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APPROACHING THE NEXT FRONTIER FOR TRADE IN SERVICES:
LIBERALIZATION OF INTERNATIONAL INVESTMENT

International investment liberalization has been
described as having the potential to “umleash
enormous new opportunities for growth and
prosperity in developing and developed countries
alike”” In recognition of this potential, ministers
from the 25-member Organization for Economic
Cooperation and Development (OECD) voted on
May 23, 1995, to sponsor negotiations to reach a
multilateral agreement on international investment
(MALI) within two years.” The stated objective of the
MAL is to establish a broad, multilateral framework
for international investment that would set high
standards for liberal investment policies, provide
effective protection of investments, and create a
credible dispute-settlement mechanism.

Efforts to liberalize international investment
have a long history, dating to the late 1940s with the
formation of the Organization for European
Economic Cooperation (OEEC), which became the
OECD in 19613 International codes established
under the auspices of these organizations contributed
substantially to the elimination of most restrictions
on payments between OECD countries and to the
easing of restrictions on capital flows.* The
principles established by the OECD codes have been
incorporated in subsequent trade agreements. For
example, the North American Free Trade Agreement
(NAFTA) provided for the removal of significant
barriers to investment, established a dispute-

! Sir Leon Brittan, “Investment Liberalization: The
Next Great Boost to the World Economy,” Transnational
Corporations, vol. 4, no. 1 (April 1995), p. 1.

2 U.S. Department of State cable, “Paris 12422 1995
OECD Ministerial Communique,” May 23, 1995.

3 OECD, Introduction to the OECD Codes of
Liberalisation (Paris, 1987) pp. 9-10.

¢ Members of the OEEC established the Code of
Liberalisation of Trade in 1950, which was intended to
facilitate the flow of trade and related payments. In 1961,
this code was expanded to encompass trade in services and
capital movements by the establishment of the Codes of
Liberalisation of Current Invisible Operations and of
Capital Movements. Ibid., pp. 9-10 and pp. 16-18.

settlement process, and guaranteed investor
protection.’ Similarly, the GATT Uruguay Round
concluded an Agreement on Trade-Related
Investment Measures (TRIMS) that prohibits the
imposition of local content requirements and trade or
foreign exchange balancing requirements.® The
Uruguay Round also developed the General
Agreement on Trade in Services (GATS), which
committed signatory countries to permit direct
investment by foreign service firms for the purpose
of establishing a commercial presence, subject to
defined exceptions.’

Despite these efforts, investment issues are not
covered comprehensively, and investment rules are
not fully enforceable on a multilateral basis. For
example, the NAFTA provides fairly comprehensive
coverage of investment concerns, but the agreement
only applies to the United States, Canada, and

Mexico. The Uruguay Round encompasses many

more countries than the NAFTA, but the level of
coverage is not nearly as comprehensive. For this
reason, trade ministers perceive a comprehensive
multilateral agreement on investment as the next
frontier for international trade negotiations. Such an
agreement ideally would reduce uncertainty and
improve the flow of investment capital around the

5 Richard Harmsen and Michael Leidy, “Regional
Trading Arrangements,” ch. in International Trade
Policies, the Uruguay Round and Beyond, Volume II
Background Papers. (Washington: International Monetary
Fund, 1994), p. 19.

¢ Richard Harmsen and Arvind Subramanian,
“Uruguay Round and Trade-Related Investment
Measures,” ch. in International Trade Policies, the
Uruguay Round and Beyond, Volume II Background
Papers. (Washington: International Monetary Fund, 1994),
pp. 12-13. ‘

7 For a thorough treatment of the GATS, see U.S.
International Trade Commission, General Agreement on
Trade in Services: Examination of Major Trading
Partners’ Schedules of Commitments, USITC publication
2940, Dec. 1995.
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world, thereby enhancing efficiency and promoting
global economic growth.

This article provides an overview of international
investment issues, including the factors motivating
different types of investment, the growing importance
of direct investment flows, and the U.S. international
investment position. Remaining barriers to direct
investment among the OECD-member countries are
then examined on a regional and industry basis.
Service industries receive considerable attention
because they are subject to some of the most
stringent investment restrictions and yet account for
a large and growing share of U.S. direct investment.

Factors Motivating International
Investment

International investment is closely linked to
international trade and competition. As global
competition has intensified, many firms have found
advantages in establishing a presence overseas. For
example, building manufacturing facilities in regions
where labor or raw material costs are low may reduce
the cost of inputs and improve profitability.
Similarly, acquisition of an equity position in
principal suppliers or distributors may enhance
managerial control, reduce costs, improve efficiency,
or reduce foreign exchange risk.®

As manufacturing concerns have globalized their
operations, many service firms have been motivated
to establish overseas offices to maintain business
relationships with longstanding clients. Banks,
insurance companies, and advertising or public
relations firms increasingly find their customers
establishing overseas facilities and realize that, by
establishing offices abroad, they can provide better
service and expand their own markets. In addition,
as international trade and investment facilitate
export-driven growth in emerging markets, service
firms that specialize in infrastructure development --
such as construction, power generation, and

8 A further discussion of such advantages in an
important global activity is contained in USITC,
Production Sharing: Use of U.S. Components and
Materials in Foreign Assembly Operations, 1991-1994
(available in April, 1996).
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telecommunications companies -- increasingly seek
to establish a foreign presence in order to win major
contracts and capture larger markets.

Beyond specific commercial reasons for
transborder investment flows, the professional
investment community directs funds to endeavors
that offer the greatest financial return within
acceptable levels of risk. By investing in other
countries, firms from the United States and other
OECD countries have acquired a financial interest in
some of the world’s most rapidly growing companies
and most promising development projects.

Nature of International Investment

All investment may be divided into two broad
categories: portfolio investment and foreign direct
investment (FDI). Portfolio investment involves
acquiring shares of foreign corporations through an
organized securities exchange typically without
exercising any direct control over the management of
the organization. In contrast, FDI involves acquiring
a significant controlling interest of existing foreign
organizations through securities transactions or
establishing new, or green-field, entities.’ The level
of control therefore provides an operative distinction
between portfolio and direct investment.

Although both forms of international investment
generate important economic activity, in the context
of government policy and industrial competitiveness,
portfolio investment appears to demand less attention
because the issue of control is less significant. Since
individual transactions under portfolio investment are
relatively small (i.e., not large enough to change the
ownership structure), only substantial flows of large
numbers of transactions will significantly alter
industry structures or affect the financial system.
Consequently, with respect to portfolio investment,
governments generally encourage inward flows and
guard against capital flight by creating a stable
macroeconomic environment.  Within OECD
countries, most barriers to portfolio investment have

$ Typically, a foreign investor must hold at least 10
percent of a firm’s equity in order for that investment to be
classified as FDIL
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been removed, as were measures that restricted the
free flow of foreign exchange.

Foreign direct investment is viewed differently
because it involves a foreign entity exerting
significant control over a domestic firm or real estate.
This poses a sovereignty issue as major landmarks
are purchased by foreign interests, as domestic
employees are managed by foreign citizens, and as
substantial businesses and industries become increas-
ingly controlled by foreign interests. Historically,
these issues have led governments to place heavy
restrictions on FDI. However, attitudes recently have
changed somewhat for a variety of reasons (see
Benefits of FDI below). In fact, some governments
now actively encourage inbound FDI by offering tax
or other incentives to foreign concerns and attempt to
counteract or minimize the effects of outbound FDI
on domestic growth and employment.*

Significance of FDI

Most FDI takes place among OECD countries.
In 1994, OECD members accounted for over 90
percent of global outflows and 80 percent of global
inflows.!! As of the end of 1993, OECD countries
had accumulated a global outward direct investment
position of $1.6 trillion and a global inward direct
investment position of $1.1 trillion.'?

