief not only for
banks, but also for firmsand households, which were able to refinance debt at substantially lower
interest-servicing costs. Thiseventually produced aboominthe securitiesmarket, thereby lowering
long-term interest rates and helping to restore balance sheet positions, thus providing a strong
recovery. The policies pursued in the early 1990s were exemplary in the way they addressed debt
deflation, making it possible for the US economy to enjoy one of thelongest post-war recoveries.

UNCTAD'’s analysis thus shows the sharp contrast between the IMF s policy (which is
influenced by the United States) of tight credit and high interest rates imposed on the affected
Asian countries, as opposed to the United States' own policy of low interest rates and provision
of liquidity.

In another interesting section, TDR.98 (pp. 75—76) considerswhether the Asian devel opment
model has been killed by the crisis. It notes the view of some Western commentators that blamed
the crisson the Asian countries' structural shortcomings (such as the close government-business
relation and market distortions that insulated business from competitive forces and market
discipline). However, whilethe East Asian economiesarerun differently from the Western modd,
its present crisis does not differ from similar crises experienced by developed and developing
countries, including those operating under the Western Anglo-American model.

The Asian crisis “is yet another episode in a series of crises that have been occurring with
increasing frequency since the breakdown of the Bretton Woods arrangements, and with the
introduction of floating exchange rates and the unleashing of financia capital”. Asin the earlier
episodesof financia crisisand currency turmoil in devel oping countries, theEast Asian crisis“was
preceded by financial liberalization and deregulation which, in some cases, congtituted a major
break with past practices. In this sense the fundamental problem was not that there was too much
government intervention and control, but too little”. TDR.98 draws the lesson that successful
industrialization dependson how profitsandintegration into theglobal economy aremanaged. The
Asian crisis confirms this. “When policies falter in managing capital and integration, there is no
limit to the damage that international finance can inflict on an economy”. There is certainly
considerable scope for national policies in preventing and better managing crises of this sort, but
“these crises are a systemic problem, and action is therefore needed aso at the global level”
(UNCTAD, 1998: 76).

D. Lack of mechanism for debtor-creditor burden sharing

The latest bout of financial crises has again highlighted the absence of an internationd
mechanism for the fair sharing of burden between creditor countries and debtor countries, and
between international private creditors and domestic private debtors. In the absence of such a
mechanism, unsatisfactory situations occur. In many cases, the creditors, being in a stronger
position than a country facing default, can insist on full repayment, and with stringent terms of
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rescheduling of debt payments, for example, higher interest rates or the government taking over
(or guaranteeing) the debts of the country’s private sector.

The creditors do not share fairly in the losses, while the debtor country has to assume al or
most of the losses. This contrasts with a normal commercia situation, in which a financial
institution giving credit shares in the loss should the borrowing company get into difficulties or
goes into bankruptcy. Sometimes this kind of imbalanced “solution” is mediated by international
agencies. In other cases, the situation drags on with the debtor country’ s government involved in
prolonged bouts of negotiationswith private creditor institutions, without aclear solution, leaving
the country in a situation of continuous debt. Only in exceptional cases is a heavily indebted
country in aposition to declare a default and take the lead in announcing measures implementing
itsintention to only partialy pay back itsloansto foreign creditors and investors.

The lack of a systematic and fair method of settling debts in conditions of financial crisesis
amagjor disadvantage to developing countries as they are usually the debtors.

E. Lack of transparency and regulation of international financial markets

The workings and movements in international financial markets have played the major role
in financia crisis. There have been increasing cals from many quarters for reforms to these
markets. Y et thereisal so alack of transparency on what constitutesthe financial markets, who the
major players are, what moves and decisions they make, and to what effect. There are thus
deficiencies in terms of the lack of transparency, information, monitoring and regulation of
financial markets and the institutions that are major players in these markets.

F. Proposals

1. International-level proposals
(a) Greater transparency and regulation of international financial markets

There should be greater transparency in the way the financial markets operate. There should
be more disclosure of the players and the deals in the various markets, including the trade in
currencies. In particular, the funds available to and the operations of highly leveraged institutions
such as hedge funds should be made public.

At the global level, there should be a system of monitoring short-term capital flows,
tracing the activities of the mgjor players and institutions, so that the sources and movements of
speculative capital can be publicly made known.

There should be greater regulation of the behaviour and operations of financial
ingtitutions. A distinction should be made between legitimate forms of investment and
speculation, and unethical methods of speculation and market manipulation. Regulatory
measures should be taken to prevent, prohibit or control the latter.
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There can be also be serious pursuit of aglobal tax on short-term financial flows, such as
the Tobin Tax, where asmall tax (say, 0.25 per cent) isimposed on all cross-country currency
transactions. Thiswill penalize short-term speculators while it will have only avery small effect
on genuine traders and long-term investors. The advantage is that not only will speculation be
discouraged, but there can be greater transparency in the markets as movements of capital can
be more easily traced.

At the nationa level, in the North countries, which are the major sources of international
capital flows and speculation, tighter national regulations can be introduced to curb excessive
speculative activities. For example, banking regulations can beintroduced to limit the amount and
scope of credit to hedge funds.

(b) Debt standstill and orderly debt workout

Countries coming under speculative attack and who want to avoid an uncertain economic
recession or collapse may havelittle choice but to resort to two presently unconventional measures
—a“debt standstill” (or temporary stop in servicing external loans) and capital controls. Thisisa
conclusion on the management and prevention of financial crises in the TDR.98. It reviews four
lines of defence an indebted country can, theoretically, take if faced with a massive attack on its
currency: domestic policies (especiadly monetary and interest rate policy) to restore market
confidence and halt the run; maintaining sufficient foreign reserves and credit lines; use of an
international lender-of-last resort facility to obtain the liquidity needed; and a unilateral debt
standstill accompanied by foreign exchangerestrictions, andinitiation of negotiationsfor anorderly
debt workoui.

Although thefirst three are theoretically possible, in redlity they either do not work or are not
in existence. Therefore, the fourth option should be considered serioudly.

Under this fourth option (debt standstill and workout), TDR.98 (UNCTAD, 1998: 89-93)
has proposed the setting up of an international insolvency procedure whereby a country unable to
service its foreign debts can declare a standstill on payment and be allowed time to work out a
restructuring of itsloans, while creditors would agree to this “breathing space” instead of trying
to enforce payment. This proposal is actualy an extension of national bankruptcy procedures
(smilar to Chapter 11 of the United States Bankruptcy Code) to theinternational level for countries
facing debt difficulties. Bankruptcy procedures are especially relevant to international debt crises
resulting from liquidity problemsasthey are designed to addressfinancial restructuring rather than
liquidation. In an international system, one option is to set up an independent panel to determine
if acountry isjustified in imposing exchange restrictions with the effect of debt standstills. The
decisionfor standstill could betaken unilaterally by the debtor country, then submitted to the panel
for approval within a period. This would avoid “inciting a panic” and be smilar to safeguard
provisionsin the World Trade Organization allowing countries to take emergency actions. These
debt standstills should be combined with debtor-in-possession financing so the debtor country can
replenish its reserves and get working capital. This would mean the IMF “lending into arrears”.
The IMF funds for such emergency lending would be much less than the scale of bailout
operations. The IMF can also help arrange for private-sector loans with seniority status.

Asregards government debt to private creditors, reorganization can be carried out through
negotiations with creditors, with the IMF continuing to play an important role of bringing all
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creditors to meet with the debtor government. For private sector debt, negotiations could be
launched with private creditors immediately after the imposition of debt standstill.

The above proposal should be serioudly pursued by developing countries. In the absence of
such aninternational system, devel oping countrieshave been at themercy of their foreign creditors
and investors, who can suddenly pull out their fundsin herd-like manner. Without protection, these
countriesfirst facealiquidity crisiswhich in turn produces asolvency crisisand then an economic
crisis. If aChapter 11 type of international bankruptcy procedure isin place, acountry facing the
imminent prospect of default can declare a debt standstill, get court clearance for protection from
creditors, obtain fresh working capital, restructureitsdebts, and plan for economic recovery which
in turn can eventually service the debts adequately.

With such procedures, countriesfacing a“ cashflow problem” cannipit beforeit worsensand
thusprevent amajor crisis. Both the debtor country and itscreditorsgain. Thiswould contrast with
the present messy situation, where in the absence of afair system, al creditors rush to exit the
country, each hoping to recoup itsloan before other creditorstake out their loans. When the debtor
country has its back to the wall, the creditors as a group usually demand, in arestructuring plan,
that the government not only pay higher interest on itsloans, but also take over or guarantee the
payment of the loans contracted by private banks and firms.

(o) International environment enabling the option of capital controls

The international orthodoxy of recent years, that developing countries would obtain great
benefits while having little risks in having a financialy open system, is now losing credence in
light of the extremely high costs being paid by several countries that opened up and experienced
the sudden entry and exit of foreign funds, with the resulting instability and economic dislocation.
A new paradigmisemerging that grantsthat devel oping countries should have and, indeed, should
sometimes take the option of maintaining or imposing capital controlsto protect their interestsand
to enable a degree of financial stability. Especially in the absence of international regulation of
capital flows, capita controls should not be taboo but be seen asanormal, acceptable and, indeed,
valuable component of the array of policy options available to promote development.

