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Preface

For many developing countries, attracting foredipect investment (FDI) has been a
key aspect of their outward-oriented developmerdtagy, as investment is considered a
crucial element for output growth and employmenegation. New trends have reinforced
the importance of private investment. As a restthe move towards neo-liberal policies, the
role of the State role shifted from an active ecoiwoplayer with productive activities to a
provider of an environment of doing business anslogfal risk insurance. Private investment,
both domestic and foreign, is viewed as the driforge of the economy.

FDI is seen to complement scarce domestic findnesources. It is also expected to
help modernize production by transferring know-hawd technology, while increasing
domestic productivity and competition and improviimgernational competitiveness. FDI
should also facilitate integration into the worldaniket, domestic participation in globalized
production patterns, and the creation of forward dackward linkages with the domestic
economy. In so doing, it will have a multiplier @ft on the whole economy and could thus be
a key element in spurring growth. With financiadamade liberalization, it is expected that
there will be a reorientation towards the tradad@etor and in particular those activities that
are based on the comparative advantage for demgl@piemerging countries, presumably the
abundance of low-skilled labour. As a result, thie of private enterprises as investors and
contributors to employment has grown in importara. the negative side, sceptics argue
that FDI can adversely affect domestic investmertt l@ad to an increasing dependence on
foreign interests, which are difficult to contrdh addition, it can lead to uncontrolled
competition between countries and even betweemsguvithin the same country in terms of
offering fiscal incentives to attract investment.

This study will first analyze the evolution of FCdnd the increasing role of
transnational companies (TNCs) in the domestic @coes of Argentina, Brazil and Mexico
and will then in a second part outline the motimasi and the different forms of FDI. A third
part will describe the impact of FDI on employmantl wages of different sectors, while part
four shows the shift from the State as an econgiager towards the private sector as the
key player of the economy.

The new outward oriented development strategyhef 1990s and the increased
globalization of production worldwide led to a FBbom in Latin America. The impact of
large FDI inflows on employment, however, was tamge extent disappointing, which can
mainly be explained by the form of investment. Mostestment, in particular in Argentina
and Brazil went into already existing companies assult of privatisation, deregulation and
increased M&A, especially in the service sectorl FDthe service and manufacturing sector
was often combined with modernization and ratia@@ion measures leading to labour
shedding. Nevertheless, FDI contributed, to a oergtent, to the modernization of the
economy, a rise in competitiveness and to a battegration of Argentina, Brazil and
Mexico into the world economy. Only Mexico expeged strong employment creation due
to a strong FDI inflow into the maquiladora indystmtil 2000. The strong decline of this
industry since then shows the fragility of its gpéezation. Another worrying phenomenon is
the negative macroeconomic side effect of FDI w#o This led to a slight crowding out
effect of national investment, in particular afiagt SMEs, exchange rate appreciation and to
increased external vulnerability.



The study has shown that FDI is not a panaceacimmamic growth and employment
creation. A country needs stable and productiveestment inflows to ensure sustainable
growth and employment creation. The question is lama to what extent a country can
influence or steer investors’ decisions to recemxestment which promotes production and
employment. In an increasingly globalized world @umtry can influence FDI only to a
limited extent. Nevertheless, the State should rensu consolidate the locational advantage
of a country by creating a sound macroeconomic érmaork and by sustained public
investment in physical and human infrastructuree Btiate could also have a more proactive
role in promoting productive investment in promgsirproductive activities and in
discouraging volatile short-term investment throwmix of regulations and incentives. A
new balance has to be found between foreign andesieninvestment, which will also help
reduce the external vulnerability.

This Working Paper is a by-product of a comparasiwely on employment creation in
Argentina, Brazil and Mexico, undertaken by the Eoyment Analysis and Research Unit of
the Employment Strategy Department. The objectivie tlus study is to propose
recommendations, for submission to the social pastnwith respect to the creation of
employment in these countries, based on an anatysisur policy areas: macroeconomic
policy, trade, industrial and regional policy, lalbanarket policies and social dialogue. The
study is part of the implementation of the Globaiffoyment Agenda, the employment arm
of Decent Work.

Rizwanul Islam
Director
Employment Strategy Department
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1. Introduction

For many developing countries, attracting (FDI)s Hzeen a key aspect of their
outward-oriented development strategy, as invedtnseronsidered a crucial element for
output growth and employment generation. New tremalge reinforced the importance of
private investment. As a result of the move towamds-liberal policies, the State’s role
shifted from an active economic player with prodetactivities to a provider of an
environment of doing business and of social riskirance. Private investment, both domestic
and foreign, is viewed as the driving force of do®nomy.

FDI is seen to complement scarce domestic findnesources. It is also expected to
help modernize production by transferring know-hawd technology, while increasing
domestic productivity and competition and improviimgernational competitiveness. FDI
should also facilitate integration into the worldaniket, domestic participation in globalized
production patterns, and the creation of forward dackward linkages with the domestic
economy. In so doing, it will have a multiplier @ft on the whole economy and could thus be
a key element in spurring growth. With financiadamade liberalization, it is expected that
there will be a reorientation towards the tradad@etor and in particular those activities that
are based on the comparative advantage for demgl@piemerging countries, presumably the
abundance of low-skilled labour. As a result, thie of private enterprises as investors and
contributors to employment has grown in importara. the negative side, sceptics argue
that FDI can adversely affect domestic investmertt l@ad to an increasing dependence on
foreign interests, which are difficult to contrdh addition, it can lead to uncontrolled
competition between countries and even betweemsgvithin the same country in terms of
offering fiscal incentives to attract investment.

This study will first analyze the evolution of F&ind the role of (TNCs) in the
domestic economies of Argentina, Brazil and Mexacwl will then outline the motivations
and the different forms of FDI. A third part wilhalyze the impact of FDI on employment
and wages of different sectors, while part fourcdess the shift from the State as an
economic player towards the private sector as dyepkayer of the economy.

The new outward oriented development strategyhef990s led to a FDI boom in
Latin America, the impact on employment, howeveaswo a large extent disappointing,
which can mainly be explained by the form of inmesnt. Most investment, in particular in
Argentina and Brazil went into already existing qmnies as a result of privatisation,
deregulation and increased M&A, especially in teeviee sector. FDI in the service and
manufacturing sector was often combined with modation and rationalization measures
leading to labour shedding. Nevertheless, FDI douted, to a certain extent, to the
modernization of the economy, a rise in competitess and to a better integration into the
world economy. Only Mexico experienced strong emplent creation due to strong FDI
inflow into the maquiladora industry, but only dr@D00. Another worrying phenomenon is
the negative macroeconomic side effect of FDI wlpsuch as a slight crowding out effect
of national investment, in particular affecting S8Jexchange rate appreciation and increased
external vulnerability.



2. General evolution, originsand reasonsfor FDI

2.1. Evolution of FDI flowsand stocks

Especially in the later part of the 1990s, FDIineal in Argentina, Brazil and Mexico,
by far the highest recipients of FDI in the regiajle the level of FDI and its importance for
total investment and GDP was rather low in the $950d 1980s (see Annex, Table 1). FDI
inflows were significantly higher between 1990 &203 than in the 1980s according to
recent UNCTAD data: It was four times higher in Mex which began trade and financial
liberalization earlier, six times higher in Braaihd over 10 times higher in Argentina, which
had the most comprehensive privatization progrardoméng the 1990s. Among developing
countries, only China received more investment.idgreasing, part of FDI inflows came
from OECD countries, which traditionally dominatiese flows.

Figure 1: FDlinflows (in current millions of US$), 1990-2003
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Source: UNCTAD, FDI on-line. http://stats.unctad.org/fdi/eng/ReportFolders/Rfview/explorerp.asp

As Figure 1 illustratedylexico was the first country to see a significardrease in its
FDI inflows: between 1993 and 1994, on the evéhefdreation of NAFTA, its FDI increased
from US$ 4 billion to US$ 11 billion. After a shdsteak, due to the Tequila crisis mainly in
1995, it rose again, but FDI has slowed down sR@@0, with the exception of 2081The
lower FDI levels since 2000 can be explained byrduession in the United States, its main
investor, the elimination of sectoral incentiveslahe crisis of the “maquiladora model”,
which will be discussed later. (Mattar, Moreno-Baidd Peres, 2002).



Argentina, like Mexico, started to significantlgcrease its FDI in the early 1990s.
Mainly the recovery of internal demand, a comprahanprivatization programme, but also
the launch of Mercosur, contributed to the firsveaf FDI inflows, from US$ 1.6 billion in
1989 to US$ 4.4 billion in 1992, and to a secosé from 1995 to 2000, with a peak in 1999
(US$ 23.9 billion) due to the purchase of the gdetrm company, YPF, by the Spanish
company Repsol. The economic crisis which bega20il led to a sharp decline in FDI to
just US$ 478 million in 2003. The debt default, theulting economic recession and a price
freeze for specific service sectors led to loars @yt TNCs. In addition, a few investors left
the country (UNCTAD, 2003b).

Brazil, compared with the two other countries, wadate starter with regard to
economic reforms, which is also reflected in theinig of FDI inflows. Such inflows only
began to take off after the introduction of theaRin 1994and the resulting macroeconomic
stabilization (Berg, Ernst, Auer, forthcoming), kes in 2000 at US$ 32.8 million.
However, in 2003 they fell sharptp US$ 10.1 billion. The main reasons for this dexl
were the world recessions in 2000 and 2001, whish affected Argentina and Mexico,
Brazil's poor economic performance, an unstableatipal and economic environment, the
crisis in Argentina and the impending national &tets. The decline of FDI in all three
countries also represents a normalization of flaaftgr an exceptional FDI boom as a result
of privatization, financial and trade opening.

Figure 2: Inward FDI stock (in current US$), 1991-2003
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Source: UNCTAD, FDI on-line database, http://stats.unctad.org/fdi/eng/ReportFolders/Rfview/explorerp.asp

Figure 2 shows the overall trend of inward FDI c&& ignoring short-term
fluctuations. Data on stocks represent the accuronlaf foreign investment in the country,
while those on flows only show how much new FDI wieto the country in the period under
analysis. The graph shows a constant increaseoakssin all three countries in the 1990s.
Argentina was the big winner, with a stock almasertimes higher in 2000 than in 1990, but
then the stock decreased sharply, in part duedalévaluation. In absolute terms, Mexico
experienced the most impressive surge in FDI astithted in Figure 2, while Brazil also
significantly increased its stock by over six timBsazil, as a late reformer, experienced a
remarkable jump in its FDI stock beginning from I9%hen slowed down and regained a
strong increase in 2002 and 2003. Mexico had thbdsit level of FDI stock in 2003 of US$
166 billion, closely followed by Brazil (US$ 128llmn) and Argentina (US$ 35 billion).



Calculated per capita, Mexico led with US$ 1.6@dofved by Argentina with US$ 924 and
Brazil with US$ 755 (see also, Annex Table 2 forads on sectoral FDI stock in Argentina
and Brazil).

Table 1: Originsof FDI inward stock by countries (three top investors), 1990-2002

1992 1997 2002
Argentina USA France ltaly | USA Spain Chile USA Spain France
35 10 8 35 10 8 28 26 9
1990 1995 2000
Brazil USA Germany Japan USA Germany Switzerland] USA Spain Netherlands
38 15 9 26 14 7 24 12 11
1992 1997 2001
Mexico USA Germany UK USA Germany UK 6 USA Germany Switzerland
78 12 4 68 11 75 8 4

Source: UNCTAD, FDI Country Profiles, on-line:
http://www.unctad.org/Templates/Page.asp?intitenfl#23&lang=1

In Mexico (Table 1), investment by NAFTA trade {p&rs especially by the United
States, but also Canada, which increased its FMeaxico by over five times between 1992
and 2002, was critical. Moreover, Mexico’s outwélmv of FDI stocks to the United States
increased significantly, from a low of US$ 575 moitl in 1990 to US$ 7.9 billion in 2002.
Much of this is accounted for by the integrationtltd Mexican automobile industry into an
already deeply integrated North American automotinaustry spurred by the creation of
NAFTA. European investment is mainly concentrated automobiles, electronics and
electrical products, chemical products, food, bages and tobacco, and some services such
as finance or the retail trade.