During 1980-89, total outbound FDI from
OECD countries grew at an average annual rate of
16.3 percent, which is more than 2.5 times the
growth rate of OECD trade.'* Over the same period,
FDI data reveal a significant shift away from
manufacturing toward services, due i part to

1 Despite concerns about the apparent negative
impact of outward FDI, one reason governments may
hesitate before imposing restrictions is that other countries
may follow suit, which would result in declining inward
flows.

1 OECD, International Direct Investment Statistics
Yearbook, 1995, (Paris: OECD, 1995), p. 9.

2 Ibid., p. 15.

13 OECD, Linkages, OECD and Major Developing
Economies (Paris: 1995), p. 101. OECD trade constitutes
the sum of imports and exports recorded by OECD-
member countries with all trading partners.
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deregulation and privatization of major service
industries such as transportation, utilities, telecom-
munication and financial services. During 1980-90,
manufacturing FDI declined from 60 percent to 50
percent of global flows while services FDI increased
from 22 percent to 30 percent.'*

Composition of U.S. Direct Investment

The United States is both the largest donor and
recipient of FDI, representing 35 percent of the total
OECD outward position and 41 percent of the total
inward position in 1993 (figure 1).° In 1994, the
U.S. invested $48 billion abroad, resulting in a cumu-
lative outward direct investment position of $612
billion (figure 2).! Income derived from these invest-
ments totaled nearly $68 billion in 1994.! Foreign
direct investment in the United States was $50 billion
in 1994, resulting in a cumulative inward position of
$504 billion."® From these investments, foreign
individuals derived income of almost $23 billion."

The composition of inward versus outward
investment flows differs substantially. Most inward
investment in the United States takes the form of new
equity capital (65 percent), while most outward U.S.
investment takes the form of reinvested earnings (69
percent).” This suggests that U.S. firms have been
established abroad longer and, as a result, have had
more time to recoup their initial investment and to
develop their businesses.” The lower return on
investment realized by foreign investments in the
United States may be explained similarly, since
recent investments may take some time to begin
generating significant returns.

¥ Tbid., p. 106.

5 Ibid.

16 Investment is valued at historical cost, or book
value. Capital flows include equity capital, intercompany
debt, and reinvested earnings. USDOC, BEA, Survey of
Current Business, June 1995, pp. 62-63.

17 Tbid., pp. 84-85.

8 Tbid., p. 65 and p. 67.

1 Thid., pp. 84-85.

2 Ibid., p. 62 and p. 65.

2 To fund additional investment, well-established
firms are more likely to reinvest earnings generated in the
local market than to receive infusions of new equity capital
from the foreign parent.
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Figure 1
Cumulative international direct investment position of OECD countries, 1993
Inward Investment Outward Investment
United States .
40.9% United States

34.6%

Japan
16.4%

U.K
17.9%

UK
i?f;,é A > ;ﬁ;; 16.0% : %,;/:
Aucirdla i
Total = $1.1 trillion Total = $1 .6 trillion

Source: OECD, International Direct Investment Statistics Yearbook 1995, p. 15.

Figure 2

U.S. cumulative international investment position: Inward, outward, and
balance, 1994
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Source: U.S. Department of Commerce, Bureau of Economic Analysis, Survey of Current Business, June 1995, p. 61.
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Despite strong growth in U.S. direct investment
flows to the developing regions of Asia and Latin
America in recent years, the overall composition of
U.S. direct investment relative to the major regions of
the world has not changed significantly over the past
decade. Europe remains by far both the largest
investor in the United States and the largest recipient
of U.S. investment capital, accounting for 62 percent
of U.S. inward investment position and 49 percent of
the U.S. outward investment position (figure 3). The
strong investment relationship between the United
States and Europe most likely reflects the size and
strength of these economies and their long history of
close economic ties. The investment relationship
with Japan is not as balanced. Japan is the second
largest investor in the United States, accounting for
20 percent of the U.S. inward investment position.
However, U.S. investment in Japan represents only 6
percent of the total U.S. outward investment position,
which is just 1 percent greater than U.S. investment
in Bermuda? The U.S. investment relationship with
Latin America also is imbalanced, with the United
States investing far more capital than it receives,”
most likely as a result of the larger supply of
investment capital in the United States.

The industry composition of U.S. direct
investment reveals that services account for the
majority of both the inward and outward U.S.
investment position (figure 4).* As with total OECD
investment patterns, U.S. investment in services has
been growing faster than investment in
manufacturing, leading to an increase in the share of
total investment accounted for by services and a
decrease in the share accounted for by
manufacturing. > Among the service industries, most

2 USDOC, BEA, Survey of Current Business, June

1995, p. 63 and p. 67.
B Toid.

2 Service industries include financial services,
business services, wholesale and retail trade, construction,
transportation, and telecommunication services.

B During 1990-94, the services share of the U.S.
inward investment position increased from 48 percent to
54 percent while the manufacturing share declined from
39 percent to 37 percent. Similarly, the services share of
the U.S. outward investment position increased from 47
percent to 52 percent while the manufacturing share

(continued...)
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international investment has been directed toward
financial services, which include banking, securities,
insurance, and real estate services (51 percent of
inward and 64 percent of outward investment). With
respect to manufacturing, investment has been more
widely distributed, although the chemical and allied
products industries account for the largest share
(37 percent of inward and 23 percent of outward
investment).?®

Benefits of FDI

Growth i FDI is considered to be beneficial
because it enhances economic growth, productivity,
and competitiveness.” The benefits provided by FDI
begin at the firm level. An individual company that
invests abroad may take advantage of lower-cost
source materials and labor markets and thereby
improve the competitiveness of its products. The
company also may sell these products through
affiliates located in foreign markets, resulting in
increased sales, reduced foreign exchange risk, and
decreased dependence upon the home country market.
Benefits also accrue to the recipient country as the
foreign-owned company’s presence and investment
capital create jobs and may transfer technology and
commercial expertise. Likewise, investor nations
stand to benefit as domestic companies, strengthened
by the income or competitive advantages created by
FDI, may invest further in domestic facilities or in
research and development.

While interest groups in some developed
countries express concern that outgoing FDI
contributes to higher levels of domestic
unemployment, these claims often are based upon

% (...continued)
declined from 40 percent to 36 percent. USDOC, BEA,
Survey of Current Business, Aug. 1995, pp. 85-6 and pp.
115-6.

% Tbid.

7 Committee on International Investment and
Multinational Enterprises (CIME) and the Committee on
Capital Movements and Invisible Transactions (CMIT),
“A Multilateral Agreement on Investment” (Paris: OECD,
1995), p. 3.
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Figure 3
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U.S. cumulative international investment position, by region or country, 1994
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Figure 4
U.S. cumulative international investment position, by industry, 1990-94
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limited anecdotal evidence and debatable
assumptions.® For example, a number of U.S.
apparel firms have moved the labor-intensive
assembly steps of production offshore, largely to
low-wage countries such as Mexico, and employment
in the U.S. apparel industry has declined. Anecdotal
evidence may suggest that outgoing FDI is directly
responsible for reduced U.S. apparel employment.
However, such an assertion assumes that U.S. firms
would have remained open and competitive had they
retained all stages of production in the United States.
This assumption is questionable given the industry’s
sensitivity to labor costs. Without FDI, U.S. firms
may have been forced to close, resulting in even
greater job loss.?

Arguments against FDI based upon employment
issues also overlook the dynamic spillover effects of
investment, such as increasing exports of capital
goods to support foreign operations.*® For example,
in 1994, office and computing machines accounted
for almost 10 percent of the total U.S. outward
investment position.*’ Presumably this equipment
was purchased by foreign affiliates of U.S.
companies to support their operations abroad. Since
U.S. products may be more familiar or better
integrated with U.S. parent operations, it is likely that
foreign affiliates of U.S. companies will direct at
least some portion of this investment to the purchase
of U.S.-made products.

Empirical evidence concerning the effect of FDI
on employment is inconclusive.> For example,
studies on the effects of FDI on employment
conducted during the NAFTA debate produced
varied results, ranging from substantial U.S.