This emerging paradigm is one of the outcomes of the recent round of the financial crisis. In
order for developing countries to be able to exercize this option, however, the present prejudices
against such controls should be removed. For example, the IMF has been advocating capital
account convertibility asakey financial policy for devel oping countries and has been against their
adoption of capita controls, evenintimesof financia stressand crisis. Sincethe IMF hasastrong
influence on devel oping countries, and especially on those which are dependent on itsloans, such
aposition constitutes a barrier to developing countries ability to exercize the option. Therefore,
there should be a change in the international policy environment or framework, such that
devel oping countries can adopt capital controlsas part of their range of policies, without their being
looked upon with disapprova but international agencies or the developed countries. Just as
importantly, moves or measures taken at the international level to pressurize developing countries
towardsrapid financial openness (for exampl e through adding capital account convertibility to the
mandate of the IMF) should bereversed, if devel oping countriesareto be ableto choosethe option
of capital controlsin acomfortable policy environment.

Capita controls are not a new measure but have, instead, been used by most countries until
recently, and many nations still havethem. TDR.98 describes awide range of capital controlsthat
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have been or can be used, and for which purposes. It concludesthat in thelight of the Asian crisis
and the current international financia turbulence, to protect themselves against international
financia instability, developing countries need to have capital controls, since these constitute a
proven technique for dealing with volatile capital flows. Several other measures (such as more
disclosure of information, better banking regulation and good corporate governance) that have
been proposed by the industria countries and the IMF have merit but are inadequate to deal with
the present and future crises. Developing countries should thus be allowed to introduce capital
controls, as these are “an indispensable part of their armoury of measures for the purpose of
protection against international financial instability”.

Control on capital flows are imposed for two reasons: firstly, as part of macroeconomic
management (to reinforce or substitute for monetary and fiscal measures) and secondly to attain
long-term national development goals (such asensuring residents’ capital islocally invested or that
certain types of activities are reserved for residents). Contrary to the belief that capital controlsare
rare, taboo or practised only by afew countriesthat are somehow “anti-market”, thereality isthat
these measures have been very widely used. In early post-war years, capital controls for
macroeconomic reasons were generally imposed on outflows of funds as part of policies dealing
with bal ance-of -paymentsdifficultiesand to avoid or reduce deval uations. Rich and poor countries
alike a so used controlson capital inflowsfor longer-term devel opment reasons. When freer capital
movements were allowed from the 1960s onwards, large capital inflows posed problemsfor rich
countries such as Germany, Holland and Switzerland. They imposed controls such as limits on
non-residents purchase of local debt securities and on bank deposits of non-residents. More
recently, some developing countries facing problems due to large capita inflows aso resorted to
capital controls.

Controls on inflows of FDI and portfolio equity investment may take the form of licensing,
ceilings on foreign equity participation in local firms, official permission for internationa equity
issues, differential regulations applying to local and foreign firms regarding establishment and
permissi bleoperations. Control son capital outflowscanincludecontrol sover outwardtransactions
for direct and portfolio equity investment by residents as well as foreigners.

Recent financia crises and frequent use of capital controls by countriesto contain the effects
of swingsin capital flows point to the case for continuing to give governments the autonomy to
control capital transactions. Ways have not yet been found to eliminate at the global level the
cross-border transmission of financia shocks and crises due to global financia integration and
capital movements. TDR.98 thus concludes that, for the foreseeable future, countries must be
allowed the flexibility to introduce capital control measures, instead of new obligations being
imposed on these countries to further liberalize capital movements through them.

(d) International management of exchange rates

Since the end of the Bretton Woods fixed-exchange rate system, currencies have been
fluctuating to alesser or greater degree. In recent years, it has become more and more obvious that
the volatility of changes in exchange rates has become a major problem. Given the wild swings
of exchange rates in some currencies, it is not tenable to hold that currency movements are only
reflections of changes in fundamental market values of these currencies. Instability of currency
rates hasbecomeamajor contributing factor to overal financial instability in affected countriesand
globally. As part of a reform of the internatinal financial architecture, a more stable system of
currency exchange rates needs to be established.
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() Responding to international pressures for further financial liberalization

At least until the outbreak of the Asian crisis, there had been strong pressures emanating from
international organizationsfor aninternational regimedisciplining countriesto open uptheir capital
accounts, thus making thefreedom of theflow of funds (including thosethat are not directly related
to trade or FDI) a standard and obligatory policy. For example, there have been moves to amend
the Articles of the IMF to incorporate capital account convertibility as part of its mandate. In the
proposed multilateral agreement on investment that was negotiated within the OECD, one of the
proposed clauses wasthe freedom of foreign investors and fundsto transfer short-term capital into
and out of signatory countries. Although thetwo initiatives have s owed down (inthe case of IMF)
or stalled (in the case of the OECD) at present, there could be a resumption of pressures to
discipline developing countries to increasingly open their capital accounts. Such pressures should
not be resumed, given the recent evidence of the possible negative effects of liberalizing the capital
account by countries that were not yet prepared to withstand the potential shocks. While capital
account liberalization may bring net benefits under some conditions, too littleis still known about
the appropriate ways to manage the capital account, especially for developing countries. Thus,
countries should be allowed to choose their own policies without facing pressures either from
international agencies or other countriesto liberdlize.

(/) Reform of the framework for macroeconomic policy

The set of macroeconomic policies that forms a key part of the so-caled “Washington
Consensus’ (that puts the stress on “getting prices right”, withdrawal of the State from the
economy and economic policy-making, heavy reliance on the free market, deregulation,
privatization and liberaization, austerity budgets and high interest rates) has been at the centre of
conditionditiesattached to IMF and World Bank loansfor indebted countries. These policieshave
come under heavy criticism, especialy in the wake of the Asian crisis. The “one-size-fits-all”
approach towards economic reform and policy for countriesin financial crisis should be changed
to amore appropriate approach of seeking the right mix of policiesto suit the particular conditions
facing each country. Such conditions may vary from country to country, and thus the policy mix
may also be different for different cases. Thus, the framework for macroeconomic policy advice
or conditionality should be reformed to take into account these differences, and in light of lessons
to belearnt about which strategies have and have not worked in different circumstances. Countries
must havetheflexibility to choose from policy options, asit isnot appropriate to present them with
advice or conditions based on asingle model or option.

2. National-level proposals
(a) Need for serious caution about financial liberalization and globalization

One of themajor lessons of the Asian crisisisthecritical importancefor developing countries
to properly manage the interface between global developments and nationa policies, especialy
in planning a nation’ s financial system and policy. While under certain conditions, liberalization
can play and has played apositive rolein development, the Asian crisis has shown up that in other
circumstances, liberalization can wreak havoc. This is especiadly so in the field of financial
liberalization, where the lifting of controls over capital flows can lead to such alarming results as
a country accumulating a mountain of foreign debts within a few years, the sudden sharp
depreciation of its currency, and a stampede of foreign-owned and local-owned funds out of the
country in afew months.
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It isthereby only prudent for adevel oping country to have measuresthat reduceits exposure
to therisks of globalization and thus place limits onitsdegree of financid liberalization. Countries
should not open up and deregulate their external finances and foreign exchange operations so
rapidly when they are unprepared for the risks and negative consequences. Measures should be
adopted to prevent speculative inflows and outflows of funds, and to prevent opportunities for
speculation on their currencies.

At theleast, the process of opening up to capital flows should be done at avery gradual pace,
in line with the growth of knowledge and capacity locally on how to adequately handle the new
processes and challenges that come with the different aspects of liberalization. This will require
policy makers in al relevant departments to have the proper understanding of the processes at
work, the policy instrumentsto deal with them, adequate regulatory, policy and legal frameworks
and the enforcement capability. Moreover, the private sector players (including banks and other
financial ingtitutions, and private corporations) will also have to understand and master processes
such asinflows of funds through loans and portfolio investment, the recycling of theseto theright
sectorsand institutionsfor efficient use, and the handling of risksfrom changesin foreign currency
rates.

The whole process of learning, training and placing the required infrastructure in place will
need along period. Some European countries, which started with already sophisticated financial
systems, took more than a decade to prepare for liberalization, and yet failed to prevent financia
fallures.

(b) Establishing a comprehensive national policy towards capital flows

Itisuncertainwhether therewill be any adequatereformsto theinternational financia system.
Meanwhile, developing countries will still be subjected to volatile capital flows. It is thus
imperative that developing countries establish a national policy framework to deal with
international capital flows. In doing so, it would be useful to distinguish between the varioustypes
of foreign funds, and their impact on recipient countries. Following this, measures should be
considered to manage these different types of capital flows.

One of the critical aspects to look at is the potential effect of different types of funds on
foreign exchange reserves and the balance of payments. Thisisbecausein the present financially
open system that most countries subscribe to, a country with inadequate foreign reserves or with
adeteriorating balance of payments can begin to become serioudly indebted, or be subjected to
panic withdrawal of funds, speculative attacks and currency depreciation.