In Argentina and Brazil, overall figures show tlaterregional FDI, mainly from the
United States and Europe, is much more importaau tkegional FDI, and that Europe is
much more important as an investor in Argentina Brakil (about 50 per cent) compared to
Mexico (15 per cent). Within Europe, the traditibiavestors in the region, Germany, the
UK, the Netherlands, France, Switzerland and ltatg still present in the automobile,
machinery & equipment, metal products, chemicatpots, food sectors but also with some
new investment in the service sectom this regard, it should be stressed that Spain
“recovered” its former regional influence and beeatime most important European investor,
mainly in services, and in particular, in financakvices. Nevertheless, there have been some
interesting developments within Mercosur, where@at agreements have benefited some
sectors through a strategy similar to that adoftiethe automobile sector (see box below).



The automobile industry

In the 1990s, in all three countries, the autormeolmmdustry benefited from &
specific industrial policy. Brazil and Argentina chalready entered into a sectora
agreement even before the inception of Mercosuat fhirovided for a system of
compensation, which was then extended to all Menrcaesuntries. The compensatio
system was strengthened in 1994 through the Priodd&uro Preto and slightly revised
later. It stipulated the gradual elimination ofiffaramong the member countries and the
establishment of a common external tariff, and piech the use of investmen
incentives. The main purpose was to secure a badiagxchange in the automobile sectpr
between Argentina and Brazil and to provide a aettvel of import protection (Bonelli,
2001). The special regime did not, however, proddg specific clause to foster loc
suppliers. The regional agreement was complemehtedspecial provisions at the
national level. Since 1991, Argentina’s motor véhimdustry is governed by a special
regime which increased the import content to 40ceett, allowed the import of vehicles
for assembly firms if exports exceeded imports, aatd an import quota for cars nat
produced locally. Brazil also designed its own megiin 1995 with similar provisions,
Additionally, in 1996, a new regime offered fis@atentives for Brazil's less develope

1996 and 2001, such as Ford in Bahia (Bonelli, 2001

These sectoral regulations contributed immenselattracting foreign investors
interested in exploiting the regional market. Argpea, in particular, became more
attractive to investors as a result of the enlafgedcosur market, so that the compani
could produce on a much larger scale. As a conseguaf the special Mercosur regime

consumption (Kosacoff, 2000b).

The new interest in the automobile industry akbtio deep restructuring related to
changes in TNCs’ strategies. On the one hand, nends leaned towards less vertic
integration and towards the external provision aft® and accessories. There was also
less plant engineering. Assembly of imported conepdsy rather than of locall
integrated production, began to characterize tictbos€¢Benavente et al., 1997). On the
other hand, the “lean production system generatetbser cooperation with first-tie
suppliers and thus led to their technological updgrg” (Posthuma, 2004). TNCs playeg
an active role in this integration process. Intrduistry and, in particular, intra-firm trade
became important, and ties between the TNC branchéggentina and Brazil were
strengthened (ECLAC, 2001 and Berg, Ernst, Auerthémming), which resulted in
greater imports of car components. In many instganakeady existing firms regained
control over production in Argentina, and new firarsived in both countries. Productio
plants underwent a major rationalization and modation process, but still faced
problems of scale economies; this led them to ereaw plants conforming to
international production standards. In general,itibernational competitiveness gap w
reduced in this sector in terms of the productitgahd efficiency levels (Ferraz et al,

S

section 4.1.). The restructuring and modernizapioocess increased the productivity
the sector, but it had a negative impact on thedamarket. Employment in this mediu



labour-intensive sector declined by 10.9 per canfigentina and by 11.3 per cent i
Brazil, and real wages fell by 48.6 per cent in égna and 7.2 per cent in Braz|l
between 1993 and 2000.

There are many similarities but also importanfedédnces between employment
development in the sector in Mexico and in Argemtand Brazil. In Mexico, betwee
1960 and the late 1980s the automobile industrefited from active and interventionis
policies within the framework of its industrialisa via import substitution (ISI)
strategy, but in the 1990s, policies were more ipasand liberal: import quotas fo
assembly plants were removed, the use of inputa fraquiladorasin export models
and those destined for the local market were fatdd and FDI in autoparts wa
promoted. The sectoral policy sought to find cogeace with the corporate strategies pf
the assembly plants. Within NAFTA, tariffs and lbazontent requirements wer
expected to be reduced to 0 per cent by 2004, Ibotvéthin its trade agreement with th
EU, strong reductions were foreseen. Mexico algnesi a new agreement with Brazil t
guarantee better access to the Brazilian markeviaedsersa.

As a result of these policies and easier acceshaoNorth American market,
Mexico attracted many investors including some frAsia and Europe. According t
UNCTAD?, 21.2 per cent of all manufacturing investment wenthe automobile secto
between 1999 and 2003, and output grew by 50.te@rbetween 1995 and 2000. In the
second half of the 1990s, however, there was & stantrast with the Mercosur countrie
in terms of the labour market impact. Employmenthia Mexican automobile sector rose
by 29.3 per cent and real wages by 15.6 per cemieea 1996 and 1999. The mai
reason for this may be found in the higher levefj@enfield investments in Mexico an
increased exports to the United States market.

In general, strong investment, attracted by tihgelaregional market and promote
by sectoral policies, has led to the modernizatibthe industry, higher productivity an
competitiveness. It has helped the countries admdghe conditions of a more ope
market, but their domestic markets still face peotd of scale, quality and price. Even
though the market-seeking argument is still releviam investors, the industry ha
become more outward oriented, not only in Mexictjo serves as a hub or export
platform for sales to North America, but also inrtesur, where the automobile sector
still depends heavily on the economic situatiorthie region. This industry, which ha
experienced special and continuous support fordiezahas maintained its importancge
not only for manufacturing, but also for employmant development in general. It also
demonstrates that even in a Washington Consensrad environment, specifi
industrial or sectoral policies play an importanterin developing the industry and
through this, in Mexico at least during the 199@s, boosting employment in
manufacturing.

2.2. Theimportance of transnational companies

Transnational Companies (TNCs) are the main prosidé FDI and are thus an
important source of employment. The transnatiopatitlex (TNIY reveals the importance of
TNCs in a domestic economy taking into accountpgheduction potential stemming from
FDI inflows and the outcome of that investment. [€aB clearly shows that the three
countries have a high TNI compared with other coest This is especially true for Brazil
and Argentina where TNCs are more important thaimdiia, France of even China. Mexico
has a lower, but still high TNI, of 11.6 per ceNevertheless, the TNCs are not as important
for employment in Argentina, Brazil and Mexico agy are in China (UNCTAD data, 2002,



see also, Annex Table 3). However, data for Chind mdia suggest that workers are
employed in sectors of higher labour intensity thrathe Latin American countri€s.

Table2: Importance of FDI for employment in transnational companies (TNCs),
selected countries

Countries TNI Emp (%)
Argentina 16.6 8.0
Brazil 17.2 5.0
Mexico 11.6 7.0
India 2.9 4.1
China 14.4 9.5
France 9.4 4.2

Note: EMP = Employment share of TNC’s employmertiotal employment. TNI = Transnational Index.

The Transnational Index = TNI was developed by UROT 2002. The TNI is a composite index of the
following elements: (i) FDI inflows as a percentagfegross fixed capital formation (GFCF), average the
period 1997-1999; (ii) inward FDI stock as a petage of GDP; (iii) value added of foreign affiliatas a
percentage of GDP; and (iv) employment of foreiffiliaes as a percentage of total employment.

Source: UNCTAD, 2002.

Various studies have observed that TNCs made arrdikappointing contribution to
employment creation during the 1990s. Dussel Pg2090b) has stressed the discrete
participation of TNCs in Mexico in terms of emplognt creation between 1993 and 1998,
with a share of 5.7 per cent of national employmé&dmirez (2001) has shown that in
Mexico, long-term employment creation in the autbii®industry was limited, given that
the technology transferred from the parent companias in the form of capital-intensive,
computer-aided manufacturing. Most of the new maciufing jobs have been created in the
magquiladora industry. In Argentina, Kulfas, Porta and Ramo90@) found that TNCs
contributed to increased productivity, but at tteme time they reduced the number of
employees. The number of workers per company fell.B per cent between 1993 and 1997.
The situation is even worse in manufacturing, wrererage employment declined by 12.7
per cent during the same period. The services isatso had an employment decline of -2.7
per cent.

One main industry of interest in the three cowstris automobiles, which was
supported during the ISI period, but which contsit@play an important role in the outward-
oriented development strategy, especially withim fitamework of regional integration. Data
collected byAmérica economfa a Latin-American business magaziséow a decline in
employment by the traditional automobile manufaetsi\Volkswagen, Renault) in all three
countries, but an increase in employment by thecoevers (Ford in Argentina, Nissan in
Mexico, Renault in Brazil) that set up new prodatplants. However, the data confirm an
overall decline in employment in this industry. Tdyception is Mexico, where the traditional
automobile companies reduced their workforce, lealise of outsourcing of some segments
of the production process and the arrival of newa@mnoverall employment in this sector
grew.



The entry of foreign firms into retail trade haseh accompanied by a constant and
significant rise in employment. Employment in lesglicompanies more than doubled in
Argentina and Brazil, increasing considerably mitv@n the average in the sector (9.5 per
cent in Argentina and 3.3 per cent in Brazil). Thileenomenon can be explained to a large
extent by the crowding-out effect of FDI in thistigity, with big supermarkets causing the
disappearance of many small shops. Concerning daénproducts, an analysis of
employment data of major TNCs confirms the reldyivpositive employment impact
compared with total manufacturing in Argentina atda lesser extent, BraZilThe figures
are relatively less favourable for Mexico. TNCsahked in computers and, in particular,
electronics, created significant employment in Mexduring the 1990s, but figures for 2000
demonstrate a declining trend in all the compagemined, with the exception of General
Electronics. Major food and beverage TNCs, locatethe low-wage category, had a limited,
but positive, employment impact, with the exceptdrihe Coca-Cola Company in Brazil. In
general, it is a sector that did not show greatadyism during the 1990s, even though TNCs
performed slightly above average in terms of emmpient.

2.3. Macroeconomic implications of increased FDI

As there was a strong increase in FDI during t880%, one important question is
whether foreign investment crowded out domestiestment. If it has no impact whatsoever,
any increase in FDI should be reflected in a risdatal investment. If FDI crowds out
investment by domestic companies, the rise in itmvest should be smaller than the rise in
FDI. Recent studies from J. Weeks (2000) and M.sig¢2000) show that in Asia, the least
liberal towards FDI among developing countrieghis region with the strongest crowding-in
effect, while Latin America with the most far-reaui liberalization of FDI rules in the
1990s, does not benefit from crowding-in effecteoking closer at Argentina, Brazil and
Mexico, the studies show a slightly more positivetyre than for the whole region, meaning
a neutral effect or slight crowding-out effect tbe 1990s (also see M. Kulfas, 2002 and D.
Ibarra, 2004).

In general, investment in Latin America was lefficient in terms of stimulating
growth in the 1990s than in the 1970s. Credit ratig associated with monetary restraints
fostered the crowding out of domestic investmentfdrgign investment (J. Weeks, 2000),
which shows the importance of monetary and fisaalicp. Small- and medium-sized
enterprises were the most hit by lack of accessddit, also due to a largely dysfunctional
banking system (L. Zarsky, 2004), but also by thpraciation of the exchange rate, a result
of strong FDI inflow, which influenced negativelyeir international competitiveness.

