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This volume presents some of the background material for the study Industrv 2000 -
Nev Perspectives published by UNIDO as ID/CONF.k/3 (Vienna 1979) for the Third Genewal
Conference of UNIDO at Rew Delhi, India, 21 January - 8 Fsbruary 1080.

The volwie contains an overview of the subject area by the UNIDO secretariat, as
vell as some selected consultants' pepers. For the latter papers the respective authors
bear full resnonsibility for the oobinions exnressed as well as for the material nresented.
The publication of a consultant paper must not be taken as indicating support or agreement,
tacit cr otherwvise, with its content or form by UNIDO or its secretariat. It is hoved,
however, that the publication of this documentation will mske & contribution towards the

understanding of problems connected with the industrialisation of developning countries.
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CHAPTIR 1: INTRCOJCTION: XETHCIS AND MECHANTISNS TO INSTITUTIONALIZE A COMMUNITY
CF_INTZREST IN INTTRNATIONAL INDUSTRIAL INTERPRISE CO-OPSRATICN

1.1 The Joint Study Mandate: Methods, Mechanisms and 3ilateral Guidelines for

International Industrial Co-operation

Resolution 3392 »f the Jeneral issembly [S-VII of 15 September 1375) calls for
a study o "methods and mechanisms" and a "general set of guidelines for bilateral
indistrial co-operation™ geared to the specific requirements of international in-
distrial co-operation. The followng chapter will deal with the institutional,
orranizational and legal "methods and mechanisms™ for industrial co-operation.
in interpreting the mandate, it is clear that the General Assembly aimed not only
at a siudy of existing mechanisms but also at a study of means for improving exis-
tinc methods and creating nev ones. This intention ia reflected in the context of
the Joint Study mandate — the aithoritative UN Resolutions concerning the Nev Inter-
national Wconomic Order [G4 Res. 3201, 3202 {S-VI), 3281 {XXXIX)® and the Lima
Declaration and Plan of Action (Second General Conference of UNIDO in 1975). The
mandate calls for an anglysis and evalmation of existing methods and mechanisms
under the criteria of the General Assembly and General Conference of UNIDO and
for new proposals in line with the objectives of the New International Economic
Order statements., towever, the wording of the Joint Study mandate also expresses
clearly that the anrlysis of existing methods and the proposals for impioved and
nev ones should build on those that have performed successfully. The mandate
concerns “mechanisms", "methods" and "guidelines for bilateral co-operation”.
This is to be understood in the following sections as institutional and legal
instruments to organize and to structure international co-operation in the in-
dustrial tield, particularly contractual instruments to organize industrial ccz-
operation on the micro-scale, intergovernmental agreements to organize industrial
co-operation on the macro-, intergovernmental level and supportive action by
competent international organizations (recommendations; mandates for support
of developing countries; establishment of additional or new institutional 3tructures;
modification or revision of fundamental attitudes underlying present activities

in this field).

As the following chapter is primarily concerr.ad with legal "methods and
mechaniems” for industrial co-operation, the concept of industrial co-operation

needs clarifying. In the context of East/West relations, "industrial co-operation"



has been defined as "arrangements" that go beyond the sale or purchase of soods and
services to include a set of complementary or reciprocally matching operations in
praodaction, in the development and transfer of technology and in marketing. These
operations imply, as a rule, the creation of a comminity of interests between the
parties extending over several years. l/ This jefinition serves as a basis for the
Joint 3tuay mandate, but it must be expanded. The UN Economic Commission for Europe
{CE) definition is geared cnly to Bast/dest relations, where certain, widely used
forms of industrial interaction, such as foreign investment, are generally excluded.
The correct approach for interpreting industrial co-operation appears to lie in the
notion that a lons-term community of interest has to exist between the two partners.
This community of intzrest goes beyond a simple purchase of goods and requires con-
siderable long-term co-ordination between the partners to achieve a common goal.

The undertaking of more complex industrial operations over a longer period with
vital joint action is, for the purposes of the present chapter, understood to be
"industrial enterprise co-cperation". %/ This encompasses, in the North/South,
East/iest, Sast/South and South/South context, such forms of industrial interaction
as the sale of industrial installations with acce: »rr services, bi- and multipartite
joint ventmmes, co-prnduction, specialization and co-marketing ventures. It takes

place on the intergovernmental level as on the enterprise level,

The notion of "industrial enterprise co--operation" for the purpose of the
Joint Study, however, also must encompass foreign investment, a form of industrial
interaction of great importance particularly in North/South relations, which is not
included in the East/west notion of industrial co-operation. This inclusion of
foreign investment is warranted as the evolution of new forms of foreign investment

tends to converge with new types of non-equity industrial co-operation.

The Joint Study mandate emphasizes the role of "guidelines for bilateral
industrial co-operation”, thereby directing particular attention to analysis and
evalus'ion of inter-governmental agreements as mechanisms for bilateral, state-
to-state interaction and to proposals for their improvement., The mandate then is
interpreted as a call to analyze the function and the potential of intergovernmental
agreements as a means of promoting Third World industrialization and a request to
study now, in the context of UNIDO, guidelines or model agreemenis to assist countries

negotiating inter-governmental agreements for industrial co-operation.

1/  UN/ECE Analytical Report on Industrial Co-operation among ECE Countries,
Sales No.: %,73.II.E.11 and ECE Doc, Trade/ﬁC.}/R.9 of 6 August 1976;

g/ See also UNCT.D Industrial Co-operation and Collaboration Arrangements,
TD/185/Supp. -of 3 May 1976, at p.5.
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1.2 Methods and Mechanisms to Institutionalize a Community of Interest ir Industrial
Co—operation: Towards a New internationl Indusirial Development law.

The study assumes that commmities of interest exist in many fields of industrial
interaction and that it is necessary to identify them and to build or provide an in-
stitutional structure to give stability to suck a commmnity of interest. l The
study has come to realize that the institutional forms examined not only are appli-
cable to foreign investment, but also are relevant to all forms under which industrial
enterprise co-operation takes place. The commnity of interest between the agents of
industrial co—operation can be articulated and promoted by instruments relating to
the micro—level of enterprise co-operation (coatractual arrangements, bargaining
assistance, corporatively structured organizational mechanisms); by instruments
relating to the macro-level of industrial co—operatica (particularly inter-govern-
mental agreements); and by activities undertaken by internmational organizgtions to
influence the institutional and attitudina)l framewrrk of industrial co-operation.

Tne underlying philosophy of the chapter is that institutionalizing communities of
interest fair and acceptable to both parties is, in the long run, best promoted by
transforming the existing international legal framewurk of industrial interaction
1n%o a legal framework more balanced and acceptable to all participants., This trans-
formation can be achieved through the long process towards a New International Legal
Order for Industrial Co-operation, termed "Industrial Development lLaw"., The metlaods,
mechanisms and activities of Intermational Organizations examined in the Jsint Study

should be viewed as steps in this process,

Commmnity of interest is an abstract term requiring clarification. It seems
that the concepts through which a commnity of intereat can be perceived are the
issues of stability and developmental performance. Stability plays a major role in
the submissions of industrialized countries to UNCTAD V, 2 Developmental performance
plays the major role in the respective submissions by the Group of 77 at UNCTAD V. é/
Stability, however, is equally relevant for developing countries, as it is a prere-
quisite for harnessing the developmzntal contribution potential of foreign enterprises
and for promoting South/South co—operation. Performance is equally relevant for
industrialized countries, as the evidence cf effective developmental performance will
ultimately be the criterion for developing countries in evaluating the utility
of North/Seuth industrial co-operation and thus be essential in their

This is in line with the interpretation agreed upon at the 1976 Eminent Persons
Meeting to Discuss the Joint Study of the maniste to exmmmine how foreign invest-
ment could be mutually advantageous and part of more equitable DC-IC relations,

See a draft resolution presented by Croup B countries at UNCTAD V, A Climate
Favourable to Foreign Investment, Clarity and Predictability of National
Investment laws and Policies;

Draft resolution on transfer of real rescurces to developing countries by Croup 77,
Private Flows Should be Fully Consistent with the Socio~Economic Priorities of
Developing Countriesm Compatibility with Development Priorities ef Developing
Coun‘iries,

R ¥

&




o

Page 4

+r1llinmess to contrisute towards the stability soursht by ICs. It is on the basis
of trese concepts, and by combining thea ininstitutionalisad packages, that this
study attempts to evaluate existing practices and to propose changes in existing

mechanisms.

1.3 The To0l-Ki* Approach: Jdechanisms for Diversified Forms of Co—operaticn.

Met ods and mechanisms for industrial co-operation cannot be applied univer-—
sally. Such a poal would only result in vague and meaningliess propositions familiar
in the resolutions of intemationai organizations. Accordingly, in order to produce
operational, concrete and realistic proposals, the Joint Study had to aim at pro-
viding a tool-Xit of diversified methods and mechanisms useful and practically
applicable to some situations but rarely able to stand the test of universal appli-
cability and acceptance, The unde.lying idea is that the highly diversic:ied s
structure of international industrial co-operation, i.e. co-operation between East
and South, West and South, South and South, between market economies and centrally
planned economies and in situations of mixed economy, requires a correspondingly
diversified set of methods and mechanisms. Countries should hence be free tc select
from this "tool-kit"™ the methcis and mechanisms which they velieve best suitad for
their industrial co-operation situation. This policy is raoted in the section of
the Joint Study mandate suggesting that the methods and mechanisms studied should
be oricented to "diversified financial and technical co-operation" and be "geared
to the special and changing requirements of international .ndustrial co-operation”.
This approach, which has been supported at the Meeting of Eminent Persons to Discuss
the Joint Study (June 1979) attempts to avoid the impression that a compreh .nsive,
Zlobal and mandatory system of regulation for industrial co-operation is proposed;
to the contrary, the methods and mechanisms elaborated should eerve as tocls for
individual countries. Only where an international legal framework seems essential -
to counterbalance a cerresponding international orientation of TNCs or to contribute
to stability through methods not available on the national level - that interna-
tional activities of various kinds are proposed. But even there, the proposals are
directed at creating a legal framework for activities to be undertaken freely
within that framework. In other words: the methods and mechanisms designed are
to create a legal environment l/ favourable to mutually advantageous and fair
industrial co-operation and are not designed to force upon unwilling agents a specific

course of action. They should be acceptable to market economies where the idea of a

l/ See UNCTAD TD 237, May 1979, Restructuring the legal and Juridical Environment.
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framevork of economic lav for enterprise operations is universally accepted in
domestic and even reg.onal operations. i/ Some mechanisms may be more relevant for
countries wih planned economies wanting to achieve an institutional arrangement

fer specific, rmtually beneficial industrial co—operation; others may apply more for
market economies willing to work towards the establishment of a legal environment
that encourages the stability of enterprise co-operation; still others should be

particularly suited for South/South co-operation.

1.4 International Industrial Co-operation and the Relevance of National Efforts

and Activities,

Third “forld industrialization depends only to a limited extent, it seems, on
the international dimension and is conditioned predominantly by the success and
performance of national efforts. However, due to its mandate, the study has to
concentrate on the international dimension of industrial co-operation. But even
the performance of international co-operation depends much on the efforts and per-
formance of institutions in the developing country participating in industrial
co-operation. The utility and performance of the mechanisms proposed depends primarily
on the ability and the willingness of ICs to undertake energetic eftorts to harness
fully the developmental contribution potential of industrial co-operation. This
concept of national self-reliance in international co-operation implies that the
DC participant has a prime responsibility to provide the necessary stability of
industrial co-opr.ration - a factor of great importance for the success of co-ope-
ration ventures 2 , but also it has equal responsibility for organizing its
administrative system to develop its bargaining capacity to the fullest. At the
Meeting of Eminent Persons to Discuss the Joint Study (June 1979) it was emphasized
that effective organization of administrative procedures and stability of crucial
conditions of the co-operation environment are prime factors for the success of
DCs in industrial co-operation. Therefore, the study has to take into account the
impact of national activities related to international industrial co-operation and
attempts to develop some supggestions to assist DCs interested in increasing the
muality of such national activities, particularly related to improving administrative

process for international co-operation and their bargaining position,

_1/ See for this concept Mestmiicker, Wirtschaftsordnung undi Staatsverfassung,
Festgchrift F. Bohm, 1975, p. 383 ff.

2/ This view has been unanimously taken by Western and by Eastern countries;

-
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Other factors of success of industrial co-operation are rooted in the ICs'
capacity to develop effective planning and programming of economic development and
to place international industrial co—operation firmly withir that context. The re-
peated emphasis on the compatibility of foreisn investiment with national economic
development plans l/requires that national industrial/economic development planning
is able to integrate internztional co-operation, to .ay dowm and to put inte operation
the development objectives with ~which industrial co-operatic 1 should be compatible.
Finally, DCs have a crurial responsivility in administering effectively such develup-
ment planning vis-a-vis industrial co-operation by supp.ying adequate regulations
and by monitoring performance, These essential prerequisites for successful inter-
national industrial co-operation nerit a caveat at the beginning of this study.
However, a detailea study of the possibilities and methods to integrate international
industrial co-operation into national economic development planning and to monitor and
requlate adninistratively such co-operation would go beyond the scope of the present

study. However, it constitutes a suitalle subject for a detailed rollow-up study.

1.5 The Agents of Industrial Cc-operation.

The nature, ihe character and the behavioral pattern of the agents of inter..
national industrial co-operation have a decisive influence on its performance. DCs
have a prime responsibility: to provide a legal and administrative framework geared
towvards stability and extracting developmental performance from foreipgn agents,

They establish conditions and terms of industrial co-operation; they can exclude
certain forms (e.g. foreign direct investment) or certain sectors (e.g. advertising;
national security; telecommunications) from non-national participation; they can
provide the criteria and procedures for selecting pariners, types and industrial
sectors for co-operation., They also have to undertake a cost/benefit analysis of
the specific co-operation project at issue and to take the results of such analysis
into account. DCs may encourage private business as partners for industrial co-
operation and provide support; they may also - or iointly - develop capable state
enierprises as organizational vehicles 4o set into motion a process of learning from

the foreign partneor.

The foreign partner - and he is necessarily foreign if the term "international
co-operation" is applicable - may be transnational corporations (TNCs), state enter-
prises from DCe or ICs or midile-sized enterpricges, TNCs are at present the by far

predominant partners in industrial co-operation, be it in the context of East/west

1/ § 42 of the Lima Declaration; § 59 (g) of the Lima Plan of Action. £ aleo
the draft resolution of the Group of 77 to UNCTAD V on the transfer of real
resources to developing countries, where "consistency with the socio-economic
prioritiea", compatibility with national legislation and development priorities
of host countries is requested.




or ~f dest/3oith relations. }/ TNCs are enzaged in industrial co-operation tiaroush
direct foreism investment g/but also increasingly throucsh non-etuity forms of in-
dustrial co-operation. }/ Trhis is particularly so in Sast/West relations where TNCs
are prevented from direct foreign investment and where the terminology "industrial
co-oper.tion” orirsinated. 5 The problems of THC involvement in DCs are well inown !
and are being discussed in specialized, competent fora 2/ and need not be elaborated
here. It is sufficient to say — and the experience of planned economies confirms
this - that TNCs will certainly temain hirshly important actors in industr.ai ro-
operation; however, pressure for more responsive forms of TNC interaction with DCs
in line with host state economic development will probably increase.

State enterprises é/ are certainly ancther imoortant agent in industrial co-
operation, State enterprisesfrom Western couniries, but particularly from centrally
planned economies seem to participate increasingly in industrial co-operation. l/
State enterprises are also important actors in industrial co-operation amons DCs, §/
Iess importance is g2nerally attached to ~nterprises of middle-scile, particularly
from other DCs, 2/ However, smaller sized enterprisets and newcomor enterprises may
be the most likely agents of change., They have less entrencha2d poirer positions and

may be more ready to enter into innovative contractual arrangements. 19/ lany

See for an extensive analysis of the role of TNCs in World Economic Relations,
UN, TNCs in World Development: A Re—examination, Sales No,: E.78,II.A.5 of
1978; for issues of definition, UN Doc. E/C.10/53 of 23 Mawch 1979;

See tables on pages 228, 236 ff,, in the cited UN study on TNCs, op.cit.;

See UNIDO/ICIS. 8 of 28 April 1978, p. 20-36 for data on the substance and
the scope of non-equity industrial co-operation;

See ECE Doc. R. 373 of 31 August 1978;
UN Commission on TNCs, see UN study on TNCs in World Development, 1978, op.cit.;

i
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Qe

The Joint Study does not assume any position in the discussion if state enter-
prises can be regarded as TNCs, see UN study on TNCs, 1978 at p. 158 ff;

See for some institutional issues of East/South co-operation UNIDO,
Doc. ID/WG.299/1 of 2 May 1979;

Cf. Zakhariya, State Petroleum Companies, Journal of World Trade law 12,
(1978) 481; UN, Petroleum Co-operation among DCs, Sales No,: E.77.I1I.A.3

of 1977; UN Doc, E/5985 of 24 May 1977; UNIDO has recently held an expert
group meeting on the role of the public sector in DC industrialization,

14-18 May 1979 in Vienna; Mateo/E:ite, Las Empresas Publicas Como Instrumento
de Distribucion de Costos y Beneficios en un Marco de Integraction, Revista de
la Integracion, vol. 16, May 1974;

9/  Cf. UNCTAD Docs. TD/244 and TD/B/C.7.17 of 18 September 1978; T. Agmon/
C. Kindleberger, Multinationals from Small Countries, 1977; for an extensive
analysis see the report prepared by Peter O'Brien et.al. on Direct Foreign
Investment and Technology Exports among DCs, Vienna, Jaruary 1979 for the
UNIDO Joint Study;

lg/ See the analysis of Zakhariya for the evolution of petroleum concessions
into service contracts and the role piayed therein by smaller enterprises,
by newcomers and by state enterprises, Vanderbilt Journal of Tranenational

law 9 (19763, 545 ff.

SN
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reriired inputs (e.z. appropriate technology, labour intensive technology) may be
more ready available from foreirn enterprise: of medium scale and from DCs. Here,
it is an issue for DC policy making and negotiating and of supportive measures by
home states and international organizations 1 tc diversify the character of the
agents of industrial co-operation and to vromote co-operation with partners of a

more manageable size and bargaining power.

Finally, home states of foreign enterprises play a not negligible and perhaps
increasing role in industrial co-operatio: . This is certainly true in East/South
co—operation 3/' but it seems also true in West/Scuth and South/South co-operation,
where home states are involvea in industrial co-operation through tax regulations
and treaties, by investmcnt protection treaties and, in some projects regarded as
crucial for the security of supply of natural reson-ces 3 , directly on the enterprise
level. Also, state enterprises in some Western home countries play an imrortant
role in assuring nome states' interest in co-operation with DCs. The same is true
for DCs, where regional integration is often crucial to industrial co-operation un

the enterprise level,

The bargaining that takes place in the interaction between a DC and its enter-
prises and foreign enterprises and their states ic explained in this study. Such
bargaining is the context of industrial co-operation. Bargaining takes place more
often implicitly in the case of applicable regulatiors and explicitly in the case
of negotiations Tor contracts and agrecments. The effectiveness of DC policies
vis-2-vis foreign actors is determined primarily by its bargaining powver, an in-
herent constraint of DC policy parameters, The analysis and the design of methods
and mechanisms hence has to view policy instruments within the bargaining con'ext.
The questions to be asked are: What is the impact of a specific mechanism on the
procesg of negotiations between a DC and its foreign partners? To what extent does
it contribute towards a mutually beneficial - and not just one-sided - stability
of co-operative interaction? What mechanisms minimize the costs of conflicts and
lead towards optimum solutions for complex situations of bargainings? The search
for long-term stability, for developmental performance and fairness should not stop
at the face value of an insirument, but venture into the often complex and subtle
repercussions in the Dc/foreign actor negotiations., The study's proposed methods
and mechanisms, grouped together as steps towards a New International Industrial
Development Law c~n, therefore, be perceived as crucial elements of a programme

to support DC bargaining for industrial co-operation. 4

See section 4 infra;

Cf. UNCTAD Doc. TD/243/Supp. 1 of May 1979; UNIDO Doc. ID/WG.299/1 of
2 May 1979;

See infra ,

e Ry

Insofar, the Meeting of Eminent Persons to Discuss the Joint Study in June 1979
has emphasized the importance of tying the evolution of Induetr.al Development
law to ~n increase of Third World bargaining power and bargaining abilities.
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1,» The Zvolution of the Orzanizational Structure of Co—operation: From Direct

Foreign Investment (DFI) to Long-term Industrial Co-—operation.

The traditional form of North/South interaction was direct foreign investment
’DFI). It has been understood to mean investment in enterprises located in one !
country but effectively controlled by residents of another country. l Sffective
control is inferred from at least 25% of ownership of the voting stock by an
orzanized entity of residents in another country. g/ However, this - for statis-
tical purposes still prevailing — definition does not reflect the evolution of
direct foreisn investment to newer forms of investment-related interaction with
foreign enterprises., The characteristic feature of all those forms replacing direct
foreimm investment in the traditional sense is that the equity component - the
holding of stock by foreign enterprises in tne operating company undertaking the
inves 'mr .t - gives way to non-equity arrangements stipulated on a contractual basis,
“hile control is still exerci ed by the foreign company through non-corporate
instruments of influence. Equity is being replaced by the use of loans and suppliers'
credits; direct parent control over the rubsidiary by way of corporate dependency
gives way to control exercised via management contracts, technicll assistance agree-
ments, production-sharing and service contracts. Even if the corporate element is
absent — which is essential for the traaitional direct foreign investment definition -
a corresponding control can still be exercised through tne combination of contractual
arrangements and the superior bargaining pow#er and information system of the foreign
enterprise, é For these reasons, reliance on the traditional concept of direct
foreign investment in statistical information and particularly in foreign investment
policies would entail a loss of their ~ffectiveness to the extent they are baced on
an obsolete view of foreign investuen\. 4 Foreign irvestmert is also increasingly
subjected to state intervention through externally operated levers. 2 A disaggre-
gation of the traditional type of wholly owned, wholly controlled direct foreign
investment can be observed that may justify the grouping of foreign investment

activities of all kinds under the umbrella of "industrial enterprise co-operatiovn”,

IMF, Balance of Payments Yearbook, vol. 16, November 1964; see also UN, TNCs
in World Development (1978), p. 339, op.cit.;

[

supra, op.cit.;

kR

See background paper for the World Development Report 1979 on Private Foreign
Investment in DCs, December 1978, at p. 8ff.; Wilde, Th,, Transnationale
Investitionsvertrige, Rabels Zeitschrift 42 (1978), 28, 50ff.; Ellison, k.,
Management Contracts, Multinational Business 1976, March issue; Kahn, Ph.,
Typologie des Contrats de Transfer de la Technologie, in P. Judet et. al.,
Transfer de Technologie ot Developpement, Paris 1977, 435ff,; UNIDO Doc.
IC1S,68 of 28 April 1978, at p. 25ff;

This seems to be particularly relevant for Agenda i1tem 5 (g) of the Third
General Conference of UNIDO in 1980 which is related to "foreign investiment”;

5/  Cf. UN, TNCs in World Development (1978) at p. 77ff, 171 ff.
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Such industrial enterprise co-operation would mean a long-term ond complex industrial
interaction between a DC and a forelan enterprise with matching mutual performances,
#ith some institutionalizing of a community of interests in a specific project and

w#ith the existence of a lasting interest in co-operation. l’

The rradual replacement of direct foreign investment as relevant netion of long-
term engagement of investors in DICs has also been strongly supported by the Meeting
of “minent Persons to Discuss the Joint Study in June 1979 where non-emuity invest-
ment forms and long-term contracts for capital goods were said to replace *raditionai
direct foreign investment. The advantage of using the notion >f "industrial co-ope-
ration" is that it can encompass the forms of industrial interaction employea in
East/dest and East/South relations, where d:rect foreign investment throush completely
owned subsidiaries is mostly absent and where a functionally comparable long—term
industrial co-operation through delivery of industrial plants with payment in resultant
products seems tc constitute a form of -quasi-investment, L both cases -~ in the
evolring forme of quasi-equity investment and in East/ﬁest, East/South co-operation -
institutionalizing long-term commnity of interest in the establishment and the
performance of industri:l projects, and implicit association throgh substantive,
organizational and procedural instruments constitutes the core of the relationship's

structure. g

The umbrella of "industrial enterprise co-operation" silows furthermore the
consideration of another important development in the organizational structure of
industrial interaciion: The increasing complexity of a second form of North/South
interaction — the commercial transaction (e.g. purchase of equipment, licensing of
patents). Packaging services and equipment has meshed with the disaggregated forms
of DFI. The sale of i;dustrial equipment and technolegy has been extended to include

3

technical assistance =, design of industrial complexes, civil engineering and the

l/ See also the emphasis on the establishment of a "lasting interest" in the
1978 definition of the IMF Balance of Payments Manual and the analysis of
the cited background paper for the 1379 World Development Report, op.cit.
at p.9;

Touscoz, J., Report submitted to *he Zolloquium "Les Contrats Internationaux
de Co-operation Industrielle et Le Nouvel Ordre Economique Internaticaal,
Nice, 14-16 June 1979;

g/ One may call it "implicit association" - see contribution by Ph. Fouchard to
the Nice Colloquium, op.cit. or "technological investment", see Jechl, J,,
La Notion d'Investissement Technologique & Travers les Contrats, in P. Judet
et.al. Transfer de Technologie et Developpement, op.cit. at p. 401; one
could also term it "informational investment", as the commitment of information
resources seems to constitute the essence of such interaction;

3/  Salem, M., Les Contrats d'Assistance Technique, in P, Judet et,ul,
Transfert de Technologie et Développement, op,cit. 467ff,
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orFanization of long-term interaction. This has been particularly the case in Zast/
west relations wh2re forms of industrial cc-operation l/ have been desifmed to fulfil
co-operative functions ot“ervise bvelongzing to eTiity invesiment, 3/ Turnkey contracts
nave been extended te include post—operational assistance and some measure of payment
throash production, with respective performence guarantees takins the place of the ,
investor's risk in traditional foreism investment. }/ At present, we cannot jyet speak
of any one new type of indurtrial interaction, but of a process ~vhere new elements

and combinations ran be found., This nrocess leads to a disintegration of the tra-
dit.onal legal methods of industrial interaction (i.e. direct foreipn investment and
commercial transaction)} and to new types that intecrate elements of a corporate,
investment-related character and elements derived from commercial transactions

(e.g. performance guarantees). Industrial enterpriss co—operation zppears then to

be the best-suited concept to emphasize the shift avay from direct foreirsn investment
and from simple commercial transactions towvards interactions with greater co-operation

and co-ordination.

1.7 Operationalizing a lew Concept of Performance in Industrial Co-—operation Contracts.

Industrial co-cperation on the nroject level has been defined as a Yong-term
and complex industrial interaction between a DC and a foreign enterprise, with some
institutionalization of a community of interest and an interest in extended cc-
operation., Consequently, we must define how industrial co-operation differs quali-
tatively from traditional methods of North/South interaction (direct foreign invest-
ment and commercial transaction) and in what respect these differences require a
substantially different approach concerning the instruments used to organize such
co-operation, "Performance" in traditional direct foreign investment means the
investor maximizes profitability and the host state increases its share of the
profits. In commarcial transactions, the performance question is related to the
price and the quality of individual items purchased according to generally accepted
standards. The notion of performance of industrial co-operation is more difficult
to understand and implement, For the host state, performance meansg an optimal con-
tribution to national industrializatinn as outlined by its economic development

programme, Algeria has succinctly statea *hir view, 4 For a foreign enterprise,

Supply of technology and complete plants in exchange for production;
co-production; specialization and sub-contracting;

ECE Doc, R.373, 31 August 1978; UN, TNCs in World Development (1978),
p. 193ff;

UNIDO Doc, ICIS.68, 1970, p. T1;
Salem, M,/Sanson-Hermitte, M.A., Le Contrat Clé-en-Main et le Contrat
Produit-en-Main, 1979;

Annexe VI, Da2s Rapports de Droit entre Entreprises des Pays du Tiersmonde
et Entreprises des Pays Developpés, Mémoire présenté par l'Algerie 3 la
Conférence des Souverains et Chefs d'Etats des Pays Membraes de 1'OPEP,
Algiers, March 1975, p. 211ff.

R R R K



such a concept of performance is more difficult to follow, for it has little control
over 1ts industrialization impact on the development of a DC's economy and is rarely
Tialified as an agent of industrial development. How to create an effective, lasting

community ot interest is, therefore, the questiorn, l/

Tre purely institutional ferm {company) is often considered too restrictive and
often infringes on some courtries' economic sovereignty policies, while the purely
opcrational form (commercial trensaction) is not stable enough, Also, the corporate
form will provoke intensi.e pressures on the host state for participation in internal
decision-making, th:reby escalating offensive measures (geared at national control)
and defensive measurer (geared towards retaining effective control while submitting
formally to national control requirements). The same is true for the commercial
transaction type: Host states will push for comprehensive performance guarantees
as effective contributions to DC industrialization 3 while contractors will argue

for clauses protecting them against non-performance claims, é

Any study aimed at building an institutional structure for industrial co-ope-
ration and developmental performance should seek to avoid cosis implied by such
ageressive strategier The establishment of a community of interesi oegins with a
definition of "performance”, The parties’' mutual expectations must be clearly
expressed contractually and incentives and sanctions established on both sides.

Joint actions may be undertaken in the follwoing ways:

- profit-sharing (quasi-equity organization);
- sharing of the burden of financing;
- sharing the risks 2nd benefits of marketing;

- sharing the riske associated with the local
adaptability of the technology and processes used;

4/

- suaring the risks and benefits associated with training. -

i

See generally on this the report by J. Touscoz for the 1979 Nice Colloquium,
op.cit. supra;

I

Again, the most lucid and succinct statement of this view has been forwarded
by Algeria, in its 1975 submission to the OPEC conference, op.cit. supra;

}/ See the report by Benchikh, M,, "Produit-en-Mai-" contracts, for the Joint
Study;
Cf. fo- such incentive instruments Penrnse, E,, Ownership and Contr-i:

Multinational Fimms in less developed countries, in G. Helleiuer ed.
A World Divided, Cambridge, 1976, p~ 147, 158ff,

®
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Tre principle basic to these mechanisms aims at translating a mutually agreed
apon concept of performance into criteria that allow both parties to seek high per—
formance. Presently employed methods are no longer adquate in terms of the new
concept of,performance, but appropriate methods and mechanisms have yet to be de-
veloped. Y In addition to methods affecting the profitability calculation of the .
foreism partner, mechanisms of a procedural character have to be developed allowing
partners to co-ordinate their performances in the face of the ‘incertainties and
complexities of a long-term interdependence., Traditionally, the :nstruments of
corporate organization — particulavly in the form of the corporate ‘equity) joint
venture - have provided such procedural mechanisms, If the form of comiany is
rejected - and there may be political, symbolic and material reasons for doing so-
new solutions are needed to combine purely contractual and corporate elemeunts into
a quasi-corporate organization relying exclusively on the co-operation contract. 3
The following sections of this study will deal with specific issues where a colmnity

of interest has to be established and institutionally stabilized.

1.3 A Correlation between Types of Industrial Co—operation Contracts and

Different Levels of Development.

The convergence of traditional types of industrial interaction into a new type
of industrial enterprise co-operation is not yet a result but a process. It does
not imply that the traditional types - direct foreign investment and commercial
transaction - are no longer useful as instruments for industrial internaction. The
best choice will depend on crucial factors of specific interaction and characteris-
tics of the particular project. The general and the sectoral level of industrial
development of the DC, the existence of capable etate enterprises to enter into a

meaningful partnership with the foreign enterprise, the capacity of the DC to

l/ The Algerian memorandum for the 1975 OPEC Conference, however, addresses
itself to one aspect necessary to put the new performance concept in
operation, namely through a remuneration which is completely based on
production of plants according to specified production targets, op.cit.
at p. 225; however, other components making this concept workable and
acceptable to foreign contractors - namely in the relationship between
risk and control - have not been developed and this may be why the Algerian
concept has been translated into actual contractual practice only to a
very limited degree;

g/ An analysis of some co-operation contracts, e.g. in East/South relations,
reveals a decirion process on two dimensions: a higher level joint pro-
cess, establirhed through a firm-to-firm framework agreement or through
an inter-governmental agreement ("mixed commission", "working group")
and a joint decision process on the project level. It could be claimed
that such a model approaches the highly sophisticated structures of joint
decision-making in recent joint venture contracts in inter-enterprise co-
operation, see Touscoz, J., and Fouchard, Ph., contribu*ions to the Nice
Colloquium on International Industrial Co-operation Contracts, op.cit, supra,
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abserd high-leve! an- complex technolosy and manarerial capacities and the intensity
of accelerated indistrialization desired in the relevant sector are all factors that
mist 92 weirshed when formuilatins a selective policy vis-i-vis the diversified tyvpes
of indistrial co-operation. Universally aprlicable giidelines for DC decision-makins
can not b~ developed here — the tool-kit aporoach excludes such a uriversal claim.
Hovever, it seems that for least developed countries, or sectors, it may be more
appropriate to choose more traditional types of direct foreisn investment ana to use
the levers of the investment contract to insert increasingly more and far-reaching
developmental oblirations. l’ Parallel to the growth of capacities to regulate direct
foreismn investme.t and to take over - through state or private national enterprise -
crucial project functions, a move tovards dismantling of the direct foreign invest-
ment paclage (i.e. tovards joint ventures and management contracts) could be con-

sidered,

DCs of an intermediate level of development might have the capabilities to
engage in partly disaggregated forms of foreign investment, such as joint venture
and management contracts. However, a high equity content in foreign investment may
still be useful as an incentive for performance and may constitute a not negligible
bargaining chip for the hosi state ("hostage effect"). Further disaggregation of
the foreign investment structure should correspond to the establishment of sufficient
national capabilities, e,g. through the development of an activist state sector or
private enterprises, Joint ventures and service/management contracts should not be
concluded, if their only function is to veil unrestrained contrsl by the foreign

enterprise,

DCs with a policy of tight control over access and operations of {fureign
industrial interaction may prefer complete unpackaging of components, i.e., not
negotiating any industrial co-operation with foreign actors. This characteristic
corresponds to strategies of partial delinking. It requires considerable capacities
to design industrial plants and processes and to combine disaggregated foreign inputs,
This strategy seems feasible particularly where a large internal mark:t is available
and where a higher degree of national self-reliance is given priority over highly

accelerated industrialization through foreign inputs (e.g. India).

DC8 with frowing capacities and a strong emphasis on accelerated industria-
lization (e.g. Algeria) would seem to prefer a packaged transfer of equipment and
technology, but they often reject anything close to traditional direct foreign
investment. In our terms, a quasi-investment industrial enterprise co-operation is
the preferred form of industrial interaction. This policy, however, assumes the
availability of considerable financing capacities and willingness to assume the risks

1/ cf. UN, TECs in World Development (1978), op.cit., p. T7ff.
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asgsociated with non-equity investments. Here, the emphasis should be increasing
efficiency and performance through appropriate performance guarantces and incentives
and through procedural inatruments to create and to stabilize a workable community

of interest.

Pinally, developing countries of a.relatively high level of iidustrial development
may, within the constraints of their economic system, te able to oserate effectively
with most types of industrial co-operation although they may restrict packaged forms
(from direct foreign investment to turnkey projects) generally or in specific sectors
(e.g. Japan). Here, much depends on the ertent to which a developing country is
willing to be integrated in the prevailing world economic system., Reluctance to
accept complete integration would seem to imply a strong emphasie on screeaing and
reducing industrial co-operation packages, particularly in sectors vital for indus-

trialization.

Ko framework can exist for the evaluation of the diversified forms of industrial
co-operation. Much depends on the individua. industrial rectors. Also, developing
countriee will have considerable scope to experimert and to diversify the types of
industrial co—operation as agents of industrial co-operation also diversify, Frinally,
more important than the general strictural type of contract is the individual regulation
of major functions of industrial investment co-operation, i.e. management and control,
performance, marketing, stability, incentives, linkages, remuneration and financing
through internal or external instruments. The evaluation of presently employed
methods and mechanisas and the design of new ones to improve the developmental quality
and performance of each contractual type will be the focus of the following sections
of this study.
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CHAPTER 2: GJIDING CONCEZPTS

The evaluation of existing methods and of new proposals has to rely on a set of
criteria which follow, for the purpose c¢f this study, the guidelines set forward by
the JN General Assembly in its authoritativ. resolutions relating to a New Inter-
national Zconomic Order. These guiding concepts assume that DCs have to assert their
authority over the terms and conditions on which industrial co-operation is under-
taken within their national economies. They are insofar an expression of the

principle of national economic sovereignty. l

The guiding principles assume that DCs have to counteract the effect of a non-
national control over their national economies - often effected through TNCs - by
insisting that industrial co-operation is tailored to the national industrial
development strategy. As the DCs' partners in industrial co-operation, particularly
TNCs, operate on a global scale, the countervailing sirategy often cannot limit it-
self to national controls, but must seek to provide a mechanism whereoy the national
sovereignty of DCs is articulated on a regional or even on a global scale. The
gaiding concepts outlined below are inter-related, but express distinct aspects of
Third Jorld industrialization through international industrial co-operatior. with
the view of bringing about a Nev International Economic Order., The guiding
principles are crucial elements of a MNew International Industrial Development law,
#hich is to be understood as the legal dimension for a Ne. Intermational Economic

Order,

2.1 Interdependence through Mutual and long-term Benefits: The Juid-pro-quo
Package Approach and the Principle of Home and Host State Co-respcnsibility.