Foreign direct investment, portfolio investment, foreign loans and credit, and highly
speculativefundsarethemajor categoriesof foreign capital that flow in and out of acountry. Since
developing countries are too small to be a big player on the global market, they can be very
vulnerable not only to the decisions of the big institutions that determine the volume and timing of
the flows, but also to the manipulative activities of some of the global speculative players.

However, developing countries can take some defensive measures, and must formulate a
comprehensive policy to deal with the different kinds of capital flows. Such a framework may
include a selective policy towards attracting FDI of the right type; a careful policy on portfolio
investment that welcomes serious long-term investors but discourages or prohibits the damaging
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short-term profit-seekers; a very prudent policy towards public and private foreign loans; and
measures that as far as possible avoid manipulative activities and institutions.

Even with the best intentions and plans, there is no certainty that a country can be shielded
from the adverse turbulent effects of global capital flows and financia operations. The national
policies have to be augmented by international regulatory action, which is still absent. Until that
comes about, if ever, each nation should look out for itself.

() Managing external debt

External debt management should be top priority in anation’seconomic policy, asexcessive
debt can lead not only to aheavy burden on national resources but even more serioudly to theloss
of policy autonomy and dependence on other countriesor international institutionsto formulatethe
nation’ s basic policies, and these externally made policies can be inappropriate and contribute to
many years of economic and socia deterioration.

Great care should betaken to limit the extent of acountry’ sforeign debt to levelswhereit can
be serviced with a margin of comfort. Developing countries should beware of the dangers of
building up alarge foreign debt (whether public or private debt), evenif they haverelatively large
export earnings.

AstheEast Asianfinancia crisis showed, even countriesthat are big exporters, including of
manufactured goods, should beware of believing that the export earnings would comfortably
provide the cover for arapid build up of external debt. High export earnings alone are insufficient
to guaranteethat debts can be serviced. For astart, future export growth can slow down. Therecan
also beahigh growth inimports and alarge outflow of funds dueto repatriation of foreign-owned
profits or due to the withdrawal of short-term speculative funds. In good years these factors can
be offset by large inflows of foreign long-term investment. However, if the negative factors
outweigh the inflows, the balance of paymentswill register adeficit and contribute to the running
down of foreign reserves. If a point is reached when the reserves are not large enough to pay for
current debt servicing, the country has reached the brink of default and thus may have to declare
a state of crisis requiring international assistance. In the affected Asian countries, their debt
problems had been compounded greatly by the sharp depreciation of their currencies, thusraising
equally sharply the burden of debt servicing in termsof each country’ slocal currency, and making
the situation impossible to sustain.

Thus, having alarge foreign debt puts acountry in asituation of considerablerisk, especially
when the country has financially liberalized, there isfull capital mobility and its currency isfully
convertible and thus subject to speculation. A cautious policy should be adopted not only for
public-sector foreign debt but also private-sector bank and corporate debt. It would be a mistake
to believe that if debt is contracted by the private sector, that would be safer than if thebuild upis
by the public sector. Asthe Asian crisis showed, private firms and banks can make mistakes, even
bigger ones, than governments, as much of the recent build-up of debt that became unrepayable
was contracted by the private sector, in Indonesia, the Republic of Korea and Thailand.

In particular, having too much short-term debts can be dangerous as they have to be repaid
within a short period, thus requiring the country to have large enough reserves at that period to
service these debts. The structure of debt maturity should be spread out, keeping in mind the
dangers of “bunching”, or too much debt coming due at the sametime. It isthusimportant to keep
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awatch on therelation of levels of debt and debt servicing not only to export earnings but also to
thelevel of foreign reserves. Reserves should if possible be built up to alevel comfortable enough
for a country to serviceits foreign debt, and especially short term debt.

(d) Managing foreign reserves

The careful management of foreign reserves has thus emerged as a high-priority policy
objective, especialy in the wake of the recent financial crisis. Maintaining or increasing foreign
reserves to an adequate level isadifficult and complex task. There many factors involved, such
as the movements in merchandise trade (exports and imports), the payment for trade services, the
servicing of debt and repatriation of profits, theinflows and outflows of short-term funds, the level
of FDI and the inflows of new foreign loans.

All these items are components of the balance of payments, whose “ bottom line” (or overall
balance, either as surplus or deficit) determines whether there is an increase or run-down of a
country’ sforeignreserves. Theseitemsare determined by factorssuch asthetrendsin merchandise
trade, theexterna debt situation (intermsof loan servicing and new loans), the* confidencefactor”
(which affectsthe volatile movements of short-term capital aswell asFDI). To these must now be
added the state of thelocal currency which (in the absence of capita controls) cannot be assumed
to be stable; itslevel and movement have become major independent factors that both influence
the other factors and are in turn influenced by them.

To guard and build up the foreign reserves, the country has thusto take measuresin the short
and longer term to strengthen the its balance of payments, in particular the two main aspects, the
current account and the capital account. The first aspect is to ensure the current account (which
measures movements of funds related to trade and services) is not running a high deficit. The
second aspect is to build up conditions so that the capital account (which measures flows of long
and short-term capital not directly related to trade) is also manageable and well behaved. These
goals can be difficult to achieve especially in the present volatile circumstances.

(e) National capital controls

It was earlier argued that an international policy environment is needed that treats the use of
capital controlsasanormal part of national financial policy with the aims of shielding the country
from the turbulence of potential volatile flows of funds, and of having greater stability in the
exchange rate. With amore sympathetic international environment, devel oping countries can then
feel comfortable with using the option of selectively maintaining capital controls to regulate the
inflow and outflow of funds. Some details of the use of capital controls have been given in the
earlier section on international proposals. Further examples are given below.

To avoid excessive inflows or undesirable types of funds, various regulations can be
introduced. For example, in Malaysia, thereisa Central Bank ruling that private companies have
to seek its permission before taking foreign loans, which will be given only if it can be shown that
the projects can earn foreign exchangeto finance debt servicing. Such arule helped Malaysiafrom
building up the high levels of private foreign debt that had developed and led to the crisisin
Indonesia, the Republic of Korea and Thailand. There can aso be regulations limiting foreign
portfolio investment and that limits speculative behaviour in the stock exchange; that constrain
currency speculation (for example by limiting the amount of local currency loans to foreigners),
and that prohibit theinternational tradeinthelocal currency. Regulationson capital outflowscould
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include the prohibition of locals opening overseas bank accounts, limiting the types and amounts
of transfers to abroad, and constraining the overseas investments of local companies. The
regulations can be varied or removed according to changing circumstances and developments.

Some of these measures were adopted recently in Malaysia as part of its response to the
financial crisis. Another of itsmajor measureswasthefixing of thelocal currency totheUSdollar.
The package of measuresis credited with helping the country to deal with the crissand initiate a
recovery process.

(H Managing the exchange rate

The management of the exchangerate, to enable stability, is one of the major challenges now
facing developing countries. In areview of different systems of exchange rate management (from
freely floating and pegged ratesto Currency Board fixed-rate and dollarization systems), TDR.99
has concluded that the key to having reasonable exchange rate stability is the regulation of
destabilizing capital flows. Under free capital mobility, no regime of exchangerateswill guarantee
stableand competitiverates, nor will it combinesteady growth withfinancia stability. “ Differences
among systems of pegged, floating and fixed exchange rateslie not so much in the extent towhich
they can prevent volatility of capital flows or contain their damageto the real economy asin how
thedamageisinflicted. Damage can only be prevented or limited if thereiseffectiveregulation and
control over destabilizing capital flows. Whilethat may not be without cost, the cost islikely to be
smal compared to that of currency instability and misalignment and financial crises. Managing
nominal exchangeratesin aflexible manner in order to minimize fluctuationsin thereal exchange
rate, in combination with controls on destabilizing capital flows, thus remains the most plausible
option for most developing countries’ (UNCTAD, 1999a: 130).

V. ISSUESIN INVESTMENT LIBERALIZATION

A. Introduction

Recent increased interest on the issue of investment liberalization and the desirability or
otherwise of an international framework on investment policy and rules has been sparked by the
proposal of the developed countriesto introduce alegally-binding international regime on foreign
investment. This proposal had emerged in a number of forums and especialy at the OECD and
the WTO.

Withinthe OECD, aMultilateral Agreement on Investment (MAI) wasthe subject of intense
negotiations by itsmember countries. It wastheintention that OECD countrieswouldfirst signthe
MAI and then thetreaty would be opened to devel oping countriesto accedeto. However, the MAI
negotiations have stopped, after protests by civil society and disagreement among the OECD
members.