2 Rolf Alter, Foreign Direct Investment, Trade and -

Employment (Paris: OECD, 1995), p. 10.

® For additional information on U.S. apparel
producers’ production sharing strategies, see USITC,
Production Sharing..., Ch. 5 (available in April, 1996).

3 Rolf Alter, Foreign Direct Investment, Trade and
Employment, p. 12.

31 USDOC, BEA, Survey of Current Business, Aug.
1995, p. 115.

32 Rolf Alter, Foreign Direct Investment, Trade and
Employment, p. 13.
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industrial job losses to moderate employment gains.*
Despite the fact that the relationship between
employment and outward FDI remains unclear, there
remains little doubt that inward FDI provides
substantial benefits to the recipient country. In 1993,
more than 4.7 million U.S. citizens were employed by
affiliates of foreign firms as a direct result of FDI.*
Consequently, while erecting barriers to outbound
FDI arguably may save some jobs, those same
barriers could reduce inward flows of FDI, causing
job losses in other sectors.

Barriers to FDI

Despite the many benefits of freely flowing
direct investment, a number of artificial restrictions
still remain, even within the comparatively open
investment regimes of OECD members. The most
common restrictions include investment notification, -
approval or authorization requirements, which may
be contingent upon tests of economic need;*
limitations or conditions placed on the acquisition of
real estate, such as prohibiting foreign investment in
certain regions; and conditions requiring nationality
or residency of senior managers or members of the
board of directors. Less widespread but more
restrictive measures include reciprocity conditions,
equity caps, exclusion from certain sectors due to
national monopoly or national interest, discriminatory
tax treatment, preferential treatment of subsidiaries,
and provision of subsidies to indigenous firms.

In many cases, the most restrictive measures are
directed toward service industries, where they also
may have the most debilitating effect in view of the
growing interdependence of business operations with
service industry infrastructures. Investment barriers
are particularly problematic for service firms because
a significant portion of services can only be delivered

 Tbid.

3 USDOC, BEA, Survey of Current Business, May,
1995, p. 66.

35 Economic needs tests assess the impact of the
proposed investment on domestic industries, population
density, geographic spread, traffic conditions, and job
creation, among other economic indicators. Such tests are
viewed as potential barriers because the criteria are highly
subjective and therefore open to political manipulation.
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by having a direct presence in the market, or when
the provider and client are physically located in the
same place. Consequently, investment barriers may
prohibit effective market access for certain service
providers. The remainder of this article explores in
greater detail some of the more significant investment
barriers that remain among the world’s most highly
developed nations, and demonstrates the
disproportionate implications for service industries.

Regional Distribution of Investment-limiting
Measures

A review of published sources on the investment
policies of OECD members reveals that these
countries collectively maintain over 400 investment
limitations.® The restrictiveness of these limitations
varies substantially. For example, one Mexican
measure restricts foreign ownership to 49 percent or
less for most service sectors. This clearly is more
restrictive than a Swiss requirement that the majority
of the board of directors of a corporation must be
Swiss nationals, yet each limitation may be counted
as a single investment restriction. As a result,
determining whether one country is more restrictive
~ than another is not feasible. However, the volume of
measures identified generally provides an indication
of the level of regulation that exists in each country
and the number of factors warranting consideration
by any prospective investor. In addition, the sectors
in which investment limitations proliferate also are
likely to be those that are most sensitive and will
present the greatest difficulty in reaching a
liberalization agreement.

% The investment measures discussed below were
compiled by USITC staff from a number of different
sources, including the OECD’s National Treatment for
Foreign-Controlled Enterprises series, the General
Agreement on Trade in Services Schedules of Services
Commitments, the U.S. Trade Representative’s Foreign
Trade Barriers report, the U.S. Department of the
Treasury’s National Treatment Study, the European
Union’s Report on United States Barriers to Trade and
Investment, and Country Commercial Guides furnished by
the Commerce Department through the National Trade
Data Bank. The OECD and the GATS provide the most
comprehensive treatment.
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The 15 member states of the European Union as
a group have the greatest number of investment
restrictions, accounting for 54 percent of all
restrictions identified for OECD members. The
United States listed the second greatest number of
limitations, accounting for 17 percent of restrictions,
followed by Canada, Mexico, and Australia, with 14
percent, 7 percent, and 6 percent, respectively.’’” The
main determinant of the volume of investment
restrictions is the presence of strong sub-Federal or
sub-Union entities. Approximately 72 percent of all
investment restrictions listed for OECD countries are
measures established at the sub-Federal or sub-Union
level. Within this category, 73 percent are imposed
by members of the European Union and 13 percent
are imposed by individual U.S. States. Consequently,
the harmonization of investment measures within the
European Union and within the United States would
substantially clarify the investment climate.
However, the fact that these measures remain in place
highlights the difficulties faced by Federal or Union
negotiators who may not have the authority to make
commitments on behalf of sub-Federal or sub-Union
jurisdictions.*®

37 The information provided by the OECD and the
GATS show a slightly different regional breakdown.
Selecting only the OECD data, the share of limitations
within the EU drops to 52 percent by the OECD, 16
percent from Canada, followed by the United States (11
percent) and Mexico (10 percent). According to the data
provided by the GATS, the EU as a group contributed 58
percent, followed by the United States (21 percent), and
Canada (11 percent). The reversal of positions between
the United States and Canada reflects a large number of
investment measures listed by the United States in the
GATS to accommodate State measures pertaining to
financial services.

3% As an example of the competency issue, according
to a ruling by the European Court of Justice, the EU does
not have exclusive authority to negotiate on behalf of
member states for certain areas of trade in services.
Specifically, the EU only has competence in cross-border
services. For issues related to any of the remaining three
categories of trade in services, (consumption abroad,
commercial presence, and presence of natural persons),
the EU Commission shares competence with the member
states. For more information, see USITC, The Year in
Trade 1994, USITC publication 2894, 1995, p. 78; and
U.S. Dept. of State cable, The European Court of Justice

(continued...)
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Cross-industry Measures

Cross-industry measures, which apply to
investment in more than one industry, constitute
approximately 17 percent of the total number of
limitations maintained by OECD countries. The
most common cross-industry investment measure is
some form of notification process, typically applied
to large investments (table 1). Seventeen countries
had such requirements, including the United States.
A significant number of countries go beyond
notification, however, to include a requirement of
government authorization or approval prior to
investment. This means that there are some
circumstances under which investment may be
restricted by the government. For example, in
countries such as Portugal and Turkey, approval may
be contingent upon the findings of an economic needs
test or, as with Japan and the European Union, upon
the demonstration of reciprocal treatment in the
potential investor’s country.  Such approval
processes appear designed to ensure compliance with
competition policy by making sure that the
investment does not create a situation where a
monopoly may arise or competitive forces may
become distorted to the detriment of public welfare.
Unfortunately, approval processes such as these also
may be used to screen out certain investments and
thereby protect certain industries or special interests
at the discretion of government officials. This is
particularly problematic if the approval criteria are
not clearly defined or are subjective, as often is the
case with economic needs tests.

Industry-specific Measures

On an industry basis, the largest number of
investment restrictions identified for OECD members
pertain to financial services (37 percent). Investment
restrictions relating to transportation services account
for 15 percent of all restrictions, while restrictions
relating to the media, which includes publishing,
broadcasting, and audio-visual production and
distribution, account for 8 percent. Taken together,

38 (...continued)
Ruling on WTO Competence — Brief Analysis,” USEU
Brussels, Nov. 1994.