An explanation of increased crowding out is thatrevestment rate of 21.2 per cent of
GDP would have been needed to achieve the samdlgstwulus than the 20.2 per cent rate
achieved in the 1970s. Another proof of the crowet effect is that despite the large surge
of foreign financing, overall domestic investmeid dot increase in the 1990s. In Argentina,
domestic investment averaged 17 per cent of GD@1990-2001, in Brazil and Mexico it
was slightly higher at 20 per cent of GDP (see FEdt). In contrast, in East Asia during the
1970s and 1980s, investment-to-GDP ratios exce@&fegher cent of GDP, resulting in
sustained high growth ratB4n order for investment to be beneficial for deyghent it must
not just be high, but be continued. Typically, istreent-to-GDP ratios should be in the 25
per cent range for middle-income developing coestfor an extended time period, five years
at minimum (UNCTAD, 2003). Another drawback to tharge in capital inflows was that
domestic investment was volatile and became styomgirelated with FDI. This was
especially true in Argentina, where fluctuationsfaneign participation in investment and
total investment-to-GDP had an astoundingly highratation of 90 per cent during 1990-



2001. In Brazil and Mexico the relationship wa®sg, but not as dramatic, with correlations
of nearly 60 per cent in both countries. The higms#tivity to fluctuations in foreign
investment is another evidence of a crowding outational investment during this period.

Figure 3: Investment as a share of GDP, 1990-2003
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SourceWorld Bank,World Development Indicators

Many economists and decision-makers believed tiatopening up of a country to
international investment and trade would autombgicenprove growth performance, but the
Latin American reality proved the opposite. Pokcae important for stimulating growth and
the deregulation path to openness was not equatisoariate for all countries.

2.4. Reasonsfor FDI inflows

In order to understand the link between FDI andplegment, it is crucial to
understand what attracts FDI to a country. The eeoa determinants of FDI have been
classified by standard FDI theories as marketoue- and efficiency-seeking. The main
considerations of market-seeking investors are ataskze and per capita income, market
growth potential, including access to regional giabal markets, country-specific consumer
preferences; and the structure of the markets. @lyne market seeking investment is
horizontal It means that a large part of the production mhas based within the country
implying important backward and forward linkagesl @achnological spillovers. The local
plant only delivers its products to the local marikéarket-seekindg=DI is still the dominant
form in Argentina, Brazil and Mexicd.Economic recovery through macroeconomic
stabilization and the potential offered by an egear regional market have fostered FDI in
manufacturing, especially in automobiles in Merecasauntries, in chemicals in Brazil, and in
food, beverages and tobacco in all three countNes opportunities in services as a result of
deregulation and privatization were also respomsibl large FDI flows to finance, retail
trade, telecommunications and, to a certain extaitties (UNCTAD, 2004; ECLAC, 2002).
In general, market-seeking TNCs also contribute@rtancrease in intraregional intra-firm
trade’® Market-seeking investment can be found in indestdf different labour intensity, but
the majority of them are of medium labour intensgych as automobile production in the
Mercosur countries.
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Resource-seekinmvestors’ are mainly attracted by the availaipilof cheap raw
materials. This form of investment has been sigaift only in Argentina where it is largely
in petroleum, gas and minerals (ECLAC, 2001 andAgeeeXx, Table 5), sectors of low labour
intensity and thus making a limited contributionjéb creation. These TNCs contributed to
export growth, and since they imported few produtitey had a positive impact on the
balance of payments (Chudnovsky and Lépez, 2002).

Efficiency-seekingnvestors’ main concern is the cost of labour avienmental
resources and assets, adjusted for productivityptieer input costs such as transport and
communications. This form of investment (as well rasource-seeking investment) is in
generalvertical. It means that the parent company locates eade sth production in
different countries and regions where it can bérfedm differences in factors costs. The
production plant primarily produces for the worldamket or the market of origin of the
investor. This has been observed on a large scédyeiro Mexican manufacturing, mainly in
automobiles and autoparts, electronics, and caofectwhich generated significant
employment during the 1990s due to high levelsngéstment. United States, Japanese and
EU investors were motivated mainly by an efficiesegking strategy aimed at drawing
benefits from cheap and appropriately qualifiedolaband the modernization of production
processes to assemble various goods for UnitedsSaamid Canadian markets (ECLAC, 2002).
Rather than applying exclusively one of these agiat, firms usually combine them and, as
the process is dynamic, a market-seeking FDI mightact become later an efficiency-
seeking FDI.

Different strategies have different implicatior femployment. On the one hand,
previous periods have shown that locational adygnta very important for market-seeking
FDI, attracting investment flows even under difftoeconomic and political conditions. This
type of investor generally has a particularly stramterest in the efficient functioning of the
internal market, including the labour market. Growdf employment and real wages is
important in contributing to an increase in intérdamand, which implies that the foreign
producer finds a growing number of domestic consgnoé goods produced for the host-
country market. On the other hand, resource- dcieffcy-seeking investments aim at tapping
the best resources the country has to offer witiea to export goods and services, or with
the aim to integrate some production processestir@oinvestor’'s international production
chain. The competitiveness of the exported prodilets exchange rate and external demand
are of major interest to this kind of investor.

A new favourable, rules-based investment frameworkfiscal incentives were
sometimes a strong argument for attracting FDIoinfl in the early stages (i.e. for the first
two to three years after the change in rules) &ihnsen et al., 2003). However, this is
certainly not a sufficient condition to ensure dans$ and high FDI inflows. Often, high
labour costs are believed to be a strong disineerfitir foreign investment inflows. However,
in major international indicatofsthat measure the investment attractiveness ofuatog
absolute labour costs do not appear to be a majoable’® In general, they seem to be a
minor consideration in investment decisions. Néwddass, they may be a stronger
consideration in specific industries, where laboosts are a major share of production costs.
However, the evolution of labour costs does notedédpon the labour market alone, but also
on other variables (e.g. exchange rate apprecjat®ince 2000, Mexico, for example, has
seen a strong outflow ohaquiladorainvestment in low-end products such as the garment
industry to countries with lower costs, which résdlin job losses of 20 per cent in this
industry between 2000 and 2004 (Lapper, 2004).
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Deregulation and privatization of State-owned enterprises

One of the important drivers of FDI was the prixation of economic assets that
were formerly owned and managed by the State. Thatjzation of State-owned
enterprises (SOEs) was expected to reduce thetole State and in the belief that this
would improve the efficiency of the companies coned. Privatization was mainl
concentrated in public utilities (electricity, gasater, transport), energy (petroleu
natural gas, mining), telecommunications and banKBECLAC, 2001; IADB, 2002b).
Major foreign investors were from Europe, in parie Spain, and the United States
(Anuatti-Neto et al., 2003). Privatization was soped to have a multiplier effect an
hence attract investments in other sectors of tbeamy.

Mexico began divesting government holdings thropgkatization in the 1980s,
with major efforts beginning in 1987, while in Argea, the bulk of sales of State-ru
enterprises began in 1992 after the introductiothefConvertibility Plan. (Correa, 2001;;
Kosacoff, 2000b). When privatization slowed downArgentina and Mexico by th
second half of the 1990s, Brazil's privatizationtiative expanded considerably.
overtook Mexico as the largest recipient of FDIie region between 1999 and 2602
propelled mainly by deregulation with respect tovgtization. Between 1998 and 200
privatization in Brazil accounted for about 20 ment of its total FDf* (UNCTAD,
2001). By 2002, the privatization boom had largehded leaving the three countries
with few assets left to séff.

While major privatizations have already been catgu, their impact on th
economy and on public opinion are still being fal@all three countries. Public opinio
polls reveal that an average of 63 per cent ofnLAtnericans feel their countries hav|
not benefited from privatization (Lora and PaniZ2@02). A major reason for this is that
in many cases employment suffered. Operationalcieffcy output and industrial
productivity, however, increased in some casesigioy higher profits for the investor
(IADB, 2002b; Katz, 2000b). In Argentina, the priation of the national
telecommunications company led to job losses affgct5,000 workers. In Mexico, 0
the other hand, the transfer of telecommunicatioms the public to the private sector
was arranged under a framework agreement that mieac the protection of th
workforce, which was the result of an effectiveiabdialogue in this sector. Differen
labour market institutions thus had different omes for labour in the two countrie
which clearly illustrates the importance of thetitogional aspect (Katz, 2000a). But even
the preparations for privatization through ratigretion and modernization measures led
to job losses, as in the case of YPF, which redutseaorkforce from 50,000 in 1989 t
12,000 in 1992 (Ernst, 1996). Another negative andxpected effect of privatizatio
was that instead of abolishing State monopoliessdlwere often just replaced by private
ones, or at least by private oligopolies, ofterhwaitt a significant increase in efficiency.
As a result, in some sectors, such as telecommiionsan Argentina, service quality ha
generally improved, but prices have increased ogusirther problems for impoverishe
workers (IADB, 2002a). But also in some cases, KDiitilities failed to meet agree
standards (UNCTAD, 2004). Moreover, the expectathrielogical transfer to nationa
companies within the framework of privatization washer disappointing (Gerchunoff
Gerko and Bondorevsky, 2003).
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Nevertheless, developing countries play a ratlassige role in the distribution of
international financial resources; access to theseurces is largely determined by exogenous
factors. FDI was attracted to Mexico for reasoriateel to the economic conditions of the
United States rather than the Mexican economy (RaR603). Investment flows increased
significantly during the 1990s because of a favbleranternational environment, but from
2000 onward, the recession in major source cownbtfeFDI had a reverse effect. Second,
general trust in developing countries is crucidhe Tsecond half of the 1990s saw other
developing and emerging countries suffer from tlatagion effects of financial crises
originating in Mexico, South-East Asia and the Rarsg-ederation. Third, the three countries
are in competition mainly with other developing nties such as China, especially for
efficiency-seeking FDI. Sound domestic policiesenftcontribute, but are not sufficient, to
attract FDI (Baumann, 1998; 2001).

Generally, it is not just one element alone teadk to the increase or decline of FDI
inflows; it is normally a combination of variousctars. And last, but not least, companies
have strategic reasons to invest in a country. Tingyht adopt an aggressive strategy to
compete against a rival company, in order to capaur important share of the market because
the market is strategic and has a high growth piateor they might use a defensive strategy
to defend their market share in the economy whieeg have invested, sometimes even at
high costs in the short run. Often, the mere ancenment of a regional trade agreement leads
to an increase in FDI in anticipation of an enlargearket and more favourable trading
prospects (Lederman et al., 2003), even befora¢hel implementation of the agreement.

In brief, FDI flows remained mainly market-seekirgthough efficiency-seeking
considerations have been gaining ground, especialljexico. In all three countries,
privatization, economic recovery and enlarged negiiomarkets were the major internal
attractions for FDI. While FDI contributes to dewginent and better integration into the
world market, external factors, which cannot béuierficed by the three countries, also played
a significant role. The greater dependence on eatdéinancing and the lack of influence on
investment decisions increases the external vubilgya

3. Typesof FDI inflows

3.1. Portfolio versus productive investment

Portfolio investment flows are mainly short-tertows, responsive to international
differences in interest rates and exchange ratdsglA level of portfolio investment does not
directly lead to the generation of new productigsets and thus to job creation. It is often
guided by a speculative logic that is attractedntydby the prospect of short-term gains, and
not necessarily by economic fundamentals. Portfolestment helps countries increase
capital in their respective economies and may throside additional financial resources for
economic activities. However, for employment growthis more interesting to receive
investment directly related to productive acti\stignat may lead to the creation of new jobs.
In Brazil, up to 1994, when the Real Plan was ohiied, portfolio investment constituted
almost 60 per cent of all foreign investment. Asult of effective inflation control, and of
an increased interest in productive investment, share of portfolio investment in total
investment then declined to 10 per cent, and evamegative figures in 1998, whereas FDI
increased considerably in the second half of th@049Baumann, 2001; Baer and Rangel,
2001). In Argentina, portfolio investment reacheggeak between 1992 and 1994 followed by
a sharp decline (Petrocella and Lousteau, 2001).