On aseparate track, inthe WTO, some devel oped countriesin 1995 and 1996 al so proposed
negotiations towards a multilateral investment agreement (MIA). It was proposed that WTO
genera principles relating to trade (including reduction and remova of cross-border barriers,
national treatment, most-favoured nation treatment) as well as the integrated dispute settlement
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system (which enables retaliation and cross-sectoral retaliation) would now be applied also to
investment. Many developing countries had objected to the issue of investment per se being
brought onto the agenda of the 1996 WTO Ministerial Conference. However, discussion did take
placein Singapore, and a decision was taken to establish aworking group to examine therelation
between trade and investment. This was meant to be only an educative processfor an initia two-
year period and any decision to have negotiations for an agreement would have to be taken only
onthebasisof explicit consensus. In 1999, several devel oped countriesled by the European Union
were advocating that the investment issue be included in a proposed new Round of multilateral
trade negotiations to be launched at the WTO Ministerial Conference in Seattle in
November/December 1999. However, several developing countries voiced the view that the
“study process’ in the WTO working group should continue for some more years and that there
should not be negotiationsfor an investment agreement, at least not at this stage. With the collapse
of the Seattle meeting, there is at present no programme for negotiations for an investment
agreement in the WTO and the Working Group will presumably resume its study process.

A reading of the draft text of the MAI in the OECD and the European Commission’s 1995
paper on “A level playing field for FDI worldwide” showsthat the MAI and the EC vision of an
investment agreement in the WTO were basically similar in objectives and content. Both aimed
at protecting and advancing the rights of international investors vis-avis host governments and
countries. The main e ements include theright of entry and establishment of foreigninvestorsand
investments; theright to full equity ownership; national trestment; theright to freetransfer of funds
and full profit repatriation; protection of property from expropriation; and other accompanying
measures such as national treatment rightsin privatization. A more recent EU paper at the WTO
has proposed amore “dilute” version of an investment agreement in the WTO, with a “positive
lig” approach, in which members may list the sectors for liberalization and the extent of
liberalization, and wherethe scopewould belimited to FDI (unlikethe OECD-MAI’ sbroad scope
that included all kinds of foreign capital). There is no doubt, however, that even the diluted
proposal is aimed at increasing the pressure on developing countries to liberalize their foreign
investment rules and to extend national treatment privileges to foreign investors.

These pressures have increased the need for developing countries to examine the nature of
foreign investment and review appropriate policies for managing foreign investment.

B. Thebenefitsand risksof foreign investment

Therehasbeenasignificant increaseinforeigninvestment, including to devel oping countries,
in recent years. Since the early 1990s, FDI flows to developing countries have risen relatively,
averaging 32 per cent of the total in 1991-1995 compared with 17 per cent in 1981-1990. This
coincideswiththerecent liberalization of foreigninvestment policiesin most devel oping countries.
However, again, there is ahigh concentration of these FDI flows to developing countries: much
of the FDI iscentred in only afew countries. LDCsin particular arereceiving only very small FDI
flows, despite having liberalized their policies. Thus, FDI isinsignificant as a source of external
finance to most devel oping countries, and is likely to remain so in the next severa years.

The last few decades have also witnessed a significant shift of perspective in many
developing countries towards foreign investment. In the 1960s and 1970s there was considerable
reservations and mistrust by governments of many developing countries, as well as many
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development economists towards foreign investment. Starting with the 1980s, however, there has
been agrowing tendency for viewing foreign investment more positively. A new orthodoxy came
into being, that as a form of foreign capital, investments were superior to loans because the
investments (unlike loans) would not land the host country into a debt crisis. Indeed foreign
investment is being seen as a panacea for removing the obstacles to development.

Just as originally the view of many may have been extremely unfavourable to foreign
investment, the pendulum could have swung to the other extremeto the extent that some now view
foreign investment as an mixed blessing. In redlity, there are benefits and costs accompanying
foreign investment. The task for policy makers and analysts alike isto ascertain the determinants
of the benefits and costs, and attempt to devise policies to increase the benefits and reduce the
costs, with the aim of ensuring that there be net benefits.

Thisisespecially so when little seemsto be known of the effects of investment liberalization.
At an OECD-organized workshop on FDI and the MAI in Hong Kong (China) in March 1996,
the keynote speaker, Dr. Stephen Guisinger of University of Texas, said that “Very littleisknown
about repercussions of foreign direct investment liberalization on host economies...The link
between investment liberalization and macroeconomic performance has received scant attention
from researchers’.

Studies by the Maaysian economist Ghazali bin Atan (Ghazali 1996, 1990) on the effects of
FDI onsavings, financial inflows and outflows, trade and growth conclude that successful growth
in developing countries is premised essentially on raising the domestic savingsrateto ahigh level
and productively investing the savings. This is more important than the role of foreign capital,
including FDI. The East Asian growth success is based mainly on high domestic savings rather
than FDI. Foreign capital can help to supplement domestic savingsbut thishasitsdownside. There
are three types of foreign capital inflow: aid, debt and FDI. Foreign direct investment has many
advantages (bringingin productivecapital, foreign expertise, brand names, market linkages, aiding
in industrialization, exports, employment).

However, there are also disadvantages or costs to FDI. These impacts need to be managed
to ensure a net positive outcome. The study found that FDI has a negative effect on domestic
savings, as it gives room for the recipient country to increase its consumption. FDI generates
positive and negative effects on the flow of foreign exchange on two accounts: financial and trade.
On the financia side, FDI brings in capital, but also leads to a stream of outflows of profit and
other investment income. This outflow increases through time asthe stock of foreign capital rises.
Thus, FDI has atendency to lead to “decapitalization”. Comparing aid, debt and FDI, the study
findsthat because of the much higher rate of return of FDI compared to the rate of interest paid on
aid or debt, the “decapitalization” effect of FDI is greater than of aid or debt.

On thetrade side, FDI has a positive effect through higher export earnings and a savings on
imports (for products locally produced), but a negative effect through higher imports of
intermediate and capital goods. It may also haveanegativeeffect inraising importsof consumption
goods. In many cases, FDI is heavily reliant on large imports of capital and intermediate goods.
The high import content reduces the positive trade effect. Ghazali’s study shows that generally
there is aweak positive trade effect from FDI, and in some cases a negative trade effect. In order
for FDI to have a positive effect on balance of payments, there must be a strong enough positive
trade effect to offset the negative decapitalization effect. However, dueto the weak positive trade
effect, or even anegative trade effect in some cases, thereisatendency for FDI to cause anegative
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overal effect on the balance of payments. Without careful policy planning, the negative effect
could grow through time and be serious as profit outflow builds up.

Moreover, too rapid a buildup of FDI could also lead to “de-nationalization”, where the
foreign share of the nation’ s wealth stock increases relative to local share. To avoid economic or
social problems that this may cause, Ghazali proposes that the rate of growth of domestic
investment should exceed FDI growth.

Regarding the effect of FDI on economic growth, there aredirect effects (which aregeneraly
positive) and indirect effects (which are generally negative, due mainly to the decapitalization
effect). While the inflow of new FDI exerts a positive effect, the outflow of investment income
arising from the accumulated foreign capital stock exerts a negative effect.

Giventhevariouswaysinwhich FDI affectsthe host economy, Ghazali (1996: 8-9) proposes
that for FDI to be used successfully (with net overal benefit), the following conditions should be
met:

(i) Avalilability of foreign capital does not detract from own savings effort;
(i) Thefactor payment cost must be minimized and prudently managed;

(iii)  Encourage or require joint ventures so that part of the returns accrue to localsand is
retained by the local economy;

(iv) Get foreign firmsto list themselves on loca bourses,

(v) To enhance poditive trade effects, FDI must be concentrated in the tradable sector,
especidly in export-based activities,

(vi) Locd content of output should be raised over time to improve trade effect;
(vii)  The growth of domestic investment should exceed FDI growth;

(vili) To avoid reliance on foreign capital, developing countries should increase their
savings rate and maintain sound economic and political conditions.

Ghazali’ s conclusions are that: “ The above are among preconditions for ensuring successful
use of FDI. Countries using FDI without regard to the above conditionswould do so at their own
peril. Any moves designed to prevent host countries from instituting such policies, however they
are couched, are moves designed to keep developing countries at the bottom of the global
economic ladder ... With the correct policies, FDI can be of great help to host countries. Without
the correct policies, however, the use of FDI can lead to severe problems especially with regard
to the long-term viability of the recipient’s balance of payments”.

Severd other recent studies have cometo similar conclusions on the benefitsand costs of FDI
and the need for aregulatory policy framework.

In asurvey of the effects on FDI on development, TDR.97 (pp. 91-98) and TDR.99 (pp.
115-123) differentiate between different types of FDI, discussesits potential for causing financial
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instability and assesses itsimpact on the balance of payments. TDR.99 estimatesthat mergersand
acquisitions form half to two thirds of world FDI flows in the 1990s. For developing countries,
excepting China, therecent FDI boom has consisted predominantly of M&A, itsshare of total FDI
to developing countries being 72 per cent in 1988-1991. Thus, much of FDI to developing
countriesis not in the form of “greenfield investment” which creates new productive assets, but
consists of the purchase of existing assets, especially through privatization and in the services
sector.

TDR.97 showsthat contrary to itsimage of being asource of stablefunding, FDI can aso be
a source of considerable financia instability. Even when FDI is governed by long-term
considerations, aggregate FDI flows can respond rapidly to changes in short-term economic
conditions. Retained earnings (or profit re-investment) isamajor form of FDI, and some of these
are invested in financial assets rather than physical assets. Changes in the rate and volume of
reinvestment can result in fluctuations and instability of FDI flows to a country. Moreover, as
pointed out by aWorld Bank study, aforeign direct investor can borrow fundslocally in order to
export capital. And thereby generate rapid capital outflows; thus, it need not be the case that FDI
is more stable than other forms of capital inflow.