The long-term stability of ceelopment in the world economic system requires
the substitution of present unilateral dependencies of many DCs by a network of
interdependence, Such interdependence is best achiecved and maintained when it works
to the benefit of all partners. Therefore, new legal mechanisms have to attempt
to organize structures of co-operation which, in the long run, generate visgible
benefits for all sides concerned, Communities of interests are found often and
can frequently extend over a period of time and increase in scope. However, the
given instability of the environmental factors and the perception of uncertainty
prevalent require such communities of interest to be institutionalized. Legal
instruments certainly cannot create a community of interest, but they can help
extend an existing community of interest and enable it to weather the unavoidatle
storms of changes. We have hence to find areas where community of interests can
a2xirt and provide these with an organizational framework for the stabilization >f

such situations,

y For a discussion of these questions see: Bedjaoui, Pour un Nouvel Ordre
Economique Intermational, 1979,
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The siiding concept of institutionalized interdependence means that mechanisms
have to be sought out that could package interests viial to bo‘h participants. To
the extent feaeible, individual mechanisms should provide a quid-pro—quo negotiating
paciage. Sometimes, however, the quid-pro-quo negotiating package must constitute
a combination of mechanisms., Some of the instruments evaluated are more oriented
tovards DCs (e.g. performance mechanisms) while others (e.z. stability mechanisms)
seem to be more oriented towards ICs, However, a careful analysis will often reveal
that many issues traditionally claimed by ICe (e.g. stability) are ejwally important
to DCs (particularly in the South/South context) and that issues claimed by DCs
(e.g. control of TNCs) could be equally of interest to ICs,

The guiding concept of seeking to institutionalize an interdependence in in-
dustrial co-operation is by no means limited to the micro-level of interaction:
Also on the macro-level (state-to—state interaction), communities of interest can
be sought out and an inter—state interdependence can be institutionalized. In the
present study, this applies particularly to the principle of co-responsibility of
home and host states to industrial co-operation. At present, home state responsi-
hility for indusirial co-operation ie only assumed by socialist countries because

of their economic system,

Industrialized market economy countries are not ready to assume full respon-
8iv1iity for the operations of their enterprises in DCs. They claim that these
enterprises are autonomous agents. However, home states of TNCs become involved
through inter-governmental investment protection ireaties and through diplomatic
intervention. Through taxation, they receive their share of revenues gencrated
by foreign investment in DCs., Mechanisms for industrial co-operation should seek
waye to involve IC governments in some form of co-responsibility, which is more than
an expression of defensive attitudes. It is assumed that market economy ICs have
to encourage their enterprises operating in DCs to implement some measure of co-
respongibility in performance and regulation. On the other hand, DCs would have
to assume co-responsibility for the environmental conditions of industrial co-
operation they can control. The study envisages package deals where home state
co-responsibility for enterprise performance is combined with a balanced system
of conflict resolution and assurances relating to ICs vital interests concerning

industrial interaction with DCs.

2,2 Counteracting Unequal Dcvelog_nent.

Many of the legal instruments employed at present in industrial co-operation
express the needs of traditional commercial interaction between industrialized
countries or the unequal ecoromic relationship between ICs and DCs. In that context,
they are primarily geared to protect the interests of TNCs and capital-and techno-
logy-exporting countries, They tend to perpetuate unilateral dependence and unequal
development. In conflict and bargaining situations the influence of such traditional



leral instruments is likely to favour ICs and TNCs, reflecting a systemic bias toward:
the modes of business operations prevalent amons TNCs. The history of international
arbitration in investment disputes between TNCs and DCs supports this assumption.
Accordingly, legal instruments on the micro- and on the macro-level have to be elabo-
rated to counteract unequal development, This means generating legal mechanisms
-thich not only imitate concepts and instruments growing out of IC interaction, but
also express the gpecific needs and objectives of DCs. The North/South transfer of
lezal concepts, instruments and techniques — through institutions, itraining and
negotiation - has to be complemented or substituted, by the generation of alternative
leral concepts in the South/South context., The development for new legal concepts
for governing industrial co—operation l is one avenue for the establishment of a

New International Information Order. E/

Concretely, this may imply positive discrimination as a remedy for de facto
unequal situations. This applies particularly to the crucial legal instrument
of contract, The recosnition of the contractual form is based on the assumption
of equality of the coniracting partners. As this assumption is, in the trarsnational
context often invalid, compensatory mechanisms have to be developed to achieve
material equality. }/ This is by no means a revolutionary concept. For a long time
industrialized countries have established mechanisms to compensate for unequal
barpaining situations and to protect the weaker party. It is only suggested here

that this principle be applied in the international context as well. é

2.3 Increase of Developmental Performance and Efficiency.

Host types of legal instruments used in industrial cc-operation are derived
from intra- or inter-IC commercial interaction or oriented at investment protection.
The specific problems of co-operation with DCs and their considerably greater wvulne-
rability to non-performance requires protective instruments yet to be developed into

5/

workable and mutually acceptable mechanisms, =

Performance is understood as the contribution of industrial co-operation to DC
industrial development., This study analyses existing methods with this objective

in mind aad with the aim to increase the ability to promote developmental performance

The Algerian submission to the 1975 OPEC Conference, op.cit.;

Cf. the contributions to the Deuxieme Colloque de 1'AFETIMON, 1'Information
et le Tiers-Monde, Dijon, 30 May - 1 June 1979;

See Weber, H,, Der Anspruch auf Entwicklungshilfe, in Verfassung und Recht

in Ubersee, 1978, p. Sff.;

Cf. Kroppholler, Das kollisionsrechtliche System des Schutzes der schwhcharen
Vertragspartei, Rabels Zeitschrift 42 (1978), p. 634ff.;

This applies tor many of the proposaic put forward by Algeria, see submission
to the 1975 OFEC Conference, op.cit.
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and efficiency sirultaneously. The aporoach is not to effect a North/South transfer
of existing instruments, but to look at the problems DCs face in industrial co-
operation and then to seek out methods that misht provide solutions and be mtually
acceptable. Performance can be promoted hy developing new legal instruments at the
micro-level of industrial enterprise co—operation which take into account the DC '
sensitivity of DUt dué to their less developed industrial infrastructure (e ;.
extended guarantees). It can slso be encouraged by instruments that allow a more
extensive commitment of the foreign enterprise to host state industrialization,

such as host state offers of greater efficiency and reliability and more effective
performance incentives, Finally, the home state can be involved in ihe project's
success by using inter-governmental co-operation agreements to institutionalize its
co-responsibility (e.g. joint project and enterprise selection; assumption of

liability for mal-performance).

2.4 Improvement of Third World Bargaining Abilities.

Industrial co-operation and its effects on DCs are determined to a considerable
degree in the bargaining undertaken by DCs, foreign enterprises and ICs. Achieving
industrialization objectives through industrial co-operation depends to a large
extent on the ability of DCs to expand and to exploit their bargaining power and
their bargaining abilities, be it through individual or through joint action. 2
Methods for industrial co-operation must be analyzed and evaluated within the context
of bargaining, One improvement would be to diversity the forms and agents of in-
dustrial co-operation, Traditional partners and traditional forms - such as TNCs
and DFI - should be complemented by unpackaging of investment packages and by
access opportunities created for state enterprises and middle-sized industry.
Increasing bargaining abilities implies a careful evaluation of alternative partners
with regard to their ability and willingness to coniribute effectively to DC in-

dustrial development,

Another dimension would be to assist DCs to organize their internal negotiating
and administrative systems more effectively. As has been noted g/, self-reliance
in bargaining would imply internal co-ordination, information-sharing and effective
administration. Stability resulting from such effective administrative siructures
might become a most effective bargaining asset of DCs. A third dimension would be
directed at bargaining co-operation among DCs, Here, much can be learned from the

strategies employed by TNCs. In contrast to often publicized models of free

1/ Cf. § 48 of the Lima Declaration;
2/ Meeting of Eminent Persons to Discuss the Joint Study, Vienna, June 1979,
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competition, we find highly sophisticated techniques of gaining control over -vorld
markets through mech.nisms of information-sharing and co-ordination action, often

#ith home-state support.

Improving Third World bargaining abilities aims at increasing the legal and
orranizational skills available in DCs. Hovever, this may apply less to more de—
veloped DXCs, which have accumlated considerable bargaining skills, but mch more
to the less developed countries. Here, a co-operation between DCs of a different
level of bargaining abilities might be an avenue of action. However, it is not
only through provision of legal and negotiating skills that Third World bargaining
abilities could be improved, but also by compensating DCs for their often highly

inferior ability to obtain and use information. 1

International organizations for collection, dissemination and use of information
for bargaining purposes could expand their activities among DCs. Bargaining assistance
is at present undertaken by several international organizations. It is certainly
necessary to build upon activities already existing or in project stage, an evalu-
ation of their effectiveness in actual negotiation situstions and of the basic
concepts and attitudes underlying such assistance is warranted. This may lead to
a re-thinking of such attitudes, The bargaining context is relevant for mechanisms
governing specific co—operation projects, but the evolution of a new International
Industrial Development lLaw cannot be ignored. The present international legal frame-
work considerably favours bargaining strategies employed by TNCs, directly through
the application of traditional international law in internmational arbitration and
indirectly as DCs have come to expect such action or their negotiators are influenced
by the systemic and cultural biases of ICs. The increase of developmental per-
formance of industrial co-operation is, therefore, linked inextricably with improved
Third World bargaining abilities,

Stability tnro A nts that Promote Stability and Flexibility at the
Same Time,

It is generally recognized that stability and reliability of the co-operation
environment and of the terms and conditions are prerequisites to the development
of industrial co-operation. On the other hand, unequal bargaining power and the
instability of the social, economic and political environment of DCs and of their
position in the world economic system adds to the perception of uncertainty and
risks, This, in turn, results in mutually expensive and unproductive defensive

y Cf. O'Brien, Cruise, Contribution to the Second AFETIMON Colloquium in
Dijon, May/June 1979,
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strategies, In the international debate, ICs insist vigorously on "investment security”
w#hile DCs call for priority for "national sovereignty"., The study assumes that invest-
ment security is not simply rigidly tying the hande of a country engaged in rapid
economic and social transition and vulnerable to the controlling vagaries of inter-
national markets and TNCs' strategies. To the contrary, it is necessary to search

for instruments that are flexible enough to respond to DCs' developmertal needs and
that provide, at the same time, sufficient predictability for risky industrial commit-
nents., Certainly, such instruments can do little to avoid destabilizing events over
which neither party has sufficient control, but they can at least help to reduce

costly defense strategies and the risk perception with its corresponding risk manage-
ment costs. The study will seek to elaborute and empioy a concept of "dynamic sta>i-~
lity", i.e. a synthesis of necessary stability with requisite responsiveness.
Innovative mechanisms designed in accordance with that concept should allow for long-
term planniug and co-ordination, Systems of adaptation should allow reduction of
costs created by ccnflicts arising between insistence on the immutability of terms

and demands for fundamental revisions of conditions once negotiated.
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CEL.PTZR 3: ISSUTS AND KECHANISMS OF INDUSTRIAL CO-OPSRATION

3.1 From Traditiornal International Law to International Industrial Development la-w.

J.1.1 \
Tval.ation of the Present lepal Fnvironment for Industrial Co—operation.

International industrial co-cperation takes place within the framework of
international economic law. Rules aerived from that lersal framework often may
not be directly applicable to co—operation projects: they are generally too vaguie
and directed primarily to inter-state relstionships. However, the standards of
behaviour expressed in international law exercise a considerable impact on nego-
tiations for the undertaking, the implementation and the revision of co-operation
projects. They lay down standards of behaviour of states vis-a-vis foreign investors,
they provide for legitimacy for sanctions against DCs transgressing such standards,
They also shift the burden of proving the legitimacy of action to DCs. BEwven if not
alvays directly applicable, they are ever present, ready to be invoked and thus to
restrain the scope for antion by DCs vis-a-vis TNCs. Also, concepts in international
law often influence the content of specific investment contracts and regulations

through referral or through direct incorporation.

International economic law is - though its origir. as the common international
law of the Western nations - geared towards regulatin, commercial interaction
between ICs, More recently, it has been directed specifically atv protecting the
interests of capital- and technology-exporting countries, Its defensive orientation
creates substantial obstacles for DCs attempting to develop their economic sovereignty
and to render foreign investment more responsive to the requirements of the process

of industrial development. l

These "roadblock" effects of traditional international law have surfaced
vigibly in major cases of international arbitration where DCs' attempts to revise
investment agreements were at issue. g/ The standards of compeneation required for
nationalisation under international law ("prompt, fair and adequate") have blocked
many attempts to 2xercise the recognized sovereignty over natural resources and

economic policy in a meaningful way. }/ The same can be said of bilateral investment

See for an extensive explanation of these issues Bedjaoui, Pour un Nouvel Ordre
Economique International, UNESCO, 1979; Friedman, W., The Changing Structure
of International law, 1964;

W&lde, Th., Negotiating for Dispute Settlement, Denver Journal of International
law and Policy, 7 (1977) 33; Benchikh, Report for the Joint Study, op.cit.;

Cf, CGirvan, N., Corporate Imperialism, New York, 1976.
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protection treaties. These treaties are often concludad in the context of unequal
bargaining poser. Assuming a formal equality ("both parties commit themselves to
protect each others' investments"), they srant material provileges to foreirn invest-
ment by industrialized countries without a corresponding commitment of the IC in

respect to perfcrmance or control. l/

The traditional lersal framework of industrial interaction expresses primarily
a defensive position: it demands "investment security" from DCs without taking
account of the conditions for stability in DCs., Because it does not provide
instruments for the real problems of North/South industrial co—operation (such as
adapting legal instruments to o fast transition or designing mechanisms to achieve
performance under DCs' specific conditions and international control of TNC activities)
traditional international law defeats its own purpose: it does not contribute to
long-term stability of industrial co-operation. To the contrary, it leads to the
absence of a universally accepted international framework for industrial co-operation
in the face of competing claims for glotally valid juridical concepts., Defensive
measures in favour of rigidly protected investment terms and offensire measures in

favour of development policies escalate into mutually costly conflicts.

Accordingly, a new legal framework for industrial co-operation - the legal
dimension of the New International Fconomic Order - is warranted. Such a system
ha3z to be acceptable to all members of *‘he international community. The legal
syetem can no longer tenaciously defend the position of the industrialized market
economy countries, but must respond to the developmental needs and constraints of DCs.
The arpument is often advanced that a new system of international economic law should
be tilted unilaterally in favour of DCs 3 in order to compensate the Third World for
past discriminatioa and exploitation. }/ This need not be so: Universal recognition
of a legal framework for industrial co-operation will only be possible if the frame-
work promises to be of advantage to all parties concerned - ICs and DCs included,
The concepte of interdependence and ultrastability elaborated imply that benefits
for both sides can be maximized if a pattern of stability in development can be
achieved, Such "dynamic stability” is best achieved in a legal environment which
accommodates requirements of stability and of evolution. It is not the defensive
orientation which will bring about investment stability, but a positive, active and

dynamic orientation.

Hartmann, C., Nationalisierung und Enteignung im Volkerrecht, 1977;

Agrawala, S.K., Indian Journal of International law, 17 (1977) 261;
Girvan, N., Corporate Imperialisa, p. 180 ff;

Leitolf, A., V8lkerrechtliche Aspekte der Echeverris Doktrin, BlKktter
fir deutsche und internstionale Politik, 1976, 166 ff,
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The objective of policies to transform traditional international law must hence
be the cmation of a legal and institutional environment l/ which expresses a balanced,
ultrastable and sutually advantageous interdependence. Such a system of international
law promises that DC concerns will be recognized in a more effective way than through
non-mandatory resolutions; it promises ICs a truly universally recognized — though
fundamentally revised - system of international law. Both effects are necessary for
stability in development advantageous for all participants in industrial co-operation.
It should gradually overcome the present fragmentation of legal systems which claim
universal validity, but are in fact but an expression of the prevailing attitudes of
distinct groups of ccuntries. It im certain that each legal system aspiring to uni-
versal validity has to make substantive concessions to achieve uaiversal recognition.
But it is also true that the much sought stability will be most fostered if a process
of consensus-making on the global level is successful. Such a new legal system for
industrial co-operation will be termed "International Industrial Developmeat Law”, ?'-'/

Nany of the concepts guiding the evolution of an international industrial dewvelop-
ment law bave been expressed by the authoritative resolutions relating to a New
International Economic Order (NIEO) (UN GA :-~-~lution 3201, 3202 and 3281; the Lima
Declaration and Plan of Action). Y/ These resolutions often express already accepted
elements of a new international legal environment, particularly to the extent that
there has been unanimous consent. In these areas, the task is to implement, to draw
conclusions applicable to industrial co-operation and to develop further the rather
broad new principles already articulated, i process establishing a new intermational
legal environment for industrial co—operation under the umbrella of the NIEO concepts
must be set in motion, To some extent, a new consensus has not yet evolved, as
major ICs have not consented to several crucial positionr in the NIEO statements. ‘1/
Here, the question is how to evaluate the impacy of the NIEO. The absence of con-—
sensus may not ccupletely eliminate the impact of the respective NIED statements;
even if a new legal framework has no: yet evolved, the traditional international law
car no longer be considered universally valid and binding for the majority of
countries have wolemnly enunciated an altermative concept. Insofar, one can speak
instead of a positive law-making effect, of a negative effect of authoritative UN

y See for the emphasie on the legal environment for the effectiveness of the
transfer of technology policies UNCTAD Doc. TD/237, May 1979;

2/  See for a discussion of this issue Priedman, W., Changing Structures of
International law, 1964; Petersmann, E.U., Vélkerrecht und Entwicklung,
Verfassung und Recht in Ubersee, 1972, 161; Schachter, 0., The Evolving
Law o2 Development, vol. 15, Journal for Transnational law 1 (1976);
El-Kosheiri, Stubilité et Evolution dans les Techniques Utilisées par les
Fayn en Voie d'Industrialisation, in: Le Contrat Economique Internmational,
1973, 285; Virally, M., Vers un Droit International de Développement,
Aanuaire Prang¢ais de Droit International, 1965, 3; Agrawala, op.cit.;

Bed jaoui, M., Pour un Nouvel Ordre Economique International, op.cit.;

See for an analysis of the relevance of these resolutions Agrawala, op.cit.;

See for an analysis Agrawala, op.cit.; Keaper, R., Nationale Verfligung
Hber natiirliche Ressourcen und die Neue Weltwirtschaftsordnung der
Vereinten Nationen, 1976, p. 60ff, T3f.
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rezolutions, The result is a legal vacuum where no universally valid rule exists,
i.e., where traditional international law has lost its universal validity, while a
new legal system has not yet evolved fully. -1-/ This vacuuwm challenges the inter-
national commnity, as the existence of a universally recognized legal environmen:
can contribute considerably towards mutual, long-term benefits from industrial co-
operation. It is here that a gradual process of consensus-buildinz - on regional
and global levels — has to be promoted by existing and by new mechanisms and in-
stitutional arrangement..

The directions for the evolution of international industrial development law

may be - in line with the authoritative NIEO resolutions - the followirg:

(i) the principle of national sovereignty over industrial development.

This principle is closely related to permanent sovereignty over natural
resources, of national control and jurisdiction over TNCs' operations and to the

respect required of T! s for national econcmic development policies; <

(ii) the principle of stability of contractual commitments related to industrial
co-operation. The positive contribution from incustrial co-operation can only
then be exploited fully if the degree of stability necessary for long-term commit-
ment of risk capital, technology and managerial capacity is ensured. This would,
however, not imply & rigidity of long-term contracts as postulated in the strict

3/

investiment security concept; =

(1ii) the principle of positive discrimination in favour of DCs.

In order to correct the unbalanced and unequal development of DCs, the legal
environment must recognize positive discrimination or "affirmative action" as legi-
timate and provide respective instruments in favour of DCs' industrialization
policies. One asvect of this principle is the privileged treatment which should
be accorded to South/South industrial cu-operation to correct the present unbalanced
predominance of North/South interaction. This concept is well lmown also in the

internal exploitation of economic and social law in ICs;

y For the derogatory effect of authoritative UN resolutions cf. Cagtaneda,
Annuaire Francais de Droit International, 1974, p. 56; Virally, ibidem,
1974, p. 58f.; Petersmann, Internationales Pecht und Neue Internationale
Wirtschaftsordnung, in: Archiv des VSlkerrechts (1978), 17, 38;

g/ These inferences can be drawn from the ongoing discussions for a Code of
/ Conduct for TNCs; see UNCTC Docs. E/C.10/17 and E/C.10/18 of 1976/1977;
E/C.10/AC.2/9 of 22 December 1978;

3/  Cf. Sornaraja, Journal of World Trade Law, 1979, 108ff,
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“iv) the principle of collective barfainings.

Collective action is undertaken on an increasing scale Ly TNCs and by groups
of e {CPX) and ICs (0%CD; =C). In the decision process of the TN, collective
barrainings is already the predominant mode of interaction. In order to compensate
for unequal bargaining power of IXCs vis-i-vis ICs and TNCs, collective bargaining
shouild be increasingly used on a scale where it is feasible, e.g. by groupings of
commodity producers l’ or on a regional level., Instituticnal mechanisms to organize
collective barmainins should be promoted (§ 47 of the Lima Declaration). It is

aleo necessary to increase the efficiency of international, multi-state negotiations;

(v} international rerulations of industrial enterprise co-operation.

Finally, there is one important feature of the international legal environment
for industrial co-operation: the need for some scope and authority for regulation
on the international level. It is generally stated in authoritative NTEQ statements 3
that supervision and regulation of TNCs is required to "ensure that these activities
are compatiblé with the development plans and policies of host countries, taking
into account relevant international codes of conduct and otber instruments" (§ 42 of
the Lima Declaration). As long as regulation at the national  2vel is sufficient to
obtain this objective, there is no need for international acti..: with the exception
of international recommendations and supportive action. To the extent, however, that
TNCs operate on a global sr .e and that national action alone is not sufficient to
provike a countervailing regulatory function, regulation on the international level
is necessary. This may mean regulation on the regional or global level, depending
on the need to countervail the respective strategies and structures of TNCs. The
emphasis on national sovereignty is hence first to assert and to maintain the authority
of public decision-making over the economic processes dynamically engineered by the
TNCs. In addition, there is a need to complement the national sovereignty approach
by strategies expressing the political sovereignty of the community of states on the

international level,

3.1.2
Methods and Mechanisms,

The process towards a new internationat industrial development law for industrial
co-operation requires considerable national and international effort. One instrument

to promote the evolution of a new legal environment for industrial co-operation is the

l/ See the analysis of the Joint Study chapter on mineral processing;
2/ See GA Resolution 3201 (S-VII), Art. 4 (4); GA Resolution 3281 (XOXXIX), Art, 2,
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increased and innovative use of inter-zovernmental agreements. 1In the case of bi-

lateral arreements, such methods generate international lav for industrial enterprise

co-operation betwveen two countries, often applicable only to specific sectors and to

specific forms of co-operation. At present, international law does mostly not contain

rales precise and detailed enough to solve many problems encountered in North/South '
co-operation. Here, inter-governmental agreements gradually can elaborate specific

and appropriate rules. Socialist countries have for some tire employed intergovern-

mental agreements, be it in the context of CHEA or in East/Sout. relations, as a

method to generate a specific set of rules for industrial co-opemation. l This

approach to generating a new international legal environment - be it on & bilateral

or multilateral basis - will be expanded in the following section.

Another method is the development of improved and new contractual instruments for
industrial enterprise co-operation. A new body of law develops not only through state-
issued law, but also to a considerable degree through contractual practice. Inno-
vations and improvements in this practice help evolve a new legal environmeni, It
is here that the elaboration of model contracts and contracting guidelines and of
international recommendations for contractua) practice have to Te viewed as steps
in the evolution of law. The model contracts and guidelines as elaborated particularly
under the auspices of UNIDO, g/the UN Economic Commission for Europe 2/;nd UNCTAD 5
belong into this pattern as does the work of UNCITRAL which ;7 directed at the uni-

formisation of internationai trade law and trade practices. =<

l/ See on the process of evolution of a regionally limited international industrial
co-cperation law in the CMEA case Seiffert, W,, Sozialistische Gkonomische
Integration - Rechtsfragen, 1974, p. 11; Boguslavskij, M.M,, Aktuelle Ruchts-
fragen der Wirtschaftsbeziehungen sozialistischer Ldnder, 1973, p, 33ff;

2/ See Manuals on Industrial Joint Venture Agreements, E.71.11.B.23; Guide to
Industrial Purchasing, £.72.I1.B.19; Manual on the Use of Consultants in
Developing Countries, E.72,.11,B,10; Subcontracting for Modernizing Economies,
E.74.11.B.12; Contract Planning and Organisation, E.74.11.B.4; Guidelines
for Contracting for Industrial Projects in Developing Countries, E,75.I1.B.3.
At present, UNIDO is engaged to a consiizrable extent in the elaboration of
model contracts for the fertilizer industry in developing countries and of
contracting guidelines for the transfer of technology;

}/ E.g. Guide for Use in Drawing up Contracts Relating to the International Transfer
of Know-how in the Engineering Industry, E.70.II,E.15; Guide on Drawing up
Contracts for large Industrial Worka, E.73.1I,E.13; Analytical Report on
Industrial Co-operation among ECE Countries, E.73,II,E,11; Juide on Drawing up
International Contracts on Industrial Co-operation, E.76.II1.E.14; see also
varicu® general conditions relating to plant and machinery drawn up; for
supply of plant and machinery for export (ME/188/53), for supply and erection
of plant and machinery for import and export (57.1I.E/Mim,3); for the erection
of plant and machinery sbroad (57.II.e/Mim.}); see for further references the
Guide on Drawin, up International Contracts on Industrial Co-operation, op.cit.
p. 27;

Intarnational Subcontracting Arrangemente in Electronics between Developed
Marlet Fconomy Countries and Developing Countries, E.75,I1.D.17;

AN

See the annually published Yearbook on International Trade Law,
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To some extent, the trend is avay from international conventions to model
contracts and contracting guidelines, a considerably less expensive way of inter—
national legal harmonization. The following eections of this study will elaborate
issues of industrial enterprise co—operation contracts where considerable improve-

ments towards an International Industrial Development lLaw can be expected. 1

Another source for the avolution of the legal environment for industrial co-
operation is the decisions handed down by courts — primarily national cou-ts - and
by arbitration tribunals. Arbitration tritunals are viewed with great scepticism
by many developing countries l/, particularly in most lLatin American countries,
where international arbitration is often equated with non-national domination af-
fecting national sovereignty. This reluctance is also directed to all well known
international institutions for arbitration, such as the International Chamber »~f
Commerce (ICC), the Internatiomnal Court of Arbitration or the World Bank's
International Centre for Settlement of Investment Disputes (ICSID). The latter
has been seen by investors as an instrument to protect their investment against
nationalization and renegotation E/And has been correspondingly viewed critically
by some developing couniries. However, if international arbitration is undertaken
by institutions where Third WYorld concerns find a proper articulation, it can
become a powerful mechanism for promoting the evolution of a new International
Industrial Development Law., The issue for developing countries seems to be not
defense apgainst international arbitration, but how to employ it to create a nev
international legal order and to integrate it into the process towards an apnropriate

legal system for industrial co-operation, }/

Another method of developing a new legal system for industrial co-operation is
the design of Codes of Cunduct affecting industrial co-operation, particularly on
TNCs and on Transfer of Technology. 5/ Clobal Codes of Conduct will probably not be
able to state detailed obligations directly affecting industrial co-operation,
Often, they will lag behind national foreign investment regulations of several
advanced developing countries, However, negotiations for Codes of Conduct and the

experience generated will have a persuasive effect on the evolution of industrial

See the ruport by Benchikh, M,, op.cit. for the Joint Study;

See the comments by Schmidt, J,, on the case of ALCOA vs. the Government
of Jamaica, Harvard International law Journal 17 (1976) 90;

3y Cf. Fouchard, Ph., Arbitrage et Droit International du Développement, in
Actes du Colloque International Tenu A Alger du 11 au 14 Octobre 1976,
p. 477; Bedjaocui, M., Recueil des Courts de l'Académie du Droit Inter-
national, 1970, II., P, 532 seems to support this attitude when he calls
for the generation of new legal concepts and of processes for developing
them;

4/ Cf. Baade, H,, Codes of Conduct fo. Multinational Enterprises, paper for
the Bielefeld Symposium on Codes of Conduct, July 1979,
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co-operation law on levels already discussed. It may be that more detailed conventions
on individial matters l could implement a Code of Conduct once negotiated and that a
permanent implementation machinery could help evolve, under the umbrella of a negoti-
ated multilateral convention, new legal rules for industrial co-operation. The same
coald apply to corresponding instruments on the regional level, where, because of

rreater homogenity, a consensus might be reached on a more concrete level. 2

All these avenues, from the privately generated lex mercatoria of contractual
practices to Codes of Conduct negotiated by sovereign states, contribute to the evo-
lution of a new Industrial Development law. However, there Beems to be a relative
absence of intermational bodies to serve as forum and as catalyst for opinion-
building, information-sharing, negotating arl co-ordinating. Existing institutions -
proerammes of international law, conferences, publications, institutes - are heavily
influenced by legal experts from ICs or having beea trained in ICs legal tradition.
Developing countries have less potential and fewer resources to develop, to co-
ordinate and to advocate their altermative legal concepts. The present information
system in international law is geared, as in other areas, towards a North/South
transfer of information and scarcely functions in a South/South or South/North
direction. } Academic dependence and the absence of institutionalized mechanisms

4/

for commnication and opinion-building contribute to this situat-»nn, =

Accordingly, =~lobal and regional intermational organisations should be respon-
sible for providing countervailing institutional mechanisms, These institutional
arrangements should be oriented towards developing and supplying concrete substance
and argument to alternative legal concepts, based on authoritative NIEQO resolutions;
collecting, analysing, disseminating and evaluating relevant information on the inter-
national practice of industrial contracting; 2/ and assisting negotiations by providing
guidelines, recommendations and multilateral conventions in the area of International
Industrial Development Law, The task should also comprise the re-orientation of
existing arbitration procedures and the establishment of new ones to work towards

the evolution of a new law for industrial co-operation.

l/ E.g. corrupt practices and illicit payments; transfer pricing; tax operations;
accounting practices;

&

E.n. the rules on foreign investment and transfer of technology issued by the
Andean Pact Institutions, see Danino, R., The Andean Code after Five Years,

8 Law Am, 635 (1976);

y With some exceptions, e,g. the Asian-African legal Consultative Committee;

_4/ See ganerally the Deuxieme Colloque de 1'AFETIMON, Dijon, May/June 1979 for
this issue;

2/ The private lex mercatoria, see Kahn, Ph,, Lex Mercatoria et Pratique des
Contrats Internationaux, Travaux des Tes Journées d'Etudes Juridique,
Dabin, J., Paris, 1975, p. 171,
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inon~ existins instititions, the T Comnission on International Trade law '

"RITRAL) has a related task, it it is vrimarily oriented at the unification of
commercial lav issies, It also seems that Third Yorld industrialization and the
le~al dimension of the NIT are not a priority concem for UNCITRAL. l/ The apparent
s21f_limitation by WCITRAI and rrowving complexity of industrial co—operation and
increased imoortance of industrialization roals over mere trade-transaction-roals
v¥o'1ld seem to remiire a new, forvard-looking instit.tional body with the courase and
expertise to take part in shapins a nev Intermational Indastrial Development lawv.
Sich a body should certainly co-operate closely with other UN orranisations dealing
itk lermal issues of the NIFO - iMCITRAT., “TIPO, UNCTAD, UNWSCO. It would seem that
the placing of all these rather disjointed activities in one institutional setting
‘inder the common foal of promoting Third World industrialization has distinct
advantares. The goal could be reached by re-orienting present subsystems of the

UN system, However, none seems at present to have the necessary concentration on
Third World industrialization or to be likely to adopt such an orientation in the

near future., The creation of a new institution seems warranted.

Our proposal is to establish a2 Commission on International Industrial Development
Lav (CIDEL). It should consist of eminent exports in legal issues of industrial
co-operation, primarily in the North/Sauth and South/South context. It appears pre-
ferrable not to give a primarily political orientation to such a body, which would
be done through an intergovernmental structure. Such an orientation is more likely
to inhibit innovation and to strengthen natural tendencies of lawyers who prefer
established patterns. The concept of a permanent body of "Eminent Industrial Co-
operation lawyers" may be more useful. The Commission would meet periodically to
supervise, evaluate and direct legal activities as outlined in this study. Its
main mandate wonld be to promote the evolution of a legal environment for industrial
co-operation responsive to the roals of Third World industrialization. A highly
qualified secretariat group for industrial development law would have to be established.
One could thus remedy a deficiency of the UN sccretariat to assist the Commission
carry out its functions and to co-ordinata with other competent UN or.anizations.

Its tasks would be primarily:

- design of contracting guidelines, model contracts and manuals,
in co-operation with other competent bodies in the global UN
system (e.g. UNCITRAL, UNCTAD, CTC, UNIDO system of consultations

and the Regional Economic Commissions;

- provision of negotiating assistance to developing countries

(an UN development law firm);

l/ The Secretariat Dec. A/bl.9/171 of 2 May 1979, at p. 22 is rather explicit
that such issues "are to a great extent of & political and economic nature
and cannot be deslt with by s legal body such as the Commission®,
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- preparation and co-ordination of proposals for legal harmonization
in the area of industrial co—operation (infra section-12);

- issue studies on evolving legal issues of industrial co-operation

to present alternative concepts and evaluate existing practices;

- organize workshops and seminars to train legal experts foem
developing countries, Here, co—operation and a respective
orieatation of the UN university system and the UNITAR research
system seems highly useful, The basic idea should be to offer
future developing countries' experts and leaders a countervailing
insatitutional alternative to the high-level legal education offered
at the leading universities of industrialized countries; Y

- participate and act as a co-ordinating centre for formal and
informal systems of information-sharing and opinion-~building
among developing countries;

- supervision and co-ordination of the proposed System for the Resolution
of Industrial Conflicts (SRIC).

The proposed Commisgsion and its Secretariat could function as the main super-
visory body for the proposed programme to generate bargaining technology and new
contractual mechanisms for industrial co-operation. It could also be charged with
drawing up organizational statutes for legal entities which may be brought up from
the various functional areas of the Joint Study. Furthermore, the Commission could
consider the establishment of alternative patent and trademsrk regulations mentioned
in the technology section of the Joint Study, in co—operation with other competent
UN bodies.

It is not our task here to propose detailed organizatiomal structures, One
possibility would be to set it up as a separate organ under the UNIDO General
Conference or the IDB in line with Article 7 of the proposed UNIDO constitution.
Another would be to set up a Permanent Body of Eminent lawyers as an advisory body
to the Executive Director of UNIDO. Also, co-operative structures with other UN
organizations — such as UNCITRAL which has been transferred to Vienna - could be
envisaged, However, care should be taken that the composition and functions of the
Commission and the Secretariat promote the evolution of a New International
Development law.

}/ To counteract the subtle toch:wzun of integrating irtelectually the future
elites of developing countries (Cf. FPaver, T., Foreign Policy, 1976, 1979,
The US and the Third World: A Basis for Accommodamiion).
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3.2 Interpovernmental Arreements: Methods for Industrial Co—operation on

the Macro level,

3.2.1

The Contribution of Interpgovernmental Arreements to the Fvolutiion of

International Industrial Development La-w.