13

In Mexico, short-term capital flows represented @3 cent of all capital inflows in

1993. But they collapsed in 1995 as a consequehtteedlequila crisis (Mattar et al., 2002;
Lederman et al., 2003). Since then, portfolio inves1t has never reached the levels of the
early 1990s. All three countries saw large inflasportfolio investments when investors had
the most to gain from arbitrage on interest anchamrge rate differences. These speculative
activities, which gained in importance in the regas a result of globalization of the financial
markets, contributed to destabilizing these ecoeemiather than building up productive
assets.

3.2. Mergersand acquisitions (M& A) versus greenfield investment

Greenfield investment concerns investment thatsgoinly into new production
facilities and installations, which may imply sifoant job creation. M&As, on the other
hand, involve two or more already existing firmsnigeregrouped into one firm, which is not
prone to creating new employment. Indeed, M&As roftevolve rationalization measures
leading to job losses. These forms are rarely pedebstitutes, but in developing countries
with a more advanced industrial sector, the actjoisiof a local firm can represent, to a
certain extent, a realistic alternative to greddfiavestment (Agosin and Mayer, 2000).

Table 3 shows that foreign participation in M&Axieased at a higher rate in these
three countries than in other developing countié&As were frequent in Argentina (82.3
per cent of total FDI in 1997-2002), and also iraBIr (58.5 per cent). In both countries,
M&As have been the main source of FDI growth (Chawdky and Lopez, 2002; Ferraz et al.,
2004). Mexico with 42.6 per cent, had a signifibamawer level of M&As in total FDI than
the other two countrie’.Nevertheless, even in Mexico the percentage wgteehithan that of
India and remarkably higher than China, which ated a much higher share of greenfield
investments than M&As.

Table 3: Average share of mergersand acquisitions (M & As) in FDI inflows, 1991-96
and 1997-2002, selected countries (per centages)

M & As/FDI inflows 1991-96 1997-2002
Argentina 38.9 82.3
Brazil 44.1 58.5
Mexico 15.6 42.6
China 2.6 4.4
India 15.3 39.1
Developing countries 17.4 34.5
17.4

Source: UNCTAD, 2000b.
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The reasons behind the large number of M&As wémesides the relaxation of
regulations relating to foreign portfolio investmheand direct investment as well as the
privatization of state assets in Argentina and Braand to a lesser extent in Mexico
(UNCTAD, 2000b; Garrido, 2001). It helped foreigmfs gain market access and improve
market concentration (market-seeking argumentpairiicular in attractive services, such as
telecommunications, power generation, trade arahtiral services (Baumann, 1998; Mattar
et al., 2002; Bonelli, 2001; Garrido, 2001). Morenwvforeign firms were actively involved in
M&As in automobiles and electronics. Among the afgest privatization deals involving
foreign firms worldwide, two took place in Argersinthe petroleum company YPF and
Argentina airports, two in Brazil, Telebras andeig (UNCTAD, 2000b). M&As increase in
frequency in relation to the level of developmeiitao country and are highest in the
industrialized world. Since Argentina, Brazil andelico are generally considered to be
among the more industrialized of the developingntoees (so-called emerging or midle-
income countries), this would also explain the wat/®&As they experienced. The M&As
were often part of a strategy to modernize anamatize existing productive structures such
as in the automobile industry or in the bankingtays’ Moreover, given the slow growth
environment, investors were not inclined to add pesductive capacities.

Table4: Typesof foreign investment and their dimension and importance for
employment

Investment Importance of Importance of Fl inflows
investment for
employment
Argentina Brazil Mexico
Portfolio Insignificant Medium Medium Medium
FDI Medium High High High
Privatization Mixed High Medium Insignificant
Horizontal investment High High High Medium
Vertical investment Medium Insignificant Insignificant High
M & As Mixed High High Medium
Greenfield investment High Medium Medium High
Resource-seeking Insignificant High Insignificant Insignificant
Market-seeking Medium High High High
Efficiency-seeking Medium-high Insignificant Insignificant High

Note: Importance of investment for employment.pémance of this type of investment for the creatd new
employment.
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The general assumption that high levels of FDI wthd to a strong increase in
production and employment is misleading. It is thet level of FDI that matters, but the kind
of FDI (see Table 4). Only strong vertical greeldfiEDI in the maquiladora sector created
significantly new production plants and employmetbwever it did not have a multiplier
effect on the rest of the economy. Major FDI flogid not lead to the establishment of new
production units; rather, they merely resulted ichange of ownership through privatization
and M&As. Rationalization and modernization measunere often the consequence, or
sometimes a preliminary step prior to a changensfesship, which resulted in job losses, but
also, and in general, to a rise in competitivendgarket-seeking investment is still an
important motive for FDI in all three economiest bulid not help create much employment
in the 1990s, mainly because of rationalization sness in capital-intensive and some service
activities. However, recent reforms could placeséhmdustries in a better position for future
development and for exporting outside the region.

4.  Sectoral evolution of FDI and itslabour market impact

4.1. Dominant FDI sectors, output growth and employment

A major concern for a host country should not jostthe volume of FDI it may
receive, but in which sectors it enters and whaebts it brings to the domestic economy in
terms of employment and wages. FDI inflows durimg 1990s are compared with output and
employment growth, wage growth and the labour wsitgnof specific sectors. Labour
intensity of economic growth is simply defined ampdoyment growth divided by output
growth® In Brazil, for example, aircraft manufacturing hthe lowest employment-output
coefficient, while ship repairing has the highestg Annex, Table 6).

Figure 4: Sectoral distribution of FDI, Argentina (1992-2002), Brazil (1996-2002), Mexico (1994-
2002): share of sum values
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Source: UNCTAD, FDI Country Profiles (http://www.unctad.org/Templates/Page.asp?intltemID=1923&lang=1)
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Figure 4 illustrates sectoral distribution of FiMee the 1990s. It shows that Argentina is
the only country with sizeable investmentgpmmary resour ces, with a share of 37 per cent
of accumulated FDI flows in 1990-2002 and an inseeaf FDI inflows of over 900 per cent
between 1993 and 2000 This is mainly due to the creation of a specigime for that sector
(Petrocella and Lousteau, 2001), its deregulatr@hgivatization, and recent oil discoveries.

In Argentina and Brazil, the largest share of K2ht to services, not because FDI in
manufacturing declined, it also saw a bodm} because services FDI increased more
rapidly?®, mainly as a result of deregulation and the pizedion of State-run companiés.in
Brazil, for example, FDI stock in manufacturingwsadty rose by 35 per cent, but its relative
importance for the economy declined due to the hingeease in services investment.
Nevertheless, since 2002, the share of manufagtidl started to rise again (UNCTAD,
2004). In Mexico, the secondary sector is still thest important, but only slightly, in terms
of FDI flows, with a share of 50 per cent (companeth the tertiary sector’s share of 49 per
cent). However, despite the success of assembhtspia the second half of the 1990s, the
share of investment in manufacturing has been sigwown slightly.

Table 5 compares the evolution of FDI growth asdshare in total FDI in the primary
and tertiary sectors with the evolution of GDP shamd employment in those sectors. It again
reveals that only Argentina received sizeable ithmests in a specific primary sector (i.e.
mining). Nevertheless, this sector lost its impactfor total GDP, and employment declined
by 5.4 per cent.

Table5: Major servicesand the primary sector: Sectoral FDI and GDP sharein total
manufacturing and FDI and employment average annual growth

FDI FDI Share GDP Share Employment
Growth
1993-2000 1993 2000 1980 2000 1990s
Argentina 1992-2000
Mining 243.2 17 26.1 2.3 1.8 -54
Electricity, gas and water 81.9 17.4 11.7 1.8 2.7 1.2
Trade 115.5 2.8 4.3 16.5 155 9.5
Transport and c ommunication  139.8 11.2 10.3 4.5 8.5 8.3
Finance 51 9.4 7.5 15.1 21 13.2
Brazil 1996-2000
Electricity, gas and water 28.8 0 7 2.6 3.2 -2.2
Trade 42.8 3.3 9.9 9.6 6.6 3.3
Transport and communication  114.5 0.3 18.7 5.8 4.9 15
Finance 148.2 24.8 18.2 19.9 16.3 -3.5
M exico 1994-2000
Trade 28.8 8.3 4.7 20.5 19.8 7.2
Transport and communication -7.5 4.8 10.9 8.3 10.7 7.3
Finance 178.5 4.8 16.7 12.8 14.8 1.1

Note: Data from 1994 to 2000 were taken into cagrsition for transport and communication in Argeatias
data from 1992 to 1994 were very low and erratic.

Source:  GDP: ECLAC, Statistical Yearbook 2002 FDI: UNCTAD, FDI database,
(http://www.unctad.org/Templates/Page.asp?intiterdl@®3&lang=), Employment: IDB data are based on
household surveys.
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The surge of FDI in theervices sector®® can be explained to a large extent by the
opening up of the capital market and liberalizatidrthe investment regime, and thus to an
increase in trade and financial serviééésset restructuring and investment in the banking
sector also contributed to the sharp rise of FElbws in specific years during this periéd.
The employment impact resulting from strong FDIlanfs is quite different among the three
countries. While employment in thHenancial sector increased significantly in Argentina
(13.2 per cenf} and only slightly in Mexico (1.1 per cent), it dieed in Brazil (-3.5 per
cent) during this period. In general, employmemivgh was much lower than the rise in FDI
inflows would suggest. This sector experienced melanumber of M&As instead of
greenfield investments. Moreover, bank restrucgialso led to rationalization measures that
resulted in labour shedding. Major FDI inflows togantina and Brazil, as in Mexico in the
1980s, went tautilities (electricity, gas and water) as a result of thegpization of State-run
companie<® These sectors traditionally are of low labour msigy, and this was exacerbated
by rationalization measures.

Another important service sector that saw strobg iRflows during the 1990s was
transport and communications, mainly due to deregulation and privatizationrahsport as
well as communications and the boom in mobile peom®&ICs in particular were attracted by
the market size of these countries. This strongease in FDI and production had a positive
effect, but did not trigger a concomitant increasemployment, which grew by 8.3 per cent
in Argentina, 7.3 per cent in Mexico and only 1&¥ pent in Brazil. Nevertheless, in general
FDI contributed to reducing communication costsr(aan, 2003) and improving efficiency,
which had a positive impact on the economy as aevhio Mexico, the share of this sector
for the economy increased to 10.7 per cent in 2000le FDI inflows fell, from US$ 719
million in 1993 to US$ 278 million in 1999, as fage firms had entered the Mexican market
earlier. Employment growth was about the same lagethat of Argentina, and above the
national average, as shown in Table 3.