International Investment

a natural resources grouping that includes fishing,
agriculture, and mining also accounts for 8 percent.*

Financial services

The large number of investment restrictions
affecting financial services reflects the complexity of
existing financial regulation, which is intended to
maintain the safety and soundness of the financial
system. An examination of measures restricting
investment in financial services reveals that often
such investment is subject to a more rigorous process
of notification and approval than investment in other
industries (table 2). Foreign banks frequently are
restricted with respect to the services they can
provide through branches or representative offices.
Prudential regulations tend to require foreign banks
to establish a commercial presence in the form of a
subsidiary, which entails a greater commitment of
resources and, as a result, may adversely affect
competitiveness.  Along similar lines, foreign
financial service firms are required to fulfill minimum

¥ As noted earlier, the investment limitations
discussed were compiled from a number of different
sources. The sectoral breakdown takes a substantially
different form depending upon the source of information.
According to the OECD, most of the measures (28
percent) relate to transportation, 16 percent apply to
financial services, 15 percent apply across multiple
sectors, and 12 percent involve the media. By contrast, the
GATS data is much more heavily oriented toward financial
services, which account for 73 percent of the measures
(evenly split between banking and insurance, with only a
few relating directly to securities). Cross-sectoral
measures contribute 19 percent, and all other services
account for only 8 percent. While the greater emphasis on
financial services within the GATS is due primarily to the
complexity of regulation that governs these sectors, part of
the cause is the fact that major portions of the
transportation and telecommunication sectors have not yet
been addressed in the agreement (air and maritime
transportation and basic telecommunications). When these
sectors are incorporated into the GATS, the proportion of
investment limitations pertaining to financial services will
be reduced. Also of note, the GATS furnished roughly
three times as many measures on financial services than
were available previously through the OECD instruments,
suggesting that the GATS succeeded in providing greater
regulatory transparency with respect to financial services.
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capital or foreign exchange requirements within
countries such as Greece, Turkey, and Australia.

In an effort to ensure local control, residency or
nationality requirements frequently are applied to
senior managers of foreign financial service firms,
and the amount of equity in financial institutions that
may be held by foreigners often is capped at specific
percentage levels. Finally, there has been a rising
trend in financial services regulation to include some
form of a reciprocity measure that would permit local
regulators to impose restrictions on foreign financial
service firms as retaliation for adverse discriminatory
treatment abroad. Several EU members have enacted
reciprocity provisions and the United States has
considered, but has not passed, similar legislation.®’
‘While reciprocity measures have been applied rarely
and appear to be merely a means of establishing
some negotiating leverage, they run counter to trade
liberalization by violating the most-favored nation
(MFN) principle.

Media

Investment in various forms of media also is sub-
ject to significant restrictions. In particular, equity
caps are applied in eleven OECD countries (table 3).
These limitations restrict foreign individuals or
entities from owning a controlling interest in firms
engaged in such media activities as publishing, radio
or television broadcasting, cable television, film and
video production and distribution, and audio
recording. Other restrictions require residency or
nationality of senior management and deny subsidies
to foreign firms that are available to domestic firms.
Subsidies are particularly common in the film
industry. '

“ However, at the conclusion of GATS financial
services negotiations in June 1995, the United States
reserved the right to impose reciprocity conditions on
foreign financial service providers that wish to establish a
presence in the U.S. market, expand current operations, or
conduct new activities. U.S. International Trade
Commission, “Financial Services: An overview of the
World Trade Organization’s Negotiations,” Industry,
Trade and Technology Review, USITC publication 2942,
Dec. 1995, p. 1.
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Limitations on the activities of foreign individ-
uals or firms in the media are intended to protect
domestic channels of communication from influence
by foreign interests and to control the cultural content
of the media. For example, Canada recently refused
to permit U.S.-owned Borders Books from investing
as a minority partner in a Canadian venture on the
grounds that control over book purchasing decisions
would remain in the United States. It often is
asserted that investment policies such as these are
prone to be used subjectively to suit political
objectives. This presents a major concern to the
United States due to the strong global competitive
position of U.S. media industries.

Transportation

Investment measures in the transportation sector
appear to be the most consistently applied across
countries and regions (table 4). In addition to local
licensing requirements, foreign investors often must
submit to authorization procedures. Nationality or
residency often is required in order to register a ship
or an airplane; and cabotage, or transportation
services provided within national boundaries,
typically is reserved to national companies for air and
maritime transportation. Limitations on the amount
of foreign equity in domestic transportation
companies also are quite common, especially with
respect to air and maritime transportation companies.
State monopolies on air transportation represent
another exclusion in countries such as Belgium, the
Netherlands, and New Zealand. A typical explana-
tion for such measures is that transportation is
perceived as an intermediary service necessary for the
efficiency of other economic sectors. Consequently,
there is a tendency to limit foreign influence or
control over this key sector.

Public sectors and monopolies

Many industries that traditionally have fallen
within the domain of the public sector or that are
subject to state-sponsored monopolies exclude or
restrict investment participation by foreign interests.
These industries include telecommunications and
other public utilities such as energy, as well as

4 U.S. Dept. of State cable, “SE Ottawa 000720 --
Canadian Cultural Industry Issues Update,” Feb. 13, 1996.
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sectors within the health and transportation industries
(table 5). Despite recent trends toward privatization,
many restrictions remain as a result of the strategic
importance of these industries. In the case of basic
telecommunication services,*? for example, most
countries have either a full exclusion due to govern-
ment monopoly or a partial restriction imposed
through limits on equity participation by foreign
firms. Similar restrictions apply to the provision of
energy or utility services in a number of countries.

Conclusion

The general framework of a multilateral
agreement on investment seems to be well
established as a result of previous trade agreements
and experience. The framework would commit
signatory countries to permit the free movement of

capital, to grant national treatment and most-favored -

nation (MFN) status, to ensure that investments are
protected from government or civilian actions, and to
support a dispute-settlement mechanism that allows
investors to appeal directly to the foreign

“2 Basic telecommunication services involve the real-
time transmission of customer-supplied information (i.e.,
voice or data) between two or more points without any
change in the form or content of the customer’s
information.

International Investment

government. While a framework agreement would be
valuable, the immediate level of liberalization
achieved will depend upon the number of countries
that sign the agreement and the number of exceptions
to the framework that are allowed to remain.

A successful agreement on international
investment would have substantial beneficial
implications for international trade in services. As
this article points out, the remaining investment
barriers between OECD countries are predominantly
focused upon service industries, especially those
providing financial, transportation, telecommuni-
cation, and media services. An ambitious multilateral
agreement could go much further than existing
mechanisms toward easing barriers to trade in
services by guaranteeing the right of foreign firms to
establish a commercial presence through direct
investment. Such a guarantee would provide
considerable benefits both to companies and
countries by facilitating the development of the
global services infrastructure, which in turn would
reduce costly barriers to doing business and enhance
overall economic efficiency.

Christopher Melly

(202) 205-3461
melly@usitc.gov
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Cuba’s Foreign Investment Law

T

THE IMPACT OF CUBA’S NEW FOREIGN INVESTMENT LAW

About this article. . .

Since 1959, when Fidel Castro came to power,
Cuba has been a quasi-Marxist socialist state. Most
domestic and foreign owned commercial assets
were seized by the state. Also, investment and all
phases of commerce, including agriculture, have
been closely regulated by the state. In 1962 the
United States imposed an embargo on trade with
Cuba,! and, initially, Cuba was essentially cut off

! U.S. President Eisenhower broke diplomatic
relations with Cuba on January 3, 1961; a compre-
hensive U.S. embargo was implemented in 1962; and the
Organization of American States (OAS) voted to expel
Cuba in January 1962. The Cuban Assets Control

(continued...)

from trade with many other nations in the Western
Hemisphere. During much of this period, Cuba’s
principal trading partner was the Soviet Union?,
which was the predominant buyer of Cuban sugar
and a major provider of Cuba’s energy and gas
needs as well as a supplier of economic assistance.