Multilateral conventions are a major avenue for the revision of the present
international legal environment for industrial co-operation, but this procedure
is very cumbersome and time consuming. Consensus-making in multilateral conventions
often results in generalities rather than concrete rules for action. The potential
of bilateral inter-governmcntal agreements neede to be explored to promote industrial
co-operation. It ie in this light that the Joint Study mandate by GA Resolution
3362z (S-VII) relating to a study of a "general set of guidelines fo» bilateral
industricl co-operat’on™ has to be considered. The rindate assigns to UNIDO the
study of hov to elaborate methods which could guide and assist states, particularly
developing countries, in negotiating intergovernmental agreements for industrial

co-operation,

The general advantage of intergovernmental agreements between tvwo or more
states over multilateral conventions is that the reduced number of participants allows
comnitments to be more concrete and precise in terms of specific industrialization
goals and strategies., The growth of industriel co-operation of intergovernmental
agreements in number and in scope reflects the growing role of states governments
and governmental organizations) in the regzlation of the world economic system,

Thie seems to apply, albeit in a different scope and format to both West/South as

to E‘aat/South relations, State participation takes the form of inter-state treaties
and agreementz of different character: international agreements between sepcialzed
governmental organ:zations within their range of competence; state membership in
the international economic organizations; <the constitution of international legal
relations between states and enterprises, which were formerly not subjects of inter-
national law; the establishment and activities of independent public - or publicly
controlled - entities in international economic relations; and through state-
issued promotion of and participation in operations by non-public entities and inter-

national organizations, 1

y See for the growing role of state intervention in international economic
relations Klein, E., in: Deutsche landesberichte zum X. Intermationalen
Kongress flir Rechtsvergleichung, Budapest, 1978, sections I/VI/VII;
Seiffert, W./Zimmermann, B., ibidem,
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interrovernoental acreements may take hipghly varied forms, reflecting the
differing derree of state intervention in concrete cases of co-operation at the
project level., One can speak of a multi-level, pyramidal structure with highly
abstract and reneral apreements at the top and concrete agreements setting out

spacific conditions for individual projects at the base. l/

Arreements on the top level of intergovernmental relations frequently express
Feneral principles and intentions of co-overation. They are basically a declaration
of the intention to provide a political environment which is favourable for co-

oneration and they -vill often form the umbrella for more specific agreements. 3

Mn the basis of siuch general agreements on economic co-operation, agreemenis
relating to co—operation in specific sectors or areas (e.g. development of natural
resources, technical assistance) are concluded. They establish principles and
methods of co-operatioa and an orpanizational structre (mixed commissions and sector-
oriented working proups) to exercire - to differing degrees - some influence on the

character and form of specific project negotiations,

Finally, interpgovernmental apreements can be so specific as to be oriented at
individual projects leading to the conclusions of intergovernmental project agreement .,
Here, either an institution is established to serve as a framework for one specific
larpe-scale project or the contract for a specific project is directly incorporated
into an interpovernmental agreement. The establishment of large industrial works
-there governmental participation is warrnated {e.g. Bokaro steel plant in India) or
a combination of sale of high technology purchases with respective energy supply
assurances (e.g. FRG/Brazilian nuclear power deal) are cases illustrating such close

government-to-government co-operation.

The advantage of this approach to the creation of an international legal regime
for industrial co-operaticn is that the rules can be bilaterally negotiated. They
will be more concrete, the process of evolution less cumbersome and innovative so-
lutions can be attempted. On the other hand, the bilateral negotiating process for
intergovernmental agreements implies specific problems which have to be discussed
in order to abide by the Joint Study mandate to seek "a set of guidelines for bi-
lateral indu3trial co-operation”. If two countries of roughly equal bargaining power
and experience co-operate, there is little to be gained from any international in-

volvement in their bargaining process. However, in the case of unequal ba- gaining

l/ Seiffert, W., Intergovernmental agreements as a mechanism to promote Third
World industrialization through economic co—operation, Hamburg, March 1979,
report for the Joint Study;

2/  E.g. the agreement on economic co-operation betwsen the FRG and the USSR in 1978.
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pover and of -mnerial or atsent experience, interrovernmental agreements are 1° »ly to
lead to an arreement which will reflect the bp-sided distribution of barsaini..c abili-
ties, For example, on one side, we may find a relatively powerful IC -vanting to
orotect its foreisn investment and established interests but without any substantial
interest or need in any more far-reaching involvement. Or the other hand, we may
find a relatively weak develooins country submitting to investment protection schemes
in the not puaranteed expectation of attracting investment opportunities and a con-
tribution to its industrialization objectives. It is in this situation that inter-
national activities as formulated by the Joint Study mandate can be useful. They
should be directed at contributing to a higher quality and responsiveness of inter-
rovernmental agreements relating to developing countries industrialization stratersies,

i.e.:

- intergovernmental agreements should not only reflect investment

exporiing countries defensive interests;

- but should contain some element of Third World collective action
in order to reduce the impact of unequal bargaining power of tne

state partners (multilateral dimension);

- and should contain concrete commitments from each for the other
gid2's respective interests in order to create a packarse expres—
sins a mutually beneficial interdependence (.uid-pro-quo approach)

and thus go beyond declarations of good intentions.

It is with this background and these goals in mind 1At we will evaluate the
present practice of intergovernmental agreements relating to industrial co-operation
(section ?2.2), develop proposals for expanding, modifying and revising present
practices (2.3/2.4) and outline possible supvortive activities by international

organizations,
3.2.2

Intergovernmental Agreements for Industrial Co—operation: An Evaluation
of Present Practice,

a) East/West Intergovernmental Co—operation Agreements.

Intergovernmental agreements on industrial co-operation have played a prominent
role particularly in the context of Eaat/went relations, The lo7z-tenm agreements
. . 1 .
on economic, industrial, technical and scientific co-operation -’ are intended

basically to create the preconditions for concrets co—operstiom,

l/ Cf. ECE Doce. TRADE/R.351 of 18 October 1977 and Add. 8 of November, 1977.
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The actual supervision and implementation of an agreement are entrustad to a
joint commission which serves as a forum for settling differences and for identifying
and stimglating areas of potential practical co-operation. The follow-up activities
are handled by sectoral or ad hoc working groups. The actual decision-making is left
with enterprises, the major reason being that western governments consistently maintain
to lack formal power to force their companies to any concrete obligations through this
type of governamental co-operation. However, useful preparatory work for the decision-
making is undertaken.

East/West co—operation agreements 1ift normal activities between western and
eastern enterprises to the level of governmental concern. This is mainly a reflection
of the organization of economic activities in centrally planned economies. Inter-
governmental agreements of this sort are an attempt to stabilize the extermal influence
on the domestic long-term economic planning; also, they are conscious attempts to
obtain long-term assurances sgainst disruptive and discriminative actiomns. They help
to create direct relations between sastern and western enterprises, but utilize at
the same time the hierarchical form desired by easterm countries. Critics of this
form of intergovernmental interaction claim that the efficieny of the activities
undertaken under the agreements is reduced as the meetings are said to be very time-
consuming and not always adequately prepared and followed up. l/ In evaluating the
applicability of the East/West experience to developing countries, it camnot be
proved that the quality or quantity of economic relations has improved notably
because of these agreements. However, apart from the problem of efficiency, a
certain stabilizing and stimulating effect for economic relations cannot be rejected.
These forms and their limited effect on the actual decisions of western enterprises
are a reflection of the institutional organization of eastern and westsr. countries,
For developing countries with a high degree of governmental control over the natiomal
economy, the form as advocated by eastern countries is probably suitable. It aliows
enterprise~-to-enterprise co—operation to remain within the network of the national
economic planning systes, Also, developing countries could attempt to obtain through
intergovernmental agreemants at least the concessions obtained by socialist countries.
However, it seems that intergovernmental agreements with western countries should be
more specific, e.g. related to individual projects, and aim at a higher exteat of
government involvement than is the practice in East/West relatiomns,

1/  Lotarski, S,, Institutional Development and the Joint Commission in Emst/West
Commercial Relations, A Compendium of Papers submitted to the Joint Economic
Committee, US Congress, 25 August 1977, US. Covernment Printing Office,
Washington, DC., Stook No, 052 - 070 ~ 04186 - 2, at p. 1039.
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b) Eastl§9uth Intergovernmental Co—operation Arreements,

Socialist countries use the instrument of intevrovernmental acreements more
extensively in their interaction -vith developing ccuntries., In 1852, the CMEA countries
had interrovermmental agreements on economic, scientific and technological co-operation
with 34 developing countries; today they have such agreements with 78 developing
conntries. l For developing countries, this system of intergovernmental agreements
can take on added importance: it can help introduce some planning elements and more
stability into the international interaction of their often vulnerable economies,

Key co-operation projects are ectablished between DCs' state sector a2nd socialist

states with long-term plans of each partner co-ordinated as far as possible, g'

Interpovernmental agreements can be of a general nature or relate to individual
larse projects in specific industrial sectors. They are concluded on the state level,
it also throursh administrative agreements on the ministerial level. The characteristic
feature of such argreements is that the socialist countries assume direct obligations
related to credits deliveries of equipment and performance of plants., The regulation
of such projects is not subject to national repulation, but primarily to the terms of

the international treaty in question. 2

A very important issue concerning the effactiveness of intergovernmental
asreements concerns the relation between the agreement and the contract on the enter-
prise/project level. 1In the East/South context, the content of project contracts is
largely determined by the intergovernmental agreement, Th's apreement usually
establishes the principles of price calculations; the delivery date stipulated in
the contracts may not exceed the period of credit use as defined in the agreement.
Contractual terms cement the terms of the agreement., The party's non-fulfilment of
a civil law obligation in a contract usually means the non-fulfilment of the state's
obligation under the international law through the transmission of the agreement.

This feature reflects a characteristic difference between intergovernmental agreements

employed in East/West and YWeet/South interaction.

l/ Zevin, L., Economic Co-operation of Socialist and De' ‘oping Countries:
New Trends, Moscow, 1975, p. 44; see also UNCTAD, Industrial Co-operation
and Collaboration Arrangements in the Context of Industrial Restructuring,
TD/185/Supp. 3 of May 1974; cf. also a paper by the CMFA Secretariat,
Principles, Organizational Aspects and Some Re3ults of Co-operation among
CMFA Member Countries in the Field of Specialization and Partnership in
the Industrial Production; Their Economic and Technical Co-operation with
Developing Countries, Moscow, March 1979, prepared for the Joint Study;

For East/South co-operation in planning cf. UNCTAD Doc. TD/243/Supp. 4
of May 1979;
Yy Bopuslavski, M.M., Legal Questions of the USSR's Economic and Technical

Assistance to the Countries of Asie, Africa and latin-America, Sovietsky
Yezhegodnik Mezhdunarodnogo Prava, Moscow, 1962, p. 118ff.

Q
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Nf additional interest is that ?ast/Sowth interrFovernmental co-operation
arreements are used to set forth "rseneral terms of technical assistance™, i.e. rights
and dities of marties in respect to varions elements of technical assistance
‘payments, mutial settlement matters), contained in the a~reement ars applicable to
individial contracts rerardless of specific incorporation. This practice of nego- !
tiatins between states uniform terms for apnlicability to or incorporation into
snecific project ccntracts is also a method employed in intra-CM"A economic re-
lations. l/ This method reduces the scope for negotiating variables and thus saves
nerotiation costs. It allowvs the co-operating states to find a balanced system of
specific lepal rules applicable to the respective industrial interaction and thus

to redice the vasaries and unbalances of individual bargaining situations.

The methods employed in East/South relations merit attention as they are steps
torards a sufficiently concrete sut of rules for internmational industrial co-
operation, albeit on a hilateral basis. The areas covered could be widened to
include rules applicable to financing, transportation, import and export transactions,

turnkey nlant contracts, dispute settlement and joint venture formation and operations.

e) dest/South Intergovernmental Co-overation Agreements,

Intergovernmental agreements betveen market economies and developing countries
relatine to industrial investments primarily concern the protection of foreipgn invisi-
ment, Such apgreements have been concluded in large numbers particularly by the

Federal Republic of Germany, 2

Investment protection asreements have been entered into by developing countries
primarily in the hope of attracting investment. However, the kind of investment
expected has often not been forthcoming; also, there was no home state involvement
in ensuring that the developmental performance of foreigm investment corresponded to
the potential, Tt is accordingly here that some measure of co-responsibility by the
home state of the inveator in contributing towvards developmental performance of its
investors seems -rarranted to parallel the co-responsibility the host state assumes

throusrh the commitments resardine investment security,

1/ F.G. General Conditions for the Delivery of Goods; General Conditions for
Asrembly and Rendering other Technical Services Connected with Deliveries

of Machines and Equipment; General Conditions and Procedure for the Mutual
Allocation of Maritime Tonnage and Foreign Trade Cargoes; General Conditions
for the Constitution and Activities of International Fconomic Orpanizations;

sre for the full text of such General Conditions Bitler, %., (ed.) A Source
Rnok on Socialirt International Orpanizations, 1978; and for an analysis

«sith further references Seiffert, W., Die Rechtsentwicklung im RGYW, Deutechland-
archiv 12 (1979) 149ff;

2/ Cf. lanper, G,, Rechtsschutz fiir Kapitalanlagen in Fntwicklungeldndern, 1973.
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There hava also heen some inter-overnmental agreements which provide a framewvork
for industrial co-overation at *he entervrise level, e.r. throuehk facilitatine the
asiablishment of 1oint ventures, l In some cases, mariket economies have entered into
interpovernmental asreemenis dir-ctly concerning and resilatine project contracts,
narticilarly in cases vhere the developins country promised to nrovide a secure suoply
of vital natural resources., &ich arsreements have been conclided in the form of an
exchan~e of commitments concernins supnly of natural resources versis a transfer of
related %technolorv, 3/ Chamacteristic of such a form of unusually intensive rFovern-
ment involvement of market economies may he the Brazilian/FRC arreement on co-
operation in the field of nuclear energy of 1575. This arreement corcerns nrnaium
exploration, uraninm exploitation, uranium enrichment, delivery and installation of
nuclear pover plants and related matters. The operations are undertaken by private
companies of the FRG and Brazilian state enterprises, partly in joint-venture forms,
The basic terms of project co-operation are defined in "specific guidelines" which,
on one hand, cuide the specific enterprise contracts, and, on the other, are in-
cornorated into the interpovernmental agreements through "instruments", i.e. joint
declarations oy the respective ministers, As a result of a complex contractual
system, the FRG is able to sell nuclear pover equipment and receives a secured

supply of uranium, while Brazil obtains high-level nuclear technology. 3

Finally, the sections on industrial co-operation in the ?C/ACP-states Lomé
convention of 1974 (Art. 26-39) and in the En/hlgerian co-operation agreement of
1974 (Art. 4-7) are of particular importance as, in the case of the YTomé convention,
collective bargaining between groups of ICs and DCs has been the basis for the
multilateral intergovernmental convention. 4 The Lomé convention is concerned with
infrastructure, development linked with industrialization; specific action re-
garding access to technology; industrial training schemes; schemes to help small
and medium-sized firms and the establishment of a system for investment promotion

l/ E.a. FRG/Brazilian agreement on co-operation in production and marketing
of soya beans, Bundesgesetzblatt II, 1975, p. 367; see UNCTA, Restructuring
of World Industry, E/77.I1.D.7 at p. 28;

E.g. 1965 Algerian/French agreements concerning supply of petrolem in exchange
for promotion of petrochemical industries in Algeria; e.g., the FRG/Venezuelan
agreement on scientific and technical co-operation of 1978, where expectations
conceming transfer of technology in petrolem development are combined with
expectations concerning a secured supply with petroleum;

N4

l/ Uranium apparently constitutes an area particularly suited for intergovernmental
co-operation: an FRG/Indonesia agreement also provides for government-to-
government co-operation, the actual performance delegated to a West German
private enterprise; for the text of the KWU/NUCLEBRAS joint venture agree—
ment which is covered by inter-governmental instruments, see Journal do
Brasil, 26 August 1979, p. 30.

4/  For the text see UN GA Doc. A/AC.176/7 of 17 September 1975; fror the EC/Algerian
agreemsent EC Doc. CEE/DZ/P of 26 April 1976.
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mainly through provisions of information and contacts (Art. 36). The EC/Algeria
agreement emphasizes the processing of Algerian raw materiils, mainly through pro-—
vision of favourable firancing (Art. 4 and 6),

The main difference between the East/South and the West/South approach is that —
with the exception of projects of great relevance for ICs' supplies of natural
resources - market economies have not been ready to assume direct obligations for
the performance of project co—operation and have limit~* themselves mainly ‘o pro-
viding of information and investment promotion in addition to favourable financing
conditions, On the other hand, market economies govermments are actively involved on
behalf of their enterprises for investiment protection, in the case of financing
(export credit insurance) and through government agencies providing information,
particularly information to facilitate company strategies. l The problem is how to
find methods and mechanisms which would allow market economy governments to accept
the principle of co-responsibility to a greater extent than is generally done, while
preserving the autonomy of enterprises characteristic of their economic system,

d) South/South Intergovernmental Co—operation emnts,

Where industrial co-operation agreements serve as ar instrument for planned
regional industrialization, intergovernmental agreements are a prerequisite for
effective industrial project co-operation. The various attempts in this field and
the corresponding institutional arrangements may be broadly categorized as those
employing complementary agreements, successive allocation syst-ms, simultaneous
allocation systems and sectoral programming. g/ Co-operation at i project level,
particularly between state enterprises, has often been promoted through the um-
brella of an intergovernmental agreement. 3 Here, the development of wodels of
co—operation related to specific projects of bilateral or regional co-operation
could be useful in providing negotiating countries with sufficient informstion
concerning others' experiences and available instruments, To a considerable degree,
one can here rely on studies and experiences resulting from latin American co-
operation and integration, 4 and on some experiences related to regiwnal co—operation
and integration in the CMEA and the EEC,

See UNIDO Doc. ICIS.68 of 28 April 1978, at p. 114ff;
UNCTAD Doc. TD/185/Supp. 3 of May 1976 at p. l2ff;

For a comprehensive collection of legal instruments relating to South/Sou.th
co-operation see UNCTAD Docs. TD/B/609 of 7/1976/1977;

Particularly those by the Instituto Pare lLa Integracion de America Latina
(INTAL), published partly in the Revista de la Integracion.

A N
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3.2.3

Improved Forms of Intergoverncental Agreements for International Industrial
Co—ogeration.

The analysis indicates that considerable expansion and improvement of the present
practice of intergovernmental co-operation agreements are possible. Such an improve-
ment aims at emphasizing and expanding elements which have proved useful, but also
at adding new elements. New mechanisms thus elaborated form part of the "toolkit"
proposed by the Joint Study: They are instruments which should prove appropriate
under varicus situations and for co-operation among the various economic systems;
however, only few instrument . would be suitable for every situation. The methods
proposed attempt to give full credit to the prirciple of government co-responsibility
and to the need for a greater stability of the legal envi: onment. They also reflect
the growing - albeit qualitatively different - role of states in international in-

dustr_al co-operation.

a) Intergovernmental Framework Agreements for Industrial Co—operation.

Framework agreements concern the general structure of co-operation. They should
have a positive effect on the undertaking and developmental performance of individual
co-operation projects, For countries with a predominantly state-controlled economy,
the development of joint planning methods for long-term programming of industrial
co-operation through intergovernmental agreemente seems warranted. -l- Here, the issues
are co-ordinating the two economied industrial interaction on a long-term basis and
effectively inserting individual projects into the co-operation programme, Inter-
governmental agreements should provide procedures and joint institutions for co-
operation programming, for project preparation and evaluation as well as for imple-
menting projects and monitoring their performance., Extended studies on these issues,
model agreements for co-operatisn programming and respective juidelines would have
to be elaborated.

Even when a co-operating country is not a centrally planned economy, framework
agreements nevertheless can provideconsiderable support for co~operation projects
and their developmental perforamnce. On one hand, as in East/West relations, they
can provide a favourable setting with some, even if limited, opportunity to identify
areas of project co—operation and of establishing contacts for that purpose. Also,
joint institutions can be set up for matching enterprises with projects in developing

countries. It is here that the provisions of the Lomé Convention merit attention

1/  Cf, UNCTAD Doc. TD/243/Supp. 4 of May 1979,
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ni further development, Bilateral intergovernmental agreements could provide for
jointly des;qned manuals of the conditions for co-operation in the respective

N FS
countries. 4

However, information alone does not seem to be sufficient to accommodate deve-
loping countries' interests in home country co-responsibility for the developmental
performance of its enterprises. It is suggested that a joint process of selection
of the co-operating enterprises might be a first step towards greater co-responsibility,
Developirg ccuntries have little information about the ability of many IC enterprises;
ICs, on the other hand, possess sophisticated systems of government contracting and
procurement and have a considerable knowledge of performance capabilities. Information-
sharing in this respect could greatly aid developing countries, It would also be
consistent with the internal economic system of market economies, Other measures to
increase home state co-responsibility in specific co—operation projects will be dis-

cussed below,

Of particular importance in framwork agreements seeme to be the negotiation of
uniform terms for the individual areas of industrial co—operation. The joint elabo-
ration of uniform terms for individual areas of industrial co—~oper: tion through
intergovernmental negotiations has proved a highly useful method in the Eaat/South
and the intra-CMEA relations. In intra—CMEA relations, uniform conditions for de-
liveries of goods (1968); for assembly and rendering other technical services con—
nected with deliveries of machines and equipment (1973); for technical servicing
of machines (1973); for mutual allocation of maritime tonnage for the constitution
of interational economic organizations; for individual contract types as licensing
contracts; scientific co—operation contracis and for transportation contracts; for
a joint system of dispute settlement and for inter—state planning co-ordination
have been important steps to create a international body of industrial co—operation
law., g/ Under Art. 54 III, the EC has been very active in promoting the harmonization
of rules, particularly in the areas of corporations law., The existence of mutually
acceptable rules for industrial co-operation reduces the number of bargaining variables
and hence bargaining costs; it provides for more certainty about the substantive
content of the law applicable to industrial co-operation; it assists developing
countries in generating specific legal rules appropriate for complex industria®

3/

co-operation for which no legal rules of adequate complexity generally are aveilable, 2

;/ Such manuals would enable co-operating enterprises to receive the necessary
information for undertaking co-operative ventures from a mitually established
source, e.g. the Hungarian/FRG joint Handbuch der Kooperation zwischen Unter-—
nehmen in der BRD und in der Volksrepublik Ungarn, Kdln/Budapest, 1975;

Seiffert, W., Deutschlandarchiv 12 (1979) 149;
Strohbach, H., Report for the Joint Study, p. 19.

R



Finally, and perhaps this may be the most important contribution, the bilateral
and rmiltilateiral creation of uniform terms for the respective areas c¢f industrial co-
operation would help estatlish a concrete and specific set of rules, another step in
the evolution towards a universally acceptable Intermational Industrial Development
law.

The negotiation of such sets of uniform terms between states would be made easier
with appropriate international assistance., We can rely here on the successful example
of the UN Economic Commission for Burope which has elaborated a large number of
general terms through a joint East/Hest negotiation process, l/ The successful work
of the ECE could certainly be valuable, but uniform terms for North/South and South/
South co-operation should take into account the specific problems of developing
countries in industrial co-operation, particularly their greater vulnerability to

non-performance and hence greater need for performance guarantees. b

Unifnrrm terms could be drawn up on turnkey contracts, é/ consultants contracts,
employment of foreign experts, technical assistance, transportation, btuy-back and
compensation provisions, penalty and performance guarantee provisions, dispute settle-
ment procedure and competent institutians, mutual recognition and enforcement of
judgements and awards, the sale of machinery, repair and maintenance obligations. i/
Also, uniform conditions for the constitution and the activities of corporations and

of joint ventures could be elaborated.

The best method seems to be the elaboration of model contracts or clauses and

of contract guidelines and manuals through specialized expert groups within the

UN system, Care should herc be taken that the specific problems of developing countries

are considered and that such contract guidelines do not just rely on present practice,
but attempt - continuously - to develop the quality of co—operation contracts.
Governments negotiating bilaterally could incorporate such uniform terms and guide~
lines into their respective intergovern~.ntal co-operation agreemenis. Here, they
could be appliad directly to project contracts or they could serve the parties
negotiating for a project contract as a guideline or as terms which could be incorpo-

rated.

E.g. Ouide on Drawing up International Contracts on Industirial Co-—operation,
op.cit., at p. 27 for references to the various general conditions;

Cf, Algeria's memorandum forthel975 OPEC Conference, Annex XVI, op.cit.;
See §§ 88-97 of the GDR's Code on International Economic Contracts;

See for other areas where uniform terms could be of utility the discussion
of intra~-CMEA uniform terms supra.

3
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z) intergovernuental Pro]ect Agreements for Industrial Co-operation.

Tre other area where intergovernmental agreements could be improved is more
related to co-operation projects on the enterprise level than to a general framework
co—operation. It is often difficult to distinguish between the two types of agreements;
fhowever, a greater orientation to the protlems of specific, particularly large-scale
industrial projects, can be observed in many agreements, particularly those concluded
by eastern states, P Such agreements would concern an individual, large-scale
project or a certain type of project already set forth in the agreement. The prcblem
seems to be how to increase the scope of maricet economies governments' co-responsi-
bility to a degree which is consistent with their economic system. To evaluate the
possible scope for such increased home state co-responsibility, it is necessary to
analyse two issues: (1) the market economies governments' potential to influence their
enterprises and (2) the incentives and exchanges which could be offered by developing
countries to motivate ICs to increase their co-responsibility in a substantial way.

(i) Market economies can - and this is reflected in their considerable involvement

in projects vital for supply with energy and natural resources (supra) - mobilize

and guide their enterprises action to a substantial extent, They can empioy tax
incentives, informal and formal co-ordination with and pcisuasion of the private
gsector, direct regulations prohibiting certain operations, rovisions of preferential
financing from government financial institutions, guarante:s related to investment
security (investment protection, investment insurance) pad export credit insurance.

In addition, the state enterprises of an opervativc, finanring or supportive character
can assume direct operative obligations or participate ihrough loans or equity finance
in co-operation projects. In the area of armaments exports of some ICs, governments
co-operate closely with exporting industry and are ready to assume direct respon-
gibilities for technical quality vis-a-vis the importing country. Also trade policies
can have a direct impact on a co-operation project's economic viability. 3/

(ii) There seems also to be a potential for incentives to attract IC governments to
assume a higher degree of co-responsibility., ICs, for instance, could be intereated
in DC assurances for stability of contractual and investment terms, in assurances
concerning the supply with natural resources and energy, in preferential trading
conditions with the respective developing country. 3 ICs could exchange the assurance
of access into IC markets for developing countries' manufactured products, prefe-
rential conditions in respect to financing and taxation, incentives for IC enter-
prises to transfer processing capacities to developing countries, adoption of appro-

priate adjustment assistance mcasures to encourage and facilitate the redeployment

But also the already discussed Brazilian/l?m nuclear energy co-—operation project;

See for an analysis of IC policy instruments UNIDO, Doc, ICIS.68 of
28 April 1978, at p. l12ff;

E.g. preferential or at least non-discriminatory access to developing countries’
markets for industrializad countries' products and investment.
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of firms, IC incentives in favour of linkages of foreign investament :in developing
countries to the developing country economy. ICs could also assume some liabilities

for the performance of their enterprises in developing countries.

The interests of both partners could be combined in package agreesments expressing
& quid-pro—quo exchange. In addition, a range of common interests could be taken up
by intergovernmental agreemeats: a joint system of conflict resolution and joint
measures o control abusive behaviour by THCs (restrictive practices, transfer price

abuses, diacretionary shifting of work places). 3

Intergovernmental agreements whick relate to specific projects could contain
provisions relating to:

- a partial assumption of the risk of non-performance of enterprises
by their respective home countries, provided the projects in question
have been jointly selected, a joint feasibility study has been under-
taken and the project falls within the scope of the respective agree-

ment; g/

- provision for financing and market access conditions to enable the
proper functioning of buy-back arrangemets;
- host state guarantees relating to stability of the terms of industrial

co~operation;

- host state guarantees relating to supply with energy and natural

resources for the home state;

- intergovernmental co-operation to control emnterprises,

The design of proper model agreements and negotiating msnuals could assist
developing countries to obtain some of these elements in their negotiations with ICs.
It depends, ultimately, on the effort developing countries undertake themselves
and their respective intereats, A policy of co-ordinated action among developing
countries and the exploitation of their potential for bargaining power - e.g. the
control cof natural resources and of export markets vital to ICs - might allow thea
to obtain some of the concessions mentioned. In particular, developing countries

y It should be noted that in some ICs influential political groups support this
type of action through intergovernmental agreesents, see chapter 2.1.2/p. 21
of the "Orientierungarahmen 1985 of the PRG's Social Democratic Party calling
for intergovernmental control of the dominant influence of TIKCs;

2/ It is interesting to note that the FRG's government, which is notably re-
luctant to accept an increased involvement in West German enterprise
operations, has assumed de facto considerable liability in the case of its
government-owned enterprise "DIAC®, It has subsidized an otherwise bankrupt
enterprise to allow it to meet its obligations in non-perforsance of produit-
en-main contracts in Algeria, A joint, bilateral selection, feasibility
analysis and negotiation process might have reduced the scope of this assumed
liability to a considerable extent,
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might collectively establish pslicies of preferential supply and trading conditions
for such ICs which are more willing to accommodate developing countries® interests
(*the like-minded—countries®).

3.2.4 '

Organizational Structure of Intemmmhl Co-operation.

The organizational structure of improved intergovernmental industrial co-operation
agreements can to come degree build on present practice. 7The system of mixed com-
missions, sectoral working groupe and expert groups for the proposed elaboration of
uniform terms of co-operation familiar from East/West co-operation would be an
appropriate structure to organize the implementation of framework agreements. This
applies also to the institutions set up by the Lomé agreement. :-l/ However, care should
be taken not to establish organizational structures where the effect produced does not
correspond to the investment of qualified personnel work time which is particularly
scarce in developing countries,

For specific intergovernmental project agreements, governments should strive to
set up joint enterprises to identify feasible projects for industrial enterprise
co-operttion, to conduct jointly feasibility studies, to seek private and public
sector financing and additioual partnership and eventually implement co-operatiun
projects, This avenue of establishing intergovernmental joint ventures with or without
participation Zrom the private sc-tor promises to be amost effective way to put the
principle of co-responsibility into practice. It may produce a considerably greater
cost efficiency than many lump-sus payments of development aid, as the know-how
and the responsibility of the IC can contribute to greater effectiveness of finance
used by joint enterprises, MNixed commissions and working groups would act as super-
visory councils for the respective enterprises,

This idea is by no means revolutionary in West/South relations and certainly
not in East/South and South/South relations. 2/ Market sconomies often have acted
through state enterprises in developing countries adequately supported by the
government, State- or para-etate enterprises of major ICs have, for example, been
very active in concluding joint venture agreements with the developing country's
state sector in natural resources development. é/ Other state onterprises or agencies

E.g. Comittee on Indusrtrial Co—operation, Art, 35; Centre for Industrial
Developsent for Information-sharing; studies of the potential for industrial
co—operation; for match-making functions, Art. 36;

See UN, Petroleum Co-operation among Developing Countries, E.77.1I.4.3.

E.g. the Prench BRGM or Prench petroleum state enterprise; e.g. the Deminex
of the FRG.
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of industrialiszed countries have been active as partners or as financing agents for
industrial projects in dewveloping countries, at times favouring middle-sized industry
partanerships and least developed countries, l/ What is here proposed is an extemsion
of such intergovwrnmental joint enterprise policies through co-operation on the macro-
level through framework agreements and omn the micro-level through project agreements
and project jdint wentures

3.2.5

International Action for rt to and Promction of Inte tal
C tion ts,

To a certain extent, the proposals for improved methods of bilateral intergovern-
mental industrial co-operation are recommendations for states. For two reasons action
on the international level, particularly by the appropriate international organizatioms,
seems necessary to promote improved new forms and to prepare the groundwork for inter-
state negotiations: 2

(i) Action on the internaticnal level adds the necessary multilateral dimemsion to
bilateral agreements. Bilateral agreementis are often, through unequal bargaining
power, tilted towards industrialized countries, Accordingly, there should be a
compensatory multilateral dimensin, where developing countries® collective approach
would equalize bargaining power,

(ii) Many of the issues and proposals are too complex (e.g. the proposal to expand the
practice of general and uniform terms for industrial co-operatiom) to be negotiated
only on a bilateral basis. Bere, either parties could not use the full rescurces
necessary or the industrislized countries better equipped with informaticn could

force terms upon a developing couniry with an inferior information base. Accordingly,
mltilateral solutions -~ as model agreemsents, model terms, negotiating manuals, re-
commendations for sultilateral framework conventions could serve as guidelines for
negotiating governments and could - with or without revisions - be incorporated or
referred to in bilateral agreements. Accordingly, it is proposed to set into motion a
process of elaborating:

1/ E.g. the "Deutsche Entwicklungsgesellschaft, DEG" as a government partper for

- investment in developing couniries or the Kreditanstalt fiir Wiederaufbau, KFV,
as a financing partner in major foreign investment ventures of industrial enter-
rises of the Federal Republic of Germany.

2/  Por the respective work by UNIDO and UNCTAD in the field of intergovernmentsl
agreements see UNIDO Doc. ID/B/C.3/68 of 10 April 1978; UNCTAD Doc. TD/B/C.2
of 1 June 1977; cf. also ECE Doc. TRAIE R.351 of October 1977.
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- sodel agreements and negotiating guidelines and msnuals for
intergovernmental framework and project agreements;

- uniform terms for the respective arsas of industrial co-
operation, relying on work already done (by UNIDO; ECE;
CNEA; EC; Rules of DC regional integration bodies, e.g.
Andean Pact),

Such instruments should be eladorated by expert groups under the guidance of
the proposed UN Commission for Industrial Development lLaw (UNCIDEL). They could be
issued ultimmtely as a recommendation by the Commission and the authoritative bodies
of the UN System and even, if deemed useful in light of the costs involved, be em—
bodied in & maltilateral convention. The result should be that, in line with the
tool-kit approach, developing coatries could rely on a set of appropriate model
agreements, manuals and guidclines to facilitate their negotiation and to promote
the evolution of new and more appropriate mechanisms. The proposed programme to
expand bargaining assistance rendered by internstional organisations (infre) and
the discussion of crucial issues of industrial co—operstion (performsnce, marksting,
control, stability, South/South co—operation) will add in substance to the potential
of improved forms of intergovernmental agreesents for industrial co-operation.

Ultimately, the major principles of international industrial co-—operztion and
a continous machinery for implementation and revision could be set forth in a Code
of Conduct on Internstional Industrial Co-operation. Such a Code of Conduct would
serve as the multilateral dimension of a legal systex .or intergovermmental co-
operation on the fraseowrk and the project level.

3.3 roveaent of Third World ing Abilities:; Methods for Industrial

Euterprise Co—operation.

Industrial co-operation and its effects on Third World industrialisation arse
determined to a considerable degree in the process of bargaining which takes place
between Ceveloping countries and their entities on one hand and foreign enterprises
on the other. Progress in the achievement of industrialization goals depends accor-
dingly on the ability of developing countries to expand and exploit their bargaining
abilities, be it through internal actiom, through collective action or through
internationally originated bargaining assistance. }/ The anslysis and the elaboration
of instruments for industrial enterprise co-operation has to be viewed within the
context of implicit and explicit negotiations. Bargaining relates to the specific
regise of individual cc—operation projects (micro-level); it encompasses investment
and foreign trede regulstions which are de facto often a product of the bargaining

1/ Cf. § 48 of the Lima Declarstion;
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process, l/ The bargaining power issue, howewur, is not only related for negotiations

concerning the regime for specific projects; the international legal environment ex-

ercises a considerable impact on negotiations and remegotiations for specific projects.