On FDI’ s balance of payments impact, TDR.99 (like Ghazali) also distinguishes two types
of effects: net transfers (which compares FDI inflows with associated payments abroad such as
profits, royalties and license fees); and the trade effect (comparing exports from FDI and imports
associated with FDI). Examining three case studies, it findsthat in Malaysiathe activitiesof foreign
firms had a negative impact on both the net transfers and the trade balance in the 1980s and early
1990s. Similarly, in Thailand FDI had anegative net impact on the trade balance in the late 1980s
and early 1990son top of rising paymentsabroad for profitsand royaltiesand thesefeatures of FDI
contributed to external imbalancesthat played an important rolein the country’ s subsequent crisis.
For Brazil, the ECLAC secretariat has warned that “in the near future there will be a significant
deterioration in the balance of payments of transnational corporationsin the Brazilian economy”.
Thisisdueto atrend of increasing remittances, rising concentration of FDI in the non-tradeable
sectors, and the exhaustion of privatization-linked FDI.

The report also notes a worrying trend: there is a decreased association between FDI and
export growth in developing countries. It quotes the conclusion of the Bank for International
Settlements that for South and East Asian countries, there was a significant weakening of the
relation between FDI and export growth in the 1990s (as compared to the 1980s) and thiswas a
factor contributing to the payments problemsand thecrisisin East Asia. UNCTAD’ sown datafor
a larger number of countries shows this weakening of the link between FDI and exports is
widespread in the devel oping world. The same FDI inflowswere associated with lessrapid export
growth in 1991-1996 than during 1985-1990. A mgjor factor was the increasing concentration
of FDI in services sectors, which do not yield much export earnings (UNCTAD, 1999a: 123).

Inastudy on FDI and devel opment, the South Centre (1997) liststhe possible benefits of FDI
as technology transfer; increased production efficiency due to competition from multinationas;
improvement in quality of production factors such as management (including in other firms);
benefits to the balance of payments through inflow of investment funds; increases in exports,
increases in savings and investments and hence faster growth of output and employment.

The acknowledged costsincludethe possi ble negative effects on the bal ance of paymentsdue
to increased imported inputs and profits to abroad; the high market power of multinationals can
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lead to non-competitive pricing and itsresulting overall inefficiency inresource alocation; adverse
impact on competitive environment; discouragement of development of technical know-how by
local firms. If it fails to generate adequate linkages with the local economy, FDI will have fewer
spillover beneficial effects and may on balance be harmful if the other negative features above
exist. Other costs are transfer pricing (which diminishes host government taxes); distortion of
consumption patternsdueto brand namesof multinational s (with costly effectswhen costly foreign
foodsfrom FDI supplant local and more nutritious foodsin the diet of the urban poor); the net loss
of jobs when capital-intensive FDI displaces labour-intensive local firms.

There are dso environmental and natural resource costs associated with FDI, and the risk of
FDI in the media facilitating western cultural hegemony. Also, politico-strategic interests are at
stake if FDI comprises a large component of total investment and involves loss of local control
over strategic sectors, infrastructureand natural resources; whiledecisionsmade abroad canimpact
on thelocal economy and society, and sometimes even the country’ s sovereignty may be at stake.
These factors have to be taken into account in an overall net evaluation of the costs and benefits
of FDI.

Although there are arguments encouraging any kind or volume of FDI, the study concludes
that an undiscerning policy towards FDI may cause serious long-run economic difficulties,
harming acountry’ sdevelopment prospects. Not all FDI isconduciveto development, somekinds
may do more harm than good, and a country that has a policy to accept any and al FDI may
harbour trouble for future devel opment prospects. To limit therisks and avoid undesirable effects,
the study recommends governments to take a selective policy to FDI by determining the
composition of capital inflows and intervening to manage inflows of capital including FDI; a
selective policy with respect to specific projects, eg confining FDI to priority sectors; and prudence
with respect to total FDI flows and stock to avoid more financial fragility. It concludes. “A global
investment regime that took away a developing country’s ability to select among FDI projects
would hinder development and prejudice economic stability”.

C. Regulation of and policy optionson FDI

The magjor issue of the desirability of aglobal investment regimeisnot whether or not foreign
investment is good or bad or should be welcomed. It is whether or not national governments
should retain the right and powersto regulate FDI and to have the adequate authority and means
to have policy instruments and options over investment, including foreign investment. Most
countries presently accept the importance of foreign investment and aretrying their best to attract
foreigninvestments. However, thereisevidencethat foreigninvestment can have both positiveand
negative effects, and amajor objective of development policy isto maximize the positive aspects
while minimizing the negative aspects, so that on balance there is a significant benefit.

Experience showsthat for foreign investment to play a positive role, government must have
the right and powers to regulate their entry, terms of conditions and operations.
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1. Regulationson entry and establishment

Most developing countries now have policies that regulate the entry of foreign firms, and
include various conditions and restrictions for foreign investors overall and on a sector-by-sector
basis. There are few developing countries (if any) that has now adopted a total right of entry
policy. In some countries, foreign companies are not alowed to operate in certain sectors, for
instance banking, insurance or telecommunications. In sectors where they are allowed, foreign
companies have to apply for permission to establish themselves, and if approval is given it often
comes with conditions.

An international investment regime that grants the right to establishment and national
treatment to foreign investors would put pressure on devel oping countriesto give up or phase out
present policies regulating the entry and the degree and conditions of participation of foreign
investors.

2. Policiesfavouring local firmsand domestic economy

Many devel oping countries a so have policiesthat favour the growth of local companies. For
instance, there may be tax breaks for alocal company not available to foreign companies; local
banksmay be given greater scope of businessthan foreign banks; only local institutionsaredigible
for research and development grants; local firmsmay be given preference in government business
or contracts.

Governments justify such policies and conditions on the grounds of sovereignty (that a
country’s population has to have control over at least a minimal but significant part of its own
economy) or national development (that local firms need to be given a “handicap” or special
treatment at least for some time so that they can be in a position to compete with more powerful
and better endowed foreign companies).

Most devel oping countries would argue that during the colonia era, their economies were
shaped to the advantage of foreign companies and financia institutions Local people and
enterprises were therefore at a disadvantage, and require a considerable time where special
treatment is accorded to them, before they can compete on more balanced terms with the bigger
foreign companies.

3. Measuresto manage the balance of payments

Asshown earlier, thereis a genera tendency for FDI to generate a net outflow of foreign
exchange. Many devel oping countries have taken measuresto try to ensure amore positive result
from FDI on the balance of payments and on the domestic economy. These measuresmay aim at:
(@) increasing the share of export earnings (and thus foreign exchange) in the output of FDI (for
example, incentives or permission for higher equity ownership are given to firms that are more
export-oriented in order to encourage export earnings); (b) reducing the imports of capital and
intermediate goods by foreign firms through encouraging the use of local products; (c) reducing
the amount of foreign profitsthrough requirementsthat the foreign firm formsajoint venture with
local partners, or allocates apart of the company’ s sharesto locals, so that aportion of FDI profits
accrue to locals; (d) requiring or encouraging a foreign firm to retain a significant part of their
profits for reinvestment. The objectives are to generate spin-offsfor and linkages to the domestic
economy and thus boost growth, while also to attempt to get FDI to have a more positive impact
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on the balance of payments by increasing the share of revenue and value-added that isretained in
the economy.

Some of thetraditional measures have already come under pressurefromthe WTO' sTRIMS
Agreement. Proposals for an investment agreement that prohibits a wide range of “performance
requirements’ (including the above but expanding the list to many new items) would make the
Stuation even more difficult.

D. Critiqueof attemptsat international investment agreements

The proposalsfor amultilateral agreement investment, either at the OECD or the WTO, seek
toradically broaden the scope of freedom of movement and operation of foreigninvestorsand their
investments, and to provide more rights for them. Correspondingly it would severely narrow and
restrict therightsand powersof Statesto regulate the entry, establishment and operationsof foreign
companiesand their investments. It also makes host devel oping countries greatly more susceptible
to legal action by foreign investors and their home governments due to strict dispute settlement
procedures. Therewould be serious consequences of such an agreement for devel oping countries.

Firgly, itisunlikely that the claimed benefitswill be realized by most devel oping countries.
Its proponents claim that an investment agreement would lead to a greater flow of foreign
investmentsto devel oping countriesthat join it, and that thisisan indispensable condition for their
development as it would spur economic growth. The main assumption isthat foreign investment
and itsfreemovement only generates benefitsfor the host country, and doesnot result in costs, and
that thus any increase will necessarily contribute to development. This assumption cannot be
empirically supported.