With the dissolution of the Soviet Union and
virtual termination of Soviet assistance, the Cuban
economy has undergone numerous changes, and the
standard of living for Cuban citizens has
substantially deteriorated.’> To help offset the
withdrawal of Soviet assistance and to stabilize the

! (...continued)

Regulations (Title 31, Part 515 of the U.S. Code of
Regulations), which provides the basis for the U.S.
embargo, were issued under the Trading with the Enemy
Act on July 8, 1963. The regulations remain in force.
This legislation was strengthened by the Cuban
Democracy Act of 1992.

2 The COMECON market was also important for
Cuba’s economic growth during the period of Cuba’s
partnership with the Soviet Union. "The Council for
Economic Assistance, CMEA or COMECON was
established in 1949 ostensibly to create a common
market. . . .Members normally received some products,
particularly oil and gas from the former Soviet Union at
below-market prices.” U.S. Department of Commerce,
Office of Administration, 4 Comprehensive Guide to
International Trade Terms, taken from the National
Trade Data Bank, July 6, 1995. Underlying nearly all of
Cuba’s current economic difficulties is the loss of Soviet
subsidies and the loss of “captive markets™ for its exports
of sugar and nickel in COMECON countries.

> "The abrupt cutoff of Soviet aid has had a
devastating impact on the Cuban economy. From 1989
to 1992, the overall economy declined an estimated 45
percent, while imports were cut by 73 percent, from $8.1
billion to $2.2 billion. Imports of foodstuffs were down
by 41 percent, petroleum by two-thirds, and machinery
and equipment by an extraordinary 86 percent.” Emest
H. Preeg with Jonathan D. Levine, Exec. Summary in
Cuban and the New Caribbean Economic Order,
(Washington, DC: The Center for Strategic and
International Studies, 1993), p. xiv.
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downward drift in the economy,* Cuba enacted the
Cuban Foreign Investment Law. The new Law,
which was debated by the Cuban assembly’ and
finally approved on September 5, 1995,
substantially opens the Cuban economy to foreign
investment in an effort to bring in new foreign
capital to help rejuvenate the Cuban economy.
During the same period, the United States Congress
considered legislation, introduced in February 1995
as the Cuban Liberty and Democratic Solidary
(LIBERTAD) Act of 1995, designed to further
enforce the U.S. embargo against the government
and facilitate democratic objectives in Cuba.®

4 Although foreign investment in Cuba has
increased during the past few years as a result of policy
changes by the Cuban government, these changes are
regarded as being in response to internal Cuban
economic problems, including Cuba’s critical need to
generate foreign exchange to pay for imported goods
rather than a change in economic philosophy. The cost
of living and unemployment in Cuba has continued to
rise. Several sources report that the current restructuring
of the economy may result in the loss of over half a
million jobs which the private sector simply cannot
absorb. At the same time, although Cuba has
experienced several consecutive years of poor sugar and
agriculture harvests, GDP is forecast to grow 4% to 5%
in 1996 but remain well below the 1989 level
Caribbean UPDATE: Including Central America,
“Cuba,” 11:12, Jan. 1996, p. 7. According to an
independent source, Castro is changing certain policies
for his very survival while retaining Socialism as the
dominant economic system. These policy changes
include: the legalization of hard currency in 1993,
permitting self-employment and open farmer’s markets,
the creation of cooperatives, the implementation of fiscal
reforms such as reducing the size of the state and
charging for services like electricity and gas, and
attracting foreign investment. Ana Julia Jatar, senior
fellow at the Inter-American Dialogue, interview with
USITC staff, Sept. 10, 1995. ‘

5 This debate, presided over by President Fidel
Castro, was rather contentious as many hard liners
rejected liberalization in any form.

¢ This legislation, commonly referred to as the
Helms/Burton Act, was passed by both the House and
Senate on March 12, 1996, and was signed by the
President shortly thereafter.  Cuban Liberty and
Democratic Solidarity (LIBERTAD) Act of 1996, Public
Law 104-114, 110 Stat. 785, 22 USC 6021.
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Cuba’s Foreign Investment Law

The 1995 Foreign Investment Law (Law
No. 77)" modifies Law-Decree No. 50.%2 The law
guarantees that investors in Cuba (1) will be
protected from expropriation except when required
for “public utility or social interest” and third party
claims; (2) will be able to sell shares of investment
to the state or a third party depending on the initial
agreement; (3) will be able to freely transfer profit
abroad; and (4) will receive a fair price for
investments in joint ventures and economic
associations which will be established by the
involved parties.” The Law specifically permits
joint ventures, international economic association
contracts, and companies comprised totally of
foreign capital’® The banking requirements
applicable to foreign investment capital are set out
in Chapter IX, which are followed by the tax
provisions. Taxes are imposed on: profits,'’ the use

7 The introduction to law No. 77 states, in part,
that,” Cuba..., lacks capital, some technologies, and,
often, markets, and needs to restructure its industry.
Cuba can benefit from the introduction of new and
advanced technology, the modernization of its industries.
. .and access to specific markets, this on the basis of
strict respect for national independence and sovereignty
and to safeguard Cuba’s achievernents.” As reprinted in
the Foreign Broadcast Information Service (FBIS), Daily
Report Supplement, Latin America, Cuba: Text of
Foreign Investment Law, Oct. 5 1995, p.1.

8 Law-Decree No. 50 set out the requirements,
benefits, and tax rates applicable to joint ventures. This
law required that a Cuban partner must assist in
management and that Cuban labor must be used in the
majority of positions. For more background on Law-
Decree No. 50 as well as changes in law before Law
Decree No. 77, see Jorge F. Perez-Lopez, “Odd Couples:
Joint Ventures Between Foreign Capitalists and Cuban
Socialists,” The North-South Agenda, No. 16, November
1995.

® FBIS, Chapter ITI, pp. 2, 3.

1 Tbid., p. 3.

! The tax on profits is imposed at a 30 percent rate
on the taxable net profit, however, profits reinvested in
the country are exempt from the tax. The Executive
Committee of the Council of Ministers has the authority
to increase the tax on profits up to SO percent. FBIS,
Chapter XTI, p. 8.
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of the labor force,”> ground transportation, and
various documents. Chapter XV authorizes the
creation of free zones'® and industrial parks which,
“will be governed by the special legislation
promulgated to that effect.”*

The new Foreign Investment Law is intended
to make foreign investment in Cuba more attractive
and easier.'® Previously, investment was limited to
joint ventures, joint accounts, and production
agreements. These limitations have been removed,
and now even 100 percent foreign-owned
enterprises may be approved, albeit in exceptional

“cases. The time period for approving or rejecting
an investment proposal has been reduced to 60
days. Investment is now allowed in most industries,
including sugar and real estate; however, defense,
public health, and education are still excluded. As
noted earlier, guarantees against expropriation have
been written into the Law and the free transfer of
profits abroad is permitted. Foreigners may even
buy homes, offices, and buildings, although they
still cannot own land. There are no limitations on
who may invest in Cuba; thus, even Americans of
Cuban origin may invest.'® Finally, the law permits
foreign-owned businesses to hire their own workers
and reward them with bonuses, but all companies

12 A 14 percent tax on wages paid is applied toward
social security. FBIS, Chapter XII, p. 8.

13 For more information on the economic benefits of
FTZs, see USITC, “Free Trade Zones: Global Overview
and Future Prospects,” prepared by Gail Burns, Industry,
Trade, and Technology Review, Sept. 1995- pp. 35-47.

14 FBIS, Chapter XV., p. 10.

!5 According to independent sources; the Foreign
Investment Law will probably have only a small, indirect
benefit for the Cuban workforce. Most Cubans will still
be employed by the state; and Cubans cannot hire other
Cubans. Cubans are not permitted to purchase or operate
businesses. The state will continue to pay all workers’
salaries in pesos, while the currency to pay the state for
those workers from the foreign business remains in
dollars.

16 This was a hotly debated issue in the Cuban
assembly because it revolved around the contentious
issue of U.S. exiles. Castro claims he does not fear that
an influx of Miami-based, Cuban exile money would
negatively affect his regime and the Cuban people.
(“Cuba: Immigrants May Be Allowed In As Investors,”
NewsEdge, Sept. 5, 1995.)