The objective of enhancing Third World bargaining power is inextricably tied to a

revision of the international legal framewori. The methods analysed and designed to :
promote the evolution of a New Intermational Industrial Development lLaw are essential

superstructural elements within a programme to improve Third World bargaining sbilities. 3/
Bargaining abilities are based on besically three factors:

(i) Ability to obtain appropriate information, to store, improve and use it effectively; ¥

(ii) the ability to apply an effective bargaining strategy through policy instruments
available to developing countries;

(iii) the willingness to bargain seriously with foreign enterprises instead of being
co—-opted, associated or overwhelmed by thea, 5

THCs have developed a wide range of co-operative arrangements - partly veiled
by the rhetorics of free-market competition - which allows them to bargain jointly.
Particularly as risky Third World investment is concerned, THCs increasingly join
through investment consortia or through non-equity contractual arrangements, inter-
locking directorates and governmsent—sponsored co-operative ventures, E

5/

In addition, a large number of business- or governaent-sponsored industry
associations or government information agencies for foreign economic relations y

provide very effective fora for informstion-sharing, for informal discussions conceming

y Cf. Wilde, in Kirchner et. al. Nining Ventures in Developing Countries, part I,
1979, p. 137 £f. and idem, Contribution to the Dijon Colloquium on a New
International Informaticn Order, Nay/June 1979;

Cf, Neeting of the Eminent Persons to Discuss the Joint Study, June 1979;

See O'Brien, C.,, The Political Economy of Information in a Changing Intermational
Economic Order, Dijon Colloquium, ct. May/June 1979;

Cf. Vaitsos, Noney as a Negotiable Input in International Business Activities,
paper presented at the round table on negotiations with TNCs held at Yale
University, 24-28 April 1978;

E.g» the Uranium cartel is only one element in a series of joint action arrange-
ments among TICs, of. Wood/Carrera, The International Uranium Cartel, Texas
International law Journal (1979) 59; Kronstein, The Law of International Cartels,
1973; UNCTAD, The Intermational Market Power of TWCs, Doc. ST/MD/13} of 1978;

§/ E.g. see the working papers for the interregional project on TWCs in primery
export commodities, elaborated by the Joint CTC/ESCAP Unit on TNCs, 1978;
UNCTAD, Maritime Transportation of Irom Ore, E.74.11,D.4 at p. 34ff; a case
investigated and decided by a US court - Kohn v. Amax, 322 Supp.1331 (E.D, Pa,
1971 - illustrates the degree of cohesion among TWCs' investing in ICs;

1/ E.g. the FRG's Pederal Agency for Foreign Trade Information; or the highly
offective "Association of Gersan Machines Producers” (VDMA)
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strategies in developing countries and for ewvaluation of developing couniries.
International banks provide also a supportive role for TRC straiagy making. This
informational network is complemented by a _a—ge number of private consultancy and
information service agencies which cater to specific informational requirements cof
TNCs. l/ large TNCs themselves possess highly sophisticate? systems for information
collection, analiysis and application through strategy design which may be superior
even to governmental information agencies. This seems particularly to be the case
of the large Japanese trading houses which have developed informational capacities
of unequalled scope, efficiency and quality. Also, the diplomatic services of
larger industrialized countries is geared to a high degree towards providing relsvant
inforuation on strategic factors affecting DC/TNC bargaining to their enterprises.
The major news agencies provide specific, business oriented information to their
customers. In theory, developing countries could have access to some of these
sources. However, their cost, practical problems of access and use of information
theoretically available and the orientation of the northern intermational economic
information network to the business commmity of industrislized countries 2 make
these sources of relatively little use for developing countries,

The high degree of cohesion, intensified through support of intermatiomal
financing institutions and the complex informstional network linking governxents,
TRCs and financial institutioms compares very favourably with ‘he actual bargaining
cohesion and informational co—operation of developing countries. It seeas that the
degree of effective informational co—operation among developing countries is
insignificant. y Kistrust and a host of practical otetacles 4/ seem to characterise
Third World communication. 2/ This is also the case of the commodity producers
associations which are operational cu a level of information far below the level
characteristic of the respective trade journals and professional information and
consultancy services.

E.g. Businesa International;

Cf. contributions for the Dijomn Colloquium on a New International Informaticn
Order, Nay/June 1979;

Cf. to some degree, this may be because Third World politics on the scene of
international conferences is undertaken by diplomats, while actual negotiating
co—operation would have to come forth through the economics and industry
ministries and the state euterprises;

E.g. linguistic problems of commmnication, absence of established institutional
settings for inter-country co-operation, instability of bureaucretic positions
and of established long-term institutional and personal ties;

E.g. OPEC; CIPEC; IBA;

NN
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Accordingly, what i1s necessary is a set of national and international institutions
and strategies attempting to countervail — even if slowly - the formidable informetion
cetwork linking and supporting TNC bargaining. In that respect, much can ve learmed
by looking closely at the mechanisms and institutions employed by TECs and their home
states to provide effective informatiocnal linkages. An international programme to
assist Third World bargaining is well advised to examine closely how western and
socialist siates use the bargaining process to organize transfer, creation, linkages
and mitual co-ordination. Y/ The negotistion strategies employed by THCs have to be
am lyzed not only according to individual companies, but within the complex infor-
mational framework of THCs, government and private consultancy informational linkages,

3.3.1

Internationa) Bargaining Assistance: An Evaluation.

A number of programmes of industrialized countries operate specifically to help
developing countries inexperienced in internmational business negotiationa. Such
assistance can include feasivility studies; economic and technical consulting;
economic, technical and legal advice for project negotiations and training for DC
negotiators and adamiristrators. The US is a major socurce of private and public
programmes: US AID fulfils host country reguests for legal, te~hnical and economic
experts; non-governmental organizations (such as the Harvard Institute of Develop-
ment) and independent consultants, hired directly by developing countries or operating
through foundation grants, also supply advice; (US law firme and consulting firms
assume the greatest thare of such advisory consuliing). Negotiaiion strategy courses
are offered by US universities (Georgetown; Berkely) and by institutions primarily

in former coloniel countries, 2

Such programmes certainly effect a transfer of negotiating skill to developing
countries. The problea, however, is that modes of busineas behaviour in host couniries
are influenced by cultural, political aad economic biases of the industrialized
countries supplying advice and training. That forwer colonial countries and the US
~ffer such prograammes may reflect an intent to -smedy past colonialism imbalances and
to regain good will; on the other hand, it is difficult to view such negotiating
assistance as completely neutral., The policy of supplying negotiating advice may
well fit into a pattern of integrating Third World elites into the prewailing cultural
and business attitude: of major industrialized countries, é/

Cf. Ivanov, I.D., The State Nonop 1y of Foreign Trade in the UTSR: The
Experience and Conclusions of Interest for Developing Countries, Noscow, 1979,
report prepared for the Joint Study;

E.g. the Prench Ecole Nationale des Nines; The British Institute of Development
Studies at Susszex University;

Cf. the View Advocating the Integration of Developing Cauntries' Elites into the
US System by Parer, Poreign Policy, 1976, p. T9ff.
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On the international level, several international organizations offer advisory
gervices for bargaining with foreign enterprises. The UN Centre on Transnational
Corporations (CTC) offers advisory services and workshops for developing countries'
negotiationa specifically with TNCs, l/ Also, the Commonwealth Secretariat organizes
studies, consultancies and workshops dealing with natural resources negotiations.

UNDP has also financed workshops on negotiations, UNIDO renders bargaining assistance
through the preparation of negotiating guidelines and advisory services for individual
countries. UNIDO's assistance for (pre-) feasibility studies can «lso be counted

as pre-bargaining assistance, Finally, the elaboration of complex model contracts

in the framework of the UNIDO consultations on fertilizer industries is primarily
oriented towards assisting developing countries with negotiation models.

Another dimension of amsistance is the es’ablishment of data banks, providing
developing countries with information relevant to negotiations. aAmong such data

banks 3/ is the UNIDO project for exchange, storage and retrieval of information

relevant for technology transactions é/ and the CTC's establishment of an information

system covering TNCs 5/

deserve special attention. Such systems could become use-
ful for project design ard the provision of background information but few serve
the negoiiation process directly. With the exception of the UNIDO Technology
Information Exchanges System (TIES) they are involved nnly to a limited degree

in building indigencus capacities and regional informational interaction. 2/
While certainly making a valuable contribution, such systems face several problems.
Their cost effectiveness, i,e, their actual performance in meeting developing countries'®
needs in compariscn with the investment made has not been examined., It is not

apparent that such systems are sufficiently specific or up-to-date to serve the

pressing negotiation needr: i.e. there seems to be a tendency for self-propelled

growth of information systems and less a relationship between the system and its users.
Such systems also lack the power and commitment of a coherent transnational professional
group, as do specialized data banks, é Finally, the information contained in such
information systems seems often to rely less on co-operation with and among developing
countries than on commercial inforcation enterprises in ICs, whose information re-

sources are tapped with UN funds.

See Commission on TNCs, Fifth Session, Doc. E/C.10/49 of 27 March 1979;

Cf. O'Brien, Cruise, Report for the Dijon Colloquium, Ia,y/'June 1979, op.cit.
at p. 7f;

Industrial and Technological Information Bank, INTIB;
Cf. report of the Fifth CTC smession, supra;
Cf. O'Brien, Cruise, op.cit. p.7;

Cf. O'Brien, Cruise, op.cit. p.8 with specific references.
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rinally, bargaining assistance is also rendered through the design of uniform
terms in model agreeaents and information on pertinent national and intematicnal
regulations provided by organizations like the ECE, UNIDO and CTC. An overall evalu-
ation of the multifaceted aspects of negotiaticn assistance would have to concentrate
on cost effectiveness and on the feed-back between actual use and services provided,
It is probable that much useful assistance is effected through existing channels.
However, one crucial objection has to be raised against the -:titude underlying
the bargaining assistance as presently rendered by most of the organizations con-
cerned: At present, bargaining technology, i.e. experiences, recommendations, models,
organizational instruments and legal concepts, are transferred froa ICs to ICs,
The transfer is predominantly effected by experts who are nationals of ICs or, as
often the case, deeply influenced by the ICs bargaining attitudes and legal philosophy. }-/
This may even extend to apparently neutral technical criteria used which reflect the
cultural and econoaic context in which they originate. 2

Even intermational organizations may rely mainly on experts and bargaining be-
haviour models prevalent in the country in which they are based because such modes
of behaviour are practical and comfortable. We can hence observe a pattern of a
North/South transfer of “bargairing technology”, perpetuating dependence on ICs patterns
of organizing and negotiating industrial co-—operation., Often, it is not "appropriate
technology™ which is transferred through the exisiing channels of negotiating assistance.
This situation applies particularly to LDCs, which have not yet been able to develop an
autonomous body of experience and are, therefore, most vulnerable to foreign expert advice.

3.3.2 Towards Appropriate Bargaining Technology by and for Developing Countries:
International Organizations as Forum and Ca.tamt

There is a need to correct the present one-way North/Sou‘th transfer of bargaining
technology through the concept of national and collective self-reliance in bargaining.
The basic attitudes - derlying present lorth/South transfer programmes must be rethought
and reformulated. An overall programme to support developing countries' bargaining
would certainly familiarize developing countries with the existing level of bargaining
techniques and instruments developed in industrialized countries; it should also encom-
pass the rich experience of socialist states in negotiating with foreign emterprises. é/
But the basic objective should be to provide an institutional setting for developing
countries to develop through national and collective self-reliance authentic models

l./ Cf. also Le Boy/lilingo/‘l‘uoro/\hno, L'Endogeneité du Développement en Afrique
Noire, Report for the Dijon Colloquium, May/June 1979; Lénoble/Ost, Le Droit
Occidental Contemporain et ses Présupposés Epistemologiques, UNESCO, 1977
(Division for Development Studies);

Cf. on the issue of cultural dependence Sauvant, Socio-Cultural Investment, Dijon
Colloquium, Nay/June 1979; cf. also the report of the Director Gemsral of UNESCO
to the 1976 General Couference of UNESCO, Doc. 19 C/87 of 30 September 1976;

)/  cf. Ivanov, I.D., Report for the Joint Study, op.cit.
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of planning, negotiating, organizing and impiementing international indus.rial co-—
operation. The objective should hence be to replace dependence on IC—oriented systemic
biases and assimtance with self-reliant generation of negotiation instriuments .mong
developing countries. A process should be established to collect, Aisscminate and
analyse information from developing countries. It would have to be designed to stimulate
innovaticn, experimentation and evaluaticn of new mechanisms in order to allow each
country to find policies for its optimally suitable specific situation. By setting

into motion such a process, present contractual arrangements would be more rapidly
transformed into contracts more responsive to Third World industrialization. A

progr:ume to support Third World bargaining should hence:

(i) stimulate and organize a system of bargaining co-operation among the more
experienced developing countries on a basis of reciprocity;

(i1) provide for a transfer of bargaining experience from ihe more experienced
developing countries to the least experienced developing countries, Co-operation
should comprise information- and evaluation-sharing and finally, a gradual, practical

evolution to appropriate forms of collective bargaining,

Intermational organizations participating in such a process should re-think their
basic attitudes and see themselves less as agents of a North/South transfer than as
fora for discussion, as secretariats for publishing the results of common evaluation
and as catalysts and organizational settings for experience—sharing among developing
countries. It is not that such an attitude is completely innovative. Some deévelo-
ping countries have shared their considerable experience with other countries
negotiating investment projects. Interviews conducted with state enterprise nego-—
tiators (in several latin American countries and in Algeria) have indicated a strong
interest in such an exchange and a readiness to participate. Some tentative steps
have already been taken, particularly by the UNIDO technology exchange projects. l/

Each organization of the UN system should orient its specific informmtion and
advisory capacities towards serving directly the bargaining needs of developing
countries and towards communicative processes among developing countries to generate
appropriate bargaining techniques and instruments. It is in the light of these
considerations, that the subsequent sections will evaluate and elaborate specific
mechanisms to act as vehicles for bargaining co-operatiom.

1/  See also the CTC workshop on negotiations in May 1978, UN Doc. E/C.10/50 of
23 March 1979.
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i.L A JN Programme to Support Developing Countries' Bargaining Abilities in Industrial

Co-ogeratiog.

(&)
-

.1

Model Contracts, Model Regulations, Negotiating Manuals and Guidelines.

Model contracts for the various types of industrial cowoperation, l/ specified
for individual sectors g/ could be of considerable use to DC-negotiators., They could
first aim at transferring existing negotiating xnow-how to developing countries,

This is the function of most model contracts and contracting guidelines elaborated at
present. é/ Model contracts should cover the main areas of negotiation and provide
information on the most recent and sophisticated contractual practices. They would
have to be supplemented by negotiating manuals and 1Lzuidel;i.r'1ea.‘l These would provide
up-to-date information on contractual practice, together with criteria alliowing
developing countries to evaluate alternative contractual approaches to a negotiating
issue, Negotiating manuals might often be more flexible. By providing a checklist
of issues and solutions and of evaluation criteria they assist an autonomous learning-
by-doing process more. Accordingly, the model contract approach has tc¢ be linked to
the more open-endec¢. negotiating manual approach; both these methods finally have

to be linked to an information-sharing system related ‘o actual negotiating practice

and contract administration among developing countries (infra).

The combination of model contract and negostiation manual has distinct advantages
for developing countries: It allows the investment of considerable more time, talent
and effort than is feasible for individual projects, Useful model contracts and
manuals should go beyond a mere introduction of the main elements of a contract; 2/
they should present issues of negotiation and possible solutions in considerably

more detail, -~

E.g. turnkey projects, compensation and buy-back arrangementa, co-production,
joint ventures, investment contracts;

A

E.g. fertilizer, petrochemical, mineral processing, light indusiry manufacturing
etc.;

E.g. the FIDIC model contracts; model contracts elaborated by national industry
associations, e,g. the FRG's VDMA model coniracts; the International Law
3sociations attempt to derise a model invescment agreement; the various model
contracts elaborated under the auspices of the ECE and the contracting guidelines
elaborated by UNIDO;

Cf. WIPO's L censing Guide for Developing Countries, Doc. 620 of 1977 and

UNIDO's draft, Guidelines for Evaluation of Transfer of Technology agreements,
1979 (forthcoming);

This has been the main emphasis of the earlier model contracts and respective
guidelines drawn up by UNIDO until 1978;

E.g. the draft model contract for the establishment of fertilizer plants in
developing countries drawn up by UNIDO in 1978.
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However, the aprroach of collecting and documenting current practice for easy use
through a model contract plus a negotiating manual has some weaknesses. Present practice
primarily represents the interests and mode of interaction of the Western business
commiiity. Zducating developing countries in present practice reflects to a large extent
an =ffort to integrate developing countries negotiators into this prevailing system.
Model contracts appropriate to bargaining technology gererated by and for developing
countries, however, should net just transfer the state-of-the-art, but present a well-
documented countervailing bargaining position for developing countries, l They should
assist developing countries through countervailing model contracts often elaborated
under the auspices of national industry associations of foreign enterprises. Such
model contracts and manuals should function as a catalyst for information-and experience-
sharing among developing countries and as a vehicle to transfer thue generated methods
and concepts among developing countries. A new, appropriate model contract or manual
would still describe present practice, but it would moreover attempt to suggest inno-
vative solutions to meet diverse situations, rolicies and industrial development.

It would be particularly oriented to providing maximum bargaining positions for the
specific requiremer. .s of developing countries and not just a poasible meeting-

ground for respective negotiations, In that function, innovative model contracts are
not only providing bargaining assistance to developing countries' negotiators in
aderuately trained ICs techniques, but serve as a policy instrument to transform
present cuniractual relationships into more development-oriented ones. Insofar, the
model contract method is tied into the programme to promote the evolution of Intermational
Industrial Development law. In this respect, it may be more flexible and effective and
less costly than cumbersome multilateral conventions. Guidelines to be issued by such
proposed organizstions as the UN Commission for Industrial Development Law (UNCIDEL)
could strengthen the weight of thus elaborated contractual forms and thereby reinforce
developing countries' bargaining positions. Model contracts should be drawn up pri-
marily in co-operation with developing countries stzate agencies and enterprises with
adequate amsistance form the UN system, The approaches could be global and comprehen-
sive, but also regional and detailed, UNIDO could, for instance, design the umbrella
for a model contract and manual while the Regional Economic Ccmmissions coull elaborate
these instruments, It is nct evident that global consultation of all parties concerrned
is always useful. Thie may introduce an element of conflict which should perhaps be
better settled on tho level of specific project negotiationa, The model contract and
negotiating manual rtrategy is viewed primarily as a countervailing strategy to create
and share bargaining know-how vis-a-vis TNCe'! institutional arrangements, Tha UN
system is accordingly called to provide - compensating for existing unequalities -

support services similar to those rerdered by national and international industry

l/ It 1s in that functi,n that several developing countrims particularly state enter-
prices - have designed model contracts which serve leas as a training instrument
concerning present practice and more as a statement of the btargaining position
‘nd as a negotiating goal and evaluation criterium for its regotiators, see o.g.
the model contracts prepared by PETROBRAS for oil service contracts or by
Indonesia for natursl resources investment,
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associations to TNCs. Once basic bargaining equality has been reached, model contracts
and negotiating manuals could enter a system of global or regional consultations. In
that case, model contracts could evolve into universally accepted guidelines, for
example issued by UNCIDEL, and finally into uniform terms of industrial co-operation.
Bargaining assistance first would help to compensate existing unequalities and later
lead to the evclution of a universally accepted international legal order for industrial
co-operation. Such mechanisms gradually would approach the character of legal terms,
parallel to their ability to represent a global consensus of equal partners.

3.4.2

An Integruted Industrial Investment and Prcject Service,

UNIDO has assisted developing countries in completing (pre-) feasibility studies
through the preparation of pertinent manuals, training workshops and project advice. l
Important as these studies might have been for developing countries in evaluating and
negotiating the social cost/benefits of proposed projects, it is felt that this area
needs additional skills particularly at the branch level, e.g, for capital goods and
mineral processing showing the benefits accruing to developing countries from local
processing of minerals, Furthermore, manuals and guidelines need to be developed in
the field of project implementation and investment. Services ne2d to be rendered

throughout the entire project cycle from project ide’ification to investment fellow-up.
3.4.3

Legal Consultancy for Project Negotiations.

Developing countries, particularly the least developed, often must choose between
negotiating complex arrangements on their own without sufficient experience or re-
lying on expensive western law firms and consultants, that may not always provide
the most appropriate responses to specific DC problems, Through such organizations as
the Commonwoclth Secretariat or the United Nations Centre for Transnational Co—operation,
free legel advisory services can be obtained. As there is no in-house capacity, it
seems advisadble to develop - through consultation and co-operation with the respective
hndies of the UN system - some UN capacity of rendering legal advice. This is parti-
cu.arly relevant because the programme to promote an International Industrial Develop-
ment Law and to elaborate model contracts and negotiating manuals requires the same

l/ Manual for the Preparation of Industrial Feasibility Studies, New York, 1978,
E.78.11.B.5;
cf, UN GQuideiines for Project Evaluation, E.72,II.B.11; UN Guido to Practical
Project Appraisal: Social Cost/Benefit Aualysis in Developing Countries,
E.78.I1I1.B.3; cf, also the study prepared by the World Bank, Van der Tak/Squire,
Economic Analysis of Projects, IBRD Staff WP No. 194, 1975, Ray/Van der Tak,
A New Mu:thod of Project Evaluation, Finance and Development, March 1979.
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type of legal qualification and capacity which is necessary for specific project
advice. Instead of randomly contracting outside experts for individual advieory
missions, a system should be established which links specific project advice, model
contract design and assistance in establishing uniform terms of industrial co-operation
in intergovernmental agreements. Such a system could provide co-ordination, infor-
mation-sharing and feed-oack on the micro- and macri>-level of negotiations, It seems
useful to establish vithin the UN system sufficient capacities for project-related
legal advice. Such capacities should not be left in the general sphere of legal
discussion, but tied as closely as possible to Third World industrialisation prograames
and objectives, The fragmentation of present efforts lacks co-ordination and a
conscious effort to promote the evolution of a New International Legal Order for
Industrial Co-operation.

3.4

Training in the Fisld of Project Preparstion, Evaluation, Implesentation
and Project Negotiation.

Negotiation support requires not only documentative and informational assistance,
but also measures to tiain developing countries' experts in relevant functions. Some
training of this kind is offered through the CIC and UNIDO workshops on project
negotiation and the preparation and evaluation of industrial feasibility studies,

The large number of reques:~ received for seminars an the field of project preparation
.nd evaluation after the publication of the UNIDO Manual for the Preparation of
Industrial Peasibility Studies suggestis the current seminar activities should be re-
structured into an irdependent mection concentrating on industrial project sesinars
covering project preparstion and evaluation, iwplementation and contracting.

It would be particularly important to co—ordinate the rather disjointed practice

of training workshops with the oth r activities relevant for supporting Third World
negotiation abilities,

3.L.5

Developing Countries' Organization of the Industrial Co—operation Negotiation
Processes: Assisting Developing Countries’ National Self-Reliance,

A central wealmess of developing countries in negotiations for industrial co-ope-
ration with powerful partners such as TNCs is often the absence of adeguately
organized and co-ordinated bodies for the collection and the utilisation of relevant
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1/

information. -~ At present, in many developing countries the disseminaticn, of
information, experience and competence among a large rumber of govermment agercies
allows for divisive strategies to be employed by TNCs. 1In addition, developing
countries are hindered in drawing fully upon a pool of information and abilities when
negotiating. It is not sufficient to establish information centres only on the inter-
national level such as the CTC, It is perhaps more important to develop developing
countries' abilities to establish effective bodies for organizing industrial co-
operation. g/ It is hence suggested that studies be undertak~n on the most effective
organizations for the industrial co-operation negotiation proceas, In this context,
the efforts of several developing countries {notably Mexico, Peru, India) to set up
"Foreign Investment Centres™ or specialzed agencies to administer the transfer of
technology regulations merit considerable attention. Also, the system euployed by the
USSR in centralizing foreign trade bargaining may provide some concepts for developing
countries., [n the USSR, foreign trade is centralizea in Foreign Trade Organizations
(F'I‘Ou). FIOs also elaborate model contracts and hold informal meetings and con-
sultations to improve their negotiating technique. Information ie collected and
analyzed in the Market Fesearch Institute of the Ministry of Foreign Trade for use

by the FTOs, Records are kept on the performance of contracted foreign enterprises
and techmqu;s developed for bargaining and the assessment of offers made by

3

suppliers, =

From these considerations it appears that National PForeign Invesiment Centres,
acting as focal points for the collection and evaluation of information on nego-
tiation to be used by government agencies and state enterprises empowered to deal with
TNCs, might be a suitable institutional arrangement to promote developing countries'
bargaining abilities. Such centres could be organized aa bargaining information cenires

to render advisory services for other developing countries' agencies and enterprises or

y The necessity to strenghten the developing country's national machinery for
negotiations with TNCs has also been emphasized by the UN Croup of Eminent
Persons, cf, UN, The Impact of Multinational Corporations on Development
and International Relations, E.74.II.A.5 at p. 10;

y At the meeting of Eminent Persons to Discuss the Joint Study it has been
expressed that the efficiency offered by developing countries through effective
organization was an important bargaining asset and that own, self-reliant efforts
by developing countries to develop thei™ vargaining abilities may be more
effective than international assistance related to specific projects, The
same view has been expressed through interviews with developing couniries’
negotiators in government agencies and state enterprises;

}/ For an extensive discussion of USSR institutional arrangements to improve
USSR bargaining abilities in dealing with TNCs see Ivanov, I.D., The State
Monopoly of Foreign Trade in the USSR, Moscow, 1979, report prepared for
the Joint Study.



they could rave some authority over the foreign industrial co—operation process. They
cou1id sere tc elaborate model agreements among state enterprises and to evaluate ex-
periences collected by “he various enterprises, l/ Also, sach centres would be appro-
priate focal points for :nter—country co-ordiration and for communication witk inter-

national organizations.

Obviouely, it must be left to each country to decide what institutional arrangements
would best suit its particular requirements., However, help in evaluating the present
organization 3/ and elaborating improvements might be of great use. In that context,
emphasis should ve laid on transferring successful experiences from one country to

countries which have not yet been able to collect and evaluate such experiences.

3.4.6

Increased Mational Economic Integration throgfggggdustrial Co—operation Projects.

Poreign investment in developing countries traditionally has been characterized
by ite enclave structure, i.e, by its insulation from economic, social and legal en-
vironment of the host country. 2/ This has placed developing countries at a considerable
disadvantage, as they have to foregc the advantages offered by indumtrialization according
to the availability of national natural resources, 4 National economic integration is
hence an important bargaining issue, particularly in the case of commodities, but also
of packaged purchases of industrial installations, 2/ New methods to promote Third
World industrialization accordingly must place some emphasis on polic=~g to increase
the national economic integration of industrial co-operation projects. 2/ Such
strategies can be puraued through intergovernmental agreements (supra) or through better
co—operation of producers of commodities. 1 Respective strategies can also be pur-
sued through negotiating for specific projects, particularly if the access to a
strategic commodity or to markets for industrial plants require commitments to
economic integration.

In interviews with developing countries, the need for such external co-ordination
and experience-sharing has been repeatedly emphasized;

As already rendered by the UNIDO teohnology assistance operations;
Cf. Girvan, Corporate Imperialism, 1976;
See chapter on processing on minerals of the Joint Study;

Judet, A Propos du Contrat Clé en Main, Le Problime de la Naitrise de la
Technologie, IREP/Grenoble, May 1977;

Cf. § 53 of the Lima Declaration.

Ses chapter on mineral processing.

RerRk
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Within a UN programme to support Third World bargaining abilities, the possible
impact of policy instruments should be studied in the following areas: l/

- processing and fabrication of nationally or regionally available

natural resources;
- increasing the local supply and subcoatracting linkages (local content);
- national participation in transporting and shipping of commodities;

- localization and qualification of the national labour force through

industrial co—operation; 2—'/

- national participation in the international marketing of produced
commodities,

The UN, particularly UNIDO in conjunction with UN bodies concerned with natural
resources (UNCTAD; UN Centre on Natural Resources; CIC) could undsrtake in-depth
studies on the industrialising potential of commodities and of available negotiating
methods on project and intergovermmental lewvels to exploit such a potential. It could
also assume a corresponding task in the area of delivery aof industrial complexes.

3.5 Collective Self-reliance in Towards Collective Devel Couniries'

Bargaining.

Collective action has been esphasized as an iuportant method for generating counter-

vailing DC bargaining sbilities. ¥/

The methods and mechanisms already discussed are oriented greatly towards providing
a catalyst and an institutional vehicl!s for informational exchanges among developing
countries. Through gradual and informal steps, they approach some measure of co-
ordinatior in bargaining, However, the intensity of co—operstion among ICs and TiCe
and the relative weakness of Third World bargaining power require a greater effort
to achieve collective Third World action. Some specific methods will be explained
below. The) are closely related to the methods proposed to promote South/South
industrial co—operatiom.

y For an in-depth analysis of hosat state instruments to promote economic inte-
gration and . dustriclization in natural resources through foreign investment
cf, Wilde, iransnationsl Investment in the Natural Rescurces Industries,
law & Policy in Internaticnal Business, 1979, p. 691-774;

Cf. report b N, M. Boguslavski for the Joint Study;

See the Lima Plan of Actiom, § 60 (k), § 34 and 38 of the Declaration of the
Arusha Conference, and the Manila Conference; of, UNCTAD, Economic Co-operation

among Developing Oountries, TD/244, May 1979, §§ 36ff.

R
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3.5.1

JN Facilities to Promote Bargaining Co—operation Among Developing Countries,

The UN system could provide an institutional setting for deveioping countries'
sharing of information, experiences and evaluation in industrial co—operation., Such
a system would help reduce the possibility for TNC-desisive strategies. Intereet for
such a scheme, if informally organized, has been expressed often by negotiators in
developing countries' ministries and state enterprises, Y Informally, some co—
operation of this kind already has been undertaken but spontaneously and without
adequate intermnational institutional support. Some elements of such a acheme are
being implemented through the UNIDO Technology Information Exchange Scheme. In
principle, the competent UN agencies would establish an institutional setting to group-
for the specific sectors -intereated developing countries (particularly negotiators
from ministrieas, foreign investment boards, state enterprises) and to organize discussion-
and information-eharing on the basis of reciprocity and confidentiality. Much could
be learned from how TNCs are co-ordinated and from traditional TNC-cartel organizations,
In the beginning, the relatively few countries with rather extensive bargaining
experience would participate., The information—sharing among state enterprises could
begin with the exchange of information on contractual practices and model contracts in
use, Gradually, informal discussiors could be directed at elaborating and sharing a
model contract or certain contractual guidelines, The UN body would service such
groupings and provide appropriate expertise. The approach could be linked to the pro—
posed process for designing model contracts.

At present, political frictions and sensitivities create considerable obstacles
even for informal co—ordination attempts. To overcome them, the UN could provide a
meeting ground sufficiently neutral tc allow informal co—overation. Purtherwore,
the UN could attempt to collect information and evaluations and disseminate them to
developing countries with less experience, i.e. countries which could not hope to
receive information on the basis of equality and reciprocity.

Of particular value would be a project and enterprise performance referral service
(PZPERS). g/ Developing countries® megotiators have often said that access to infor-
mation about specific projects, techniques and enterprises' performance in other

1/  This policy was also recoamended by a Round Rable on Negotiations with TNCs
to strengthen the negotisting capacity of developing countries, convened by
the UKCTC, cf. UN Doc, E/C.10/50 of 23 March 1979 and the respective background
papers to be published;

2/ The 1972 Georgetown Conference of Foreign Ministers of Non-Aligned Countries
proposed to set up a Committee of Experts on Foreign Investaent to organise
the exchange of information on the operations of TWCs; <this proposal was also
raised at the 197% Algiers Summit Conference of the Non-Aligned Countries,
cf. Jankowitsch/Sauvant, The Origins of the NIEO: The Role of Non-Aligned
Countries, in Seuvant (24) The NIED: Changing Priorities on the Intermnational
Agenda, 1979/1980. However, apparently little has been done by the non-aligned
countries to implement these proposals.

«in I
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countries would be helpful in evaluating similar projects. TNCs, for example, have at
their disposal - often through financing institutions - highly sophisticated instruments
to collect, evaluate and disseminate strategic information about their respective
developing countries' negotiating partners, A similar support system would be useful
to developing countries as well. Through such a referral service interested developing
countries could share experiences concerning specific projects and enterprimes with
other developing countries. Appropriate UN agencies would act as match-makers and go-
between, principally operating a register of contracts, projects, techniques and enter-
prises active in developing countries and would co-operate with the agencies or govern-
ment experts. The establishment of national foreign investment centres as proposed
(supra) would certainly facilitate such an exchange. Tax and police co-operation among
several developed countries has demonstrated the potential of both informal and formal
arrangements for mutual aid and assistance.

Finally, the organization of regional and international training programmes for
developing countries' negotiators would aleo be an instrument for fostering negotiation
co—operation aong developing countries in an informal and perhaps more effective way.

3.5.2

Regional and Sectoral Joint Developing Countries' Fnterprises for Collective
Bargaining,

The objective of collective bargaining by dewveloping countries needs instruments
which are flexible enocugh to accommodate the often highly diversified interests of
participating partners, Industrial joint entures, particularly but not exclusively
among state enterprises, appear to be a promising instrument to increase developing
countries' bargaining power. l/ Accordingly, the UN should attempt to promote in-
dustrial joint venture formation among developing countries on a regional or sectoral
level. The experience of socialist states has shown that such aggregated power effected
through centralized bargaining for technology, equipment, financing and investment can

considerably increase the ben:fits. 2

The formation of buying and investing cartels and consortia in western ICs reflects
the same exrperience. Inter-DC industrial joint enterprises could fulfil the functions

of:

- collective bargaining for the purchase of technology;
- coliective marketing;

- collective bargaining for location of foreign investment,
linked to regional progremme industrialization.

1/ Cf. § 60 (m) of the Lima Declaration; UNCTAD Doc. ™/244, ¥ay 1979 at §§ 45f1; 1311,
2/ cf. Ivanov, 1.D., The State Monopoly of Foreign Trade in the USSR, op.cit.




3.5.3

Harmonization of the Legal Regime Applicable to Industrial Co—operation,

A constant weakness of developing countries' negotiations is the potential for
divisive strategies exploited by TNCs. Together with institutional settings for
information-sharing (supra), the harmonization of the legal regime applicable to
TNC-negotiations is a mechanism to narrow the scope for divisive strategies, l
Tue UN should stimulate and support developments towards harmonization of investment
policies. It is evident that the goal of uniformity in such important areas is not
achievable within the next decades. g However, one can envisage the elaboration of
a global conceptual framework for harmonization, which can be worked out on a
regional level. In this context, the successful experiences of major industrial
countries and regions in harmonizing their respective legal framework reflect the
crucial role of legal harmonization in industrial co-operation and integration of
economic reglons, é/ It is not that these experiences can be completely transferred
to developing regions, but they at least demonstrate the utility of legal harmoni-

zation in regional integraion. 5

The most realistic way appears to be the elaboration of general, global
recommendations. Only gradually, this phase would be followed by the conclusion
of multilateral treaties, At firft these would only give broad guidelines for
harmeonized treatment of foreign investment and international industrial co-operation.
A comprehensive, uniform legal regime would be envisaged as a long-term goal.,
Instruments aiming at a gradual, regional and differentiated harmonization of foreign
investment and intenational industrial co-operation should be negotiated only by the
respective groupings of developing countries, Insofar, they would differ from the
negotiations for present Codes of Conducts. Individual issues of legal harmonization
in the South/South context will be considered in the following sections (incentives,

taxation, control, promotion of South/South industrial co—operation).

1/  Harmonization policies, however, have to bte linked to policies of programmed
industrialization to be fully effective, cf, Vaitsos, la Funcién de las
Empresas Transnacionaler en los Zsfuerzos de Integracién Economica en America
Latina, UNCT.D Seminar on TNCs in the Latin American Integration Process,
Lima, 12 June 1978;

g/ UNCITRAL has been making a very slow progress in the uniformization of the
relatively uncontroversial issues of international commercial law and has
up to now not found the will to enter more controversial fields, cf. Daoc.

A/CN.9/171 of 2 May 1979;

Cf. Seiffert, et. al., Sozialistische Gkonomische Integration, 1976;
Meatmicker, Burop&isches Wettbewerbsrecht, 1974;

4/  Cf. BID/INTAL, la Dimension Juridica de la Integracién, Buropa/Africa, 1974;
America latina, 1974; UNCTAD, Economic Co-operation and Integration'among
Developing Countries, Compilation of the Principal Legal Instruments,
TD/B/609, Add. I, vol. I-V, 1976,

.
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3.6 Organizational Issues of a Comprehensive N Programme to Support Third World
Bargaining,

Certainly a range of options to organize the structure of the proposed compre-
henaive UN programme to support Third World bargaiuing exists. Some objectives need
particular attention: the organizational structure of such a programme should not
be disjointed and should allow for sufficient co—ordination and linkages, The
present practice seems to be highly fragmented and in need of a coherent organization

and conceptual basis.

Economic, technical and legal bargaining assistance should be closely connected.
Activities related to the macro—level (e.g. intergovernmental agreements) and those
related to the micro-level should also be connected. The whole bargaining programme
should be very closely linked to the proposed methods t- promote the evolution of
an International Industrial Development Law and competent UN bodies (UNCITRAL).

Also, care should be taken to orient the programme closely to the needs of those it
gerves and to avoid the risk of 1 self-propelled bureaucratic growth visible in

current practice. Finally, a strcng orientation towards project and overall goals -
such as promoting & high—quality Thi~d World industrialization - is necessary.