Another service activity that attracted major Fllflows was thevholesale and retail
trade, which includes hotels and restaurants. Even thatsgthare in GDP declined in these
countries it saw significant employment growth.Mexico, FDI inflows between 1994 and
2000 rose by 74 per cent; trade was the fourth majeestment sector and hotels and
restaurants the fifth in 1994. In Brazil, the shaférade increased from 3.3 per cent in 1993
to 9.9 per cent in 2000, and in Argentina from @eB cent to 4.3 per cent during the same
period. However, its importance for the economylided in all three countrie%. Its
employment impact was fairly positive in Mexico aAidgentina, but disappointing in Brazil.
It should be noted in this regard that the reldyiymositive figures are overestimates, as the
figures are for the whole sector and includes mfarworkers whose share increased in
Brazil and Mexicd®

Even though these countries experienced a surgeriicesFDI, there are also a large
number ofmanufacturing activities that benefited from FDI inflows as shownTable 6.
Despite less FDI in manufacturing, in particulaiMercosur countries, the focus of FDI has
not changed much. Many industries that traditignb#nefited from FDI continued to be the
major recipients, even though their overall shaelided slightly. Theautomabile industry
is a major ISI industry that still benefits fronghiinvestment? TNCs already present in the
country increased their investments, while new ojymities in the region attracted
newcomers (see 2.1.). Nevertheless, only Mexicerepced positive employment growth.
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Table 6: Manufacturing sector: Sectoral FDI and GDP sharein total manufacturing and
FDI and employment aver age annual growth

FDI growth FDI share Output growth Employment
Argentina 1993-2000 2000 1980-90 1990-99 | 1993-1999
Food, beverages and tobacco 40.8 29.1 04 4.4 1.1
Chemicals and chemical products 98.6 28.8 0.8 4.0 1.9
Motor vehicles & other transport equipment 295.3 15.9 -8.9 4.8 -24.5
Total manufacturing 73.3 100.0 -2.1 35 -4.2
Brazil 1996-99 1980 1980-90 1990-99 | 1996-1999
Food, beverages and tobacco 222.9 15.4 3.6 1.2 -7.3
Chemicals and chemical products 473.0 17.4 1.1 -04 0.3
Machinery and equipment -51.4 9.6 -2.1 1.2 -6.9
Electrical and electronic equipment 1361.8 9.8 1.2 2.5 -11.0
Motor vehicles and other transport equipment 557.3 18.3 3.1 -3.1 -10.0
Total manufacturing 302.4 100.0 1.9 0.0 2.7
Mexico 1994-2000 1980 1980-90 1990-99 | 1994-2000
Food, beverages and tobacco -34.2 7.7 2.2 35 2.8
Chemicals and chemical products 103.1 8.5 4.7 2.1 1.0
Motor vehicles and other transport equipment N.A. N.A. 2.6 6.5 20.2
Electrical and electronic equipment N.A. N.A. 2.4 6.8 21.6
Machinery and equipment 114.8 12.6 0.8 4.9 12.7
Other manufacturing 315.1 3.0 1.9 2.0 -0.9
Total manufacturing 43.3 100.0 2.1 4.0 6.1

Note: FDI in Mexico: Motor vehicles and other trpag equipment; electrical and electronic equipnagatpart
of machinery and equipment in UNCTAD FDI data.

Source: FDI: UNCTAD, FDI database (http://www.urntterg/Templates/Page.asp?intitemID=1923&lang=1
GDP: ECLAC, PADI database; Employment: UNIDO.

Chemicals and chemical products experienced g@idrfflow, but had a declining,
but still high share of FDI in Argentina and Brazahd a low but rising share in Mexico as
shown in Table 6. Mexico succeeded in respondingdreased demand for high quality and
low-cost products such as synthetic nylon fibredatine capsules or washing preparations
(Moreno-Fontes, 2004). Investors aimed to explo#t internal market in segments of mass
consumption (Kulfas, Porta and Ramos, 2002), itiqdar in Argentina, which experienced
an above average output growth rate. The growth chtemployment was very low, but
slightly positive, despite major rationalization aseares with regard to production and
personnel: in Argentina (1.9 per cent), Mexico (fid cent, but below average) and Brazil
(0.3 per cent). The above-average labour intemsitpis categors may have contributed to
this favourable result. Thimod, beverages and tobacco sector attracted strong FDI inflows
in particular in Brazil, but also in Argentina amexico, which benefits from the strong
comparative advantage of its agriculture, in pafic in the Mercosur countries. This
category also shows strong potential for explatawf its regional market. It has an above-
average growth rate and an increasing share in @D&gentina, and to a less extent in
Brazil, whose output increased only slightly, bbbze the average of the manufacturing
sector. However, FDI experienced a negative trandexico, a net importer in this sector, as
it does not benefit from the same comparative adggnas in the other two countries. The
labour intensity in this sector is in general lammedium® While it created employment in
Argentina, in Brazil it experienced strong job lesq-7.3 per cent) higher than the overall
average job losses for the country.

In general, FDI in manufacturing went predomimant Brazil and Mexico, but the
employment effects were quite different.dectrical and electronic equipment there was a
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strong increase in FBAin Mexico for the period under analysis and abaverage growth.
While employment steadily increased in Mexico (218 cent) due to greenfield investments
in maquiladoras it declined by 11 per cent in Brazil, which akxperienced strong average
annual FDI growth of 115.7 per cent. This cateduag both low (e.g. electrical motors) and
high labour- intensive products (insulated cabld afre). The same is true fonachinery
and equipment, but to a lesser extent; it saw a strong riseDh Butput and employment in
Mexico, and high FDI inflows, but a production aamployment decline in Brazil.

The concentration of investment in manufacturiag hemained the same since 1977
(during the ISI period) with some slight changesor&than a decade of reforms has not
significantly changed the composition of manufacigiactivity. Nevertheless, there has been
some shift from a domestic to an export orientafmmthe same industries (Blomstrom and
Kokko, 1997). It is interesting to note that FDIncentration in the five major products
increased significantly between 1993 and 2000 (fi816 to 83.5 per cent) in Mexico and
remained at a high level, while it fell in Argerdifirom a high level (from 97.4 to 78.7 per
cent) and remained constant in Brazil (59.8 to @@ricent).

FDI favoured the services sector in the 1990s cbedted little employment, because
of the nature of the sector and because of raimataln measures, particularly in privatized
State- run companies and banks. FDI in manufagudid not create employment, it may
even have reduced it in Argentina and Brazil, esfigan transport equipment, but there was
strong growth in productivity. Mexico experiencedsjtive FDI and employment growth in
manufacturing, mainly due to a boom in the maquiftad in the 1990s, but FDI has been
declining constantly and significantly since 20@8, has employment. Industries formerly
promoted during the ISI period and benefiting frasectoral agreements, performed
surprisingly well in the region. Their increasedngetitiveness and export orientation bodes
well for their future employment and growth oncee tperiod of modernization and
consolidation has been successfully completed.d8esihe maquiladoras, FDI did not go to
high labour-intensive activities as envisaged bygard economic theories.

4.2. FDI and wages

One way to analyze the quality of employment ianalyze the evolution of wages in
industries which saw high FDI inflows or which hadhigh presence of TNCs (Table 5). The
study compares the evolution of the average wagevpeker in a specific industry with the
average wage in total manufacturing, the value lwthvis 1.0. A rise in the share means that
the salaries of workers in this industry have inweabove the average for manufacturing. It
could mean a rise or fall in salary, but, in angegahey are still better off than the average
industrial worker. It is also a certain indicatioh whether an industry is a low-wage or a
high-wage one. In Argentina in 1993, for examples average wage of workers in food,
beverages and tobacco in current pesos was ablbtihéaverage wage in the manufacturing
sector as a whole, as this sector traditionallyspayw wages. However, the share of wages
per worker in this industrial category increaseghgicantly, from 0.56 in 1993 to 0.93 in
1999, a level close to the average wage in manufagt
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Table 7. Average wage in a specific product category as a percentage of the average
wage earned in total manufacturing (wi/wtotman®), 1993-2000

Argentina 1993 1999

Food, beverages and tobacco 0.56 0.93
Chemicals and chemical products 0.40 1.94
Motor vehicles and other transport equipment 0.85 1.17
Brazil 1996 1999

Food, beverages and tobacco 0.78 0.79
Chemicals and chemical products 2.25 2.29
Machinery and equipment 1.34 1.29
Electrical and electronic equipment 2.21 291
Motor vehicles and other transport equipment 1.69 1.87
M exico 1994 2000

Food beverages and tobacco 0.56 0.58
Chemicals and chemical products 0.92 1.05
Motor vehicles and other transport equipment 0.81 0.82
Electrical and electronic equipment 0.55 0.57
Machinery and equipment 0.61 0.68
Other manufacturing 0.44 0.39

Note: Real average annual wage growth in total na@otufing per worker in constant US$: Argentina: peb cent, Brazil: -
3.1 per cent; Mexico: -5.1 per cent. An increasa gihare value can therefore mean a above avendgmoaitive wage
growth, e.g. motor vehicles in Brazil with 1.7 pentcompared to an average of -3.1 per cent, etawbaverage wage
fall, e.g. food, beverages and tobacco in Brazihwit0 per cent, compared with the average ofp8ricent. Both
evolutions will lead to a rising wage share of thidustry in total wages.

Source: Own calculations based on UNIDO, Indst&el. 3

Table 7 reveals a general trend towards an inerneahe share of wages (i.e. wages of
a specific industry divided by total manufacturimgges), during the 1990s in industries that
benefited most from FDI. A major contributory factwas the productivity rise in those
industries as a result of a greater use of modexchimery, but labour shedding also played
an important rolé" Other studies confirm the finding. In Mexico, iashbeen found that
foreign firms pay 21.5 per cent higher wages fallexk workers and 3.3 per cent higher for
unskilled workers than domestic firms (Willem tel®de 2003). To a lesser extent, a similar
trend has been observed in Argentina and Brazil.iEherefore not associated with reduced
inequality; rather, it may increase wage inequdlgenstra and Hanson, 1997).

In Argentina, foods, chemicals and motor vehidiesl higher wage shares in 1999
compared to 1993 and the wage share increase waerhihan in Brazil and Mexico.
Chemicals and motor vehicles can be consideredwage sectors in Argentina. In general,
food, beverages and tobacco was the only low-wadestrial category in Argentina and
Brazil that received major FDI inflows. In BraZilesides machinery and equipment, the wage
shares of all other, generally high-wage, industircreased. In Mexico, the situation is
slightly different. With the exception of chemigadoducts, major FDI flows went to low-
wage industries. Besides other manufacturing, rallustries increased their wage share, Iin
particular machinery and equipment and electrical alectronic equipment, produced by
many maquiladoras.The wage share ahaquiladominated industries is still significantly
lower than the wage share of traditional I1SIs saslchemical produgctbut also increasing.

Looking at the distributional side of wages andome among different groups of
workers as a result of increased FDI and tradedltzation, TNCs, are among the major
exporters,wage inequality remained at a high level in Braaid Mexico with a Gini
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coefficient of 0.64 and 0.51, respectively, in 208dd the Gini coefficient in Argentina rose
from 0.50 in 1991 to 0.60 in 2002. Lederman, Malp and Serven (2003), while analysing
wages adjusted for skills by degree of exposurteaite, noted that in Argentina and Mexico
the highest salaries were found in industries regpbsed to imports and exports, while the
non-tradable industries had among the lowest salatiabour productivity rose faster or fell
slower in relatively high-skilled industries, leadito positive wage growth of skilled
workers compared to non-skilled workers. Neocladdisceory, however, would expect that
developing countries, after trade liberalizationpwd use intensively their abundant
production factor, which is unskilled labour. Urikdd workers would thus get faster wages
increases, thereby reducing the wage gap withkiled workers. This has not happened in
our three countries for several reasons.