Cuba’s Foreign Investment Law

must continue to contract with the state
employment agency.

While foreign investment was beginning to
flow into Cuba before the Cuban Foreign
Investment Act of 1995, its passage has sparked
additional interest. According to industry sources,
several industries stand out as promising.!’ The
most commonly mentioned is tourism. Several
European hotel chains have already invested in
Cuba, and various cruise lines have announced
plans to enter the market. Mining is another
potential growth area because Cuba has 27 percent
of the world’s reserves of nickel and cobalt. The
pent-up local demand for consumer goods should
also contribute to the growth of light manufacturing
and industry.'® Additional likely areas for
investment include biotechnology, distribution,
transportation, electronics, construction, and
telecommunications.

Foreign Investment in Cuba and the
Potential Effects of Cuba’s Reintegration
into the Regional Economy

Concurrent with the U.S. embargo, European,
Latin American, and Asian countries, as well as
Canada, have expanded their footholds in the

71t is unclear how the aforementioned February
24th shooting incident will affect investment. Several
analysts have indicated that some provisions may force
companies to choose between investing in Cuba or in the
United States. “Clinton Agrees to Fresh Sanctions on
Cuba,” CNN Interactive, posted at 10:45 p.m., Feb. 28,
1996.

8 According to industry sources, with a small
population, only 10 million, and such a limited per capita
income right now, Cuba does not appear to be a
promising market for consumer goods; however, several
policy makers believe the pent-up demand and Cuba’s
proximity to the United States make it a likely market for
consumer goods. In fact, John Kavulich, president of the
U.S.-Cuba Trade and Economic Council, believes many
U.S. companies are not solely interested in Cuba for its
investment potential, but also simply for exporting to and
importing from Cuba. Interview with USITC staff, Jan.
31, 1996.
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Cuban market.”” The current lack of U.S.
competition is an added incentive for foreign
companies to invest now.? Likewise, interest in the
growing Cuban market by U.S. companies con-
tinues to increase despite the embargo. Law offices
and consulting firms are beginning to advise clients
on how to deal with certain Cuban regulations or
how to advantageously position themselves to enter
the Cuban market when the embargo is eventually
lifted. For example, Days Inns has signed an agree-
ment with Realstar Group, a Canadian franchisee,
to develop hotels in Latin America. According to
the agreement, “Days Inns will apply to the U.S.
Treasury Department’s Office of Foreign Assets
Control for permission to include Cuba as an
‘option area’ for development if and when U.S. law
permits.”? Numerous U.S. executives have made
trips to Cuba to set the groundwork for their future
entry.? In 1994, nearly 400 U.S. executives visited
Cuba; in 1995, the number of U.S. executives
traveling to Cuba increased to over 1,300.2
Meanwhile, foreign competitors continue to reap

¥ A Smith College economist, Andrew Zimbalist,
claims that in the next five years, investment in Cuba
could reach $10 billion. Gail DeGeorge et al, “Almost
Tasting Trade,” Business Week, Sept. 19, 1995, p. 32.

2 Ana Julia Jatar, Senior Fellow, Inter-American
Dialogue, interview with USITC staff, Sept. 10, 1995.

2 Bill Gillette, “Days Agreement Targets Cuba,”
Hotel & Motel Management, Feb. 1995, p. 1.

21t is important to note that U.S. businesses are
legally permitted to do the following in Cuba: register
trademarks and patents; provide travel services and air
transportation services, execute non-binding letters of
intent, implement contracts in the communications,
entertainment, medical supply and equipment,
pharmaceutical, and telecommunications fields; and have
indirect non-controlling investments in Cuba. “The U.S.
Department of the Treasury issued an opinion which
stated that a U.S. business. . .may make a secondary
market investment in a third-country business which has
commercial dealings within the Republic of Cuba.” U.S.
Cuba-Trade and Economic Council, Inc., Redlities of
“Market Cuba,” Issue Paper, based on correspondence
from U.S. Department of Treasury, to John Kavulich,
March 4, 1994. See also Steve Bergsman, “Life Beyond
Castro,” Treasury & Risk Management, Jan-Feb 1996,
p- 28.

2 John Kavulich, President, U.S.-Cuba Trade and
Economic Council, interview with USITC staff, Jan. 31,
1996.
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benefits and position themselves to further expand
their influence in Cuba.?*

As of July 1995, a little over $2 billion had
been directly invested in Cuba from various
sources.”? There were approximately 240 joint
ventures involved in 32 sectors from more than
fifty countries. Mexico, Spain and Canada are the
main investors and trading partners, followed by
the United Kingdom, Italy, and France. The
primary sources of investment in Cuba, and the
principal industries and companies involved are
noted in Table 1.

One of the most important aspects of the Cuban
Foreign Investment Act is its potential to affect
trade patterns within the Caribbean region. The Act
is expected to attract investment in in-bond
assembly for foreign markets (export processing) in
the newly created foreign trade zones. According
to one industry source in Mexico, “Although most
Latin American governments will applaud the trade
liberalization measures of Cuba as an important
step in the reintegration of Cuba into the
hemispheric economy and would be very happy to
land any big infrastructure contract. . .they cannot
be pleased about having another potential
competitor in the hemisphere for export
manufacturing activity.”?

Many Caribbean countries are reportedly very
concerned about possible Cuba’s reintegration into
the regional economic system.”’ The potential exists

24 According to CEO Bernard J. Ebbers of LDDS
Metromedia, “Opportunities may be lost to our
competitors from other nations.” Gail DeGeorge et al,
“Fidel’s End Run Around Uncle Sam,” Business Week,
May 9, 1994, p.47.

# “Cuba: Emigrants May be Allowed,” Sept. 5,
1995.

26 Burt Diamondstein, Philips Consumer Electronics
Company, Juarez, Mexico, facsimile regarding New
Cuban Foreign Investment Regime provided to USITC
staff, Sept. 19, 1995.

% Larger Latin American nations like Mexico,
Chile, and Brazil are less concerned about Cuba’s
reintegration because their major industries most likely
will not directly compete with those in Cuba.
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Table 1

Foreign investment in Cuba by cou

() a

l Mexico® 16 %@M 2,300
Spain 56 125 350
Canada ~ 31 100 741
Italy ' 20 87 _ 97
United Kingdom?® ® 50 75
The Netherlands 9 40 300
Chile 2 30 61
Brazil 3 20 150
South Africa | o) 15 400

[|1srael 5 7 22

“ France 13 10 15
Venezuela 6 3 50
Germany @) 2 10
Australia 1 @) 500

— L |

7 These totals include the number of all investments up through January 1996, and were compiled by U.S.-Cuba Trade
and Economic Council, Inc in New York City. Latin America and the Caribbean as a region, have over 80 economic
associations (joint ventures, etc) with Cuba.

2 The December 1994 joint venture between Grupo Domos and Cuba's telephone company, EmtelCuba, is reportedly
to result in investments of $1.4 bilion. Some sources have recently expressed doubts regarding the viability of this joint
venture, although the president of Grupo Domos, Javier Garza Calderon, denied such rumors in a January 17, 1996 press
report.

3 The United Kingdom and Cuba have signed an Investment Promotion and Protection Agreement to legally protect
investments with Cuba. Spain, France, Italy, and Russia have signed similar accords with Cuba; other countries are in
the process of negotiation.