Given these complex redlities, it is obvious that foreign investment has to be prudently and
well managed, so that the benefits are well brought out and the costs reduced, and that the former
exceedsthelatter. Asthiswill happen only under certain conditions, the policy makersin the host
developing countries need an array of policy instruments in an attempt to achieve net positive
results. In the past and presently theseinstruments haveincluded careful screening of investments
and various conditions imposed on approved investments, a wide range of performance
requirements (including technology transfer, establishment of joint ventures, local content), and
controlson capital inflowsand outflows (especially onloansand short-term capital). It isprecisely
these policy instrumentsthat the proposed investment agreement isaiming to dismantle and make
illegal. This would deprive developing countries of the opportunity or even the possibility of
ensuring net benefits from foreign investment, and ironically (despite its preamble) it would more
than tilt the balance so that foreign investment would probably result in costs outweighing the
benefits in many cases.

But even if a country iswilling to take the risks of increased and unregulated inflows, there
is no guarantee (and in many cases no likelihood) that there will be an increase in foreign
investment. Theflow of foreign investment is determined by many factors, of which the treatment
and protection of investment isonly onefactor, and usually not the most significant. Other factors
arethe opportunities for sales and profits, the size of the market, the general level of devel opment
of acountry, the state of theinfrastructure and quality of labour skills, political and social stability,
the availability of natural resources to exploit, the location of the country. A developing country
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that joins the investment agreement but does not possess some or most of the above qualitiesis
likely not to experience an increase in foreign investment. Many countries that liberalized their
foreigninvestment regimesunder structural adjustment programmeshavenot seenariseinforeign
investment inflow.

Indeed, it islikely that the least developed countries would be at most disadvantage. More
advanced developing countries have more of the attractive qualities (profitable market,
infrastructure, skilled labour). An LDC can offset its lack of attractiveness by offering better
treatment, protection or incentives. But if most or all developing countries were to join the MAI,
then the LDCs would lose this advantage.

An MAI-type investment agreement would also potentially cause the following effects on
developing countries: significant loss of policy autonomy over investment matters; erosion of
sovereignty (including over natural resources) and of local ownership and participation in the
national economy; and negative effects on the national financial position (Khor, 1999).

E. An alternative approach

Theinitiatives on the MAI are of course not thefirst attempts at establishing an international
framework on foreign investment. However, the approach taken by the MAI proponentsis new
in that it is an extreme and one-sided approach as it covers and greatly expands the rights of
international investors, while not recognizing and thus greatly reducing the authority and rights of
host governments and countries.

Thisone-sided approach on behaf of foreigninvestors' interestsisin contrast to someearlier
attempts within the UN system to set up an international framework on foreign investments that
attempted to balance the rights and obligations of foreign investors and host countries, aswell as
to balance the foreign investors' production activities with development, social, environmental
goals.

On a genera level, the most well known has been the Draft UN Code of Conduct on
Transnational Corporations, which underwent a decade of negotiations from 1982 to the early
1990s under the UN Commission on Transnational Corporations, and serviced by the UN Centre
on Transnational Corporations (UNCTC, 1990).

The Code was an attempt at balancing the rights of host countries with the rights of foreign
investors, and the obligations of TNCswith the obligations of host countries. The Code was also
inclusive of many issues, including political dimensions (respect for national sovereignty, non-
interference and human rights), development dimensions (transfer pricing, balance of payments,
technology transfer) and socia dimensions (socio-cultural values, consumer and environmental
protection). The Code was placed in the context of international cooperation, recognized both the
contributions and negative effects of TNCs, and sought to maximize the former and minimizethe
|atter, towards the goal of development and growth. This is a more balanced approach than the
MAI which implicitly only makes claims for the benefits of liberalizing and protecting foreign
investments, and does not recognize or attempt to deal with the negative aspects.
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The draft Code recognized both the rights of the host countries and theright of TNCsto fair
and equitable treatment.

The Code and the MAI are obviously the products of contrasting paradigms. The Code arose
from the perception that the host developing countries, while having to accord some rights to
TNCs, required an international understanding that TNCs have to comply with international
guidelines that recognize the countries’ development needs and national objectives, and that the
hosts could by right allow the guest foreign investors to enter and operate on terms generally
chosen by the hosts. The MAI-type agreement on the other hand has arisen from the perceived
need by foreign investors to expand and protect their interests from the perceived interference by
States that impose conditions on their operations. In this paradigm, the “borderless world” isthe
ideal construct, and any barriers to the free flow of investments and to the right to investment,
property ownership and unhindered operations must be considered “ distortions” and the denial of
the investors' rights. The affirmation of these alleged investors' rights are seen as important to
prevent States from constraining the expansionary reach and operations of foreign investors.

The aborted Code of Conduct on TNCswasthe main set of international guidelinesthat were
to havedealt generally withtherelationsbetween TNCsor foreigninvestorswith States. However,
there are anumber of other codes and guidelinesthat the UN system has established or attempted
to establish that cover more specific issues.

These include the UNCTAD-based Set of Multilaterally Agreed Equitable Principles and
Rules for the Control of Restrictive Business Practices (adopted in 1980 by the UN General
Assembly) and the Draft I nternational Code of Conduct onthe Transfer of Technology (which has
not yet been adopted by the General Assembly); the ILO Tripartite Declaration of Principles
Concerning Multinational Enterprises and Social Policy (1977); the WHO-based International
Code of Marketing of Breast-Milk Substitutes (1981); and the Guidelinesfor Consumer Protection
(based on a UN General Assembly resolution in 1985). In the environmental field, there are also
international legal agreements (such as the Basel Convention banning the export of hazardous
wastesto devel oping countries) that haveaninfluence onthebehaviour of international companies.

These instruments have the intention of influencing the behaviour of foreign investors and
TNCs so that they conform to development needs, or fulfil social and environmental obligations.
Together they would a so constitute elements of an alternative approach to an international policy
or framework on foreign investment. Such a framework, encompassing the various existing
instruments, could be further developed through additional instruments covering other areas by
sector and issue.

The recent history of evolving an international framework for foreign investment showsthat
the proposed MAI (and models based onit) constitutes only one approach. It isan approach based
on aparadigm that seeksto protect foreigninvestors' rightsto theexclusion of their obligationsand
of host countries' rights. A alternative approach would takeinto account the rights and obligations
of host countries and foreign investors, ensure that these are properly balanced, and be based on
the primary objective of contributing to economic development and socia and environmental
objectives. It is, however, an issue for debate whether such an approach ispossiblein the present
global environment, and also what would constitute an appropriate venue for discussions on the
investment issue.



F. Proposalsfor appropriate management of foreign investment

1. Summary of conclusions
Previous sections have emphasized the following points:

(i) Therearevariouscategoriesof foreigninvestment, anditisimportant for governments
to distinguish between the different types, understand the characteristics and effects
of each type, and formulate policies to dea with each.

(i) Even in the apparently most beneficial type, FDI, where there can be important
contributionsto development of host countries, it isacademically recognized that there
are also potential costs and risks, among the most important of which are financial
instability and bal ance-of -payments difficulties.

(iii)  Therefore apolicy framework for managing FDI must take into account the need to
attempt to maximize the benefits while reducing the costs and risks.

(iv) Thus, governments, especialy of the developing countries, because of their greater
vulnerability, need to be able to formulate policies that: (&) distinguish between the
typesof FDI that are appropriate; (b) encouragethe entry of FDI considered desirable,
while discouraging or disallowing FDI considered not so appropriate to the country;
(c) impose certain conditions, if found necessary, on the operations of FDI; (d) subject
FDI policy to the wider national objectives and development needs.

(v) TheMAI approach istoo one-sided in its objectives and functions of protecting and
furthering foreign investors' interests while denying the interests of host States and
countries. Moreover, there is the assumption that there is no need to distinguish
between different types of foreign investment, that al foreign investmentsbring only
benefits but no costs, and the articles of the MAI are therefore drawn up under
assumptions. Social, cultural, development, environmental and human rightsconcerns
are also ignored in this approach.

(vi) There have been other attempts at creating international frameworks dealing with
foreign investments or the behaviour of foreign enterprises. Some of these have been
more accommodating to the rights and needs of host devel oping countries and to the
imperatives of development. It would be useful to revisit some of these attempts and
to examine the usefulness of reviving, improving or extending them, as well as to
examine new approaches.

Given the above conclusions, this section attempts to provide suggestions for el ements of an
appropriate approach or framework for the management of foreign investment. Proposalswill be
confined mainly to FDI. The proposals are categorized as national-level and international-level
approaches and actions.
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2. National-level policies and actions
(a) Sdective policy on and strategic approach to FDI

Inview of empirica evidence on the benefits and costs of FDI, developing countries should
have a selective policy and strategic approach towards FDI. The right of entry and establishment
should thus be conferred by a State on to chosen foreign investors, and not be taken as inherent
rights of the investors. Historically, many presently developed countries and the more advanced
developing countries had such a selective policy. For example, Japan and the Republic of Korea
had very little FDI (in 1984-1994, FDI inflows to Japan were less than one-tenth of one per cent
of gross domestic capital formation), and the Republic of Korea and Taiwan Province of China
had important restrictions on FDI entry and degree of foreign ownership. Y et these countries are
among the fastest growing in the world. Chinaand Malaysia have alowed much more FDI but
they also have a selective approach in terms of opening up of certain sectorswhereforeign firms
can contribute to technological and export development while discouraging FDI in other sectors
where domestic companies are either weak (and need protection) or aready possess technical
capability (asin agriculture).