First of all, from a South perspective, new prddgcactivities need relatively highly
skilled workers compared to the rest of the dorodstbour force. Thus there is increasing
demand for high-skilled workers in both South araftN. This is the result of within-industry
changes rather than between-industry changes,acgritr neo-classical theory (Feenstra and
Hanson, 1997). In the case of Mexico, the countgsdnot have an abundance of unskilled
workers compared with competitors in East Asia. dbmer, exchange rate appreciation
contributed in all three countries to an increasthe wage price for local workers — another
disincentive for investment in unskilled labour.férther argument is skill-biased technical
change, which means that firms with greater actesechnology have, overall, a higher
demand for skilled workers. Moreover, in a globadizoroduction process there is a greater
need for unobserved skills, such as soft skillg. (@terpersonal skills and team spirit), which
requires training and skills upgrading. Workershwsuch skills are generally paid a higher
salary to ensure that they remain in the compamyéxico, maquiladoragrowth accounts
for about 50 per cent of the increase in skilledck®os’ wages (Lederman Maloney and
Serven, 2003). Long-term support to specific mactufang, such as the automobiles, has led
to a fragmented labour market, comprising insiden® are able to defend their privileged
situation and outsiders — the working per who would be willing to work for a much lower
salary, but do not have access to those jobs.
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Table8: FDI inflowsand their employment and wage impact, by sector, 1993-2000

Sectoral FDI Argentina Brazil Mexico
Primary sector Very strong Insignificant Insignificant
Employment impact Insignificant Insignificant Insignificant
Services Very strong Very strong Very strong
Employment impact + - +
Industry Strong Strong Very strong
Employment impact + - +
Wage impact + 0-+ 0-+
1. Automobiles Strong Strong Very strong
Employment impact - - +
Wage impact + +
Labour intensity Medium Medium Low
2. Chemicals Very strong Very strong Strong
Employment impact + + -

Wage impact + Insignificant +

Labour intensity Low/medium Low/medium Low to high

3. Food, beverages and

tobacco Strong Very strong Strong

Employment impact + - -

Wage impact + 0 0

Labour intensity Low/medium Low to high Low to high

Note: + = positive impact; - = negative impa6t+ = slightly positive impact; blank space = grsficant or

mixed results showing no clear trend.

FDI in manufacturing also saw a boom in the 19@0en though its share in the total
FDI flows declined. Within the manufacturing se¢tas shown in Table 8, the capital-
intensive industries, promoted through the ISI gu&rimainly automobiles and chemical
products as well as food, beverages and tobaccejvezl major FDI inflows. All these
industries are characterized on average by lowddium labour intensity. The employment
results were rather mixed, but these sectors expeed strong growth in productivity and a
positive evolution of real wagemdustries formerly promoted during the ISI periadd
benefiting from sectoral agreements maintainedr timiportance in the region. Their
increasing competitiveness and export orientasaa positive sign for their future in terms of
industrial development and employment once theogeoi modernization and consolidation
has been successfully completed. The maquiladaraglexico (including textiles and
electronics) were the only industries of the thoeeintries receiving considerable FDI in
labour-intensive activities to experience posite@ployment and positive growth of real
wages, albeit from a low level. FDI in maquiladgraswever, has been declining constantly
and significantly since 2000, as has formal empleym
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5. Less state, more privateinitiative: industrial policy and FDI

As mentioned earlier, the role of the State ingbhenomy has changed, from actively
protecting a large part of the domestic productigetor to a State creating the environment
for private activities. Instead, they were supposegrovide safety nets for workers exposed
to the rough winds of private business. The Stat® serves to guide economic activities,
providing the productive sector with informationdvasory services and other forms of
support’. The industrial policies of the 1990s tended téemffavourable conditions to
enterprises to promote industrial development amermational competitiveness. The main
goal of this new policy was to attract investmdnbugh a new, more liberal framework of
rules and priority given to macroeconomic stabilaa An enlarged regional market through
regional agreements and trade liberalization was s& enhance competitiveness, quality and
productivity in the economy. Sectoral or verticallipies lost their legitimacy, with some
exceptions such as the automobile industry, an@ were difficult to implement within the
new ideological framework. Import protection wast monsidered in the new outward-
oriented development strategy, and fiscal restsaild not leave much space for significant
state interventions. Horizontal policieswere implemented to deal with market failures
through financial instruments, such as creditschpital goods in Argentina, textiles in Brazil
and cinematography in Mexico, but also throughpttevision of fiscal incentives in activities
such as forestry in Argentina, electronics in Brand publishing in Mexico. However in
Brazil, much more than in Argentina and Mexico, gmment policy has consistently sought
to actively promote industrialization (Bonelli, 2ZD0 even though the role of the State has
diminished as a consequence of deregulation, jprat&an of public enterprises and trade
liberalization. Nevertheless, Brazil dismantled pretection of its industry at a slower pace
and to a more limited extent and it was more castia privatizing public companies.

At the regional level, NAFTA has adopted a faifberal stance; it does not envisage
anything similar to a common industrial policy, les themaquiladoraregime which had
already been introduced in the 1960s (see box Belbl@rcosur, however, does not have
much more to offer in this regard. Little progréss been made in the field of harmonization
of industrial and technological policies. The Conmmblarket Group (Grupo Mercado
Comun), which has a working subgroup (number 7indostry>® has not yet defined a global
industrial and technological strategy for the sghme. In general, the lack of effective tools
for the coordination of industrial policies has dwned the potential impact of sectoral
arrangements to coordinate industrial restructysagh as in textiles or chemicals. However,
specific sectoral agreements of relevance have digaed for the automobile, iron and steel
and sugar industries. Facilitating the creation eshpresas bi-nacionale¢ bi-national
enterprises”) between Brazil and Argentina certalmhd a positive, but not strong impact,
especially in the first half of the 1990s.

In all three countries, active State interventiorough vertical industrial policies was
largely given up in the 1990s, with some exceptiomsinly the maquiladoras and the
automobile industry. Macroeconomic stabilizationnadl as trade and financial liberalization
were the main elements of the outward-orientedtesiya that shaped manufacturing in
Argentina, Brazil and Mexico.
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Mexico’'s maquiladoras

Themaquiladorasn Mexico are perhaps the most outstanding exawipdeproactive
industrial policy during the 1990ss it had a significant impact on the evolutiontlod
manufacturing sector. In 1980 just 14 per cent ekido’s exports could be attributed to
the maquiladoras(Buitelaar and Urrutia, 1999), but by 2002, thelhncreased to 50 per
cent, representing earnings of about US$ 80 billiofarger than Brazil's total export
(Palma, 2003; ECLAC, 2004). In the 1980s, maquiadmtput accounted for 10 per cent
of GDP, compared with 30 per cent by the end ofl®@0s (Dussel Peters, 2003).

Mexican policy to promotenaquiladorastyle assembly plarffSis not new; it was
launched much earlier, in 1965, as an industriaimmtion programme for the regions
bordering the United States (Buitelaar and Uruiti299), and was then extended to other
areas of the country in 1971. Neverthelesaquiladorasexperienced a real boom after the
the sharp devaluation of the peso as a result efTéquila Crisis, but also due to the
creation of NAFTA. The major motivation to invest this type of assembly plant i
Mexico was cheap and abundant labour as well agrgpbical, historical, cultural an
institutional proximity to the United States.afuiladorasmainly exist in electronics, car
accessories, automobiles, apparel and textile. Thgg been the principal source of export
and production growth in manufacturing during tl90as. In addition, they were mainl
responsible for the surge in intra-industrial amdreintra-firm trade between United States
firms and their branches in Mexico. The technolaglevel of final products is relativel
high** Nevertheless, more than 80 per cent of the exmiEfend on imported input
considered temporary imports (Dussel Peters, 20083 strong dependence on imported
inputs means that the sector still adds very lichitalue to the goods being produced. Thus
gross output per employee has increased, but piediycmeasured as value added per
employee, has not.

This can be explained largely by the currer@quiladorapromotion scheme whic
creates disincentives for the domestic productiomtermediary products. Neither import
taxes (up to 20 per cent) nor a value-added taxT()Véf 15 per cent are imposed an
imported goods under the regulation, and the ptafit has been reduced significantly.
United States companies are taxed only on the sadded component of the imported
assembled goods, so that there is no incentive stabksh linkages with Mexica
industries, as domestic companies are subject t®. MAis implies a price advantage of Up
to 50 per cent for imported goods, which both pesiy and negatively affects domestic
suppliers, and those outside theaquiladoras(Dussel Peters, 2003). The domestic
suppliers who need imported inputs for their prdioticbenefit from the lower prices, but
other domestic suppliers face tougher competitamnthey do not get the same benefits.
Thus, despite the enormous increase in produdi@maquilaeconomy continues to have
few linkages with the rest of the Mexican economy.

Employment in thenaquiladorasincreased at an average annual rate of 13 per cent
between 1993 and 1999. As a result, employmenettjgrom 446,000 employees in 1990
to almost 1.3 million in 2000 and represents 5.6 pent of total employment
Manufacturing of electrical and electronic compadseaccounted for 34 per cent
employment in 1997, down from 40 per cent in 1988tomobiles maintained a constant
share of 20 per cent, while apparel increasedhiggsesfrom 9 per cent in 1988 to 20 per
cent in 1997 (Buitelaar and Urrutia, 1999). Wagesaquiladominated industries are sti|l
significantly lower than the wage share of tradib ISI industries, even though the
maquiladorasare closing the gap with above-average growthsrater the past 10 years.
Moreover,maquiladoragrowth accounts for 50 per cent of the increasskitied labour
(Lederman et al., 2003), as some plants use mdledsworkers and provide more trainin
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for current employees (Carillo, 2003). The tremarsigrowth in themaquiladorasalso
caused large-scale migration, in particular from slouthern parts of the country to plants
located along the border with the United States.

A disturbing fact is the sharp decline of thaquiladorassince 2000 due to increased
competition from China and other Central Americad &aribbean countries (UNCTAD,
2003b). Between June 2001 and July 2002, 195d&uilafirms either left the country for
another country, such as China or El Salvador]ased down (Palma, 2003). The number
of enterprises fell from 3700 to 2800 and the nundfevorkers by 220,000 between 2000
and 2004 (UNCTAD, 2004). Their main advantagesaphlabour and proximity to the
United States market, have proved to be ratheildéragterms of attracting FDI inflows.

Briefly, the maquilaprogramme succeeded in creating employment wittlaively
high share of female workers, though the qualityh&f jobs has not been that high and
wages have been low but increasing. Moreover, taguiadora industries have been
characterized by low labour standards (Alarcén Z2epleda, 2004), and have been noted to
obstruct unionization, and violate existing labtaws (Altenburg et al., 2001).

The future of themaquila economy is tied to its ability to remain interozially
competitive without relying on “low-road” developmtepractices. To this end, second and
third generatiormaquiladorashave recently moved away from simple assemblyities
to manufacturing and knowledge-intensive desigprofiucts. In particular the television
and the autoparts industries, with firms like Sobglphi or Valeo, have moved towards
high-value-added, technology-intensive activitieaplying an important component af
research and development (Dussel Peters, 20033. “Righ-road” competitive strategy,
albeit involving only a limited number of indussieso far, has the potential of going
beyond low-cost competition and developing grelidages with the domestic economy
through more vertical production activities in tbeuntry (including design, development
and quality control).The rise in high-tech prodontialso caused a higher demand for
skilled workers (Moreno-Fontes, 2004).
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6. Conclusions

The new outward oriented development strategyhef 1990s and the increased
globalization of production worldwide led to a FBdom in the region. The impact of large
FDI inflows on employment, however, was to a laggéent disappointing, which can largely
be explained by the form of investment. Most foneigvestment did not go into new
productive activities. Services experienced a surgd-DI inflow as a consequence of
domestic market opening and deregulation. Servizkenkainly came in form of M&As, the
result of privatization of public utility compani@s bank restructuring, which tended to use
existing productive assets instead of establishiegy assets. In addition, decades of
protection led to a slack labour force, which wasluced during the privatization and
modernization process of the 1990s, so that theathiempact on employment was minimal
or even negative.