* Not Available

Source: Compiled by U.S.-Cuba Trade and Economic Council

based on the large influx of Canadian tourists to infrastructure to accommodate upscale tourism.”
Cuba’s beaches each winter® The Cuban Recently, however, efforts are underway to attract
government initially spent its resources to attract investment from more expensive resorts and to
the investment in the lower-end (i.e. cheaper) broaden development, rather than focusing on a few
tourism market because Cuba lacked the resort areas; this may serve to further divert

upscale tourist trade from the aforementioned

countries.
2 Resort areas potentially affected in this regard
include: the Bahamas, Jamaica, Dominican Republic, the
Cayman Islands, Cancun, and those in Central America. 2 Kavulich interview, Jan. 31, 1996.
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Both Jamaica and the Dominican Republic, in
particular, are expected by industry sources to face
increased competition for their burgeoning
assembly industries® because of the creation of
Cuban foreign trade zones. According to one expert
familiar with the Caribbean Basin region,
agricultural exports and products of apparel
assembly, both of which already face import
restrictions® in the United States, are examples of
industries in some Caribbean and Central American
countries that may eventually face competition
from Cuba for access to the U.S. market.* It is
important to note, however, that for these
industries, Cuban wage rates may not be as low as
those of regional competitors, which could hamper
the establishment of a competitive export-
processing industry in Cuba.*

Before Cuba’s reintegration into the regional
economic system can have any substantial effect,
however, U.S. companies with significant resources
for investment will need to be both permitted
legally to invest and have the desire to do so.*
Several factors are likely to limit investment by
U.S. companies (as well as foreign companies)
even after the embargo is lifted. For example,
Cuba’s infrastructure is in need of repair and
development. Also, poor transportation and port

30 For further information, see USITC, “Comparison
of Production-Sharing Operations in the Caribbean Basin
with Those in Mexico and Selected East Asian
Countries,” prepared by Josephine Spalding-Masgarha,
Industry Trade and Technology Review, Sept. 1995, pp.
21-29.

3! For example, 23 Latin American and Caribbean
nations receive annual tariff rate quota (TRQ) allocations
for raw sugar that are subject to change, and Mexico and
6 Caribbean nations receive guaranteed access levels
(GALs) for many apparel products.

32 Preeg, Cuba and the New Caribbean Economic
Order, p. 71.

3 Kavulich interview, Jan. 31, 1996.

31t should be noted that it will take time before
Cuba’s foreign trade zones become profitable regardless
of political and economic developments. It took
approximately twenty years for trade zones in the
Dominican Republic to become attractive to investors,
and nearly as long for Costa Rica to set up a successful
zone program. Richard Bolin, Director, Flagstaff
Institute, interview with USITC staff, Jan. 31 1996.
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facilities, an uneven flow of utilities, and the lack
of adequate telecommunications will likely
discourage investment, particularly forms of
investment that depend on an uninterrupted supply
of electricity and on modern telecommunications.*
Currently, electricity blackouts and shortages are
common, disrupting most activities from the
operation of a factory to the smooth performance of
public transportation.*

The question of how well Cuban officials will
manage the foreign trade zones and the fairness of
the tax regime within the FTZs is also still to be
determined. Because existing joint ventures have
been almost completely limited to generating
export activities with extremely limited access to
the domestic market, further foreign investment
may be discouraged.® Several industry sources
have expressed concern about the provision
requiring companies to contract with the Cuban
government, instead of directly hiring the
workers,® as well as the lack of basic
worker/human rights on the island. While they view
Cuba’s new Foreign Investment Law as a step in
the right direction, most industry experts feel that it
has not gone far enough.

Finally, at the most basic level, Cuba’s political
and economic system must be stable, and
acceptable to U.S. policy makers and businesses, in
order for U.S. investors to become active in that
country. Claims by U.S. citizens and corporations
regarding property and other assets that were
expropriated during Cuba’s revolution have not
been resolved. Even if U.S. restrictions on
investment by U.S. citizens in Cuba are relaxed or

3 Diamondstein, facsimile, p. 2.

3 For a detailed explanation of both the economic
and political obstacles to FDI in Cuba consult, Jorge F.
Perez-Lopez, “Foreign Direct Investment in the Cuban
Economy: A Critical Look,” Paper for the Workshop
Cuba: Past, Present, and Future, sponsored by Shaw,
Pittman, Potts & Trowbridge and Oceana Publications,
Washington, D.C., Jan. 26, 1996.

37 According to Perez-Lopez, joint ventures cannot
compete with similar state enterprises and the goods they
produce may only be marketable to foreign tourists
because of Cuban restricions. Perez-Lopez, “Odd
Couples: Joint Ventures,” p. 22.

38 Perez-Lopez, paper, p. 15.
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lifted, some U.S. citizens may prove reluctant to
make major investments until these claims are
settled. Consequently, “There is great potential in
Cuba; however, involvement by the United States
is needed to make it happen, mainly because the
U.S. market would be best served by such an
expansion of foreign trade zones and other types of
investment in the region.”’

Thus, in order for Cuba to attract a large
amount of new investment (i.e., U.S. investment
due to geographical proximity and the sheer
number of U.S. companies with resources to
invest), the Cuban political situation must change
to the satisfaction of the United States® and major
improvements must be made to the infrastructure.
However, according to some experts, Cuba needs
the influx of U.S. capital before those two
conditions can occur, and the tougher sanctions
against Cuba--as reflected in the provisions of the
LIBERTAD Act--are not promising for U.S.
investment in the short term.

The LIBERTAD Act of 1996

The purpose of the LIBERTAD Act is, “To
seek international sanctions against the Castro
government in Cuba, to plan for support of a
transition government leading to a democratically
.elected government in Cuba, and for other
purposes.” The Act states several reasons that its
provisions are necessary: the declining health and
repression of the Cuban people, the lack of free
elections, the belief that the Castro regime
continues to threaten international peace, and the
U.S. commitment to helping the Cuban people.
The Act seeks to more effectively enforce the
economic embargo of Cuba, and, in support of this
goal specifies opposition to Cuban membership in
international lending and economic development
institutions such as the International Monetary
Fund (IMF), the World Bank, and the Inter-

% Bolin interview, Jan. 31, 1996.

“ As referenced in Section 205 “Requirements and
Factors for Determining a Transition Government,” Fidel
Castro and his brother Raotl must leave administrative
and military positions. P.L. 104-114, 110 Stat. 811, 22
USC 6065.

4 PL. 104-114, 110 Stat. 785, 22 USC 6021.
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American Development Bank (IADB).*> The Act
provides additional measures such as authorizing
support for international and human rights
observers; withholding assistance to nations that are
involved with nuclear plants in Cuba; and
extraditing U.S. criminals who reside in Cuba.®®

In addition, the LIBERTAD Act outlines a plan
for a transitional government that will cultivate a
democratic Cuba. A timetable is established for
providing food, medicine and medical supplies, and
emergency assistance at the time of transition, and
for the termination of the embargo. Numerous
requirements must be fulfilled by the transition
government and the resultant democratically
elected government in order to be considered
eligible for assistance of any kind.* The provision
in the Act regarding the protection of property
rights® is considered by many U.S. trading
partners as the most controversial because it gives
U.S. citizens the right to file in U.S. federal courts
to obtain redress for their property claims in Cuba,
which, consequently creates a potential legal
challenge to foreign investors that own or rent
property and land in Cuba that is considered to be
the expropriated property of a U.S. citizen.

The LIBERTAD Act has not been received
favorably by other countries, especially those with
investors hoping to profit from Cuba’s new foreign
investment laws.* Despite the following concerns

“PL.104-114, 110 Stat. 794, 22 USC 6034.

“P.L.104-114, 110 Stat. 799, 22 USC 6039; 110
Stat. 800, 22 USC 6041; and 110 Stat. 803, 22 USC
6043.

“ Examples of these requirements include: the exis-
tence of independent political activity and association;
the release of all political prisoners; the establishment of
an independent judiciary; the guarantee of free speech
and press; the organization of free and fair elections with
the participation of various independent parties; taking
steps to return or to provide compensation for all U.S.
property confiscated during the revolution; and the ous-
ter of Fidel and Raul Castro from the Cuban government.
P.L.104-114, 110 Stat. 811 and 812, 22 USC 6065.

“P.L.104-114, 110 Stat. 815-819, 22 USC 6082.