A programme should rely on developing expertise in constant co—operation with developing
countries; such expertise should serve principally as a focal point, a catalyst and

an information receptacle for developing countries,

UNIDO, in light of ite experiences in project oriented advisory services and its
projects related at technology co-operation among developing countries, should be
closely involved in such a system, The UN CTC's advisory activities would have to
be co—ordinated with respective UNIDD programmes. New programmes should be located
in the context of such a co—operation. Finally, a re—orientation of UNCITRAL and
a respective close co-ordination with UNIDO szem warranted, along with the establish-
ment of a body oriented exclusively at promoting a new International Industrial
Development law,

To group the proposed project bargaining assistance activities under an organi-
sational umbrella, the establishment of an agency concentrating on international
bargaining ass.stance should be considered., At present, several UN—subsystems
(UNIDO, CTC, UMDP) are dealing with negotiating assistance, All suffer from the
bureaucratic constraints: there is no evaluation of success; +the establishment of
in-house know-how is relatively insignificant; outside consultants, mostly from the
country where the organization is based, perform a lorth/Sou.th transfer., The feed-back
between the needs of actual and potential users and an oft.n expanding bureaucracy is
limited. Accordingly, the proposed Comsultancy Agency shuld be modelled after the
organisational rules proposed for the Deep Sea Enterprise. It should be financed, on a
gredually downward sliding scale, by the UN, but increasingly through wvoluntary contri-
butions. It should not render services free of charge, but charge fees. Only wuch a




Page 09

system would provide a valid indicator of its performance. The task of the Consultancy

Agency should be to lessen developing countries' dependence on ICs' pri.ate law firms
and on the consultancy services offered by private companies an. -ponsored by IC govern-

ments., It would provide legal, technical and economic advice,
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CHAPTER 4: DIVERSIFYING TAE AGENTS OF INDUSTRIAL CO-OPERATION: MCBILISING THE
POTENTIAL OF MIDDLE-SIZED ENTERPRISES AND OTHER NON-TNC ACTORS

The present structure of international industrial co-operation favours TNCs to
the detriment of enterprises of small and medium scale, particularly those from DICs.
It is mostly in the role of accessory and dependent suppliers to TNCs that these
enterprines become involved in North/South or Sonth/South industrial co-operation.
Non-TNC actors seem to possess a considerable potential for contribution to Taird
World industrialisation: smaller companies are used to produce effeciently at
competitive costs for relatively smal]l markets, as it can be found in low income
countries. Their technologies are less capital intensive and, therefore, employ
more labour. l/ Their production and marketing procesr is organisationally less
sophist-cated and, therefore, requires lower managerial skills, MNedium-sized
enterpris-s seem to be more adaptable to the social and cultural environment of
host ctates and offer greater scope for local innovation. Also, medium and small-
sized enterprises tend less to create cleavages between highly developed centres
and an underdeveloped periphery in DCs. Pinally, medium—sized enterprises do not
create the problem of great economic and political power steered through a removed,

non-national global decision process which is characteristic of TNCs. 2

These characteristics of industrial co-operation with medium-sized enterprises
give them an advantage over TNCs in the DC view. However, there are substantial
obstacles againat involvement of non-TNC actors in industrial co—operation. Large
TNCs enjoy considerable advantages over medium-sized enterprises, particularly in
respect to their greater exp2rience and managerial capacities. Middle-sized =nter-
prises are exposed much more to the political and economic risks of industrial co-
operation in DCs. They lack the "safety net™ of TNCs and can not spread failure
risks among a sufficiently large number of projects. International and public in-
frastructural services are not geared to middle-size! enterprises, making financing
more difficult. Also, the network of investment and irade regulations in DCs is

often geared to control T™NCs and is, accordingly, unmanageable for non-TNC actors

1/  Gordon, The Bank and the Development of Small Enterprises, Finance and
Development, 1975, March issue;

2/ Cf. Neck (ed.) Small Enterprise Development: Policies and Programmes, ILO
publication 1977; IBRD sector policy paper, Employment and the Devel opment
of Seall Enterprises, Pebruary 1978; de Vries, Industrialisation and
Employment: The Role of Small and NMedium—sized Manufacturing Pirms, in
International Economic Development and Resource Transfer, 1979 (forthcoming)

[ —
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pessessing considerably fewer capacities to handle regulatory obstacles. This
si1tuation i1mpedes beneficial industrial co-operation and presents a problem whose
solution would seem to be in the interest of both DCs and ICs. DICs, as home states
of non-TNC enterprises, are hindered in exploiting their potential to participate

in a new i1ntermational division of labour and increasing their export potential and
foreign exchange earnings. DCs, as hc3t states, could expect from a diversification
of the agents of industrial co~cperation a considerable contribution to their de—
vel opmental objectives L and an increase of their bargaining power as they reduce
dependence on a few powerful TNCs. Promoting industrial co-operation with non-TNC
actors is also an instrument of collective self-reliance in the South/South context.
Mechanisms to enhance the potential for non-TNC industrial co-operation appear also
to be in the interest of ICs. They provide a means for enterprises of small and
medium scale to participate in industrial co—operaiion and hence fit into the middle
and small industry programmes of several ICs. A programme to promote the role of
non-TNC actors should represent o package of mutual interest of home and host states,
DCa and ICs. It would be oriented to providing preferential conditions for non-TNC
actors to compensate for existing competitive disadvantages.

4.1 Promotional Efforts in Favour of Non_TNC Actorw: Present Programmes

Today some ICs operate programmes specifically to promote aiddle-sized enter-
prises' foreign investment in DCs., For example, the "German Development Corporation”™
(DEG) promotes partnership investment by West German enterprises, particularly of
medium scale, in DCs by making equity investment or quasi-equity loans, by providing
advisory services for project planning and executiom, by matching German and DC

2/

partners and by providing systematically investment data on selected DCs. -

The industrial co-operation programme of the Lomé Comvention (Art. 26 ff) aims
specifically at involvement of small and medium—eized firms, with primary importance
given to such firms in the participating DCs (Art. 26 (f)). However, the Lomé pro—
gramme i8 limited in the provision of information, financing and promotional act-
ivities and doea not provide for an equity or quasi-equity participation as assumed
by the DEC.

; e.g. transfer and generation of appropriate technology, employment creatiom,
reduction of internal center-periphery tensions.

2/ DEG's investment in a project is not permanent, but limited in time. DEC's

- present capital is DN 1 billion; its only shareholder is the PRC; joint
ventures are promoted as the best form of industrial co—operatiocn; DEGC works
on the principle of private snterprise and profitability is expected from sup-
ported projects., Adequate investment protection is & prerequisite for support.
A third nf investment is located in LDCs. Only DK 11 million havoe been
reported as overall losses up to now, because of careful project evaluatiom,
see Annual Report for 1078.




The World Bank supports the activities of small and medium-sized enterprises
in DCs primarily through loans and guarantees, through an expanded programme for
equity participation for shorter periods of time, leasing of installation and equip-
ment and formation cf o corps of industry advisers to render consulting services
wrpzcifically for mildle-and small-scale industry. L However, the orientation is
developing of smali-and medium-scale industry in developing countriez, n-~t at the

participation of such firws in international indJustrial co-operation.

UNIDO has collected experiences in promotion of industrial co-operation of
small and medium enterprises in the context of its Investment Co-overative Prosramme
(ICPO), its Industrial Drvelopment Fu..d 2/ an’ its liaison offices in several ICs.
The result of its experiences have been proposa.  to expand promotional services,
particularly through co-operation with non-geverr ental industiry organisations and
thruw_n programmes to improve the contacts emong swall-scale industrialists and
, overnments and firancing organisations, However, also i‘hese proposals are more
oviented at fostering smull-and medium-scale industrialisation in DCs and lees at
fostering industrial co-opera‘ion over national frontiers, particularly in the

South/South context.

The evalnation of existing ;ractices to promote small- and medium-scale
induc*rial co-operation indicates that en*erpris2s of that scale, particularly
from DCs, still need corsiderablas efforts to reducc the obstacles faced by non-TNC
actors. On one side, the dimensinn of promction and matchmaking has to be further
develop:d, perhaps cn t'ie lines of the Lomé Convention. In addition, advisory
ssrvices and strategic information for midd’ e-sized iadustry co-operation are
necessary to provide know.edge and experience similar to what is available in *he
informati n systems of TNCs. Thirdly, a safe’y net for non-TNCs ia necesmsary
which takes into account the specific and subs:tantial vu'nerabilit; of non-TNCs to
the olitical and economic risks of North/South and South/South industrial co-
operation., Insofar as ICs already provide effective services to their own enter-
prises - an example being the DEG of the FRG - no additional programme except co-
ordination and information-sharing seems neceesary. However, for enterprises
particulariy in DCs where such a programme does not exist, many additional efforts
are warranted. Here, proposals could rely to some extent on the effective support
giver to middle-sized enterprises by such government-sponsored agencies as the DEG.
All these methods and mechanisms have to r:ccgnize that non-TNC actors require con-
ri_.orably more safety, advice .nd experienced participation than the large TNC which

.an be operated on its own.

l/ fordon, D., Finance and Develcpment, 1979, March issue.
2/ Cf. Moc. ID/B/C.3/60 of 14 October 1977.
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I+ 15 hence a model of tripartite co-operation, home and host states and inter-
national body wnich serves as the guiding concept for the policy package elsborated
below. In such a tripartite model of co-operation, the emphasis should be in
additicn to informational and promotional act.vities of an already familiar characier -
on reduction of risks., Por the host state, this implies that some form of reduction
of the risks associated With small - and medium-sized enterrrises (non-perfomance,
unreliability, absence of established reputation) has to be found. Por the home state
and its enterprises, a policy package must provide a reduction of the political and
economic risks associated with DC co-operation. On one hand sucn risk reduction
sirategies consist of screening processes and careful evaluation of co-cperation pro-
jects and, on the other, a direct aasumption of the risks involved by governments
and international organisations which are more capable to assume such riskc than
the small- and medium—scale erterprises participating in industrial co-operation.

4.2 A Tripartite Model of Industrial Co-operation with Non-TNCs

A programme to facilitate and promote co-operation with non-TNCs wcould at
first have a match-making function, i.e., to identify and bring together feasible
projects and partners, It would have to provide information and advisory services
for partiners in home and host ccuntries, Advisory services would relate to co-
operation projects; to financing alternatives; to legal, technical and economic
elements of co-operation projects. Advisory services would alao cover (pre-)
feasibility and project implementation analysis, Most of the elements of such a
programme can aiready be found in operations undertaken by UNIDO and as established
in the Lomé Convention. However, these activities would have to be directed
specifically at Sou;h/South co-operation, as here obstacles are the greatest and

assisiance seems to be able to have a great mobilizing and supportive effect.

0Of considerahle importance would be strategies and methods directed at risk
redvction, Risk reduction would at first be sought through the advisory services,
In addition, a iripartite model of industrial co~operation should be established

to make the following centributisns:

(i) Host Country

The host country would have to specify what development priorities are a pre-
condition fcr the identification of suitable projects. Secondly, i%t has to establish
a project pipeline, eventually assisted by international organizations. Thirdly, it
should establish monitor contacts and co-operation with the co-operating enterprises,
Fourth, it should specify in detail the conditions for capital transfer and re-
patriation, import of raw materials and capital goods, exports of products, utiliza-
tion of domestic capital and natural resources. Pinally, it should provide guarantees

for the stability of the contractual conditiensa.
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{11)

Success depends essentially on a st rong support from an intermnational agency.
Such an agency should, in addition to supportive operations discuss, provide loans to
co-operative projects which have been approved by the agency and the home and host
contries. DBut the crucial elements of the policy package proposed would be per-
formance guarantees granted by the home country and channelled through the inter-
navional agency for those pro-‘ects which have been mutually approved. The guarantee
would assure the host country tuat the co-operatioa project would perform as
envisaged, It would thus reduce the obstacles against non-TNC co-operation created
by the risk perception of ihe host state. It would be laid down in a reapective

guarantee contract,

(iii) Home Country

The home country should establish a national industrial co-operation agency
which is responsible for the execution of the policy package proposed and assumes
the necessary informational and prom>*ional responsibilities., It would participate
in joint evaluation of projects with the international agency and host states,
Primarily, it would give a performance guarantiee to the international agency for
its enterprises' approved co-operation projects. Finally, it would provide a
comprehensive investment guarantee to its enterprises for a specified minimum
rate of return. This guarantee should be tied to commitments by the enterprise and
stipulated accounting procedures to make sure that sufficient performance in-
centives exist in spite of a guaranteed minimum rate of return., This guarantee
system would reduce the risks faced by the non-TNC enterpr:se in industrial co-
operation. It would involve the home state in the industrial co-operation process
(co—responsibility), but still leave the operational autonomy to private enterprises.
Guarantees tc the enterprise could be replaced by equity investment - as in the

DEG case,

The international agency should assume the role proposed for home states
where enterprises from DCs which are not able to shoulder tne risks and administer
effectively the process of project selection and execution in industria! co-opera-
tion. Basically, the proposed policy package seeks to involve home states, host
states and the operating enterprises in a co-operation project witn an international
agency acting as a mediator and as a supporting agent for DC home slates. The
international agency should have access to a speical fund to back up guarantee for
co-operation undertaken by non--TNCs from DCs. A cost calculation of such a pro-

1
gramme — indicates that the costa woul ' be manageable.

l/ Hoffmann, L /Sanders, H., Industrial Cooperation in the Field of Smail- and
Medium-3cale Private Poreign Direct Investment in Low Income Developiag Countries,
for the Joint Study, Vienna, 1979.
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4.1 Institutional Setting

It seems useful to concentrate the various strategies discussed in one agency of
a semi-auton-wmous character ("UN Industrial Development Corporation"). Such an agency
could be attached to -~ or developed cut of - presently undertaken activities such as
an expanded UNIDO Industrial Development Fund and Investment Co—operative Programme
Office., The agency would expand present investment and industrial co-operation
activities and be oriented atrongly towards industrial co-operation among DCs. As
to srecific projects, the agency would be involved in seeking out screeming and
evaluating co-operation projects. The agency would then participate in the economic
and political risks of the project, either directly through equity participation and
guarantees on behalf of enterprises from DCs or through mediated equity participation

and respective guarantees on behalf of IC home states.
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CHAPTE® 5: DYNAMIC STABILITY FOR INDUSTRIAL CO-OPERATION: TOWARDS A SYNTKESIS
CF STABILITY AND DEVELOTMENTAL FESPONSIVENESS

5.1 Stability as a Prerequisite for Mutually Advantageous Industrial Co-operation

Sufficient stability, i.e. predictability and reliability of the besic terms
and conditions of the co-operation project and of crucial elemenis in the economic,
social, political and legal environment is necessary for the commiiment of large
resources of capital, of manpower and technology, of enterprise and economi. develop-
ment planning on a long-term and co-ordinated basis. The need for stability exists in
traditional foreign direct investment, but also, or even more so, in the evolving forms
of non-equity industrial co-operation. Here, the emphasis is turning away from

"investment security” to "contract stability".

The existence - and the expectation - of instability gives rise to a series of
defensive strategies used by both parties, imposing otherwise avoidable costs. Foreign
enterprises undertaking induastrial co-operation will attempt to protect their opera-
tions by insisting on excessive profits on a short-term basis in order to obtain a
premium fcro the risks associated with perceived instability. Low equity/debt ratios
are seen as :nstruments to reduce the risk component borne by the investor and shift
it to the host country. These premiums for perceived risks are imposed on the host
state and additional defensive strategy will but increase the costs of international

industrial co-operation.

Poreign enterprises are required to contribute through their investment and co-
operation tc the economic development objectives of the developing host astate. l
However, as long as there is no assured stability of the co-operation project's legal
regime and its environment, it will be very difficult for any enterprise to commit
itaelf to such long-term development goels. Pinally, foreign enterprises employ -
the greater their perception of risks, the more sc — a set of defensive strategies to
build a safety net. Most of these strategies negatively affect the bargaining of DCs
and their ability to extract a maximu-~ contribution to industrial development from
the foreign partner: a system of built-in continued dependency of tue host state on
TNCs (throvgh a continuous need for tranafar of technology and menagerial experience,
access to international marketing channels, control over shipping and finance) is
meant to deter DCs from revising once negotiated investment terms. Other stirategies

to reduce the scope for DC national economic sovereignty include:g

l/ Cf. e.x. para. 59,g,h of the Lima Plan of Action
2/ Cf. Moran, Copper in Chile, 1974, p. 153ff.
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- collective action of an inforwal or formsl charscter (e.g. investment

cornsortia, involvement of banks and customers in the investment tmng-mt)

- internationally engineered dependence (e.g. foreign trust accounts to collect
proceeds from the marketing of the investment project) and

-~ strategies to marshal international sanctions against recalcitrant DCs (e.g.
publicity given to international arditration awards, litigation in other
countries subsequent to nationalization, measures aimed at the creditworthi-

ness of DCs)

On the other hand, DCs have countervailing strategies which, though often not
successful in maximizing developmental contritution from industriel cc—operation,
affect the international activities of THCs: nationalisations, legislatively or
administratively engineered revisions or eancumbrantes of an investment project's
legal regime and financial feasibility. Such s:tions can impose considerable costs
and losses on TRCs, but they often affect to a corresponding degre¢as the host state
in question, e.g. through a cut-off from international marxeting and transfer of
technology, a deterrent effect on futurs investment through additional risk margins
required for perceived instability, or a reduced creditworthiness. Also, the strategy
of confilict between investor and host state often leads to an escalation of
defensive measures which is counterporductive to both parties' goals. A prime
example is the escalation of TNC manipulations through the global corporste system
(e.g. transfer pricing abuses, globally rather than nationally orianted investment
strategies) and DC countervailing control strategies. The consequence is the
establishment of increasingly more complex and all-eabracing bureaucratic structures
which ettempt to cope with ever more sopnisticated TNC strategies. This mutually
generated build-up of bureaucratic systems results in costly time delays; in com-
plication of project planning and implementation; in the exclusion of medium-sized
enterprises, particulsrly from DCs not possessing the experiences and capacities to
cope with complex investment regulations; in the diversion of large financial and
human rasources from industrialization efforts to feed the ever growing bureaucratic

systeme of host states and TNCs.

Stability is, accordingly, a decisiva issue for industrial co-operation.
Stability pertains to the narrower question of the ability of the DC and foreign
partners to rely on terms negotiated between them. But it pertains as well to crucial
economic, social and political conditions of the naticnal and intermational environ-
ment of industrial co—operation. A narrow perception of investment security will
often overlook that it in less the instability of an investiment projects legal ragime
than the instability of major environmental factors which creates hindrances for long-
term comitments. DCs have - becsuse of their underdevelopment and vulnerable position
in the world economic system - often lictle control over such destabilising exrternal
factors. The relevant analysis has hence to view the issue of stability from a global -

and not jast from a narrow legal - perspective.
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All contributions to the present study aim at increasing the long-term stability
of industrial co-operation, particularly the programme to bring DCe tc a level of bar-
gaining abilities comparable to that of their foreign partners and the programme to
promote the evolution of a New International Industrial Development Law. The
following subchapter focuses on one very controversial aspect of stability: stability
of the terms and conditions negotiated and relied upon by host state and its foreign

partners.

At present, the issue of rtability is fraught with an unresolved cuntroversy
betweer ICs and DCs. This controversy on Third Werld efforts to obtain the power to
revise — on the micro-level of contractual arrangements as well as on the macro-level
of international arrangemenis - t.rms, conditions and institutic..s once established.
The conflict between traditional international law concerning investment security
versus the principle of national sovereignty over economic development characterizes
the positions. This conflict is intensified by the perception held by many T™NCs and
home states of stability: complete unalterability of terms agreed upon or existing
at the onset of a long-term investment project. The risk of obsoclete or inappropriate
terms is thus laid on the shoulders of the host state, of all actors the least able to
control and carry the risks associated with rapid transition and to maintain such

terms through the storms of change characteristic in societies engaged such transition.

This study rejects that the issue is the choice between investment security and
national sovereignty. Stability is viewed rather as a dynamic concept which allows
the co-operative relationship to be maintained through the unavoidable storms of change.
The existerce of a mutually advantageous relationship alone merits stability, not the
individual temrs. From social cybernetics we know that social systmes incapable of
structural change are iikely to perish. l/ On the other hand, social systmes that
possess some stability of their internal structure and are able to cope with external
challenges through adaptation and revision have a considerable higher chance of de-
velopment and survival. This abhility to adapt may be termed "ultrastability" or
"active stability”, We employ here the notion of "dynamic statility". As a con-
sequence, we have to search for methods and mechanisms which combine the requisite
stability with adaptation and which institutionalize a continuous interdependence of
the parties on the basia of mutual performances. Responsiveness to DC industrial

development has to be combined with the requirements for stab.. *y of long-term

l/ Cf. Deutsch, K. W., Nerves of Government, 1963, p. 214ff.; Klaus, Kybermetik
und Gesellschaft, 1972, p. 17; Cadwallad The cybernetic analysis of change,
in Etzioni/Ztzioni (ed.) Social Change, 19v4, p. 153.
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complex and high-ris* plannivg and co-crdination. It 1s the concept of "dynamic
stability”™ which is meent to replace the stale conflict detween invesiment security and
national sovereignty and which is to service as a guiding concept for the methods and

mechanisms elaborated below.

Purthermore, the study assumes that stability is not just a pogition of ICs
confronting the antagonistic interests of DCs: Stability is, on the contrary, an
important bargaining asset of DCs.

Socialist states have, for *his reasons, plac:d utmost emphasis on co-operation
stability enabling them to harness the potential of industrial co-operation to a con-~

siderable extent. l

Finally, stability car not be viewed as an exclusively North/South - and TNC —
issue. Non-TNC actors of industrial co-operation, e.g. medium-sized raterprises,
particularly from DCs, are much less able to spread, reduce, insure and shoulder
the political and economic risks asgociated with international industrial co-—
operation than TNCs, The perception of instability is a factor which favours TNCs
over DCs and non-TNC actors., Stability of industrial co-operation is hence to be
viewed as a crucial issue to promote economic co-operation among DCs. There have
been some attempts to tackle the stability issue in the South/South context. Z/
However, these attempts cannot equal the safety net erected by ICs in protecting
the foreign investment of their enterprises, } The instruments proposed in this
study aim primarily at increasing actual and perceived stability in the context of
policies promoting South/South co—operation and of the diversification of the agents

of industrial ~o-operation.

1/ Cf. Ivanov, The State Monopoly of Poreign Trade in the USSR: The Experience
and Conclusions of Interest for Developing Countries (The Case Study of the
Soviet Machinery Import from the Western Countries), report for the Joint
Study. This aspect has alsoc been emphasized at the June 1979 meeting of
Eminent Persons to discuss the Joint Study.

2/ E.g. the Inter-Arab Investment Cuarantee Corporation; investment protection

- and promoticn treaties between e.g. Afghanistan/Indonesia (1355); Egypt and
Kuwait (1966); Kuwait and Iraq (196€).

3/ E.g. the investment protection treaties concluded primarily by the RG and

- Switzerland or the friendship, commerce and navigation treaties concluded by
the US,
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The first section below will deal with methods and mechanisms to increase the
adaptive capacity of co-operation contracts, the second with the stabilising capacity;
finally, a section will deal with institutional aspects to promote the requisite

synthesis of adaptive and stabiliging instruments.

5.2 Towards a system of adaptation in industrial co-operation contracts

Adaptation of the contractual structures for industrial co-operation can take
place through a variety of methods. 7T-- necersity to equip long-term co-cperation
agreements with adaptation mechanisms is not a completely new phenomenon. Commercial
interaction among western industrialised countries has required increasingly adaptive
instruments to solve problems of long-term contracts and of the volatility of jointly
undertaken projects, l/ The same applies to East/uest trace. ?/ Resoclutions and
recommendations from highly competent international organisations have repeatedly
gtressed that renegotiation clauses and procedures would be a suitable way to provide
for increased responsiveness of investment agreements. é/ The present stady, hence,
will =x_lore specific issues and appropriate mechanisms ¢f adaptation., The respective
methods and mechanisms could become an important element in the proposed programme to
support Third World negotiation abilities thrcugh model contrscts and negotiation

guidelines.

1/ Cf. Oppetit, L'adaptation des contrats international aux changements de cir-
constances, Clunet/Journal! du droit international, 1974, p.794; Fasquel/Jehl/
Sanson-Hermitte/Thomson, La relation du droit au futur, Contribution to *he
March 1979 Dijon colloquitm "De l'Energie nucleaire aux nouvelles sources
d'energie"; communications by Bernini, Holtzmann and others on Techniques for
resolving problems in forming and performing long-term contracts, Communications
for Working part IV, Proceedings of the Fifth International Arbitration Congr--.s,
New Delhi 1975.

2/  Cf. ECE Doc, TRADE/R. 373 of 31 August 1978; of particular interest and the rules
for contract adjustment in the GDR's Code on International Economic Contracts at

para., 42 and 295.

3/ Cf, UN, Impact of Multinational Corporations on Development and International

- Relations, op.cit. at p.38; Annual Report of the Secretary-General of ICSID to
the Administrative Council, 1974- OPEC-Resolution XVI.90 of 1968, in 7 Int'l
Legal Mat, 1183 (1968); th. »r.l Assembly (GA Res, 3202, SVI, in Art. V(6)
has expressly decided that one of . .s five major objectives of a Code of
Conduct on T™NCs is "to facilitate, as necessary, the review and revision of
previously conclnded agreements”. This has been taken up in the "Formulations of
the Chairman" of the Intergovernmental Working Group on a Code of Conduct, Doc,
E/C.IO/AC.Z/B of 13 December 1978, p.4 whers TNCs, in the absence of renegotiation
clauses, "should respond positively to requests for ... renegotiation of contracts
eee in circumstances marked by duress, or clear unequality between the parties or
where the conditions upcn which such a contract was based have fundamentally
changed, causing thereby unforeseen major distortions in the relations hetween
the parties and thus rendering the contract unfair or oppressive to either of the

parties®,
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(1) Adaptation Mechanisms Through the Organisational Structure of Co-operation

Contracts

Self-adaptive capacity can be increased by a shorter duration of co-operation
contracts when a renewal or extension is made conditional on performance in forms of
syecified targets. Self-adaptation incieases also to the extent that the legal regime
of a project is less comprehensive, excessively detailed and rigid and leaves more to
joint decision processes, the procedures of which are established through a framework
agreement or through joint venture types of corporate organisation. l To the extert
that decisions .'ver future operations are not exclusively and comprehensively governed
in an overall contract - but to be made through procedures and committees established by
the master or framework agreement <there is moreopenness to bargaining at the various
stages of project implementation. This break-down of initial, comprehensive negotia-
tions into periodical bargaining processes allows the host state to articulate its
gradually increasing bargaining power and industrial experience, in short: to obtain

adaptation parallel to its industrial learning curve.

Also, the ins%itutionalisation of quid-pro-quo packages increases adaptation, as
each partner's performances can be tied to the other's throughout the contract's life,
Performance can be tied to tax and other incentives so that a continuous process of

give-and-take provides for adaptation.

(2) Adaptation and Dynamisation of Major Proiect Functions

Another method of injecting flexibility into the project's regime is the use of
provigions which allow for an automatic adjustment of major project functions
according to key external factors. Similarly, built-in change can be engineered
through a pre-programmed gradual phase-in or phase-out of the parties share in or
control over major project functions. The basic idea underlying these concepts is to
generate a "dynamic project contract” which is able to transform itself in the course
of time or in response to crucial enviromnmental factors and thus to replace the road-

block effect of rigidly drafted comprehensive agreements.

1/ Cf. for a model of quasi-corporate organization of joint decision and adjustment

- processes see the model contract on international industrial co-operation and the
respective report "Gestion de la Co-operation” presented by Touscoz at the Nice
Colloquium, June 1979, on International Industrial Co-operation Contracts.
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In the context of financial issues between host states and i1nvestors, adaptation
can depend on crucial erternal factors (e.g. inflation, commodity prices, currency risks,
governmental market intervention), through indexation of export prices or taxes on im—
ported industrial products or tax systems which provide for an increasing host state
share or which are tied to an agreed upon rate-of-return criterium ("sliding taxes"). E/
In the context of 1ssues of ownership and control, a dynamism can occur through dis-
investment programmes which increase national participation over time according to
pre-established schedules and which serve as instruments of transition from fore..m to
national control. In the context of developmental obligations {localization ot 1 PECH
obligations related to forward and backward integration), dynamization can be stipuiated
through schedules which gradually increase the respective developmental obligations of
foreign investment. 2/ Such gradually increasing obligations prepare the investor and
the DC for the oroblems associated with developmental contributions of an investment

project but do not overburden the partners with too many obstacles to be faced at once.

(3) Mechanisms for Renegotiation

Renegotiation of long-term agreements is a most sensitive issue in present con-
troversies, particularly as renegotiation appears to replace the traditional form of
assertion of national sovereignty through nationalization, é’ Of particular importance
would be, therefore, the design and the promotisn of appropriate provisions and pro-
cedures for the adaptation and renegotiation of long-term ccatracts, This approach
seems to fit in the synthesis of stability and adaptation required for "dynamic statility".
Such provisions and procedures would have to be worked out through the UN programne to
support Third World bargaining and promoted through model contracts and negotiating
manuals. The renegotiation provisions and procedures would have to be designed for the

various forms and sectors of industrial co-operation,

l/ Cf. Walde, Pinancial Arrangements between Host States and TNCs, UNCTC Roundtable
on Negotiations with TNCs, April 1978.

2/ Cf, N, TNCs in World Development: A Re-Examination, op. cit. at p. T7ff.

}/ Cf. for analysis of renegotiation practices and provisions in investment agree-
ments - Walde, Revision of Transnational Invesiment Agreements, 10 Law.Am.(1978)
265.
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a) Contractual Renegotiation Provisions

Contractual renegotiation provisions would rrovide:

- a definition of the event triggering rensgotiation: material change of
fundamental circumstances; ! substantial change in comparable conditions,
world market nrices, or financial yield, defined by a target rate of return;
non-compliance with the obligations imposed by authoritative international Ccdes

of Conduct and comparable instruments;

~ a period of time, following which renegotiation could take place periodically.
Periods of time for renegotiation could zlso be defined by using such criteria
as recoupment of initial investment plus a stipulated return on repcyment of

outstanding loans.

- the scope of renegotiation, renegotiation could cover the whole agreement or

only certain key provisions,

- the standards to be used by the parties in renegotiating, e.g. fairness;
sharing of ur.expected risks; target rate of return; comparable terms;
account of the risk taken; economic feasibility of the project under revised
terms and the partner's competitive position; standards set by international

organizations or through bilateral intergovernmental agreements. 2

b) Renegotiation Prccedures

There is a variety of procedural arrangements for channeling renegotiation pres-—
sures 1nto cinciliatory and semi-juridical procedures. The parties could, for example,
provide for a bilateral renegotiation procedure with the possibility of appeal to the
highest levels of each sides. 2/ Parties outside the contractual context could inter-

vene if a deadlock situation persists. On the basis of an inter-governmental agreement,

1/ Cf. the "Formulations ¢f the Chairmar, cited supra.

2/ Cf. US Renegotijation Act of 1951, 50 USC Appx. 1211-1233; US Armed Services
Procurement Regulations, 32 CFR para. 3-108 (1977); OPEC Res. XVI.90 of 1968,
op. cit.

3/ In this context, it would be useful to establish a code of ethical behaviour for
negotiation and renegotiation procedures, i.e. determining what practices (threats
and preaaures) would be unacceptable and what practices would be acceptable,

Cf. Vagts, Coercion and Foreign Investment Rearrangements, 72 AJIL (1978) 17, 34.
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representatives of both states could meet to find an appropriate solution. l/ Third-
party intervention couid also consist of a conciliation proceeding g with a con-

ciliator tc make non-binding proposals for contract adaptation. Finally, tkird-party
intervention could be fashioned in t>- “orm that the third party would “e empowered to

render a binding decision adapting the contract. é/

¢} A Pacility for Contract Adaptation (FCA)

It seems that a neutral and mutually acceptable institutional facility to adapt
a co—operation contract upon the parties' request and corresponding to contractual
provision, is in the interest of both partners. Such a facility should be attached
to the proposed System for Conflict Resolution. It would develop further the
approach adopted by the ICC rules for adaptation of contracts and by the former

US Renegotiation Act. é/

such a facility would, upon referral by ome of the parties subsequent to a
corresponding contractual agreement, appoint a neutral third person from a list
of experts. This third person would conduct, in accordance with respective rules
to be established, a procedure for contract adaptation with the participation of
both parties. He would issue non-binding recommendations for contract adaptation;
if 8o empowered, he could also issue a legally binding adaptation. In doing so,
he would rely on standards stipulated by the parties in their contract or standards
to be elaborated within Zhe context of the vroposed bargaining programme and by the
Commission for Industrial Development Law., a ropriate safeguards for the party
which does not agree with an adaptation could be included, e.g. the right to terminate

the contract with apprepriate notice.

1/ This is a procedure often employed in Eaat/South intergovernmental industrial
- co-operation,

2/ Cf. the new ICSID rules for an Additional PFacility for ‘he Administration of
Conciliation, Arbitration and Fact-Finding Prcceedings, Washingtorn, DC.,
Geptember 1478;

3/  E.g. para. 42 and 295 of the CDR Code on International Economic Contracts;
gsee also para. 115 of the Civil Code of the Federal Republic of Germany and
the "Vertragonhilfegesetz" (Law on Contract Adjustment Assistance).

4/ Cf., ICC publication No.326 of 1978. see also the US Renegotiation Board 1217

US-Code (Washington, D.C. 1977) and the respective provisions of the GDR Code
on International Economic Contracts Commenied on by Strohbach, in his report

for the Joint Study.

H
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The proposed facility for contract adaptation woulc provide a solution for
parties that cannot agree on &nother prccedure or znother institution; it could
serve as a point of reference in inter-governmental agreements. It would not exclude
the competence of other institutions, but through proper fashioning of the procedural
and substantive rules and through its composition provide a middle ground for negotia-
tions between DCs wanting excluzive national jurisdiction and TNCs favouri: g sub-
mission of disputes only to established international arbitration tribunals, The
instituticnal setting of the facility for contract adaptation would tie it into che

proposed UN system for conflict resolution (infra.).

5.3 Towards D-mamic Stability of Industrial Co—operation Contracts

In addition - and extricably linked - to the methods and mechanisms directed at
increasing the adaptive capacity of industrial co-operation contracts is the need to
improve effectiveness of instruments related to co-operation contract stability,
specifically in South/South agreements. They only are pmactical when they are
packaged with mechanisms designed to adapt contractual arrangements to developmental
needs. Stabilization also has to avoid the conflict costs ot the confronting strategies
of nationalization and risk margins and economic boycott. Stabilization should hence
be complement adartation and be linked ‘o developmental performance. In particular,
one has to seek mechanisms of stabilization which increase Third World bargaining

abilities. l

(1) Stabilization Provisions

Investment contracts often contain so-called "freezing clauses" which establish
the legal framework for investment for up to 20 or 30 years, 2/ The validity of such
claugses is questionable. An appropriate compromise would be to recognize and even
sanction stabilization clauses with reasonable limits. Stabilization provisions
shou'd be recognized to the extent that they are legitimate for long-term and high-
risk investment, that they are balanced by adequate adaptation provisions and that
they are conditioned by binding commitments for developmental performance. Freezing
clauses gcing beyond these limits should be considered contrary to international
public policy and hence void. It appears useful to elaborate acceptable model

stabilization clauses with adaptation provisions. They could be tied to commitments

1/ Cf. the emphasis given by Socialist state in East/Weat co-operation to stability
ag a major factor of bargaining power, see report by Ivamov for the Joint Study,
op.cit.

2/ Cf. deil, Les clauces de stabilisation ou d'intangibilité inserée
dans les accords du developpement economique, in Mélanges offerts A Charles
Rousseau, 1974, 301ff; critically Brown, Choice of Law Provisioans in Con-
cessions and related contracts, 39 Mod.L.Rev. 6(1976). It has also been asserted
that stabilization clauses are counter the ius cogens of economic independence and
hence void, see Ninth Argentine Democratic Lawyers Association, July 1970,
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fer developmental performsa.ce, e.g. tc a commitment to obtain a certain degree of
domestic processing of natural resources or of foreign exchange earnings. tabil -
zation guaraniees within reasonable limits and in a situation of balanced bargaining
power could be made effective by compensatica bonds, in which the host state would
give the investor - or the home state through an intergcvernmental agreement - a
bend tixing the minimum amount of compensation to be paid in case of nationalization
or of a mater:al breach of contract. These bonds would have to be paid upon the

decision of a prcposed centre for conflict resolution as proposed (infra).