(b) Need to distinguish between the differing capacities and needs of local and foreign
investors

Anindiscriminate policy of opening up and of treating foreign firms on equal or better terms
than local firms could lead to deindustrialization in a country where the local enterprises are too
weak to compete on equal termswith foreign firms. Thus, devel oping countries should be alowed
to continue to protect certain sectors or industries where thereis considerable local investment (or
where the State is encouraging the attempting to build up local capacity).

In principle, State assistance to local enterprises should not be looked at asa“ distortion”, or
necessarily wasteful or somehow unethical, but possibly aslegitimate affirmative actionto help the
weak companies to eventually stand on their own. There are advantages to national devel opment
for local enterpriseor farm devel opment to occur, sinceinstitutionsbelonging to nationalsaremore
likely to make use of local materials and talents, generate more domestic linkages, and to retain
profitslocally for reinvestment, all of which are positive for economic growth and devel opment.

Thus, a blanket “nationa treatment” policy towards foreign investment is inadvisable as a
“level playing field” for local and foreigninvestorsislikely to result in more unequal resultswhen
the capacities are unequal, as foreign investors are larger and starting from a much stronger
position.

(c) Need to ensure acceptable treatment of investors

In order to obtain FDI that is considered beneficia for national development, developing
countries have to establish conditions that are attractive to foreign firms. This may include
guarantees for their unhindered operations, the exercise of expropriation only in extreme
circumstances and even then with adequate compensation at ratesthat can in principle be worked
out before (so that the investor knows what the terms are), and freedom to remit profits generated
from FDI. Other, and perhaps more important, conditions include political and socia stability,
security, good infrastructure, acrediblelegal system with due process, atrained or trainablelabour
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force, tax and other incentives, etc. Each country should, however, be given the spaceto determine
which are the elements it chooses to adopt and act on.

(d) Social and environmental screening and obligations of foreign investors

Although devel oping countriesmay exert great effortsto attract theinvestorsthey desire, their
right to request that foreign investors fulfil certain obligations and thus follow some conditions
should be recognized. These may include thetransfer of technology; thetraining and employment
of local workers, professional sand executives; thedevel opment of linkagesto thedomestic sectors;
providing local participation or partnership in equity ownership.

In light of a country’s social and environmental goals and the need to maintain or raise
standards, governments should carefully screen foreign investment applicationsand discourage or
reject those projects or enterprises that would be socialy or culturally detrimental (for example
resulting in net loss of jobs, or endangering health and safety of workers or consumers, promoting
unsustai nable consumption patterns and lifestyles or adversely affect local cultural norms) or that
would damage or pollute the environment (for example, through exploitation of natural resources
that should be conserved; use of harmful technology or introduction of products that endanger
consumer safety).

As part of the processes of application, selection and approval, foreign investments should
undergo an environmental impact assessment and a social impact assessment and only those that
are positively assessed should be approved, and with conditions if necessary. Moreover, foreign
investors may be asked not only to operate with respect for domestic laws, but also to positively
contribute to social and environmenta development.

(e) Assessing the effects on the local sectors and economy

In their FDI selection system, developing countries should include an assessment of the
effectsof the proposed investment onthelocal economy, especially thelocal enterprises, farmsand
informal sector. For example, positive criteriafor projects under application could include that the
projects do not compete with existing local enterprises or farms, that contribute new appropriate
technologies and that will have significant linkages with the domestic economy; while adverse
factors could include significant displacement of existing local firmsaccompanied by loss of jobs,
heavy dependence on imported inputs with little demand for local resources or locally produced
inputs, and substitution of existing appropriate local products with ingppropriate new products
(e.g. expensive non-nutritious fast foods potentially replacing more nutritious local foods).

(H Protecting financial stability and the balance of payments

Most importantly, in formulating their FDI policies, governments of developing countries
should takeinto account the need protect their economiesfrom therisksof financial instability and
of getting into balance of payments or foreign exchange difficulties. Thus, foreign investors and
their proposed projects should be carefully assessed asto the possible effectsther activitieswould
have on the nation’ s financia stability, foreign exchange position and balance of payments.
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3. International-level policies and actions
(a) Need for afresh look at the nature and effects of foreign investments

The nature and effects of cross-border foreign investments as a whole should be reviewed
from an overall and balanced perspective. Just as the claims about the unalloyed positive effects
of short-term capital have been brought down to earth by the Asian financial crisis, it is possible
that events will in future aso show up that the positive aspects of FDI are also matched by some
negative effects.

It is thus important that a comprehensive review be made of the nature and the positive and
negative effects of all kinds of foreign investment, and of the conditionsfor the successful use and
management of each. Such a comprehensive and balanced approach is especialy needed now as
the global financial crisis has left in its wake a desperate search for causes, solutions, and correct
policies.

(b) Reconsideration of an appropriate international
approach to foreign investment and investors' rights

Given theinadequacies of theory and policies shown up by thefinancial and economic crises,
it istimely for a reconsideration of international approaches to international investment. There
should not be acontinued “ rush forward” withinternational policiesand especially legally binding
agreementsthat “lock” the vulnerable devel oping countriesinto aprocessof capital andinvestment
liberalization under aMAI or MAI-type model of international arrangements on investment.

The global financial and economic crisiswhichissignificantly related to cross-border capital
flows signifies a new circumstance that callsfor adeep study of and reassessment of recent trends
in thinking on the nature of international capital movements. The next few yearstherefore should
be devoted by the international community to an educative process on awide range of investment
issues. Until such a study process yields adequate insights to enable policy conclusions, there
should not be initiatives to negotiate or promote a legally binding internationa agreement
furthering the rights of foreign investors in areas such as their movement and establishment,
national treatment and compensation. In particular, there should not be any further initiatives for
furthering international arrangements which constrict or deny the host States of their rights or
capacity to determine the role of foreign investment in their economy and society, the entry and
establishment (and conditionsfor these) of foreigninvestments, and torequirethat foreigninvestors
fulfil obligations towards the national development, social and environmental goals of host
countries.

() Strengthening existing international arrangements and promoting new ones for
channelling foreign investments towar ds devel opment, social and environmental goals

International arrangements for facilitating or ensuring the implementation of the positive
social, developmental and environmental roles of foreign investments and investors should be
strengthened. For example:

() The implementation of the Set of Principles and Rules on Restrictive Business
Practices (based in UNCTAD) should be strengthened, and the negotiations on the
Draft International Code of Conduct onthe Transfer of Technology could berevived;
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(i) The WHO-based Code of Marketing of Breast-milk Substitutes could serve as a
model for smilar guidelines relating to the marketing of other products,

(iii) The UN General Assembly’s Guidelines for Consumer Protection should be
strengthened and subject to better monitoring and implementation;

(iv)  Inthe context of the implementation of Agenda 21, the Commission on Sustainable
Development could establish a process of obliging enterprises, especially those
engaged in cross-border investments, to respect international standards on
environmental issues,

(v) A new internationa effort can be initiated to facilitate a process or an arrangement
whereby foreign investors are required to respect and contribute to the development,
social and environmental objectives, policiesand practicesof host countries; thiscould
incorporate some elements from the draft Code of Conduct on TNCs;

(vi) Theprocessof establishing new protocolsand conventionsto protect the environment
should be accelerated while the existing agreements should be strengthened, in view
of the increasing globa crisis of the environment. These agreements should
specifically include provisionson criteriafor good practices of and policiesonforeign
investments and the role and responsibilities of foreign investors.

V. GENERAL CONCLUSIONS AND PROPOSALS

A. Balancing opportunitiesand problemsresulting from globalization

Among the biggest dilemmas for developing countries is whether they should open
themselves up to the globalization process (in the hope of obtaining some of the benefits), or to
take a more cautious approach to avoid risks (which would attract criticismsfrom the mainstream
institutions that are sure to lecture the countries concerned that they would be left behind).

The challenge is whether developing countries can take advantage of the liberalization
process, which to a large extent is being pushed on them externally, while at the same time
avoiding or minimizing the disruptive consequences on their societies and economies. The ability
to manage liberalization and globalization will beacrucia aspect of national policy-making inthe
years ahead. At this point the danger is that most developing countries, under great pressurefrom
agenciessuch astheWTO, theMF and the World Bank, will go along with thetrend and institute
more as well as rapid liberalization policies, without a clear idea of the conditions needed to
successfully take the associated risks.

Instead of rapid liberalization, a selective approach to liberalization is more appropriate. The
aim of thiswould be to strike a careful balance between opening the domestic market (to benefit
consumers) and protecting it to take into account especially the interests of small producers.

A useful summary of the opportunities and challenges of globalization has been givenin the
UNCTAD Secretary General’ sreport to the ninth session of the Conference (UNCTAD, 1996a).
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The main opportunities it lists are: trading opportunities arising from the Uruguay Round;
opportunities from internationa capital flows and financing of development (UNCTAD warned
of risksinvolved as well, and noted that the mgjority of developing countries did not enjoy these
facilities); opportunities provided by international production through FDI and increased
opportunitiesfor economic cooperationamong devel oping countries(ECDC) to boost South-South
cooperation.