The manufacturing sector, the second most impbdestination of FDI inflows, also
experienced disappointing results with regard topleyment creation. Economic
liberalization led to increased competitiveness #mu to restructuring strategies in order to
increase productivity, which often involved ratitimation measures and, as a result, labour
shedding. In addition, FDI mainly went into lowntedium labour-intensive sectors. Already
present manufacturing TNCs made little, if any, tdbation to employment creation. Even
though “old” capital-intensive industries, such agomobiles and chemicals, were major
recipients of FDI, these sectors experienced amativédecline in employment in the 1990s.
On the other hand, they experienced a rise in mtodty and competitiveness as well as a
further export orientation of their products, whiake promising signs for the future. This
trend shows that the maintenance of targeted stcsopport by the public sector to this
industry, even at the regional level, during a @erinspired by liberal policies was crucial
and helpful in the restructuring process. Moreoweages in FDI dominated sectors rose
above average in the manufacturing sector, espeagh regard to skilled workers, which
was mainly related to a rise in labour productivity

In Mexico, contrary to Argentina and Brazil, acstg surge in manufacturing FDI led
to strong employment growth in the 1990s. This fpasitrend, however, was mainly
attributed to the maquiladora industry, which béedffrom strong greenfield investments in
labour-intensive activities. The maquiladora indystlso experienced above average wage
rise, even though their level is in general stldw the manufacturing average. However, the
comparative advantage of this industry was rathegile, as evidenced by net FDI outflows
since 2000 and a subsequent decline of formal gmuat.

FDI is also meant to generate forward and backwakages with domestic firms. In
ISI industries, some linkages were created, buhipdiefore the 1990s. Nevertheless, strong
capital and import inflows caused an increasedtgubien of national suppliers in favour of
international suppliers even in those sectors datadh by horizontal investment. Mexico
benefited mainly from vertical FDI in maquiladoragjich developed very few links with the
rest of the economy.

In terms of macroeconomics, increased FDI inflinad various negative side-effects.
A slight crowding out effect between FDI and donestvestment was observed. A high
interest rate policy to attract FDI was in partazucounterproductive for SMEs, as they
encountered serious difficulties to access findn@aources for future investment. Strong
foreign investment flows also negatively affecté@ tompetitiveness of SMEs and micro
enterprises by appreciating the domestic curremtych facilitated imports and aggravated
export competitiveness, thus generating trade iamuas. Moreover, the countries had a
limited influence on FDI inflows with investment adsion depending on the country of
origin, mainly OECD countries, and the investmegtision of these companies. As a result,
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the rising share of FDI in domestic investment éased also the external vulnerability of
Argentina, Brazil and Mexico.

A country needs stable and productive investmeifdwrs, which contribute to a rise
in production and employment, to the technologitaldernization of the economy, to the
production of higher value added goods and to &bgittegration into the world economy. In
an increasingly globalized world a country canuefice FDI only to a limited extent. The
question is how and to what extent a country cdluence or steer investors’ decisions to
receive investment which promotes production angleyment:

1. The State has a major role in making theonati territory an attractive place for

investors. In the short term, it could create &lstanacroeconomic environment, thus
improving the growth potential, set up a stable arahsparent regulatory framework,
guarantee the respect of property rights, imprénepgerformance of national institutions as
well as fight against corruption. Volatile, speciva investment as a part of portfolio

investment is not desirable and has shown negatipacts in the 1990s worldwide, even
though it dropped to a low level in the second Iwdlfthe nineties in the three analyzed
countries. Nevertheless, the case of Chile shoWwadthe introduction of specific barriers to
portfolio investment is not a disincentive for FODn the contrary, it could contribute to a
more stable macroeconomic environment, which isngportant incentive for investors in

productive activities.

In the long run, the State should try to improve ewen change the locational
advantage of a country by continuous investmeimuiman capital, in particular in education
and in physical capital, e.g in infrastructure.tBeskilled workers may attract other forms of
investment implying productive activities of highealue added. Indirect measures are
equally important which contribute to the attraehess of a country for investors, such as the
up-grading of technologies, the protection of thevienment, a healthier business
environment, an effective institutional settingaor efficient social dialogue.

2. As not all foreign investment is helpful fdevelopment, the countries should take a
more proactive stance towards foreign investmenpairticular encourage direct investment
in those sectors that are promising for sustainalenomic and employment growth and
discourage strong fluctuations of short-term nowdpctive investment. The State can
encourage foreign investors to cooperate more @otnestic firms, both large and small, to
promote value-chain upgrading and to invest in hunuapital development. “Stick”
measures, such as rules and regulations, couldréined with “carrot” measures, such as
incentives and promotion policies. Some of the grembince requirements for foreign
investors could also be expressed in form of fisgeéntives, e.g. incentives to incorporate
local inputs, to train domestic workers, to supmailective bargaining and social dialogue,
etc.

3. Manufacturing sectors, promoted duringlfieperiod, are still recipients of significant
investment, mainly horizontal investment in higheage segments following mainly a
market-seeking strategy and thus less vulnerabletesnational factor price competition.
New ways could be explored to focus more on theeldgwment of those sectors and to
strengthen those already existing, but still weaddpctive networks with domestic firms by
forming industrial clusters. Moreover, their protan could be gradually orientated not just
to the domestic or regional market, but also to therld market. Productivity and
competitiveness needs to be increased to intemratievels. Recent trends in these countries
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follow this direction as in the automobile sectohich saw a significant rise in productivity
and competitiveness and, as a result, in exports.

4. Though the maquiladora industry is onehef tnost dynamic sectors in terms of the
technological content of the products, FDI inflovess well as of employment and wage
growth, the sector has increased Mexico’s externbderability. The value added of the new
specialization is limited due to a high import canmit of exports and, more worrisome, the
industry is, to a large extent, based on a ratfagilée comparative advantage on labour costs.
But the development of third generation maquiladdras been encouraging, which are based
on technology-intensive activities and employ ahbigshare of high-skilled workers. By
competing on the skill content of the product, finms are in a better position to fight off
low-wage competition. The development of third-gatien maquilas could be facilitated by
public support, in particular efforts could be maddink these maquilas with other sectors of
the economy, through the promotion of joint vensucg strategic alliances with domestic
suppliers.

5. Regional trade agreements could be powerdtruments for development rather than
end goals. Trade and foreign investment have difeam regarded as an adequate measure for
development, but they could not fulfill this rolewvestment rules within those agreements
could provide the analyzed countries with adequmikcy space to better combine both
domestic and foreign investment for sustainableetiggment (L. Zarsky, 2004). Regional
sectoral policies could be helpful in this regaad,the sectoral Mercosur agreement for the
automobile sector has shown. This, for examplaptghe case of NAFTA, where Chapter 11
on foreign investment explicitly forbids Mexico tse industrial policy, such as performance
requirements. It may be worth integrating thesesmt@rations into future trade negotiations
like the Free Trade Agreement of the Americas. Keetess, incentives could also be
misused as a means for aggressive competitionDdr éspecially in order to get greenfield
investment, often within a regional block as seernthe case of Mercosur. Regional co-
ordination establishing clear regulation and rutethis regard are needed to avoid inefficient
allocation of financial resources.

FDI is crucial for the development of the regidor, its integration into the world
market and for employment, but so is domestic itnaest of local firms, which was
neglected during the 1990s. A good balance betvieh has to be found in Argentina,
Brazil and Mexico, which would also reduce extemnaherability.



29

Notes:

! The exceptional jump in 2001 can be explained @y nerger of the Mexican bank, Banamex, with the
American bank, Citigroup.

2|t is interesting to note the strong position loé tCayman Islands (3place in 1998 and"Bplace in 2002), a
position very close to that of Germany, which mayegan indication of the importance of non produeti
investment.

3 UNCTAD website athttp://www.unctad.or g/T emplates/Page.asp?intl teml D=1923& lang=1

* The TNI was developed by UNCTAD, 2002. The Tratismality Index is a composite index of the followgi
elements: (i) FDI inflows as a percentage of grfossd capital formation (GFCF), average for theiperl997-
1999; (ii) inward FDI stock as a percentage of GIOB); value added of foreign affiliates as a perzge of
GDP; and (iv) employment of foreign affiliates apexcentage of total employment.

® India, for example, has a low TNI Index combindthva high employment share, while the oppositieie for
Brazil.

® To permit an in-depth analysis of the employmentasion in specific TNCs, data has been taken fam
database developed by the journamérica economiawhich regularly collects data on major TNCs irtiha
America. As the data are not complete, a linearpayiaon with other data appears to be difficult, ibteresting
findings can, nevertheless, be drawn from whavélable. For more details, see Annex Table 4.

" Employment remained stable in the chemical sdot@razil, at 0.3 per cent, during 1996-1999. Ergplent

fell in the German TNCs Bayer by 12.1 per centianBASF by 8.8 per cent during the same periodhoalgh it
recovered slightly thereafter, whereas employmetdnilever (hygiene and cleaning) increased bypg©cent.
Nevertheless, the period of analysis is rather tstaod three major companies cannot be considered
representative of all the TNCs in the sector.

8 “Macroeconomic Policies for Growth and EmploymettO 2004b.
° See Annex Table 5.
19 See, for example, Chudnovsky and Lépez, 2002Afgentina.

1 UNCTAD's Inward FDI Potential Index Ranking is leaslargely on structural economic factors, suctB®
per capita, real GDP growth, inward FDI stock, expas a percentage of GDP, number of telephonga lnais
and mobiles, commercial energy use, R&D expenditstadents in tertiary education and country risk.
According to the FDI Confidence Index of the GloBaisiness Policy Council the factors that recehty the
greatest effect on Brazilian FDI inflows have beéjh:macroeconomic stability (69 per cent); (ii)nsistent
government support for pro-market policies (53 @emt); (iii) regional stability (48 per cent). (ipplitical and
economic recovery in the Mercosur countries (31 qet); (v) progress on the Free Trade Agreemétiieo
Americas (24 per cent); (vi) recovery of the Unit&tates economy (22 per cent); (vii) security mefe (22 per
cent); (viii) sustained market-based policies (2B gent); and (ix) privatization of key industri@8 per cent).

2 For more information, see Chudnovsky and Lépef22Baumann, 1998; IADB, 2002c and d; Blomstrém
and Koko, 1997.

3 EDI inflow: Brazil: 16, 590 million current US dats in 2002 and 10,144 million in 2003; Mexico:, 245
million US dollars in 2002 and 10,783 million in@®according to UNCTAD, 2004.
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4 Between 1991 and July 2001, the Brazilian fedaral state governments collected US$ 67.9 billion in
revenue from privatization.

!> However, the sale of the large Mexican insureegdsadora, in 2002 was a notable exception whehtsol
the American Company MetLife for US$ 92 million ¢sECLAC, 2001).

16 See also Dussel, 2000b.

7 Bielschowsky (1999) refers to a “mini-cycle” of dernization, especially between 1995 and 1997.af=e
Posthuma, 2004.

'8 Data, measured in local currency, concern theodeti996-1999 for the manufacturing sector in ale¢h
countries. The period is relatively short becausthe lack of comparable and available data fooragér time
period.

91n terms of FDI stock, the share of investmenpiiimary resources increased from 19.4 per cen9821o
34.5 per cent in 2002.

% The share of the secondary sector in total FDdkstteclined in Argentina, from 37 per cent in 19028 per
cent in 2001, and in Brazil from 69.1 per cent 89Q to 33.7 per cent in 2000. However, over théopet990-
2001 it saw a growth rate of 222 per cent in Argentand of 34.9 per cent in Brazil from 1990 t®Q0As for
services FDI in Argentina, there were net outfloesulting from the crisis in 2002.

2l In Argentina, for example, 67 per cent of all ¢abinvolved in privatization came from abroad. Own
calculations based on Kulfas, Porta and Ramos,.2002

22 With the exception of Argentina, where FDI inwastbck remained more or less constant between 1992
(sectoral share of 38 per cent) and 2001 (36 p#j.ce

%3 The participation of foreign banks in the domestiarket rose in Argentina from 10 banks in 199®1oin
2001, in Brazil from 6 to 49, and in Mexico fromt®90. The penetration ratio of majority foreignred bank
affiliates is 32 per cent in Argentina, 30 per cenBrazil and 83 per cent in Mexico (UNCTAD, 200Zhese
investments contributed to an increase in effigieindhe banking sector.