(2) Stability Through Streamlining Administrative Procedures

In response to the challenges cr2ated by TNCs, host countries have established
often highly complex bureaucratic procedures which can prove mutually costly and
comtersome and which often seem more to acd administrative costs than to extract
developmental contributions. Such administrative complexities exercise a roadblock
ef “ect particularly in discouraging involvement by middle-sized enterprisns from
developing countries l because they are lesg able than TNCs to cope with bureau-
cratic complexities. The nz2gative effect of bureaucratic obstacles on industrial
co-operation has repeatedly been emphasized by business concerns, 2/ It has toen
found that it is less the regulat on of foreizn invest..ent than the bureaucratic
obstacles and the unpredictability of administrative decisions which impede .n-
dustrial co-operation, é/ The delays and costs produced by overly counplex bureau-
cratic procedures are suffered by both partners, The procedures often gserve more
to encourage bureaucratic growth than to provide effective control, 4 Accordingly,
utmost care should be devoted to devige administrative procedures that are effective
and do not create unwanted obstacles, It seems that an efficient administration often
will be a better investment incentive than tax incentives which freque. ily imply a
loss of revenue without corresponding stimulating effect. .t is suggested activities
be undertaken to assist DCs in setting-up efficient administrative procedures to deal

with international industrial co-operation.

1/  Cf, Bhandari, UNCTAD Doc. TD/B/G 71/7 of 1£ September 1978 at p..49.

2/ Cf. a meeting held by the Joint Study group in Pebruary 1979 in Bown with
representatives of West German Companies; meeting with BIAC/OECD, Paris,
March 197).

3/ Vaitsos, The Role of TNCs in Latin American Economic Integration Efforts, report
prepared for UNCTAD, op.cit., emphasizes the importance of the stability of
rules once established as a reliable basis for business decision-making.

4/ Cf. Girvan, Corporate Imperialism, 1976.
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I+ s sugpested that a rrocedure ¢f .coprehensive and accelerated authcrizatien
for i1ndustrial cz-cperation operaticns would be most helpful. Cne agency shculd be
erpowered L0 rerresent varicus national authorities (e.g. tar:1ff, tax, planning,
commerce, central banx authorities) in negcciations with foreign enterprises.

The central agency would ccnsider formal but simplified applications frcm foreign
enterprises., After discussing the proposals with the appropriate national authcri-
ties {e.g. tariff, tay, planning, commerce, central bank), the agency would reject
or accept the proposal or ask for modifi~ations. The agency would bs required tc
take action within a specific time period. If no decision were reached within this
reriod, authorizaiion would be granted automatically. Similar procedures, also
featuring the automatic approval system, would be instituted during prcject im-
plementation and operations, forcing DC authorities to ccordinate thei- action in a
rapid and efficient manner. Such systems of comprehens:ve authorization have been
used in ICs for complex administrative decisions (e.g. approval of nuclear power
plants. Applied by DCs, they would reduce time delays, bureaucratic complexities
and the foreign partner's burden of the intricacies of the national administrative

system.

(3) Stability Through Inter-Governmental Mechanisms

Inter-governmental agreements have been used by ~7s to promote their concept
of investment security (supra). It appears that commitments of DCs for stability
always should be accompanied by home state commitments for the co-operating enter-
prigse's developmental performance. This concept of a package between stabili:.y and
performance will be discussed elsewhere (infra). In addition, there are various
mechanisms to be estabilished on the inter-governmental level which contribute to
the evolution of universally accepted rules for industrial co-operation, i.e. a
New International Industrial Development Law. If supported by appropriate institu-
tions - as the proposed N Commission for Industria) Development Law and a balanced
system of international arbitration - such inter-governmental action contributes to

greater stabicity in favour of all parties participating.

In the North/South context. there seems to be little need for additional
mechanisms of investment insurarnce to promote stability. National schemes for
investment sn.urance and bilateral investment protection treaties l/ geem to offer
sufficint coverage for investors from Northen ICs, For this reason, several attempts
to set up multilateral inveastment protection schemes wnder the auspices of the IBRD
or the OECD, have failed. However, investment flows and industrial co-operation pro-

jects involving enterprises from DCs ¢i1e at a considerable disadvantage compared to

1/ Cf. Vagts, Prospecta for a multilateral investment insurance agency, report
- for UNCTAD, May 1978,
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well protected Noxth/South flows. This is of particular concern as enterprises from
ICs are more sensitive to political risks than large TNCs. Accordingly, there is a
need for insurance ard guarantee schemes covering political risks of industrial co-
operation among DCs. Proposals rely particularly on the successful exauple of the
Inter-Arab Investmen. Guarantee Corporation (IAIGC), oriented at insuring investment
of medium size flow.ng from one Arab DC to another. l The IAIGC has :unctioned as

a regional DC system of investment stability geared exclusively to control, origin
and deetination of investment. New, DC — oriented systems should also help channel
financial flows from petrol eum-producing DCs to otker DCs. Up to now, these funds
have mostly travelled into investment opportunities of Western ICs being mcre capable

of assuring the necessary stability could reduce investment risks.

5.4 Institutioral Aspects to Promote Stability

It is hence suggested that a system of regional industrial inveatment insurance
schemes (IIIC) be established with through promotional, financial and operational
assistance of UN bodies. The schemes could be attached to the respective regional
development banks or the UN Regional Economic Commissions and principally follow the
model of the Inter-Arab Investment Guarantee Corporatrion. These regional schemes
would insure investment and quasi-investment rights in industrial co-operation,
between or among participating countries within the region, and, as appropriate,
other countries as well, Risks covered would correapond to the traditional in-
vestment risks, i.e, expropriation and inconvertibility of returns, but alsc include
rigsks associated with the unjustified intervention into the contractual system of
rights and obligations of cc-operation contract. Participating countriec woulc
supply money and guarantees, which would be transferred tc projects by the regional

insurance schemes acting as a fiduciary and itrustee.

The proposed regional investment insurance schemes which would go consideratly
beyond the futile efforts of multilateral investiment insurance like the IITA, would
have two related advantages, First, intraregional investment and co-operation would
be furthered; and secondly, South/South co-operation in general could be more
effectively supported. To serve these aims more fully, the regional insurance echemes
would work togethe~ with investment promotion bodies, activating the potential for

co-operation among member countries. These ichemes would 1:ad to a better matching

1/  Cf. LNCTAD, Economic Co-operation and Integration among 1+, Doc, TD/B/609/Add.1,
Vol. V of 24 August 1976, at p. 106. Thea. schemes - such as the US OPIC

or the FRG's invesiment insurance schema - increasingly provide insurance
coverage also for non-proprietary cights such as contractual rights and thereby
take into account the evelution of non-equity forma of long-term industiial
enterprise co-operation,
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of investment stability and performance. Participating countries would among them-
selves agree to a certain pattern of investment treatment and tc performance gosls.
This could be co-ordinated with efforts at regional harmonization of investment and

co—operation terms,

The regional insurance schemes and existing national investment insurance scnemes
of ICs could co-operate ani co-ordiniate their activities under the umbrella of a
global investment insurance system \IIS) , whose aim should be to harmonize insurance
to avoid overlap or distortion of investment conditiors caused by differences in
insurance conditions, In addition, an IIS would allow a deeper analysis of insurance
needs and coverage of investment in I'Cs which will be*ter reflect IC interests. By
creating a forum for .ational as well a3 regional insurance schemes, 1Cs may preserve
their national insuranca systmes, while DCs may exert more influence on the conditions
of insurance to be applied to DC investment. IIS would issue recommendations to member
countries on technical questions. It may also propose a model insurance contract to
members which would attempt to accommodate the concerns of DCs and investors alike,
By embarking on this course, IIS may avoid pitfalls which have caused other multi-
lateral investment insurance proposals to falter in the past. It would not matecially
affect operations of presently existing investment insurnce programmes in the short
run, But gradually, IIS members could induce changes in these systems by persuasive
action in response to demands of the majority of members. L Arising disputes could
be referred to regional arbitration centers of the proposed SRIC-system, The
regional investment insurance corporations could be incorporated under the proposed

regional corporate stztute for regional joint enterp.ises {infra).

1/ Cf. for an extensive discussicn of the proposal for regional industrial in-

B vestment insurance schemes, their organization, financing and operaiions and
the differences relating to past efforts tha report by Stockmayer (1379) for
the Joint Study.
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CEAPTER :: CONFLICT AVOIDANCE THRC'IGE CONFLICT RFSONITION MECHANISMS

6.1 Methods for Conflict Resolution as a Contributiorn to Conflict Avoidance and

Co—operation Stability

Conflicts arise necessarily in the context of induatrial co-operation, in pro-
portion to the coamplexity, the long-term orientaiion ani the divergent interests, levels
of development and heterogenecus attitudes of the partners. Conflicte can arise out of
the interpretation of a contract, particularly if the contract does not provide for
unforeseen events; in thai case, conflict resolution may have to provide for gap-
filling.l/ Conflicts may also arise out of matters requiring primarily technical
expertise and fact-finding. g They can arise ocut of alleged aon-performance of a
partner's obligation and claims for restitution and damages. Finally, conflics way
arise out of one party's demand for renegotia-ion or adaptation of a contract. This
can happen particularly in ithe case of long-te.m contracts and in the case of a

fundamerntal change of crucial erternal or inter.'al circumstances.

The resolution of these conflicts is necessar) tc make industrial co—operation
viable and effective. Procedures, institutions and criteria for resolving conflicts
have to differ, according to what type of conflict is at issue. Interpretative con-
flicts centered on gap-filling require primarily legal expertise; technical and
fact-finding disputes require technical abilities; conflicts for non-performance
need a carefully balanced conflict resclution mechanism. This is particularly the
cagse for conflicts over renegotiation demands. Sometimes expediency and practicality
are of utmost importance (e.g. conflicts of a technical character during project
planning and implementation), while other conflicts (e.g. claims for damages for breach
of contract) have to be settled through careful legal analysis.

The methods used for solving such differences certainly must be practical and
efficient, but they are inextricably linked to the imsze of stability. If a conflict
can be solved under neutral and balanced procedures accepted by ail parties, the

partners will have confidence in the stability of terms negotiated for long-temm

1/ Cf. the contribution by Hcltzmann and Bernini to the 1975 New Delhi Congress on
International Arbitration, op.cit; Strohbach, Improvement of Existing Mechanisms
for Dispute Settlement, Berlin 1979, report for the Joint Study.

2/ e.g. determination of accertable at-arm's-length conditions; quality
questions; feasibility study disputes.
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commitzments, Co-operation stabilit: is hence linked to a suitable method for solving
differences. But also, #n acceptable mechanism for dispute settlement -esponsive to
TC industrialisation can be a: incentivc Jor 8 host state to rely less on its
sovereignty prerogative and choose procedures for solving conflicts which are less
costly in terms of conflict escalation. Both parties' confidence in the project is
enhanced if some mechanism is available to induce compliance with the cbligations
stipulated. Por this reason, mutually acceptable and effective methods for conflict
resolution are not, as often assumec only in the interests of investors: Algeria
has emphasisea the need for methods of international arbitration which allow a DC
host state affected by mal-performance of contrator obligations to find an effective

c . R 1
recourse and sanctioning aystem to enforce non-performance claims, -

Kethods for conflict resolution have to be seen primarily as instruments for
conflict avoidance. Parties which have agreed to specific methods for conflict
resoluticn, be it cunciliation, national courts or international arbitration, will
anticipate the results and orient their behaviour accordingly. Often they will seek
a mutual settlement without outside intervention, even if such a method is stipulated.
That arbitration clauses are oftem not invoked is not an indicator of their in-
effectiveness, but demonstrates that the contractual system of conflict resclution

induces conflict avoidance. 2

Conflict resolution mechanisms through naticnal or international arbitration
and ndicial decision can fulfil another important function: application of law
often evolves into law making. This is particularly so in the context of North/
South or South/Sonth industrial co-operation, where often no appropriate rules
exist, Accordingly, conflict resolution can become a mecbanism for the evolution of

international industrial developzent law, 3

1/ Cf. Mémoire présenté pur l1'Algerie L la Conférence des Souverains st Chefs
d'Etats des Pays Nembres ds 1'OPEP, ilgiers, March 1975, p. 211, 227; (it is
interesting to note that this authoritative memorandum recognises some fora of
international artitration as an important instrument for DCs affected by
contractor mal-performance but demands & revision of the existing system to
make it more responsive to the specific needs of DC industrialisation,

?/ Cf. the title of the comprehenasive study be Delaume, Transnational Contracts,
A Study in Conflict Avoidance, 19376,

3/ Cf. FPouchard, Arbitrage et Droit International du Développement, Actes du Collogue
International, Algiers 1976.
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This neglected function of conflict resolution, has been overshadowed by the
teadency of international artitration tribunals to give priority to traditional inter-
national law widely rejected by DCs. l/ Acceptable and effective methods of conflict
resolution are hence necessary. They have to be practical, i.e. suited to the specific
situation and the type of conflict at irsue, and they have to be responsive to the
specific needs of Third World industrialization. They should be balanced, accepteble
to the parties concerr.cd and apply legal and technical standards whizh conform with
the principles of an International Industrial Development Law.

6.2 Existing Practices and Institutions: An Evaluation

At present, the prevailing method of settling disputes in intermational com—
mercial transactions among Westernm ICs is through international arbitration. g/
International arbitration takes place through specialized arbitration bodies (e.g.
for the commodities or shipping trade), and natio .1 arbitration bedies but parti-
cularly through the ex’ensive Arbitration Court of the Triciinational Chaaber of

Commerce, é/ The ICC has also issued riles for contract adaptation é/ a..d has established

a Centre for Technical Expertise 2/. A condition for the success of ICC arbitration
among ICs seems to be the considerable experience and the efficient institutional
framework which is provided by the Court of Arbitraticn and its secretariat. In
addition, ICC arbitration is promoted through ithe affiliated chambers of commerce,
Another condition has been the relative homogeneity of business attitudes and
expectations w.aich has developed over the years and has rerulted in considerable
acceptance of tie procedures and rules applied by the ICC arbitration tribumals,
Accentance can also be credited to the degree of expertise expected and thc neutrality

of procedure, Cost efficiency and expediency are secondary.

l/ Cf. Several major cases generally rejecting host state claims for national
sovereignty over economic development, e.g. Goldfields, Lena, I Annual Digest
of Intermational Law Casea, nos. 1 and 258 (1930); Societa Rialet, VIII Recueil
des Decisions des TAM 742 (1929); Saudi Arabia vs. ARAMCO, 27 International
L. Rep. 272 §1958g; Ruler of Qatar vs. International Marine 0il, 20 International
L. Rep. 534 (1953); Petroleum Development vB. Sheikh of Abu Dhabi, 18 Inter-
national L. Rep. 144 (1951); Saphire Case, Annuaire Suisse de Droit International
273 (1952); TEXACO/CALASIATIC vs. Libya, 104 Journal de Drsit Intormational
350 (1957); some modification can be otserved in a recent a~bitration arising
out of the context of the 1971 Libyan nationalization (BP. vs. Libya, arbitral
award by G. lagergren), (1973), to be published;

g/ Cf. for a comprehensive survey Schaitthoff (ed.),International Commercial
Arbitration, vol. 1/II, 1974, to be published;

}/ Cf. ICC-Doc. 301 of 1977, The International Solution to International Business
Disputes; summarized versions of important arbitral awards are published on a
regular basis by Derains in Journal du Droit International, as recently as
1978, at p. 976ff;

Cf. ICC Doc. 326 of 1978;
Cf. ICC Doc. 307 of 1977.

S
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In socialist states' commericial transaction, arbitration has become the almost
exclusive method of solving differences. Attached to the chambers of foreign trade
or of commerce of all members of the CMEA are highly speicalised courts of arbitration
with rules and lists of arbitrators. These bcdies appoint arbitrators and administer
arbitration. Harmonisa.iom of arbitration procedures, enforcement and recognition
rules has been an important part of the CKEA economic integration effort. l/ The
extensive regulation of arbitration seems to give it an intermediate position between

traditional arbitration and national courts' jurisdiction.

In the context of Esst/Mest trade, arbitration has taken on a special significance,
because Le Pinal Act of the Helsinki Conference in 1975 has expressly endorsed
arbitration for commercial contracts and for industrial co-operation contracts as an
effective method for solving differences. 2 Socialist enterprises are reluctant to
accept ICC arbitration, as they perceive the ICC as an organisation reflicting the
interests of its member firms and national institutions. In commercial transactions,
general conditions of the respective partners often stipulate either the Socialist
states national arbitration courts or the ICC arbitration, In more complex contracts,
arbitration is mutually accepted in a neutral center (Helsinki, Stociholm, Vienna) or
at the seat of the defendant. ECE und the new UNCITRAL arbitration rules are often
stipulated along with a specific agreement on an appointing authorityr {cf. Strohbach,
op. cit.). Pinally, discussions are being held for a joint arbitration facility with

a system of presidency rotation between western and eastern ICs.

In East/South relations, dispute settlement is often undertaker through direct
state irvolvement via governmentai representatives; sometimes, intergover_mental
consultations will be imstituted only after inter-firm conciliation and arbitration

proceedings have failed. é/

1/ Cf. the Convention of Settlement by Arbitration of Civil Law Disputes Resulting
from Economic, Scientific and Technical Co-operation, Moscow, 26 May 1972;
Uniform Rules for Arbitration in the Arbitration Courts at the Chambers of
Commerce of the CMEA Countries, 1974. The uniform rules for arbitration do not
apply directly, but are the binding model to which national arbitration rules
were adapted in 1975. Accordingly, conflicts encounter in all CMEA member
countries a basically uniform type of arbitration. Some countries, e.g. Poland
and the GT'R, have established specialised joint arbitration bodies for maritime
disputes., For an extemsive analysis see Strohbach, Improvement of Existing
Mechanisms of Dispute Settlement, Berlin,March 1979, report for the Joint Study.

2/ Cf. Naryshkina, Arbitration and Technology Transfer Serve the Cause of Inter-
national Industrial Co-operation, contribution to the 1378 Mexico International
Arbitration Congress.

}/ Cf. Bratus, Arbitration and International Economic Co-operation, report to the
4th International Arbitration Congress, Moscow 1975; Boguslaveky, Legal Aspects
of Industrial Co-operation between the Soviet Union and other CNEL Member
Countries and the Developing Countries, Moscow, 1979, report for the Joint Study.
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The most controversial ares of conflict resolution seems to be the North/South
dimension; in the South/South dimension a sufficiently developed system of urbitra-
tion does not exist, TN(Cs consistently seek to obtain DC submission to intermational
arbitrstion bodies, primarily to the ICC's court of arbitration and the World Bank's
International .entre for Settlement of Investment Disputes (ICSID} and its atiached

facilities for conciliation, arbitration and tact-finding proceedings, l/

TNCs seek from existing international arbitration bodies principally safeguards
for favorably negotiated investment terms through some measure of international
sanctioning (e.g. publicity of the award, affect on the creditworthiness and repu-
tation of reluctant and non-complying ICa) or the application of legal principles
geared to investment protection, 3 The insistence of TNCs and their respective
home countries on international arbitration and traditional international law for
conflict resolutior has met stiff resistance by DCs., Such resistance is expressed
particularly in international fora, where DCs are capable of taking a stronger
position through collective actiony it is also the core of considerable controversies

concerning major instruments of the NIED. é/

On the level of project contracts, there is a definite t-end away from inter-
nationsl arbitration in areas such as petroleum wher¢ DCs have developed considerable
bargaining power. In other areas, such as transfer of technology and particularly in
loan agreements, non-national arbitration is still the rule. 4 DCs'reluctance is
based on their perception of national souvereignty as a defense against their

unilateral dependency ~2 ICs and TNCs. 2 The prevailing &rpitration institutions are

1/ Cf. for the operations of the ICSID, Broches, Arbitration under the Auspices of the

- ICSID, Seminar on International Commerical Arbitration, Madrid 1978; ICSID annua-
11y reports on new developmemts; up to now, about 9/10 cases have been brought
before TCSID, of which several were withdrawn after settlement had been reached
between the parties, The ICSID Convention has s5 far been ratified by 71 states.
Latin American states, Algeria, Libya, Tanzania, the Middle Eastern states with
the exception of Kuwait, Eastern states with the exceptions of Yugoslavia aand
Rumania and Canada have not participated.

2/ Cf. it is interesting to note that commentators from differing views come to the
same conclusion as to the principally defemsive function of international
arbitration, see Schmid, Arbitration under the Auspices of the ICSID, 17 Harvard
International Law Journal 90 (1976); Benchikh, e.g. Arbitrags dans les ccntrats
entre entreprises trausrationales et les pays sous-développés, Report for the
Joint Study 1979, Algiers,1979.

3/ e.g. the dispute settlement provisions in GA. Res. 3201, 31202, S-VI; dispute
settlement is at present a still unresclved issue in the negotiationa for Codes
of Conduct on Transfer of Technology and on T™Cs, cf. UN Doc. E/C.10/AC.2/8 of
13 December 1978, at§§ 54, 55; UNCTAD Doc. E.75.II.D.15 at p. 6l.

4/ Cf, Waelde, Negotiating for Dispute Se’ :lement, Denver Journal of Internatiomal
Law and Policy 7, 33 (1977).

5/ Cf. Benchikh, op. cit.
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often regarded ith distrust, because they are said to represent the interests and
attitudes of the institutions with whom they are affiliated, e.g. the IBRD anu the ICC.l/
Technical elements, such as costs, languages, place and procedural rules, are con-
sidered to ignore the speicific weaknesaes of ICs. 2 The legal standards and the
arbitration concepts applied by the arbitrators are perceived to reflect a bias in
favour of the capital - and technology-exporting countries ara not responsive to
economies engaged in a process of accelerated transition with institutional weak-

3/

nesses. -

On the other hand, in DCs it is frequently recognised that & revision of the
present methods and mechanisms of arbitration could eliminate the "roadblock™ effect
of international arbitration on economic development é and create a procedure which
would be suitable for DCs, afford them proper protection against mal-performance and
provide for *.Le kind of “dynjpic stability” which is necessary for mutually
b}

advantageous co-operation, =

Recently some DCs have, submitted to arbitration proceiures, when national law
is applicable and arbitration takes place within the host state ("localisation of
arbitration”), é/ As for the eppiicable law and the legal and techrical criteria
to be applied by arbitration tribunals, ICs and TNCs insigton traditional inter-
national law, which is geared to provide protection to capital -~ and technology -
exporting countries, DCs on complete national jurisdiction and the exclusive applica-

tion of national law, Z/ On the project contract level, DCs with stronger bargaining

1/  Cf. Strohbach, op. cit.

2/ Cf. Asian--African Legal Consultative Committee, Report on the 15th Sessiun,
1974, p. 119,

3/  Le Roy, et. al. contribution to the Dijon Collogquium in May/June 1979, op.cit.

- analysing the inappropricieness of w~3tern legal concepts to many issues of
development; Dunshee de Abranches, Institutionalisation and Universalisation
of Commercial Arbitration: The Role of DCs, contribution t~ the 1978 Mexico
International Arbitration Congress, has emphasised that DC acceptance of inter-
national arbitration methods is conditioned upon a revision of the prevailing
methods; a parallel call for suitable amendments to arbitration procedures which
"at present are onesided and unfavourable to DCs”™ has been voiced by Bnandari,
report prepared for UNCTAD, Doc. TD/B/C.7/17 of 18 September 1978, at p. 42

4/  Ct, Pouchard, Algiers 1976, op.cit.

5/ See the Algerian memorandum 4o the 1975 OPEC Conference, op.cit.; Bhandari,

= op.cit.; Dunshee de Abraaches, op.cit,; the Asian-Lfrican Legal Consultative
Committee is at present studying ways to improve and adjust rbitration methods
to DC problems and requirements.

5/ OPEC Resolutions and ANCOM decision 24, while strongly disfavouring non-national
arbitrattion, are not opposed to national arbitration a.rangements, se¢ OPEC
Rea. XVI.90 of 1968; ANCOM Decision 24 has been reprinted in 8 International
Legal Materirls 911 (1969).

1/ Cf. the NIEO resolutions and the on-going regotiations for Codes of Conduct.




Page 92

power increasingly inaist sucessfuily on the e .lusive epplication of national law.
This is particularly relevant when freexing clauses deny host state demands for
renegotiation, ! However, older agreements or agreements concluded in areas of
reduced DC bargaining power, still -efer to "international law", "generally recognised
legal principles™, "legal principles recognised by civilised nations"” or, particularly

in the case of loan agreements, to the law of the home country. 2

Howevur, there seems to be also a tendency to stipulate substantive legel rules
for an eventual arbitration procedures. As far as technical criteria (e.g. Accounting
principles) are concerned, it has been recognised that these criteria are not neutral,
but can reflect a systemic bias for prevailing modes of business among ICs. Accord-
ingly, there have been attempts, in investmunt agreements and the UN CGroup of Experts
on International Standards of Accounting, to develop technical criteria anl standards

oriented specifically toward DCa' requirements. é/

Recently, UNCITRAL has drafted new arbitration rules which were recommended by
the UN General Assembly. 5/ Trese rules have been idopted by several arbitration
institutions, particularly by the regional arbitration centres establiched by the
Asian-African Legal Cconsultative Committee. However, these rulec are fashioned to
govern ad-hoc arbitration; they provide neither for an institutional fecrm of
arbitration ror for procedures for an appointing authority. But they are useful

rules to govern the procedural element of international industrial arbitration.

The evaluation of the present practices of conflict resclution yields sevaral

results:

1/ Cf. Brown, Choice of Law Provisions, 39 Mod. Law Rev.6 (1976); Suratgar,
Considerations Affecting Choice of Law Claures, 2 Indian J, International

Law. 273, 283 (1962); Date-Bah, The Legal Regime of Trarsnational In-
vestment Agreements, 15 J. Africaa L. 241 (1971); Ssekandi, Contracts between
a State and a Poreign Private "ompany, 2 E. African LJ 281 (.966); compare

on the other hand the statement by Dupuy, the sole arbitrator in the TEXACO/
CALASIATIC case and J.F. Lalive, the respective counsel in the case, 104
Journal au Droit Intermational 350 (1977) and at p.319.

2/ Df. Delaume, Transnat:.nal Contracts, op.cit., at chapter VI.;
3/ Cf. WN Doc. E/C.10/33 of 1977.
4/ Cf. ™ Doc. A/CN.9/170 of 11 May 1979
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(1) There is a need for new nechanisms of arbitration, which are not rejected by DCs

and which are at the same time acceptable to foreign enterprises.

(ii) Several new trends in arbitration, particularly tie method of localising and
regionalising arbitration procedures and of creating legal and techrical
standards which are geared specifically at the problems of DCs should be
deveioped further and made applicable to arbitratior.

The underlying concept should not be an attempt to replace effective and useful
mechanisms, but of adding & greater variety of institutional mechanisms and filling
the gap between DC reluctance and TNC insistence. Parties to co—operation contract:
should hence have a large number of options available. Such new mechau.sms should
be particularly geared to disputes arising out of the context of South/South co-
operation. Accordingly, modified and new institutions and procedures could develop
the conflict avoidance function of arbitration and contribute to stable and mutually
advantageous industrial co-operation. Arbitration mechanisms should also be seen in
their law-making function and be oriented at International Industrial Development Law.
However, they should not ve directed ai providing & mandatory, global judiciary - trus
be unacceptable to NCs with a strong tradition against any ferm of non-national
arbitration Calyg-principle. Consistent with the tool-kit approach, they should

provide a variety of solutions to accommodate differing interests and attitudes.

6,3 New and Improved Methods and Machanisms for Conflict Resolution

Improvemen:. of conflict resolution has to build on the deficiencies and strongly

current practice.

On the level of project contracts, the present trend towards localisation of
conflict resolution, towards elaboration of legal and technical standards which are
appropriate for industrial co-operation with and among DCs should be promoted.
Specifically, this would imply that the proposed UN programme to support Third World
bargaining and to promote the evolution of a new International Industrial Development
Law should include the design of model clauses for conflict resolution appropriate for
the various situations and policies of DCs, In the long-term, this could evolve into
uniform terms for conflict resolution in international industirial co-operation.
Specific attention should be paid also t¢ the elaboration of new or the modification
of existing technical criteria to increise their responsiveneas in DC development.
The existing UNIDO capacities in the preparation of feasibility studies and the pro-
posed expansion of these capacities could be linked, in appropriate co—operation

with other appropriate UN bodies, to such sfforts,




Ontre evel of institutional arrangements, the evaluation of existing prectices
has demonstrsted the need to increase the institutional options available by ar-
bitration imstitutions which are geared specifically to DCs. Accordingly, present
trends to establish regional arbitration centres such as done by the AALCC showld
be supported. MNore concretely, the following proposals for action can be made:

(i) Nationsl Arbitration Centres

For many host countries, only national arbitration is acceptable. Efforts to
render such arbitration centres sufficien*ly expert and axperienced so as to make
them acceptable to foreign enterprises should be encouraged. The UN system could

provide, upon request, tecinical assistance, co-operation and co-ordination. l

A number of countries and arbitration arganisations 2/ are ilready rendering
technical assistance for setting up national arbitration centres in DCs, be it
through ad-hoc expert advice, through co-operation agreements or through participa-
tion in respective international arbitration bodies, It seems that the UN system
could assume an important role, parvticularly related to arbitration problems directed
specifically at industrial enterprise co—operation, Assistance could be forthcoming
from ONIDO, UNCTAD and UNCITRAL., The assistance should render national arbitration
centres capable of dealing with conflicts requiring contract interpretatien and to
those relating to claims for non-performance, to gap-filling and contract adaptation

and to technical issues.

{ii) Regional Arbitration Centres

Of particular interst seems to be the establishment of regional arbiiration
centres. Such centres could be an acceptable forum to articulate DCs' concepts as outside
the countries which are parties to a dispute. Support and co-operation should be
given efforts such as undertaken by the AALCC. Regional arbitration cemntres could
oe attached to the UN Regional Ecoromic Commissions, which would give them more weight
and acceptadbility. They could also be set up on a bilateral hsis.é/ They could apply
UNCITRAL procedural rules, if necessary, in a modified form. Their regional character

and their attachment to the UN system would distinguish them from existing institutions.

1/ Cf. th2 respective proposals in the reports by Strohbach and Benchikh for the
Joint Study.

_2/ Cf. Strohbach, op.cit.

3/  Cf. the joint arbitration board between Poland and the GDR at Gdynia for
Maritime Disputes,
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In addition, such regional srbitration centres should establish the following
specialised facilities to take charge of problems characteriatic of long-term

industrial co-operation:

- A facility for Contract Adaptation and Cap-Filling

Such a facili+; weuld, according to established procedural rules and sub-
stantive standards, upon referral by the parties, provide a service of

contract adaptation and filling of gaps (as explained supra);

~ A Facility for Technical Expertise and Fact-Finding

Technical disputes are increasingly important in industrial co-operation. Also
technical rules and criteria are by nc way neutral and often reflect systemic
biages. Accordingly, the proposed facility shculd draw upon the evoertise
available in the UN system and in DCs and provide a service frr deciding
technical disput s and to reconstitute facts pertinent to disputes in a co-
operation project upon respective referral by the parties. The expert's

" decision could have legal force or be a mere recommendation;

~ A Pacility for Conciliation

Cften, a legally binding decision is not needed, but a procedure involving
a neutral third party to induce partiea to reach a mutually satisfying
settlement., The respective facility could provide appropriate experts,

organisational services and procedures for that purpose.

- A Pacility for Summary Hearings

Often, an expedient summary hearing and respective decision are necessary
for co-operation projects, e.g. for filling of unforeseen gaps during project
implementation or when performance bonds and bank guarnatees conditioned upon
a respective facility for cummary hearings could satisfy contractor interest
for a neutral decision upon the calling of bonds, but still provide emough

security for DCs.

The porpssed mechanisms would have to be co-ordinated and be linked to
programmes to develop Third World bergainirg abilities and Industrial Development
Lew, For these reasons, a global, co-ordina.ing body appears warranted.



A System for Resolution of Industrial Co—operation Conflicts

A global system for resolution of industrial co-operation conflicts would be
responeible for co—ordinating technical assistance to be given to national an? regional
arbitration centres. In addition, it would, through co-ordination, information-sharing
and recommendations, link the arbit:ation with the respective legal programmes on the
global level, As an umbrella organisation, it would primarily not engage in actual
arbitration, :ut support, if necessary, national and regional arbitration centres
with advice, assistance, experts and information. In addition, i* might be considerzd
if a system for resolution of industrial co-operation conflicts should not be competent
to decide upon appeal against awards by national and regional centres claiming material
breach of substantive procedural rules, Such a limited appeal procedure might increase

the co-ordination and the acceptability of national and regional arbitration centres.

A global system for resolution of industrial co—operation conflicts would co—
operate closely with the proposed Commission for Irdustrial Development Law and be
linked to the proposeZ programme to develop Third World bargaining ability. It would,
as a whole, offer a variety of different conflict resolution services, while still
leaving to individual host states the choice and thus not interfering with traditional
reluctance against non-nztional arbitratior. If necessary, a global system for reso-
lution of industrial co-operation conflicta could also act as appointing authority.
In that case, a system of rotating presidency between investment-exporting and investiment-
importing countries would provide for intemational conflict resolution in situations
where current controversies over international arbitration have prevented a consensus

from being reached through one of the already existing institutions.
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CEAPTER 7: IMPROVING THE PERFORMANCE AND EFFICIENCY OF INDULTRIAL ERTERPRISE CO-OPERATION

7.1 The Issue of Developmental Performance in Industrial E terprise Co-operation

The impact of industrial co-operation on Third World industrialisation is
determined by the Jevelopmental performance of co-operation projects. The concept of
perfermance is understood in a wide sense, meaning a "positive contributior towards
the achievement of the economic goals and established development objectives™ of the

host state, with the view of "maximizing the contribution to the development process®. L

It is mginly the responsibility of the host state to ensure such a positive de-
velopmental contribution by foreign enterprises through appropriate development
planning ard putting such planning in operation with adequate rules and incentives.
This applies particularly to foreign investment, where regulations imp-sing duties on
the investor and incentives influencing his decision-making process aim at extracting

a positive developmental contribution. 2

If foreign business transactions are completely unpackaged, developmental per-
formance of auch techaology transfer transactions is to a large extent determined by

the regulatory system applicable, é/

In the context of accelersted indusirialisation relying partly on foreign inputs,
a number of DCs have opted for the substitution of traditional foreign investment by
non-equity arrangements involving the packaged purchase of indusirial complexes of a
high technological level. In that context, the issue of developmental performance
acquires a new and unique meaning. As the self-interest of the foreign enterprises
is not, as in foreign investment, centered on profit :aximization from investment.
but in maximizing profits from sales, the self-interest does not relate to the lon,—
term performance of the industrial plant delivered in the context of the host state
economy. Accordingly, mechanisms have to be designed and negotiated, which replace
the incentive effect of direct investment by new performance guarantees and incentives

which are geared to the specific situation of industrial plants in DC economies.

l/ Cf. Pormilations of the Chairman of the Working Group on a Code of Conduct on
TNCs, Doc. E/C.10/AC.2/8 of 13 December 1978, p.4.

g/ For an analysia of economic integration policies see: Wilde, Th., Law and
Policy in International Business, 1979, 691ff;

Cf, the negotiations for a Code of Conduct on Transfer of Technology, the
draft versions of which provide for an extensive system of performance obli-
gations, see UNCTAD Doc. TD/CODE TOT/1 of 13 July 1978, p. 18ff.

(N
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Insofar, the challenge is to develcop a system of performance incentives which will

be a characteristic feature of nor-equity incustrial co-operation, Traditional legal
instruments governing the sale of equipment in commercial relations among ICs are not
capable of fulfilling the function of stimulating the necessary self-interest o the
foreign eaterprise in the performance of tne plant once delivered., Pirst, even in ICs,
the sale of complete industrial plants has not yst led to the develcpment of appro-
priate legal instruments, E/ Secondly, the very fact of undordevelopment requires a

considerably more extended protection of DC purchaser of indmstrial installations. 2

Legal instruments derived from traditional commercial transactions assume an
equal distribution of knowledge and evaluativ e capacitics between the contracting
partners. In fact, the DC client is generally not able to select and evaluate the
equipment and processes needed to establish an industrial complex. Also, a DC economy
is more vulnerable to the consequences of malfunctioning 0* industrial plants. As
there is no developed industrial infrastructure, the output of the industrial plant can
no* be easily replaced by other inctallaticns. Thirdly, not only the conseguences,
tut also the risk of malperformance increases in the case of delivery of industrial
complexes. This is due, inter alia, to the use of tochnology and equipment, which are
suitable t~ IC's conditions, but inappropriate, or at least more prone to defects, in
the case of an underdeveloped infrestructure, of insufficient personnel qualif:.cations
and of other unfavourable local conditions. Accordingly, new legal instruments to
obtain the envisaged plant performance have to be developed. In that context, the
notion of "performance™ has to be developed to put into action the notion of "positive
contribution to host state industrialisation”. Due to the considerably greater
repercussions of industrial malperformamce on a highly sensitive proceas of programmed
industrial development, such new lezal instruments have to include a specific pro-
tection against the "developmental damages™. Such instruments have to provide
sufficient coercion and incentives for enterprises in respect to the required per-
formance, The underlying philosophy of new methods is to compensate for the existing

unequality and specific vulnerability of DCs in industrial co-operation. 3

1/ With the exception of some rudimentary civil law codification in the GDR's new
"Code on International Economic Contracts™, in § 88-97 and the ECE's respective
General Conditions, cf, particularly the Guide on Drawing up Contracis for large
Industrial Works, No.E.73. II.E.13, of considerable interest is the attempt to
elaborate a model contract for fertilizer plants in the context of the UNIDO
consultations on the fertilizer industry, cf. Report on ine Second Consultation
Meeting in 1978, ID/221.

g/ This case has been most forcefully etated by Algeria in its memorandum for the
1975 OPEC Conference, p.2l1l, op.cit.