The UNCTAD report also warns of therisks, stating that “the processes of globalization and
liberalization can also give rise to anumber of potential negative consequences and challengesto
development”. It gives details of the following three problems: Loss of policy autonomy (policy
instruments available to devel oping countries have narrowed as aresult of economic liberalization
policies and stringent multilateral disciplines); financial openness and the risk of instability and
disruptionto devel opment sentimentsof external investors; and thephenomenon of marginalization
(inwhich some devel oping countries, especially LDCs, are unableto benefit from or meaningfully
participate in globalization due to structural supply-side weaknesses and debt).

Although the UNCTAD report provides a useful summary of some important implications
of globalization, they are by no means exhaustive. The summary does, however, point to the
immense difficulties that face many (and perhaps most) developing countriesin trying to survive
or thrive in a globalized economy. The least developed countries have too many problems such
as debt and low commodity prices, and too weak an infrastructure and capacity to develop
industrial exports. At the sametimethey face thethreats of local firmsand farms being overrun by
foreign products and companies as their countries liberalize. Even the stronger developing
countries find great difficulties in being able to manage and balance the costs and benefits of
globalization, as the recent financia crisisin East Asian countries show.

B. Theneed for South-South policy coor dination among developing countries

In order to widen their policy optionsin the future and to strengthen their bargaining power,
developing countries have to organize themselves to strive for a more democratic global system.

Countries of the South, at many different forums, have collectively reaffirmed their view that
the social and economic role of the UN and its agencies is even more necessary in view of
globalization. While they may have spoken up, they have to do even moreto assert their belief in
the UN’srole and to intensify the fight to reverse its decline. They should also strengthen South-
South cooperation, with the support of UN agencies such as the UNCTAD and UNDP as well
as through their own mechanisms and organizations. This cooperation should include an increase
in trade, investment and communications links at the bilatera level and between regions, as well
asjoint projectsinvolving several South countries.

Equally or even more urgently required is South-South cooperation in the area of policy
coordination in reaching common positions. This is especialy because policies that used to be
taken at the national level asthe prerogative of national governments areincreasingly being made
at forums, institutions and negotiations at both the international and regiona level. Without amore
effective collective voice at such international forums, Southern countrieswill find even more that
their national policieson economic, socia and cultural matters being made and dominated over by
the more powerful Northern governments and the institutions they control.
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At present, there are few ingtitutions of the South and their capacity is weak. Like-minded
countries of the South should consider initiatives to start or strengthen centres of research and
coordination, including those that are independent or private, that can help them in ther
preparations for negotiations as well as strategic thinking and long-term planning. Greater
collaboration among regional institutions of the South (for example, ASEAN, SAARC, SADC,
Mercusor, Caricom, €tc.), especialy in sharing of information and coordination of policies and
positions, would be beneficial.

Among the objectives of South-South policy coordination could be efforts to strengthen the
UN system and to democratize international institutions and relations, which are covered below.

C. Theneed for appropriate and democr atic global gover nance

In order for developing countries to avoid bleak prospects in the 21st century, they must be
given the space and opportunity to strengthen their economies and to develop their social
infrastructure, while having environmentally sound practices. For this to happen, there hasto be
a much more favourable international environment, starting with the democratization of
international relationsand institutions, so that the South can havean activerolein decision-making.

The developing countries should have more rights of participation in decision-making
processesinthe IMF, World Bank and WTO, which should al so be made more accountableto the
public and to thelocal and poor communities. Theseinstitutions have been under the control of the
governmentsof devel oped countriesdueto the systemsof decision-making and governance. There
has long been a perception that as aresult of such dominance, the three ingtitutions have tended
to have policies or rules that are biased towards the interests of the developed countries, while
developing countries have either benefited |ess or have also suffered from the wrong policiesand
biased rules. Thereisthusaneed to reform the decision-making processes so asto give developing
countries their right to adequate participation; and to review and where needed to change the
content of policiesand rules. so that they reflect theinterests of developing countriesthat form the
magjority of the membership.

As it is the most universal and democratic international forum, the United Nations and its
agencies should be given the opportunity and resources to maintain their identity, have their
approach and devel opment focus reaffirmed, and strengthen their programmes and activities. The
strong trend of removing the resources and authority of the UN in global economic and social
issues, in favour of the Bretton Woods institutions and the WTO, should be reversed.

In particular, those Northern countries that have downgraded their commitment to the UN
should reverse this attitude and, instead, affirm its indispensable and valuable role in advocating
the social and developmental dimension in the process of rapid globa change. The world, and
especialy the developing countries, require that this dimension be kept alive and indeed
strengthened greatly, otherwise there is a danger that a monolithic laissez-faire approach to
globalization and to development will cause immense harm.

Only a great strengthening of the UN will allow it to play its compensatory role more
significantly and effectively. But of course acomplementary “safety net” functionisthe minimum
that should be set for the UN. For the South as well as the international community to make
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progress towards redressing the basic inequitiesin the international system, the UN must be able
to make the leap: from merely offsetting the socid fallout of unequal structures and liberalization,
to fighting against the basic causes of poverty, inequities, socia tensions and unsustainable
development. The more this is done, the more options and chances are there for developing
countriesin future.

It is vital that the UN continues to promote developing countries' rights and interests, an
equitableworld order and the realization of human and devel opment rights asits central economic
and social goals. There is a danger that some UN agencies (and the Secretariat itself) may be
influenced by conservative political forcestojoininthela ssez-faire approach or merely be content
to play a second-fiddle role of taking care of the adverse socia effects of laissez-faire policies
promoted by other agencies. The UN should therefore keep true to its mission of promoting
appropriate development and justice for the world’s people, and to always advocate for policies
and programmes that promote this mission, otherwise it too would lose its credibility.

D. Rebalancingtherolesof Stateand market

Inconsidering their optionsintheglobalized economy, devel oping countrieshaveto serioudy
review the liberalization experience and make important conclusions on the balance and mix
between theroles of the State and the market. Asthe Indian economists Amit Bhaduri and Deepak
Nayyar (1996) have argued, contrary to the laissez-faire structural adjustment model, both the
market and the State have key roles. According to them, an unbridled economic role for the
government in the name of distributive justiceis often arecipe for disaster in the long run, but, on
the other hand, market solutions are often ruthlessto the poor. Moreover, government failure does
not imply that a reliance only on markets will succeed.

The study warns against fundamentalism in belief in either State or market. While there are
falluresin State policies, there can also be seriousmarket failures. What isimportant isto recognize
both government and market failures and introduce correcting devices against both. The proper
functioning of a market needs the support and guidance of the State, while conversely the State
cannot do without the markets. Looking at the experience of the late industrializers, the authors
conclude that the belief that markets know best, or that State intervention is counterproductive in
the process of industrialization, is not borne out by their history.

Experience from the second half of the twentieth century suggests that the guiding and
supportive role of the State has been the very foundation of successful development in countries
which are latecomers to industridization. State intervention created initial conditions for
industrialization through State investment in infrastructure, development of human resources, and
agrarian reform. In the early stages of industrialization, a key role of the State was protection of
infant industries through tariffs and other means. In the later stages of industrialization, the nature
of State intervention in the market must change and become functiond, institutional or strategic.



-52 -

E. Thesearch for appropriate development strategies

Thereview of structural adjustment policies, and of theliberal “free-market” model ingeneral,
shows that a reconceptuaization of development strategies is required, and that aternative
approaches are needed.

Animportant issueiswhether devel oping countrieswill be allowed to learn lessonsfrom and
adopt key aspects of these alternative approaches. For this to happen, the policy conditions
imposed through structural adjustment haveto beloosened, and some of themultilateral disciplines
on developing countries through the WTO Agreements have to be reexamined.

In the search for alternative options for developing countries, work also has to be increased
on developing economic and development approaches that are based on the principles of
sustainable development. The integration of environment with economics, and in a socially
equitable manner, is perhaps the most important challenge for developing countries and for the
world as awhole in the next few decades.

However, international discussions on the environment can only reach a satisfactory
conclusion if they are conducted within an agreed equitable framework. The North, with its
indisputable power, should not make the environmental issue anew instrument of domination over
the South. It should be accepted by al that the North should carry the bulk of the burden and
responsibility for adjustment towards more ecological forms of production. Thisis because most
of the present global environmental problems are due mainly to the North, which also possesses
the financial resources and the economic capacity to reduce their output and consumption levels.

In the 21st century, much more focus has to be placed on changing economic policies and
behaviour in order that the patterns of consumption and production can be changed to become
environmentally sound. What needs to be discussed is not only the development model of the
South but even much more the economic model of the North, and of course the international
economic order.

There is dso a need to strive for governance at a national level that combines economic
development, environmental concerns and social justice. In both North and South, the wide
disparities in wealth and income within countries have to be narrowed. In asituation of improved
equity,it would be more possible to plan and implement strategies of economic adjustment to
ecological and social goals.
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