% Canada, one of the leading investors in Cuba
($841 million committed or announced as noted in table
1), exports about $137 million in goods to Cuba each
year and imports about $216 million from Cuba.
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“about the Act expressed by several U.S. trading
partners, the measures contained in the Act are
viewed by the United States as consistent with
international obligations, including those under the
WTO and NAFTA.“ Conversely, European Union
(EU) representatives have asserted that, “Some of
these provisions overtly contravene established
principles of international law and the rule of the
WTO, and are designed to intemnationalize the
embargo unilaterally.”® The Canadian and
Mexican governments, as well as those of other
interested countries, have raised concerns regarding
several provisions in the Act. For example, Canada
claims that the requirement that third country
companies must comply with the Cuban sanctions
is extraterritorial and violates international trade
law.® According to the Mexican Government,
“Extraterritorial application of U.S. law could
prompt other extra-hemispheric countries to
consider retaliatory measures which could prove
detrimental to the economic and political ties that
bind Mexico, the United States, and Canada
together as a North American community.” It has

47 Testimony by U.S. Trade Representative Mickey
Kantor regarding the World Trade Organization before
the U.S. House, Subcommittee on Trade of the House
Ways and Means Committee, 104th Congress, March
13, 1996.

% Commission of the European Communities,
Communication from the Commission to the Council
and the European Parliament, “Relations Between the
European Union and Cuba,” June 28, 1995, Annex B, p.
14.

“ Officials of Canadian government, interview with
USITC staff, Jan. 26, 1996.

0 May 1, 1995 letter to The Honorable Jesse Helms,
United States Senator, from Jesus Silva-Herzog F.,
Mexican Ambassador to the United States.
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also been suggested that it is impractical to ban
entry into the United States of anyone who
purchased or rents property im Cuba that was
confiscated from U.S. citizens during the
revolution.® Finally, several foreign policy
observers have expressed the view that squeezing
Cuba out of the international system is not the best
method to force change, but rather that trade and
communication will lead to an opening that will
foster democracy. The Inter-American Dialogue
(IAD), an independent, multi-partisan institute for
policy believes that the best approach involves,
“encouraging economic and political reforms,
offering humanitarian aid, supporting non-
governmental organizations, and consistently
pressing the Cuban government to open Cuba’s
political system.”? IAD policy analysts believe
that, as in China and Vietnam, opening dialogue
and trade will lead toward free market reforms; and,
therefore, recommend a gradual dismantling of the
trade embargo in return for specific concessions
from Cuba.

Jennifer Rorke
(202) 205-3489
rorke@usitc.gov

5! As reported by Michael McGuire, “Cubans Scorn
U.S. Embargo Bill: Havana Says Tighter Curbs Will
Benefit Other Nations,” Chicago Tribune, Sept. 26,
1995.

52 Inter-American Dialogue, Cuba in the Americas:
Breaking the Policy Deadlock, The Second Report of the
Inter-American Dialogue Task Force on Cuba,”
Washington, DC, September 1995, p. 3.
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Information Technology

0

THE DEVELOPMENT OF INFORMATION TECHNOLOGY
IN THE ARAB WORLD

As developing countries grow increasingly
interactive in the world economy in terms of trade
in goods and services, technology will be a key
facilitator. Information technology (IT), which
represents the convergence of telecommunications
and computer technologies, provides a unique
opportunity for developing countries to accelerate
economic development and enhance national
welfare! In  the Middle East, evolving
circumstances are generating a need for improved
IT to facilitate interactions between local
communities, regional neighbors, and world trading
partners. Peace accords, first between Israel and the
Palestinians, and subsequently between Israel and
Jordan, have spawned several economic summits to
lay the foundation for peaceful co-existence based
on expanded economic relations. Initiatives
involving  trade  liberalization,  economic
stabilization, and privatization are underway in the
region. At the same time, Arab nationals--many
educated in the West--are growing increasingly
sophisticated in terms of IT knowledge and
application despite traditional authoritarian regimes
that restrict the free flow of information.
* Furthermore, an easing of restrictions on trade and
business in the Arab world® is generating increased
opportunities for U.S. business in the region. In
light of these important changes in the political and
economic climate in the region, IT development® in

! IT products and services include, but are not
limited to, computer hardware, software, services (e.g.,
systems integration, custom programming, etc.),
telecommunications equipment and services, data
processing equipment, and semiconductors.

2 For purposes of this report, the Arab world is
defined as: Algeria, Bahrain, Egypt, Iraq, Jordan,
Kuwait, Lebanon, Libya, Morocco, Oman, Qatar, the
Palestinian Authority, Saudi Arabia, Syria, Tunisia, the
United Arab Emirates (UAE) and Yemen.

3 The term ‘“informatics" (from the French
"informatique") is used alternatively with information
technology development -- defined broadly to include
both the supply side (ie. the computer and
telecommunications hardware and software, and

(continued...)

the Arab countries has taken on particular
relevance. :

While most Arab nations lack a national IT or
informatics policy to support IT development goals,
government remains the dominant player. There is
little reason to suggest that the political situation
will change significantly in the majority of
countries, especially given the pervasive and well-
entrenched government role in Arab society. For
the most part, they are non-democratic and
authoritarian; Arab governments control most
assets that interplay extensively in IT policy
formation, including the infrastructure, the media,
the budget, and the institutions. Thus, it appears the
most likely means of developing an informatics
strategy is through government involvement.
Importantly, government leaders in many countries
are beginning to realize that to achieve improved
integration with the world economy as well as
improved national welfare, it is crucial to harness
the new technology, formulate appropriate public
policies, and develop adequate infrastructure that
will facilitate its wider and more profitable use.*

There has been some IT advancement in the
region, most notably in the Gulf states. But the
telecommumications  infrastructure of most
countries, which is the backbone of IT, is relatively
underdeveloped in the Arab world. Of all the Arab
countries, the United Arab Emirates (UAE) has the
most developed IT infrastructure. The country’s
small size and oil wealth have enabled it to develop
considerably more quickly than the others. Saudi
Arabia and Egypt are also relatively progressive in

3 (...continued)
electronics-based industries) and the demand side (i.e.
applications in different sectors, such as economic
decision making, information services and management
systems, communications, electronic publishing, and
automation in manufacturing services), Nagy Hanna,
“Informatics and the Developing World,” Finance and
Development, Dec. 1991, p. 45. The terms will be used
interchangeably here.

¢ Hanna, p. 45.



Information Technology

IT development. The regional economic importance
of Saudi Arabia, particularly in its leadership role
of the Gulf Cooperation Council (GCC)® and as the
largest regional oil exporter, helps motivate IT
developments. Considered the cultural center of the
Arab world, Egypt is also reported to be the center
of Arabic software production in the Middle East.®
It is also home to the Regional Information
Technology and Software Engineering Center
(RITSEC), which is the lead IT organization in the
region.

It is important to note that while the nations of
the Arab world have much in common, such as
language, culture, and religion, there are significant
differences, most notably in terms of economic
stature, that will make it essential to develop unique
approaches to IT development. IT development in
less well-endowed nations, such as Yemen and
Lebanon, or politically-isolated nations, such as
Libya and Iraq, is a much greater challenge, but no
less necessary.

Expectations among regional leaders that
expanded political relations will broaden economic
links and intra-regional trade increases the
importance of establishing IT infrastructure
throughout the region. However, the challenges are
great, as much of the Arab world lags behind in
terms of production and utilization of IT. Currently,
the Middle East accounts for only two percent
($7.8 billion) of the world's IT market, according to
the International Data Corporation (IDC).” This
deficiency contributes to a serious lack of basic
commercial information infrastructure needed to
support the expansion of commerce, trade, and
economic integration. According to US-Arab
Chamber of Commerce President Richard Holmes

5 The GCC is a loose confederation whose main
function is to serve as a policy coordination forum for its
members: Bahrain, Kuwait, Oman, Qatar, Saudi Arabia
and the UAE.
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