;/ Insofar, the study relies on the approach taken by most ICs' legal systems which
have developed compensatory instruments to protect contracting partners in a
position of de-facto unequality, e.g. protective legal rules concerning consumers,
products liability, restricticn on the use of standard clauses, landlord/tenant
ard labour relations. What is necessary could be termed a policy of "compensatory"
or "affirmative" action in favour of LC partners in industrial co-operattion.
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7.2 Extended Performance Guarantees :n Turnkey Contracts: The Produit-sn-Main Approach

In the most frequently used instrument for ‘he package purchase of comple.e in-
dustrial com>lexes, the turnkey contract, the contractor is solely responsible for the
delivery of an industrial comples, including design, procurement, engine~ring, con-
struction and demonstration runs; often, such a contract includes also technical
agsistance relatirs to training, initial plant operation and marketing. The character-
istic feature of the turnkey contract is the obligation of the contractor to ensure

. 1
that the plant will function at the date of the final acceptance ae promisei. -

The turnkey contract has enabled DCs to obiain industrial plants of « high
technology level in spite of scarcity of qualified personnel, emgineering and design
capacities. However, the experiences gained have led to a serious questioning of this
contractual type. On the side of the foreign contractor, *here is little incentive to
care about post-start-up performance. He has a strong interest to reduce the quality
of the plant under the lump-sum system; all that matters is satisfactory imitial
demonstration tests. In addition, there is little "learning-by-doing" experierce for
the local personnel charged with actual operations. DCs have accordingly had serious
difficulties in successfully running plants once delivered. Z/ In response to such
difficulties, some DCs, notably Algeria, have developed further the system of gua-
rantees inherent in the turnkey contract in the direction of guarantees relating to
the post-start-up production performance of the plant. 3/ Such guaraniees, relating
to quality and quantity of output for an ertended perici of time (3-12 months), to a
maximum corsumption of raw materials and energy, amount in fact to a guarantee for the
training and the performance of local personnel, as the final demonstration tests are

undertaken with local personnel in charge. 5/

The so-called "contrat produit-en-main” emphasizes less the productive unit, bdut
the actual productivity of the plant. It is intended to “e an instrument to effect
the acquisition of national capacities to produce and hence emphasizes not only the
operating plant, but the industrial development contribution. 2/ This concept of per-
formance go.s beyond the traditional notions of quality of sold equipment, bui reflects

a policy of extracting a positive developmental contribution from the foreign enterprise,

1/  Cf. Salem/Sanson, Les contrats clé—en—main et les contracts produit-en-main,
1979. BArcat/ﬂIROECOIOIICS, Exports of Industrial Complexes, 1978.

2/ Cf. Abdessalam, E1 Moudjahid of 25 March 1975,
é/ Cf. Algerian memorandum for the 1375 OPEC Conference, op.cit.

5/ Cf. Salem Sanson, op.cit.p.172ff.; Tuts, L'evolution des contrats clé-en-main,
Droit et Pratique du Commerce International, 1977, p.633ff.

5/  This underlying "development teleology" is discussed in detail by Salem/Sanson,
op.cit. and Benchikh, Les relations entre les entreprises transnationales et les
pays sous-développée: contrats "produit-en-main™ et arbitrage,
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This concept has been put into practice to some extent in a few projects,
basically in mechanical engineering and light industry. Even in these cases, con-
tractors have insisted on a number of safeguards against the far-reaching guarantees
1n order to protect themselves from the risks associated with local personnel. l
For the foreign partner, the produit-en-manin approach creates considerable risks:
The guaranteed success of training efforts with unexperienced local versonnel may be
difficult to control; the specific infrastructural deficiencies and a complex and
slow-moving administration can become serious obstacles to the guaranteed plant per-
formance. On the other hand, the produit-en-main approach justifies a higher re-
rmuneration for the contractor, o provide him with the necessary risk margins. In
addition, successful performance ma; provide competitive advantages, open a marxet
for newcomers and build up a positive reputation, Prom the contractor's side, much
depends therefore on a careful assessment of the risk and of his performance

capacities in the environment of the host state, 2

From the host country's perspective, the apparently easy instrument to obtain an
effective transfer of technology veils some disadvantages. } The packaged-transfer
character of the produit-en-main contract contradicts policies of self-reliant de-
velopment through a depackaging of foreign inputs. Coniractors, when combining their
package for the industrial complex, will naturally favour established supply linkages
and capital intensive technologies, as both strategies allcw to reduce a risk factor
which is difficult to control, i,e., supply and sub-contracting linkages with <Zomesti-
enterprises and the training and performance capacities of local personnel. In
addition, they will try to deviate as little as posaible from established patterns so
as not to incur risks of innovative adaptation; accordingly, design of plants and

training of pere.nnel will reflect the IC's mode of industrial operations to a great

1/ Por exanple, the contractors guarantees are conditioned on the respective

- counterfulfillment of the host state partner's obligations - e.g. the duty to
provide a suffirciently qualified number of people for the training programmes
inetituted, the duty tc provide authorizations in due time. Other corntractual
clauses excuse the contractor from responsibility if the local personne. proves
uncapable to adjust to industrial operations. Force majeure also operates as a
brake upon too far-reaching performance obligations.

2/ In the case of the PRG's publicly owned DIAG, produit-en-main contracts have led
to losses well cver 200 million DM, assumed by the government. The cause for
such failure ie disputed, but it seems plausible that DIAG overestimated its
capacities in a completely new market and did not adjust its stipulated guaran-
tees to its performance capacities,

3/ Judet, A propos du contrat clé-en-main, CRID/IREP-Grenoble, May 1977.
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extent. This implies that the industrial complex will need constant inpu*s from the
contractor te participate in the continuous procese of impcrvement in the respective
technology. Autonomous adaptation will be “ifficult, as th: local personne! has not
been subjected to the process of learning-by-doing characteristic for a uself-reliant
development of ar industrial complex. Accordingly, to some extent the produit-en-main
contract - as a modification of the turnkey-contract - perpetuates technological
dependence. Wurthermore, the risks associated with the produit-en-main contract
eliminates all but thc most capable and large T™NCg. Middle-sized enterprises can
hardly acsume the consiterable risks. Finally, the produit-en-main contracts requires
a system of precisely defined guarantees and very detailed and comprehensive project
plansing. Alterations are difficult as they tend to disturb the whole package of
carefully prepared and negotiated guarantees. The inflexibility inherent in the

produit-en-main approach is therefore another shortcoming.

On the other hand, there are some distinct advantages, particularly for countries
intent oin a highly accelerated policy of industrial development. It seems that in situa-
tions where a package of equinment and technology of a predominantly captive character
is needed, where the envisaged performance is at prerequisite for thereupon dependent
industrial systems and where the effective transfer of "invisible technology"
("technological software") is required, the produit-en-main approacih may be worthwhile
and merits further improvement. This may apply, for example, in the case of plants,
which are not of a repetitive character, but designed according to individual and
gpecific features, Also, the produit-en-main approach is a funciton of the gcarcity of
ccmpetent technical and managerial/pereonnel in spite of great need for the specific

industrial performance at issue. 1

Accordingly, in the next section, the study will explcre possibilities to improve
the produit-en-main approach, with the intention of (l) extending the scope and the
effectiveness of performance guarantees, enabling foreign enterprises to assume such
guarcntees and emphagsizing the important function of training; (2) creating a more
flexible system of performance incentives to complement the often rather rigid system
of guarantees; (3) creating procedural instruments for inter-party co-ordination to

obtain optimal performance.

1/ Even there, care has to be taken that the "esprit de facilité” of buying
guaranteed industrial performance without own efforts - particularly seductive
for bureaucratic systems where initiative is not rewarded and where risks and
regponsibilities are shunned - does not seduce DCs to overlook the costs involved,
The produit-en-main approach is certainly a func on of highly accelerated in-
dustrialization even at the cost of irading-off national self-reliance., The dis-
advantages discussed are hence often nothing more than - ecessary implication

of policies of highly accelerated industrialization.
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7.3 Guarantees, Incentives and Procedures to Create a Compunity of Interest in

Developmental Performance

Optimal performance in industrial co—operation projects as discussed depends to
a considerable degree on the capabilitv of the contractual arrangements to create a
self-interest of both partners in developmental performance and to co-ordinate
effectively both partners® contributions to the joint project. The task is therefore
to create mechanisms which take the place ol the interest in profit maximisation a3
the efficiency incentive in direct investment. As two interdependent partners are
involved, this task is highly complicated. In direct investment, the investor
assumes directly risk and control; in the evolving quasi-investment types of in-
dustrial co-operatiun, both partners assume a share of the risk - the foreign enter-
prise through the risks associated with guarantees and other performance inceuntives,
the host state enterprise through the risks associated with its own contractual
obligation and the developmental repercussions of malperformance. Instruments which

shape such risks and incentives will be explored in tne “ollowing.

(i) Extending the Scope of Performance Grarantees

In addition to the guarantees of quality of equipment presently used in tarnkey
contracts and in line with the produit-em-main concept. new forms of guarantees sghould
be designed covering all areas of plant performance which the contractor can be
reasonably expected to control. Such guarantees would relate to the quality and
quantity of the production, to consumption of energy and raw materials, but also to
the competitiveness of the ocutput, ¢f repair and maintenance ¢osts and, eventually,
410 the profitability of the plant. Such guarantees would run over an extended period
of 4ime and include plant performance with local personnel trained and technically

assisted by the foreign enterprise. !

Of particular importance are the training obligations to enable local personnel
to run the industrial complex successfully. Guarantzes for the success of training

are implicit in the other forma of guarantees discussed when these guarantees cover

1/ The notion of a "contrat marché-c¢n-main® and "bénéfice—en-main" has been

- theoretically developed to describe such guarantee systems; however - excepting
bay-back and compensation arrangements discussed later - these concepts have not
yet been put into practice. According to the character of the economy in question
and of the needs to be supplied by the plant in question, such guarantees are
often neither practical nor even desirabie from a host state's view.




Page 1. :

plant performance with local personrel. however, narticularly in relation to con-
tractor excuses for non-perf~rmance, it appears useful to provide also for specific
guarantees in training in order to mobilize tke contractor's training willingness
and potential by associating him with the respective right. Such training obliga-
tions should comprise all functions of industrial personnel - not only operationms,
hut also design, repair and maintenance, monitoring and improvement. The gua-
rantees should go beyond short deconstration periocds and tie the contracicr to the

personnel's performance over an extended pericd of time.

Extensive guarantees of the charac’er discussed can only be reasonatly demanded
where the contractor is in corresponding conircl of the operations whose result he
is to guarantee, Disputes frequently arising out of claims {or non-performance and
respective counter-claims ~elying on harmful client interventioa couiu be reduced by
separating the various areas where performance is guaran‘teed and by ensuring that
the contractor is in reasonable control of respective operations. Another weakness
of an extensive system of performance guarantees in comparison to traditional risk/
benerit sharing through equity joint ventures is the relative rigidity: The con-
tractor shares the risks without having a sufficiently adaptable planneu and guaran-

teed performance system. l

Accordingly, there should be an in-build flexibility of the guarantee programme.
The scope of guarantees and the amount of sanctions could be gradually decreased,
parallel to the phagse-out c¢f control by the contractor., Such a system of gradual
phase-out of guarantees would still tie the interes.s of the ccntractor to plant
performance with national managecent and personnel, but increase his readiness to
accept the guarante> gcheme. In-built flexibility, however, needs other mechanisms
which are mcre subtle than guarantees and which allow procedurally for continuous

adapta’ .on of the contract's objectives,

(ii) Performance Incentives

The guarantees discussed should set a fixed floor for contractual performance

obligations; more flexible performance incentives should influence the contractor's

1/ As has been reported in several discussions with turnkey contractors, the
more extensive the guarantees, the earlier a rigid and comprehensive prnject
programme has *o be drawn up, a revision of which is difficult because of
the sensitive balance achieved through complicated negotiations, On the
other hand, it has also been reported that such a revision would often
evidently be necessary, as the guaranteed out-put of a plant - planned and
negotiated often ten years ahead of production - can easily become obsolete
and no longer a u3seful input into a host state’s industrial development.
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self-interest in developmental performance. The :ssue is here .t translating the

3

concept of developmental performance into operational incentive criteria. =

Performance incent:ves to be developed further could be:

- Buy-Back Schemes for Remuneration of the Contractor.

In such a scheme - widely used in East/West trade, but also to some ertent
in natural resources development ("production-sharing™) - the contractor
has a considerable self-interest in quality and quantity of production, as
it constitutes all or part of his remureration. Such a system associates
him closely with risks and benefits of the project on a long-term basis

2/

and is a form of industrial co-operatior close to joint investment ventures. -

- A System of Payment According to Plant Performance.

Remuneration for the contractor would be dependent on the level of production
reached over several years, taking into account quality and input faciors. 3
The system could be introduced gradually and co-exist with & lump sum or

cost /plus system of remuneration, e.g. 80% to be paid in a coet/plus or lump
sur pe;Tent, the rest in payment according to productior. Here, another
graduation could be introduced according to the responsibility fo the con-
tractor, e.g. as "pilot", "co-pilot” and finally "technical assistant",
(Systems of payment according t2 performance are frequent in the remunera-
tion for vorkers and management, but such principles are also applied in

sophist.cated government procurement, e.g. the US ASPR, cited supra).

For a discusaion of related issues of taxation see: Penrose, Ownership and
Control: Multinational Fiims in Less Developed Countriea, in Helleiner (ed.)
A World Divided, 1976; several developed country governments have developed
highly sophisticated methoda acting as performance inceniives in government
procurement, e.g. value-engineering, target-costing, cf. the US General
Accounting Office's Report to the US Congress, August 25, 1969, Opportunities
for Increased Savings by Improving Management of Value Engineering; cf. also
the US Armed Services Procurement Regulations, 32 CFR §% 31-308, 1977.

See: ECE, Analytical report on industrial co-operation among ECE countries,
E.73.1I1.E.11, p.8.

Cf. the Algerian proposed scheme in the cited OPEC memorandum of 1975, p.225.
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- Remuneration Acc:rding to Profits

Wnere profits can be used as a valid indicator of performance - and this is
often not the case — a part of the contractor's remuneration could be in a
3hare of the profits of the plant in the first years. This system would

very closely approach a quasi-equity investment system through associating
the contractor with the plant's profitability. Where profits are not a

valid indicator for plant performance, quasi-profit criteria could be develo-
ped ("shadow profits"). The profit-centre concept employei within TNCs for
rerformance measurement L or performan~e measurem. 't criteria employed in

Coas 2 oA . .
socialist states -’ could be an indicaior for »erformance incentives,

- Remuneration Accoraing to Sectoral Performance Criteria

In further develcping the approach to devise non-profit indicators of per-
formance, performance could be broke. down into major elements, e.g. pro-
duction, marketing, training, consumption. A part of the remunerition would
depend on previocusly defined sectorzl performance, e.g. by paymeni according
to production, according to objectively tested training success, by marketing
commissions.é Technical assistance after a national takc-over of managsement
functions could be tied to post-operational goals and acccrdingly remunerated,
e.g. to international competitiveness, increasing industrializing linkages

through local content policies.
(111)

Procedural Instruments for Int.r-Party Co-ordination and Project fdaptation

Prccedural instruments to allow parties to co-ordinate throughout the project's
implementation their interdenendent contribution and to adapt the project's programme
of performances and guaranteec should rely on the principl e of co-management: Both

parties should have a say over operations, the priority being granted to the party

1/ Cf. Solomons, Divigional Performance: Measurement and Control, 196.

g/ Cf. the report by I.D. Ivanov for the Joint Study which diacusses, inter alia,
the employment of shadow pricing methods for evaluating tenders.

3/ Cf. Penrose, op,.cit.




most expert in a specific fieid; a graduil phase-out should be provided parailel to
the ability of the client to assume the major management functions and parallel to tie
phase-out of contractor guarantees, The following organisational machinery should be

consid ~red:

- a top-level co-operation committee to meet periodically, review progress,
attempt to settle disputes and empowered to adap* the contract, composed

squally of representatives of both partners;

- an overall management committee with equal representation or host state
majority, consisting of the chief lccal operations executives of both partners,
It would have authority to make a binding adaptation in minor issues and t>
issue recormendations fo.- major adaptations to the top-ievel co-operatiu:z

cowzitlen;

- a vognitiee for {ockri- 2! cperations with contractor majority;

- a marketing committee with majority of the partner most interested and expert

in marketing;

- a training and transfer of technology committee with host state mojority; and

- a governmental relations committee responsible for administraiive relations

with host state partner majority.

Each committee would be empowered to propose modifications and amencrnents io the
top-level committee. For minor disputes, the competent committee would be empowered
to issue a decision with the right of each pariner to appeal to the top-level co-
operation commit.ee - and with eventual recourse to arbitration. For major adaptation
disputes, the proposed facilities for contract adaptation wouid provide a recourse,

In addition, committee members could be entitled to call in an expert to decide on

contrcversies requiring technical expertire. L

The roughly outli.:ili zystem of co-management incorporates elements of corporate

and contractural organisation in addition to an eventual recourse to third-party

L/ Kopelmanas, Le regelement d'expertise technique de la CCI, Droit et Pratique
du Commerce International, 1977, 417, 419: +the proposed N facilities for
technical expertise could provide appropriate services,
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1ntervention. L/ It would seem to provide a basic concept of guasi-corporate co-

. . . 2
management for international industrial co-operation. -
7.4 Protection i1inst Malperformance: An erational Concept of "Development eg"

The acute vulnerability of the developing economies requires specific protection
against malperformance of industrial plants. 3 Insofar as direct damages are con-
cerned, traditional instruments of commercial law are sufficient to provide adequate
protection through obligations of replacement and correction of faulty equipment. 4
However, faulty performance - due to faulty design, construction, inappropriate process,
insufficient *training - can produce repercussions beyond the direct damages affecting
an industrial plant. Developing countries are particularly sensit:ve to such “con
sequential losses™, because the receiving economy is in a stage of accelerated in-
dustrial development. Normally, there are insufficient or no alternative sources for
the plant output which is deficient due to malperformance; in addition, in integrated
industrial systems of an economy where the interdependence is carefully programmed,
the deficiency of one important element often implies the malfunctioning of the complete
industrial production chain. i/ We can hence use the notion of "development damages”
to coivey the specific problem caused by consequential losses to a developing economic
system, Turnkey contracte generally exclude any liability for consequential losses.
This leaves the receiving economy with an increased vulnerability to developmental

damages, particularly as insurance is difficult to arrange. é

1/ 1t is suggested that the considerable experience with intra-corporate co-
determination of labour, linked ¢o judicial or quasi-~judicial mechanisms to
break dead-lock situations in several ICs, e,g. the FRG's legal system of co-
determination, offers interesting methods of co-management and of interial
conflict resolution.

2/ Also the analysis Uy Touscoz, Gestion de la cooperation, contribution to the
June 1979 Nice colloquium on International Industrial Co-operation Contracts.

é/ Cf. the proposals formulated by Algeria in its 1975 OPEC memorandum, J.p.cit.p226.

é/ The discussion on the draft model contract for fertilizer plants held 1978,
report cit.

2/ Algerian memorandum, 1975, op.cit.

é/ For the emphagsis laid by DCs on protection against consequential losses arising
from industrial co--operationsee the draft resolution concerning the establish-
ment of an insurance sysiem for guaranteeing contracts concluded by DCs with
enterprises from developed countries submitted by the Group of 77 and Romania at
the Lima Conference, Loc. ID/u;nf.}/L.9 of 22 March 1975; on the difficulties
of obtaining insurance cover from commercial sourcer. and on the discu.sion on the
proposal of a multilateral insurance in the case of the fertilizer industry see
a report prepared by Hogg Robinson and Gardner Mountain Reinsurance, Doc. ID/WG.
284/1 of 16 October 1978.
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The following proposals, therefore, attempt to find a solution for DCs' need for
coverage against developmental damages; In doing so, they have to take into account
the need to determine (1) what developmental damages are; (2) under which conditions
the foreign enterprise shoul. be liable for them and to what extent; {3) what support-
ing mechanisms are necessary to make contractor responsibility for some form of deve-

. 1
lopmental damages & viable proposal.—!

Before presenting the outl:nes of such mechanisms, it is necessary to invoke

2
basic principles and modern concepts of the law ~f damages: -

-~ Liabilities should be imposed on the actor whe can best control the risk and

minimize the likelihood and the scope of losses;

— Liabilities for large scale losses should be limited, otherwise risk-producing
industrial co-operation is prohibited by the risk of unlimited liability.
Eventually liable actors have to be able to calculate and to find insurance for

the assumed risks;

- If the interaction of itwo parties causes losses, both should be tied to a

community of interest to reduce the likelihood and the scope of the risk;
- Risk and benelit from an industrial activity should be commensurate.

From these principles we can draw a first and important conclusion that unlimited
liability for developmental damages is not feasible. The contractor may have conirol
over malperformance, but no control over the developmental repercussions of hisg activity;
in addition, unlimited liability would be prohibitive ana could not be insured. It
would also give rise to complex disputes over the financial value of the relatively

vague and ill-defined concept of "developmental damages”,

The solution suggested here can only concern a mechanism of limited liability.
The solution has to center on the areas the respective partners control. The contractor
has considerable control over the planning and execution of the project; the host

atate has more control over the developmental repercussions of deficient performance.

i/ Cf the discussions of the IDB (11th session, Vienna, 23 May-6 June 1977,

Doc. ID/B/SR 225, p. 5,6) where the iesue was raised if such proiection could
not be "obtained by existing legal processes at the naticnal ievel”., The
presently introduced proposal attempis to combine legal methods on the national
support system to make suoch contractual instruments and procedures economically
viable.

g/ See Calabresi, The Costs of Accidents, 1970.

——
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It mus*, trerefore, be the tesk of the host state to indicate - in the initial contract
negotiations - the potential for the scope and the financial value of the developmental
risk agsociated with malperformance. The host state would attach quasi a price label
to the developmental risks of a project. This "developmental value label™ :ould
express the DC's issessment of developmental risk over which it has morecontrol than the con-
tractor: the dependence of interdependent industrial developmant on the project

at issue, quantified in monetary terms. The criteria for expressing the develop-
mrntal value of the project would be entirely the host state's respensibility. It
covrlid use shadow-pricing, rules of thumb or the overall contract price as a basis

ar. multiply it with the developwental vaiue attached to a specific project. It

could, in free bidding and negotiations, determine the limits of acceptance among

contractors and the additional price margins demanded for compensation.

In case of non-performance, the ccntractor would be obliged to take corrective
action up to the agreed developmental value or reimburse the host state. It could
also be arranged to contract another enterprise to perform the original contractor's
task, with the developmental damages due to be used for compensation., The develop-
mental value approach could employ a ceiling and provide criteria assessing the develop-
mental losses. It could also, in a more simplified form cioser to the non-performance
penalty method, stipulate that developmental damages of specified amounts are due when
certain project targets have not been reached. The outlined limited-liability approach
allows insurance. Particularly, it would force the contractor to asgess his performance
capabilities and to make every effort at contractual performance. This preventive
effect would be reinforced by the great interest by insurers and banks to assess the
performance capabilities of the contractor in respect to coitractual performance

and developmental damages risk, t

It is evident that such a system of contractually stipulated limited contractor
liability for developmental damages would have to be carefully elaborated through the
proposed UN programme to support Third World bargaining abilities. In addition, con-
tractors - particularly those from middle-sized enterprises in developing countries -
wonld need a safety net orovided by internatioral action to enable them to assume the
considerable risks creat=d by even a limited responsibility for devel opmental losses.
This safety net would be created on the level of inter-governmental agreemonts and

through the proposed Smtractual Liability Insurance Consortium (CLIC) dis:zussed below.

l/ Nelsoq, "A Banker's view of the risks in Middle East construction”, speech
given at the Middle East Construction Conference, October 31, 1977 in Dubai.



7.5 Enforcing Performance Obligations: Performance Securit- Through Bonds and Cuarantees

Contractual obligations are often, per se, not sufficient to forze the contractor
into effective performance., A system of sanctivns is often necessary which allows
effective enforcement of obligations and which ~otivates parties to perform in order
to avoid the risk of enforcement. In internatisnal industrial enterprise co—operation,
the enforcement system is not particularly s:rcag, l Judicial and arbitration pro-
ceedings are time consuming, the outcome is often difficult to predict and often they
are used to protract performance instead of accelerating it. They can rarely provide
for immediate correction and compensating liquidity, often the heart of the perties*
interest. Accordingly, a system of liquidiate: damage and penalty clauses, bolstered
by bonds and bank guarantees, has developed i~ international commercial relations.

It is primalrily geared to provide some measure of coercive action, but also instant

security against malperformance. 2

At present, contractors in the US are, for example, required to post performance
bonde in which a bonding company guarantees performance of stipulated construction
4otk up to 100 per cent. Bid bonds (1-2% of contract price) are required to guarantee
the seriousness of bidding; advance payment bonds guarrsiee the repayment ability in
case of cash advances by the client (up to 20%); bank guarantees and performance bonds
(up to 15-20%) are requested 23 a security for non-performance. 3/

While contractors - and the international and national industry organizations 5/ -
recommend that payment on such bonds and guarantees be conditioned upon approval by
the contractor or proper documentation - such as a respective arbitral or judicial
award - many TCs, particularly in the Middle East succesafully insist on unconditional
guarantees which have tc be paid by the guaranteeing bark or surety company on firct
demand to the client. EV

1/ For the need for and use of liquidated damages and penalty clauses in inter-
national commercial transactions, see UNCITRAL Doc. A/CN.9/161 of 25 April 1979.

2/ Dubisson, "Le droit de saisir les cautions de soumission et les garanties de bonne
exécution", Droitet Pratique du Commerce Internatiznai, 1977,p 423; Eisemann,
"Arbitrage et garanties contractuelles", Revue de 1'Arbitrage, 1972, p.379.

i/ Cf a report by Business Intarnational, 1978, on bonding practices in Saudi Arabia,
p. 67ff.; for the use of performance security in public procurement cf. UNITAR,
International Procurement (by Westring), 1974, p.32ff.

5/ For example the ICC, cf. the new ICC uniform rules for contract guarantees,
Publ, No. 325, 1978.

5/ See Harbottle v, National Westminister Bank, Law Report, February 7, 1977;
algo Owen Enginerring from Barclay's Pank, Lsw Report July 29, 1977.
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Bonds and unconditional bank guarantees are a defensive instrument for the DC
client. They replace, particularly in the case of newcomer contractors, trust and the
availability of judical sznctioning. They are, at present. mostly geared towards civil
works obligations. They are not yet oriented towards performance obligations under
the produit-en-main app~vach nor to the proposed method of compensation for develop-
mental damages. A development of the bond system is warranted for several reasons?

At Zirst, it improves the likelihood of effective performance through the leverage ef-
fected by such bonds; secondly, medium—sized enterprises could compensate their
weakness as compared to large T™NCs in respect tc size, reputation and abi.ity to
shoulder risks if an appropriate mechanism could be found which protects DCs by
sufficient performance security, while still allowing such firms to obtain corras-
ponding insurance coverage. E/ Thirdly, the further development of the bonding system
increases the likelihood of effective performance through bank and surety company
gecuring of contractor performance capabilities. It is, therefore,suggested to develop,

through appropriate model clause instruments, the fillowing security instruments:

~ performance securities related to performance obligations covering post-

start-up operations (produit-en-main guarantees);
- performance securities for contractor liability for developmental damages.

Such bonds ghould cover a higher amount than is practiced today (e.g. S0% of
contract price or 25% of developmental damages ceiling). However, as such a relatively
high security would act as a deterrent if unconditional and payable on-~demand ‘without
proper documentation such securities should be conditioned upon an arbitral award to

?I
be reached through summary proceedings. -/

The propored facilities for summary proceedings within the SRIC system of
national or regional arbitration would be a forum to decide on claims for immediate
payment of performance securities., In additioa, the UN syatem ghould draw up model
terms for the traditional performance securities (bid, repayment bonds) to counter-
vail the model terms elaborated by industry associations in favour of the contractor
(e.g. the already cited model terms slaborated in 1978 by the ICC or, in the FRG, the

VDMA'8 model provisions).

l/ Cf. for the issue of insurance for on-demand bonds a paper by Investment
Insurance Intarnational (IIT1) (Radcliffe) on Political Risk Insurance (no date).

2/ Also the proposal by Dubuisson, DPCI 1977, 445 which is in a middle position
betwoen automatic payment obligation, on one hand, and = fuil arbitral pro-
ceedings on the factual issues on the other hand.
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The model terms to be elaborated would also provide for guarantees of the parent
corporation for mBlperformance liabilities of subsidiaries., Thus, the risk encountered
by DCs in specxal/project companies with limited liability and bonds only partially

covering claims Y could be reduced.

7.6 An International Supportive Pramework for Performance Ot.igations in Industrial

Co-operation Contracts

The proposals to improve the developmental performance in the context of the
transfer of industrial complexes increase the risks and the finacial Iurden of con-
tractors to a considerable degree. It seems that only very large and experienced
companies would be able to assume these risks, In order to increase the potential for
co-operation with medium-sized industry, particularly from DCs, supportive measures
are necessary on the international level. These measures would concentrate on insuring
the risks of performance and consequential loss responsibilities or issuing direct

guarantees through governmental or international agencies.

(i) Rigk Assumption and Joint Project Evaluation Through Inter-governmental Agreements

One method *to provide the necessary supportive framework to assume risks which
are too large for enterprises - particularly of medium scale — would be through inter-
governmental co-operation. 2 Jointly, through mixed commissions and working groups,
the governments could undertake an evaluation of projects and ihe respective enter-
prises. Such joint evaluation process would reduce risks of non-performance, In
addition, the home state of the supplier of industrial complexes might be induced to
provide a performance guarantee. This would amount to subsidization of contractors
and is not far from present practices, such as investment insurance, export credit,
export credit insurance and government sponscred equity participation (e.g. by the
FRG's DEG). The major quid-pro-quo to be offered to ICs in exchange would be cor-
responding commitments by the host state for contract stability, é/ The mixed
commission would also decide on the "developmental value criteria” determining the scope
of developmental damages in case of malperformance, ICs might alao be persuaded to
integrate such a policy of risk assumption into their programmes geared to promoting
international co-operation by their own middle-sized enterprises; their chances would

be greatly increased by governmental asgumption of performance risks.

1/ Cf. the Algerian OPEC memorandum op.cit., p. 220,

2/ For a discussion of the potential inherent in intergovernmental co-operation
see supra. Cf. a note by Ph, Ka n/CREDIMI (1977) on government guarantees
prepared for the Joint Study.

é/ This package concept will be explained in detail subsequently.
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(1i) A Contractual Liability Insurance Consortium

To back up guarantees given by contractors - particularly those relating to the
produit-en-main performance obligations and :o developmental losses liatilities -
a Contractual Liability Insurance Consortium(CLIC) is proposed. L This mechanism
primarily would assume risks which hinder non-TNC enterprises in competing ef-
fectively for large scale industrial co-operation projects. It would compensate
for their inability to assume the risks of performance obligations and performance
securities. CLI” would support contractors® capacities to overcome adverse financial
situations when events prevent them from successfully completing their contractual
tasks. Also, DCs' contracting authorities would be secured against project failure
caused by the contractors' inability to cover losses caused by unforeseen events,
Therefore, it would very much be directed at promoting industrial enterprise co-
operation with non-TNC enterprises which have hitherto often been reluctant to under-
take large-scale projects in DCs. To guarantee the completion of projects, contractors
had to buy insurance against narrowly defined risks from commercial insurance companies
or supply bank guarantees or bonds as 2 proof of their capacity to fulfill their
contractual obligations. Risks coverage was available, however, only in cases where
commercial insurance firms had determined that the risks could be effectively and
profitably insured. Banks granted guarantees only to customers with assets large
enough to -erve as security if the guarantee were called. With growing project size,
the necessity to cover risks hitherto not held insurable, and taking into account
the proposed liability for developmental damages, insurance or guarantees will be ever

harder to arrange.

Three basic problems have to be overcomc to create financial conditiona conducive

to an extended and better risk coverage:

— foreign contractors will be unable to put up sore money to build up reserves

for contingent liabilities or only at significantly higher costs to the D7;

- DC contractors would be effectively eliminated from the market of industrial

construction works as they lack the standing with banks necessary for guarantees;

- looking at particular risks or at the asset base ¢f 2 contractor will not take
into account the project's significance for the host atate, nor the contribu-

tion the host state can make to help :ontractors to complete pro jecte,

To remedy these problems, CLIC is planned to function as a broker in capacities
matching DCs' interests, financial institutions and IC interests in supporting

industrial complexes. Its aims are threefold:

l/ For an extended analysis and elaboration see the report by A. Stoclomayer for this
study, Vienna August 1979,




it will have to identify and assess risks of projects. After an
exhaustive assessment, there wiil be a determination of what risks
mxy be covered by commerciai insurance, what risks may be reduced
by control and what risks have to remain with the contracting
parties;

it will have to syndicate the risk cover.acting as an agent for
participating financial institutions;

it will have to influence insurance and guarantee conditions in

a way to harmonize terms and thereby create more transparency
and security for contractors as well as contracting authorities.

CLIC will, therefore, enable contractors to undertake high-risk prajecis, i.e.

projects with possibly costly performance requirements., At the same time, developing

countries can expect froam CLIC support for projects to be initiated and pursued with
due regard to the importance of the project's contribution to host state industrialization.
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CHAPTER §: HOME AND HOST STATE CO-RESPONSIBILITY: PACKAGING PERFORMANCE AND
STABILITY COMMITMENTS

Stability of the legal regime of industrial co-operatioa is very much a concern
of northern invertors. On the other hand, the question of adequate and development-
oriented performance of delivered industrial complexes and of traditional foreign
investment is a matter of intensive interest {or developing countries. The principle
of interdependence hence points in the direction of combining mechanisms catering to
those two essential concerns into a quid-pro-quo package. It is not that ICs do not
have sufficient investment insurance schemes at present. It is possible to insure new
investment, loans, profit—sharing and service contracts against political risk (OPIC,
Hermes, BCGD). However, a multilateral risk insurance facility, sponsored by inter—
national organizations, such as UNIDO, might help create an awareness that investment
stability is a matter of concern to southern as well as to northern countries. The
same considerations apply to performance requirements. Performance guarantees have
been assumed by socialist economies when the state accepted direct liability through
an intergovernmental co-operation agreement, DBut market economy governments have also
at times assumed de jure or de facto, partial or complete responsibility for mal-
performance of contracts implementing an intergovernmental framework agreement. This
has been particularly true of intergovernmental agreements which relate to the
purchase of high technology armaments. But it has also been the case when industrialized
countries have prompted their own state enterprises to enter into high-risk and inno-
vative contractual arrangements (produit-en-main contracts), when the risks finally

required a state subsidy to avoid bankaxuptcy of state enterprise. l

All the mechanisms proposed in the sections on stability and on performance
requirements reflect this quid-pro-quo approach., Here, an institutionalization of

the quid-pro-quo approach through intergovernmental instruments is suggested.