24 All three countries saw strong fluctuations in Filiws in the financial sector due to the acquisitiof
domestic banks.

% Employment figures on services are from IDB, 2868 relate to average annual growth rates in t96<.9

% In Argentina, for example, 67 per cent of all ¢abinvolved in privatization came from abroad. Own
calculations based on Kulfas, Porta and Ramos,.2002

%" |ts share of GDP fell in Argentina from 16.5 pent in the 1980s to 15.5 per cent in 2000, in Bfezm 9.6
per cent to 6.6 per cent and in Mexico from 20.6qgaat to 19.8 per cent over the same period.

%8 The share of informal workers in Brazil was 40e8 pent in 1990 and increased to 47.1 per cen9@9.1In
Mexico it was 38.4 per cent in 1990 and increasd3a? per cent in 1995, but fell to 39.2 per dar000 (OIT,
2002)

2 FDI in the automobile industry increased sharplytiie mid-1990s, but then experienced a sharp rdecli
mainly as a result of slow economic growth and camer demand in Argentina and in the region.
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%0 Basic chemicals, for example, are ranked 20 od9fmedium) in Argentina, 48 out of 60 (high) inaBil,
and 102 out of 123 in Mexico.

31 Exceptions of high labour-intensive sectors agasin Mexico (111 out of 123) and beverages inzBi&9
out of 60). See also Annex, Table 6.

%2 According to the Mexican Secretaria de Econorhia,sector saw an increase from US$ 707 million9i4l
to US$ 1060 million in 2002.

33 calculated on the basis of current domestic caiesn

% The case of the chemical industry in Argentinthis most significant in this regard. While the shaf wages
per worker between 1993 and 1999 increased by 48&gnt, the share of total wages of all workershim
industry rose by 318 per cent, which means thaefemorkers earned higher wages.

% For example, in the period 1984-1999 the averageia labour productivity increase in Mexico was as
follows: export-oriented industries: 4.49 per céetl wages: 2.28 per cent); noraquiladoraindustries: 3.46
per cent (real wages: 1.09 per centgquiladoraindustries: -0.32 per cent (real wages: -0.24cpet).

% According to ECLAC data (Panorama Social (2008)22003), 45.4 per cent of Argentineans are behaw
poverty line in 2002, 37.5 % of Brazilians in 20&xid 39,5 per cent in Mexico in 2002.

3" Trade liberalization is not an industrial polidyt it nevertheless profoundly affected the indaksector as
the latter became directly exposed to internatiopahpetition and to international rules. Anotheamyple is the
macroeconomic stabilization programme, which chdrtge business environment from a high inflationara
non-inflationary one.

% Horizontal industrial policies include a large sétrade, fiscal and financial tools, targetedyameral to the
whole economy. They are supposed to have a “néugfdct on the domestic economy, whereas vertical
industrial policies are considered to be seledqbes ECLAC, 2004).

% 1t looks at issues such as promotion of sciena® tanhnology, encouraging quality and productityd
harmonization of measures promoting specific sects well as the respect of property rights.

40" Programa de Importacién Temporal para la ExportaciPITEX) or Temporary Imports for Exports

Programme.

“! In Mexico, technological upgrading was observea asnsequence of FDI inflows, especially in autbiteo
assembly, autoparts and non-electrical machinetyictw have been able to produce medium- to high-
technological goods for export. However, in mangesanational content was rather low and there weas n
integration with the rest of the economy. Technglagd productivity spillovers to national companéid not
take place (Zarsky and Gallagher, 2004). In Mercasuntries, a certain level of technology transded
diffusion was observed in automobile production ofBstroem and Koko, 1997), but, in general, the
technological specialization index fell in Argergjrfrom 0.12 in 1977-1980 to 0.07 in 1995, and iazd from
0.25 to 0.23 over the same period, partly due ¢odisengagement of the State (Mattar et al., 26862Abreu
Campanario and da Silva, 2003).
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ANNEX

Tablel: Major long-term FDI figures, 1970-2003

1970s 1980s 1990-2003
FDI Inflow
Argentina 130.7 584.4 5855.6
Brazil 1269.9 1721.3 12941.9
Mexico 601.5 2080.3 11058.2
FDI Stock
Argentina 6403 35875.7
Brazil 25438.7 78507.4
Mexico 17697.9 71913.2
FDI Inflow as % of GFCF*
Argentina 1.3 2.9 14.4
Brazil 4.9 3.2 7.8
Mexico 3.9 5.9 12.2
FDI Stock as% of GDP*
Argentina 6.9 11.1
Brazil 9.5 11
Mexico 10.2 12

Note: * 1990-2002 for the last column.

Source: UNCTAD, FDI databaskttp://stats.unctad.org/fdi/eng/TableViewer/wdsvidispviewp.asp
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Table 2: FDI stock, 6 major productsin Argentina and Brazil

Argentina 2002

Product Share
Extracted crude petroleum and natural gas 32.69
Electricity, gas and water 12.72
Chemicals and chemical products 11.74
Food, beverages and tobacco 8.31
Finance 5.98
Motor vehicles and other transport equipment 4.98
Total 6 major products 76.42

Brazil 2000

Product Share
Transport, storage and communication. 18.69
Business activities 14.73
Trade 9.94
Motor vehicles and other transport equipment 6.51
Chemicals and chemical products 5.87
Food, beverages and tobacco 5.19
Total 6 major products 60.93

Source: UNCTAD, FDI database, Country Profile:
http://www.unctad.org/Templates/Page.asp?intltei@23&lang=1.
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Table 3: Number of foreign affiliates and parent corporations

Number Y ear
Argentina 1058 2001
Brazil 8050 1998
Mexico 8420 1998
India 1416 1995
China 363885 2000

Source: UNCTAD, World Investment Report 2002.
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Table 4 : Evolution of employment in major TNCs, 1991 -2002

|Empresa | Sector 1991 1993 1994 1996 1998 1999 2000 2002
Argentina
Spain Repsol YPF Petroleum/Gas 19'348 7'514 7'500 5'400 37'000 9'975
Germany Siemens Electronics 2'657 2'700 3'016 2'416 900
Germany Volkswagen Automobile 3'701 3'791 3'518 2'535
France Renault Automobile 2'687
USA Ford Automobile 3300 2'300
Germany Bayer Chemical products 1'032 1'100 1'110 985
UK Unilever Hygiene/Cleaning 3'390 2'971 2'800 3'400 3'002 2'500
UK Philip Morris Tobacco 1'795
Switzerland Nestlé Food 3'192 3'360
France Carrefour Trade 4'000 5'496 6'600 8'648 8'419
Netherlands Disco Trade 5'343 5'600 17'500] 17600
Spain Telefonica Telecommunications| 17'500 16'836 16'800
Italy Telecom Telecommunications 14'453 14'400 14894 1'337
Brazil 1991 1993 1994 1996 1998 1999 2000 2002
Netherlands/UK Shell Petroleum/Gas 3'017 2'730 2'623 2'396 1745 1'464 1'759
Germany Siemens Electronics 5'701 3'619
USA IBM Computers 4'975 3'474 3'400 4'039 4'885
Germany Volkswagen Automobile 29'616 28'240 25'290| 27'907 26'129
USA General Motors Automobile 20'180( 21'622| 21'600 20'800 17'916 19'000| 19'110f 14'136
Germany Daimler-Chrysler Automobile 20'625( 17'056| 16'536 11'039 12'130f 12'353] 11'035
Italy Fiat Automobile 13'402( 16'632| 17'701| 21'359 11'300 9'177 8'700
USA Ford Automobile 12'191 10'788 10'740 6'975 6'480
Germany Bayer Chemical products 8'122 7'291 6'481 2'555 2'245
Germany BASF Chemical products 1'949 1'592 4'825 4'429 4'040 5701 3'794
UK Gessy Lever Hygiene/Cleaning 9'553 9'366| 11'494 9'724 10'300] 12'369
Switzerland Nestlé Food 13'654 12'855| 12'636| 17'150f 14'018| 12'420| 12'369| 16'525
USA Coca Cola Food & beverages 7'020 5'358 5274 6'579 4'570
France Carrefour Trade 12'635] 17'683] 22'658 28'195 37'000] 44571] 45'400
Mexico 1991 1993 1994 1996 1998 1999 2000 2002
Germany Siemens Electronics 4'503 3'797 1'977 3'844 12'648 13'000] 13'366 9'396
USA General Electronics Electronics 32000
Japan Sony Electronics 11646 9'679
South Corea Samsung Electronics 5'700 5'789
USA IBM Computers 2'145 1'636 1'674 10'000 9'630
USA Hewlett-Packard Computers 1'024 926 969 1'045 1'146 1'179 4'931 2'200
USA General Motors Automobile 65'605[ 63'996| 76'426 91'263 10'408 14'000| 14'968| 12'822
USA Daimler-Chrysler Automobile 11'383 10'252| 10'445 11'066 90'531 12'080| 12'500 9'043
USA Ford Automobile 8'840 7'766 7'182 7'868 9'442 6'205
Germany Volkswagen Automobile 18'967 14'262 15'958 15'977| 16'456 13'974
USA Delphi Corporation Autoparts 72'000 81000| 74'000
Germany Basf Chemical products 2'412 2'577 1'646 1'717 1'749
USA Du Pont Chemical products 1'328 1'289 1'625 1'476 1'502 4'324 4'320 4'324
USA Group Kodak Photography 3'036 2'982 3'005 5'164 3'199 3'706 56517 3'431
Switzerland Nestlé Food 6'345 6'300 5'801 6'442 6'716 7'109 6'990
UK Unilever Food 3'127 4427 5'000

Source: Database of América economia.
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Table5: Efficiency-seeking, market-seeking and resour ce-seeking investment in the

1990s
Efficiency- Country Resource- Country Market-seeking Country
seeking seeking
Primary Gas/petroleum  Argentina, Brazil
Minerals Argentina

Manufacturing Automobile Mexico Automobile Argentina, Brazil

Electronics Mexico Agro-industry, food Argentina, Brazil, Mexico

Wearing apparel  Mexico Chemical products Brazil

Services

Source: CEPAL, 2002.

Finances
Telecommunications
Electrical energy
National gas distribution
Retail trade

Argentina, Brazil, Mexico
Argentina, Brazil, Mexico
Argentina, Brazil

Argentina, Brazil, Mexico
Argentina, Brazil, Mexico
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Table6: Labour intensity per country, five lowest and highest labour-intensive product
groupsin manufacturing

Low labour intensity High labour intensity
Argentina
Knitted and crocheted fabrics and articles Tanning, dressing and processing of leather
Wearing apparel, except fur apparel Domestic appliances n.e.c.
Printing and related service activities Railway/tramway locomotives and rolling stock
Refined petroleum products Office, accounting and computing machinery
Furniture Coke oven products
Brazil
Aircraft and spacecraft Coke oven products
Recycling of non-metal waste and scrap TV and radio receivers and associated goods
Recycling of metal waste and scrap Artificial fibres
TV/radio transmitters; line communication appasatu Beverages
Electric motors, generators and transformers Building and repairing of ships and boats
Mexico
Measuring/testing/navigating appliances, etc. Tobacco products
Made-up textile articles, except apparel Builders’ carpentry and joinery
TV and radio receivers and associated goods Processing/preserving of fish
Railway/tramway locomotives and rolling stock Fertilizers and nitrogen compounds
Tanks, reservoirs and containers of metal Wooden containers

Note: See Note 14.

Source: Own calculations based on UNCTAD, FDI basa
(http://www.unctad.org/Templates/Page.asp?intitenii23&lang=2) and UNIDO, Indstat, revision 3.
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