Investment insurance as discussed above and contract insurance throigh CLIC con-
stilute quid-pro-quo packages in themselves. Both help to ftabilize investment and
contract conditions in exchange for better performance. Bit together they also reflect
the quid-pro-quo approach. While the regional investment insurance systems in con-
nection with ICs' and DCs' insurance schemes are primarily geared toward accommodating
ICs' concerns over investment conditions, CLIC provides an instrument to allow for
extended contract stability through the build-up of outside reserves in the form of
guarantees and insurance., Reversely, regicnal investment insurance systems may be an
instrument to reconcile conflizcting interests in order to extend investment insurance,

while CLIC can create condicions for broader performance giarantees,

1/ The DIAG-Case between the FRG and Algeria,
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The packase concept can even better be demonstrated by establishing both types of
insurance trrough one joint multilateral intergovernmsntal agreement. The proposed
concept of a global UNIDC system of investment stability could serve as the basis for
such establishment,

Being closely related in principle, investment insurance and CLIZ would also be
complementary as to their operations, Basically, investment insurance will cover the
vaiue of investment, CLIC channels insurance to projects to secure the orderly com-

pletion of projects as planned.
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CHAPTER 9: HOST STATE CONTROL OVER INTEENATTONAL INDUSTRIAL ENTERPRISE CO-OPERATION

Control is an estential factor for developing countries wishing to obtain an
optimal contribution to their industrial development from industrial co-operatior
with foreign enterprises, National control has to countervail the orientation of
TNCs towards global, and not national, profit interests and it has to reduce the

impact of the non-national decision-makingz process by TNCs on the host state econoay. 1

The legal foundation of host state control is the legislative sovereignty; the
bargaining leverage enabling developing countries to impose control lies in the host
state's ability to prohibit and regulate the access to its economy. The need for
control of TNCs and foreign investment has been expressly endorsed by the authori-
tative UN resolutions concerning a NIEO 3/ and by the Lima Declaration (Art. 42).
The cbjective of contrcl is "to ensure that these activities are compatible with the
development plans and policies of the host countries", }/ Effective control, however,
is severly hampered by several obstacles:

- insufficient nationrl administrative and managerial capecities
to establish a countervailing system of control;

- insufficient willingness to face the considerable challenges

of controlling foreign enterprises;

- insufficient abilities to obtain, analyze and use effectively
the information necessary for strategic policy-making;

- superiority of TNCs over the host state in terms of resources
for the use of information and managerial, financing, techno.
logical and marketing resources, i,e, the superior TNC
bargaining power;

y Cf. on the issue of control of TNCs, Vaitsos, Power, Knowledge and Development
Policy; Relations between THCs and Developing Countries, in Helleiner (ed.),
A World Divided, 1976, p. 113; Penrose, Ownership and Control: Multinational
Firms in Less Developed Countries, IBIDEM, p. 147; Sauvant, Controlling
Transnational Enterprises, in, Sauvant/Hasenpflug, The New Intemational
Economic Order, 1977, p. 256; for a survey of entry terms and regulations
see, The UN Survey, National legislation and Regulations relaving to TNCs,
E.78.11.A.3, and Robinson, National Control of Foreign Business Entry, 1976;

See GA Resolutions 3201, 3202, S-VI; 3281, XXIX;

C{. also the, Formulations by the Chairman, for the draft Code of Conduct on
T™Cs (Doc. E/C.10/AC.2/8) of 13 December 1978, at p. 4: TNCs should take
effective measures to ensure that their activities are compatible with, and
make a positive contribution towards, the achievement of the economic goals
and established development objectives of the countries in which they operate.
See also p. 6 for policy formulation relating to ownership and control.

e
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- superiority of TNCs over the host state in terms of resources
for the use of information and managerial, financing, technological -
and marketing resources, i.e. the superior TRC bargaining power;

- the global orientation of a TNC and its operatians reduce to a
substantial extent the impact of developing countriss' -~ but also
developed countrier - policies, which can only exercise pressure
on the local subsidiary of the global and integrated corporate

system, but not on the central TNC decision process,

The chief factor for success of control policies seems to lie in self-reliant
national efforts mobilizing the bargaining power and the resources available to
the host state. Co—operation on the regional and international level is the next
step in countervailing the global system of TNCa. The present chapter will explore
the various dimensions of host state control policies, integrate the respective
efforts undertaken elsewhere in the UN system and attempt to ald additional aspects
and proposals,

Before embarking on an analysis of the listinct dimension of control, the concept
of control itself neede some clarificationms, E Control, i.e. influence on the out-
come of the decimion-making in investment and enterprise co-operation, can be achieved

basically in two ways:

(i) through procedural, internal control, i.e. influencing the structures, elements
and participants of the decision-msking process of the operating company and tne foreign
enterprise. Control of that form is exercized through state participation in thé
operalirg company's equity, representation on the company's board, distribution of
control through management agreements, However, alao regular reporting on, or
monitoring of, performance by state agencies can introduce elements of procedural

control,

(ii) Through axternal control, i.e. through outcome-oriented obligations placed on the
co-operating foreign enterprise as conditions for the authorization of entry and

operations.

Finally, whatever the legal instruments available, the real scope of host state
control depends very much on explicit and implicit processes of bargaining in all
phases of co-operation. Control, be it through the legal forms available, or simply by
mere "persuasion® in targaining, depends at all times on the relative bargaining
strength of both sides and on their ability and willingness to use that strength, 3/

1/ Cf. the contributions by Penrose, Singh, R.K.D.N, and Wilde, Th., on instruments
to coutrol TNC activities for the UNCTC Roundtable on Negotiations with TNCa,
Apri) 1978 (forthcoming);

Cf. Kirchner et. al., Mining Ventures in Developing Couatries, vol.I, 1979, p.l1l37ff.

N



9.1 OQOwnership Policies and Control through Enterprise Organization.

The major instrument used by developing countries to obtain control has been
through policies directed at ownership. Legislatively engineered nationalization
has been the most visible and controversial form. } Disinvestment - gradually
leading to nationalization, according to respective legislation ¢r invesitment agree-
ments - and equitly joint ventures types have been less controversial ways to achieve
partial or complete national ownership of traditional foreign invesiment. g The
result of such policies, however, have often been formal devices which disguise, under
the veil of legal forms symbolizing host state control, the perpetuation of effective
foreign control. This is particularly so, where the absence of sufficient manage.ial,
technological, financing and marketing capabilities forces host statesinto dependence,

whether or no: transmitted through foreign ownership, é/

In modern industry, a dissociation has largely taken place between ownership,
i.e. equity stock, and control of large corporations. é/ Control coneists less in
legal entitlement to corporate ownership, but in entitlement to control over functions
of decision-making which are cracial for industrial activity. Such functional contirol
may or may not co-incide with ownership; therefore, more attention must be directed
at the organization of corporately or co-operatively structured decision-processes
than ~t ownership. Effective state control irrespective of ownership can be obtained
by assuming and effectively exercising the respective functions in the decision-
process of the co—operation project. A complete discussion of the issues involved
~annot be undertaken here. 2/ However, the concentration on ownership should be expan-
ded to comprise strategies of effective host state functional control through

appropriate organization of co-operation projects, é/

9.2 External Control through Exercise of Regulatory Powers.

Regulations are an instrument to exercise external control over co-operation with
foreign enterprises. They aim at specific functions of business activities, without

affacting directly ownership., There is sufficient information on investment regulations

Cf. UN, TNCs in World Development: A Re-Examinaticn, op.cit, at p. 233,
for a survey of national take-over;

Cf. UN, op.cit., at p. 149ff;

Cf, Weinstein, Multinational Corporationes and the Third World, International
Organization, 1976, 373; Penrose, Ownership and Control, 1976, op.cit.;

Vaitsos, Power, Knowledge and Development Policy, op.cit. at p. 131, emphasices
that nationalization can prompt a mobilization of will to master the necessary
tun~tions otherwise controlled by foreign enterprises; Horris/iavipour/Sauvant,

in Sauvant/Lavipour, Controlling Multinational Enterprises, 1976, p. 111 ff confirm
in a case study this possibility;

Cf. Berle + Means, The Modern Corporation and Private Property, 1934; see also
Hurst, The legitimacy of the Busineas Corporation, 1970;

See the elaboration of a concept of "co-management™ supra; see also the cited
contributions to the 1978 Roundtable on Negotiations with TNCs by the UNCTC;

See also Touscoz, 1979, op. cit.

LR K
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used in developing countries, 1/ The yet unresolved problem of the regulatory control
approach lies in the effeative implementation and the continuous moni.oring of the
respective prcjects' performance. Some proposals of the Joint Study (e.g. the proposed
technical assistance for "national foreign investment centres") aim at increasing the
efficiency of host state administration. However, in respect to implementing and moni-
toring performance, little information on the optimal technigques znd conditions is
available. It often seems that once regulations have been formilated, interest in the
respective problem disappears; hence, regulations often either have no effect or
produce an often inefficient bureaucratic machinery. It is therefore in the area of
implementation and performance evaluation of industrial co-operatior, that a new effort

to assist developing countries has to be undertaken. 2

9.3 Countervailing the Global Orientation of TNCs through Neiional Action.

An often unsurmountable barrier against developing countriei' attempts to obtaus
full control lies in the inherent constraints of national control policies. They are
d ected to the national subsidiary of a glooally operating TNC, but crucial decisions
are taken at corporate headquarters abroad. There are several sirategies through
which developing countries can hope to have scme effect on the global decision-mating

affecting their economies:

- Developing countries can promote the operational autonomy of foreign

subsidiaries to a maximum extent practical ("corporate decentralization").
The following requirements can be us¢d to push for corporate decenirali-
zation and hence an increased sensitivity to host state economic policies:
national board membership, extensive obligations to account for intra-
enterprise transactions and directives, liability of the parent company
for losses incurred and business opportunities missed by the subsidiary
thwrough corporate centralization, protection of national shareholders,
re~investment policies. International organizations could assist such
policies by drawing up a model corporate statute to secure Bome measures

of operational autonomy for subsidiaries.

- Developing countries can support private and public enterprises to provide
a countervailing power and a vehicle for the absorption of skills and

capacities from TNCs. 2/

Cf. UNCTC survey on Investment Legislation, op.cit.;
See UN, TNCs in World Development: A Re-Examination, op.cit., at p. 140 ff;

Cf. the Lima Plan of Action's emphazis on state enterprises, calling developing
countries to "ensure an adequate role for the state in the direction of
industrial development and the public sector in the expansion of industries® -
para 58(n). See for the role of atate enterprises in partnership with TNCs
Evans, Multinationals, State Owned Corporations and the Trans{ormation of
Imperialism, 1976; Aravjo/bick, Governo, Empresas Multinacionais e Empresas
Nacionais, Pesquissa e Planejamento Economico, vol.4, 1974, p. 629 ff,

R
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- Finally, developing countries czn extend their national policies to the
parent corporation., The US have in several areas followed an often
controversial policy of exlending the reach of their economic regulations
to foreign subsidiaries of US TNCs. l Inversely, developing countries
could hold parent corporations responsible for subsidiaries' actions
affecting developing countries' economies, g Also, developing countries
could require p&rent};orporations to assume full responsibility for their

local subsidiaries, =

9.4 Countervailing the Global Orientation of TNCs through International Action.

The prevailing regulatory approach for controlling the impact of TNCs on host
state economies soon encounters an essential limitation: Operating globally, TNCs
have a relatively low sensitivity to the intereasts and policies of individual host
states while host states' exercise of national economic sovereignty can rarely extend
a substantial impact on the TNCs' central decision proce;s. Accordingly, national
4

action has to be supplemented by international action, =

On oaxe hand, international action expresses national sovereignty at a level of
collective action, which correspondas to the global level of TNC operations; on
the other hand, it is the area where attempts can be made to find a global consensus
on an interr zional regulatory approach. The nresent negotiations for Codes of
Conduct on TNCs and on Technolegy -5-/ are attempts to achieve a global consensus on
international and national control of industrial enterprise co-operation and its
actors. The weakness of theade Codes can already be inferred from the present pre-
paratory documents, é The necessity to harmonize substantial divergences will
probably lead to relative unprecise exhortation and guidelines., 1/ A standstill
can be avoided by perceiving the Codes of Conduct as steps leading to intermational

action to control TNCs, Such action will be outlined in the following.

iy Cf. US v, ALCOA, 148 F2d 416 (2d Circ. 1945); Craig, Application of the
Trading with the Enemy Act to Feieign Corporations, 83 Harv. LRev. 579 (1970);
Grossfeld, Praxis des internationalen Privat- und Wirtschaftsrechties,

1975, 103 £f;

See for the problem of host state jurisdiction the contribution of Fatouros
to the 1979 Bielefeld symposium on Codes of Conduct on Multinational Enter-
prises, op. cit.;

Cf. Blanpain, The Badger Case and the OECD guid:lines for multinational
enterprises, 1977;

Cf. Sauvant/lanier, Host-Country Councils: Concepts and Legal Aspects,
Contribution to the cited Bielefeld symposium in 1979, p. 9 ff;

N

For an extensive discussion of these Codes and related instruments see the
cited Bielefeld symposium;

Cf. UN Doc. E/C.10/AC.2 of 13 December 1978; UNCTAD Doc. TOT/1 of 13 July 1978;
See Patouros, op.cit. supra.
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(1) Action to give effect to Codes of Conduct.

Apart from the probably consultative international implementation machinery
attached to Codes of Conduct, the decisive level of action to give effect tu these
instruments is national and international follow-up. It is th> task of host states
to adapt their legislation to the Codes and, if practical and useful, to take the
Codes s a starting point for further development. Regionally, developing countries
should encounter fewer obstacles in reaching a consensus and can develop respective
Regional Codes with a higher degree of precisenesa and implementation. Even if the
Codes would not be legally binding, the subsitantive content of the Codes could p.o-
duce some effect, -]-'/ It is, therefore, the task to make the Codes most effective,
partly by recognizing how they differ from traditional intermational law, partly by
recognizing Codes as an element of intermational public policy and as a legitimizing
force for host state action. In this way, the Codes are one element in the process
of creating a New International Industrial Development Law, Also, developing
countries could attempt to regotiate through bilateral intergovermmental agreements
for an inclusion or further development of the Codes' principles in order to cecntrol

TNCs. g/

(ii) Improving aud Complementing Codes of Conduct.

Improvement could be directed at specific matters or undertaken by specific
groups of countries, where it would be easier to reach a cocsensus on sufficiently
detailed rules, Examples coulc. be Codes of Conduct on taration, regional invest-
ment, financing, disclosure, invesiment and co-operation incentives.

(iii) Representing Global Interests in TNCs' Decision-making.

The decisions taken at corporate headquarters of TNCs often affect interestis
(host states, home states, employees) which have no representation and no access to
the centralized dscision process. A number of TNCs have, to respond to the problems
raised, established consuliative committees composed of directoras of foreign sub-
sidiaries or important business partners around the world; some trade unions have
set up "world councils®™ where trade union representatives meet, exchange information
and experience with respect to particular TNCa and sometimes have been able to

discuss these issues with the respective TNC, é/ It appears that a further developaent

Cf. Baade, Contribution to the cited Bielefeld symposium.

The proposal of negotiating inter-governmeatally for uniform conditions of
industrial co-operation to be applied to or incorporated into co—operation
contracts on the projert level, supra, or of negotiating for fiscal co-
operation between gcvernments, infra, fits into this method of expanding
inter-governmental industrial co-operation;

}/' Cf. Pursey, The Trade Union's View on the Implementation of Codes of Conduct,
contribution to th~ cited 1979 Bielefeld symposium,

S
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of such consultative mechanisms would reduce frictions created by unexpected decisions
severely affecting interests, particularly in removed developing countries. It would
also give an opportunity to discuss strategic issues and tc obtain relevant information
amcng the various groups affected by TNCs and its central management. The development
of world consultative committees attached to specific enterprises could take several
forms: Each major TNC could establish voluntarily a consultative world committee,
composed either of the representatives of host and home states ("the public interest")
or of trade unions represented to a substantial degree ia tie TNC, or both groups
could ke included, l/p

TNCs mignt have an interest in establishing such committees, whether for the good-
will or for the persuasive effect of intermational recommendations. If sufficient
positive experiences had been collected, further action could b~ then considered to
strengthen such mechanisms. The proposed mechanism would fit into the corporate
organizational structure of enterprises and even be in line with the development

towards greater, legally articulated social responsibility of global cox-porai:j.ou.t-z.E

9.9 Control of Transfer Prigci_ng.

The problem of transfer pricing - or better of affiliated transactions - constitutes
a serious challenge for host state policies which has been amply discussed in several
studies. -3./ A substantial and increasing part of world trade is effected through intra-
enterprise channels. As criteria for at-arm's-length prices are absent, prices are
often set according to specific company strategies by corporate heauquarters, Even
if it has been difficult to adduce substa.’ive empirical evidence on the actual scope
of abusive transfer pricing due to the confilential nature of such transactions é/,
it is cuite clear that this problem warrants serious discussion and action. In this
context, the experience of several ICs in introducing strict fiscal controls on
transfer pricing 2/ has demonstrated the tangible benefits to be achieved by such
acticn through tax authorities, é/ It seems unlikely that any method of control is

y Cf. for host state councils Sauvant/lanier, cited contribution to the Bielefeld
symposium 1979; for employees' "global information and consultation body" see
the International Confederation of Free Trade (mions' (IZFTU) proposal reported
by Pursey, op.cit.; Sweden has propcsed a similar system in the intergovernmental
working group for a Code of Conduct on TNCs at itas Seventh Session, March 1979;

See Sauvant/Lanier, op.cit., supra, at p. 40ff; it is evident that members on
such committees would be subject to fiduciary duties to the extent they receive
non-public information;

lﬁ

Cf, UN, TNCs in World Development: A Re—examination, p. 128;

See the studies undertaken by UNCTAD, Dominant Positions of Market Power of TNCs:
Use of the Transfer Pricing Mechanisms, Doc. TD/B/C.2/167 ol 30 Novenber 1977,
at p. 36 ff;

Cf. Section 482 of the US Internal Rovenue Act; para 1 of the FRG's
Aussensteuergesetz ;

Cf. UNCTAD, op. cit., at p. 5.
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able to eliminate ccampletely the well-imown disadvantages countriea suffer through
abusive transfer pricing., However, the scope of disadvantages can be reduced to a
considerable extent, as the experience of several developed and devaloping countries
has shown, l/ As the work on transafer pricing has received ample attentiom, particu-
larly by the work of the UN Group of Experts on Tax Treaties, -2- the present gtudy

will only highlight some essentiel issues.
Methods to correct abusive “‘ransfer pricing can be taken:

(i) On the national level through regulatory and administrative actisa; and

(ii) on the multilateral and bilateral intergovernmental level through agreements

and administrative co-operation.

On the national level, two basic strategies are availatle: host states can
institute a system of monitoring affiliated transactions according to at-arm's length
standards, to imputed values or according to a regulated posted price. The problem
is here of how to avoid excessive administrative costs and obstacles and to institute
an efficient and simple audit procedure, It is suggested — in line with the recom-
mendatiors of the UN expert group ;/ that the mechanisms outlined below for bilateral
and multilateral tax co-operation could provile developing countries with some of the
expertise and information needed. In addition, there is certainly a need for UN-
sponsored technical assistance built on in-house capabilities, In the context of
monitoring systems, emphasis should be laid on ex-ante methods wlhich set down rules
eliminating some potential for abuse, e.g. rules prohibiting the allocation of over-

head costs created outside the host state. &/

Another strategy would recognize the problems involved in checking individual
transactions and would employ a global approach - parallel to the global system of

TNC operaticaus - for tax assessment of intra—enterprise transactions, Taxable income

Cf. lall, S., Transfer Pricing, 1978, i1aport for the Joint Study; Iirish, Ch,,
Taxation, Tranfer Pricing and Fiscal and Non-fiscal Incentives, 19793, report
for the Joint Study;

Cf. UN Doc. E/1978/36 of & April 1978;

Cf. a Marnual for the Negotiation of bilateral tax treaties between developed and
developing countries, which has been subaitted in 1979 to a drafting committee
set up by the Group of Expertc to finalize the text. This manual will deal,
inter alia, with procedural arrangements regarding incotie and expense allocation,
including transfer pricing, between related entities;

&

LR

Cf. Vaitsos, Money as a Negotiable Input in Intermationnl Business Activities,
paper presented at the roundtable on negotiations with ''NCs at Yale Universiiy,
April 1978,
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would hence not be assessed on individual transactions, but on the share of TNC
business in a respective host state, Income would, therefore, be apportioned, e.g.

on the basis of sales, employmecnt or other easily operationalized criteria. 1

Another promising and complementary avenue for reducing the negative effects of
abusive transfer pricing would be through intergovernmental co-operation, be it in the
South/South context or between developing countries and industrialized countries.
Regional co—operation could cover negotiations for tax treaties with industrialized
countries, the use of apportionment formulas and standard assessment procedures. In
addition, it could cover a system of exchange on tax information and joint audits of
TNCs operating within the region. In the North/South context, it is proposed to pre-
pare for the negotiation of a Code of Conduct on International Tarxation, g Such a
Code would contain principles for behaviour of TNCs regarding the tax payment to host
countries, principles of co-operation for industrialized countries and developing
countries regarding the tamtion of corporations operating in those countries, and
a machinery for consultatiom. é/ In view of the often effective tax co-operation among
several industrialized countries, which is based on formal and informal mechanisms,

the promotion of such inter-governmental tax co-operation should have priority.

9.6 Mechanisms for Developing Countries’ Controlled External Funding.

Control exerted by foreign investors and in particular TNCs over investment in
developing countries has been exercised in various forms. Most prominent among these
forms have been dominating access to technology and to foreign-sourced funds. To
increase developing countriea' capacities for control over investment it is hence
advisable to improve control over foreign funds for investment. &/ The most promising
way of doing so is to co-operate with foreign funding sources, in order to induce
sources to make funds available to projects selected on the basis of their outstanding

contribution to development. It is suggested to create, therefore, a regional guarantee

l/ At the Seventh Meeting of the Grcup of UN Experts, reference was made to a paper
entitled "Reflections on the Allocation of Income and Expenses among National
Tax Jurisdictions, prepared by a consultant for the Eleventh General Assembly
of the Inter-American Centre of Tax Administration in 1977; this paper explored
also the allocation method of dividing the overall profits among tax jurisdiction;

g/ Cf. Report by the Group of Eminent Persons, The Impact of the Multinational
Corporations on Development and on International Relations, ST/ESA/6 of 1974,
p. 89, which recommends to consider the feasibility of an international agreement
on the rules concerning transfer pricing for purposes of tarxation; at present,
the UN Expert Group is considering the possible cc-clusion of a multilateral tax
agreement;

The need for such a forum has been emphasized by the Seventh Report of the UN
Expert Group, at p. 57 ff, ST/ESA/79 of 1978;

4/ Cf. para 61 (b) of the Lima Plan of Actionm.

&
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1/ ‘

for industry association (RECINA). =/ A clear quid-pro-quo would be incorporated in
the operations of REGINA, Foreign funds would be channeled to projects controlled
by REGINA, with repayment secured by guarantees made available through this body.

In addition, guarantees are called for, as the patterns of investment have in-
creasingly led to a scarcity of risk-bearing funds for projects. If developing
countries do not want to fall back to traditional pattems, they have to support
an even higher flow of capital with features comparable to this type of capital.

A common form of substitute class of capital would be funds guaranteed by a body
like REGINA,

REGINA's operations may be outlined as channeling guarantees through a developing
country's regional association. Developing countries' members of the association
would provide against commercial risks preventing repayment and possibly conversion
and transfer of funds. They would cover funds to projects with an approved benefit
to the developing economy of one of REGINA's member countries, which otherwise
would not be financially viable,

To fulfil its task of transforming portfolio or other non-equity funds to risk
capital, the principle targets for REGINA's guarantees are:

- investment by foreign small-and medium-sized companies which do not
have the means to put up sufficient risk capital;

- domestic investment relying to all or a large part on the

col.tribution of foreign contractors;

- other forms of non- or quasi-equity investment,

In addition RECINA's guarantees may help to assiat the funding of domestic
majority shareholdings of formerly foreign direct investment, i.e. act as a supportive

mechanism for transition to national control.

The guarantee extended by REGINA may thus avoid management problems induced by
funds under foreign control. Participating countries in the scheme of REGINA may thus:

- increase their control over foreign financial flows and especially
may have a say in how funds are used;

- increase their control over indebtedness in general, i.e., on the
country level which can seriously inhibit financial capacity of
a developing country; and

y Cf. for a detailed proposal the report by Stockmayer, A., for this study,
Vienna, Ausgust 1979,



- may lucrease their ~ontrol over financial structuring of projects,
which has a profound influence on the financial performance of an

investment in the developing country.

Guarantees granted by REGINA to funds for projects will be made available by
oember states of the region and by industrialized countries. Industrialized countries
may participate in REGINA by supplying guarantees or funds. However, if REGINA pro-
poses a project to be guarantecd, they are restricted to either approve or refuse
the project entirely. This way, participation will in each case refler? the specific
interest of an industrialized country in a particular project, O the other hand,
decision making and supervision of projects will entirely remaii with REGINA and its
governing bodies, REGINA-supplied guarantees will act as an incentive to foreign
sources ar well as to industrialized countries' guarantee or finance schemes, REGINA
will have the technical means and political competence to evaliate chances and risks
of projects. It will also monitor the project. In cases of sevcre difficulties, it
will have the right to intervene with appropriate steps to rescue a project. This
way the probability of failure and the :nsuing incapacity to service debts will be

kept to a minimum,
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CHAPTER 10: INCENTIVES FCR INVESTMENT AND CO-CPERATION

Taxation is an important instrument of all guvernments to influence the develop-
ment impact of industrial enterprise co-operation. Of particular inter=st is the
correlation between fiscal incentives offered by the host state and the development
performance of a co—operatisn project. Piscal incentives are widely used to attract
foreign investment. It is questionable if they are able to exercise any substantial

impact on the foreign investment decision of the investor. L

However, it is certain that DCs often compete with each other and that the incen-
tives provided largely cancel each other out. Incentives, therefore, often produce
little effect except reducing the revermes for DCs' treasuries. Incentives are at
present primarily used for attracting investment, but not, as it should be, to direct
investment and industrial co-operation according to the national industrial develop-
ment objectives., The challenge is how to reduce the costs of fiscal incentives to
DCs and how to make them more effective in improving industrial co-—operation per—

formance with foreign enterprises.

On the national level, DCs should consider greater use of direct grants as opposed
to fiscal incentives. They should be adminictered by the government agencies directly
responsible for implementing the economic and social objectives underlying the incen-
tives. Of particular importance is the employment of incentives as an effective
instrument in directing co-operation on the project level to meet national development
goals. Accordingly, the incentives should be tied contractually to a precisely
designed developmental performance program for individual projects, 2

In case such performance targets are not reaclied, there should be an obligation
of the foreign enterprise to repay the incentive. Such repayment obligations should
be secured by effective enforcement procedures, e.g. recourse to arbi*ration and par-
ticularly by incentive repayment bonds. Also, incentives should be granted on a pre-
ferential basis to these forms of non-equity co-operatinn which are considered less
problematic than direct foreign investment. Of great importance is the simplification
of taxr incentive prograsmes. By making it easier for enterprises to take advantage
of incentives, gmall-and medium-sized firms, particularly from other DCs, will be better
able to enter the DCs' market at corditions comparable to those of TNCs. FPiscal in-
centives, however,do not seem to have the same success in attracting foreign enter-

prises as non-fiscal incentives, such as the stability of the environment of co->peration.

l/ Cf. Irish, Taxation, transfer pricing and the fiscal and non-fiscal incentives,
1979, report for the Jecint Study.

2/ E.g. schedules for creation of jobe, foreign exchange earnings, increased national
retajned value, industrial integration of development of natural resources.
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The meagures discussed to deal with the stability issue have, therefore, to be seen

also in the context cf incentive policies. Of particular interc would be the pro-

vigsion of a simplified and accelerated procedure of comprehensive administrative decisions
regarding industrial co-operation activities. Technical assistance to reduce "red tape”

and to improve the efficiency of national administration promises is more effective than fiscal
incentives. Jr addition, such a policy woulu be less costly for DCs and =ven would

increase their bargsining abilities.

On the regional level, regional co-operation among DCs in dealing with foreign
enterprises would appear to be imperative for almost all DCs in order to reduce the
mutually negative impact of incentive competition. It is proposed to elaborate, in
conjunction with the UN Group of Tax Experts, model regulations and uniforwm adminis-
trative procedures. These should discourage proliferation of costly fiscal incmntives
which are generally considered only secondary in effecting investment policies. Model
regy .ations, as proposed, eventually couid be transformed into a multilateral agree-
=:nt on a regional level. A long-term goal would be a compensatory payment system
which would discourage incentive competition among DCs. Increased government revenues,
obtained through a regional reduction of fiscal incentives would be proportioned

inversely to the relative increase in foreign investment.

On the intergovernmental level, particlarly in relation to home countries of TNCs,
DCs should make certain that the benefits of their fiscal incentives do not service

the treasuries of the investors' home countries. E

The most practical and immediately pos~ible pruposal would appear to continue the
drawing up of bilateral tax treaties for avoiding double taxation. 2

In such treaties, ICs should obligate themselves not to take any measures affect-
ing the effectiveness of DC tax incentives without proper consultation. DCs and ICs
could stipulate in such bilateral inter-governmental agreements that both tax systems
will give full effect to agreed upon tax incentives for agreed upon co-opersation
projects for an extended period of time, In this context, mixed commissions could
selact and approve joint co-operation projects to benefit from such tax incentive
stability. Particularly, ICs should refrain froa suddenly destroying fiscal stability

1/ 1In this respect it is worth recalling OA Resolution 3361 (S-VII) of 1975, at
1V, 6 "Developed countries should, whenever possible, encourage their enter-
prises to participate in investment projects within the framework of develop-
ment plans and programmes of the developing countries which so desire.,”

2/ Cf. here the cited work of the Group of UN Tax Experts,
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granted by DCs and relied upon by co-operating enterprises through a revisicn of their
foreign tax regulations. Also, ICs and DCs could jointly create a legally binding
quid-pro-quo package between the grant of tar incentives and the respective counter
commitment for development performance. The proposed Code of Conduct on International
Taxration could as a multilateral intergovernmental instrument set forth such principles

of intergovernmental tax co-operation.

The UN system could provide technical assistance to DCs through the discussed
model regulations, and guidelines for tax incentive co-operatinn, but also through
the design of incentive contracts which tie fiscal incentives to developmental

performance,

CHAPTER 11: MARKETING CO-OPERATION AND EXPORT PROMOTICN

11.1 Marketing Co-operation and Buy-Back Arrangements

The contractual arrangements for industrial enterprise co-operation can be developed
into powerful vehicles to increase developing countries' capacities to find marketing
outlets for manufactured products. The basic idea is t0o use the leverage given through
the purchase of industrial plante and the control over natural resources vital to ICs'
economiss to exploit the foreign enterprise’'s marketing potuntial in areas where the
DC8 cannot expect to develop an independent intermational marketing system, This
potential can be expected through packaging the supply of natural resources vital to
ICs' economies (e.g. petroleum, uranium, minerals) with respective commitments to
market and import processed resources e.g. linking the supply with petroleum Ito the
supply with petroleum derivates, L

Another method is through marketing co-operation, The concept behind such marketing
co-operation is to create a package vetween the purchase of industrial plants and
technology and corresponding co-operation by the foreign enterprise in marketing. 2

A first step would be the foreign enterprises to authorise the eniry of DCs' exports
into other markets from the respective plant production. This could lead to some forms
of market sharing. However, it is often the spacific marketing imow-how, the existence

1/ Such & policy would seem to need implementation on the enterprise level through
respective supply packages and on the intergovernmental level, i.e through DC
commitments for security of supply in exchange for IC commitments for security
of processed naturel resources to IC markets.

2/ Cf. UNIDO Doc. ICIS.68, 1978, at p.67; the variocus forms of marketing co-operation
in the Emst/West context are discussed in the ECE Note, Marketing aspects of east/
west industrial co—operstion contracts, MDE/S-A/R.I of 16 Peovruary 1979.
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of a well-established system of marketing, servicing and maintenance, which is crucial
for successful exports. Accordingly, market co-operation should proceed to an agree-—
ment on marketing assistance e.g. relating to servicing and maintenance crucial for
successful exports. Accordingly, market co-operation should further proceed to an
agreement on marketing assistance (e.g. relating to servicing, maintenance, joint use
of established marketing channels, use of trade marks) and finally to marketing joint
ventures, where the production from the respective plant is jointly marketed in

specific markets.

Also, industrial co-operation can envisage forms of buy-back or barter arrange-

ments as practiced orimarily in Ebat/ﬁeat relations . 1/

2/

Barter and related compensation arrangements -~ provide for a payment for industrial
transactions in products not necessarily related to the supplied plant or technology,
while a buy-back system i1mplies that all or part of the remuneration for the supplier

of plant and technology is achieved through a share production. In natural resources
exploitation (petroleum, coal, uranium), the producticn-sharing has been used to
remunerate the investor or service contractor; this system is closely related to
industrial buy-back arrangements, Barter agreements are frequent in East /West,
Fast/South and South/South relations as they are an instrument to economize foreign
exchange expenditures. Buy-back arrangements, which seem to offer distinct advantages
over gimple barter, are used primarily in East/W2st relations, but also in East/South

relations. ;

Disadvantages of buy-back systems are the dangers of overpricing plant and
technology and some market limitations for the recipient country, but, on the other hand,
the buy-back systems create a sirongincentive for the foreign enterprise to ensure
proper plant performance, They also allow for the economies of scale and indirect
market penetration. Another advantage is that the amount of investment can be increased
through financing inherent in buy-back.

l/ Cf, ECE Analytical report, Doc E,73.11.E.11 at P,911; INIDO, Report on the
Expert Croup meeting on buy-back agreeme 3, Doc. UNIDO/Ex.78 of 17 April 1979.

2/ For a classification cf. UNIDO, New channels for financing industry from commercial
sources, Doc. ID/WG,287/5 of 8 November 1978.

}/ E.g. several natural resources development projects by the USSR with payment in
resultant products. Cf. Mohr, Buy-back-study, report prepared for UNIDO, 1979.
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It seems, therefore, that various forms of marketing promotion through industrial
enterprise co-operation should be encouraged. Accordingly several measures could be
taken to promoie marketing co-operation and buy-back arrangements:

— A manual on marketing co-operation could be drawn up containing guideliues
and model provisions related to tue negotiation of marketing co-operation

arrangements (market sharing, marketing assistance, joint marketing ventures)

- a manual on buy-back arrangements could be drawn up, covering
buy-back contracts. e,g. quality norms and standards, quality control, terms
of delivery, delay and quality fines, distribution restrictions, producers

liability, arbitration

- the proposed UNSRIC—arbitration could serve as a forum to solve the various
forms of disputes likely to arise out of buy-back contracts

- the preparation of methods to set up common clearing accounts with built-in
exchange facilities (Cf. the intra-CMEA system of a iransferrable rouble and

the common clearing account method used in Eaat/South co-operation.)

- a feasibility analysis of an international guarantee fund for buy-back

arrangements.

11,2 Export Promotion Policies

Another way of increasing the export potential of foreign investment is through
improved expcrt promotion measures, L In this respect, subsidies by develooing
countriea often are ineffective because of contradiction to ICs' import policies.
Equally, competing mechanisms of other DCs are often threatened to be cancellel by export
promotion incentives., Here it may be more beneficial to replace competition with a
negotiated framework of mechaniems allowing DCs to supplement one another. Remedial
measures are neceded to distribute more equitably the burden of incentives. As export
promotion grows increasingly expensive, DCs will no longer be able to afford it on
their own. 1Cs should be asked to share the costs as foreign investment will benefit
ICa through international taxation. Two methods of improving the export potential of
foreign investment in DCs, namely (1) a consultation service for market-related export
promotion and (2) a bilateral exchange of commitmenta betwsen DCs and ICs relating to
acceas of DC products to IC markets versus a protection of IC foreign investment in
DCs through intergovernmetinal agreements under the quid-pro-quo approach have a.ready

been cxplained. Specifically, the study pronoses two mechanisms for export promotion:

1/ Cf. for a detailed analysis the report by Kebschull, 1979 for the Joint Study.
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(i) Negotiation rounds on & regional level on harmonization of export promotion will
serve a twofold aim, PFirst, they will create a forum of discussion and exchange of
information on the effects of national export promotion measures. The second aim would
be an effort *to avoid duplications incentives, countervailing incentives and, more
generally, measures adversely affecting policies of other states in a similar position.
By gradually harmonizing incentive measures the participating developing countries will
gradually come close to setting up a common export strategy.

(ii) An international export financing scheme, set up concurrently with the mechanisms
mentiozed, but in co-operation with industrialized countries, will respond directly to
the need for more financial support for exporting enterprises. Until now, mechanisms
proposed, such as the UNCTAD-supported Export Credit Guarantee Facility, have not been
dealing with the financing problems for South/Nor'th and South/Sou‘th exports, These
tyres of export promotion may well be a particularly worthy target for financial
support:

- Smaller firms, such as those investors from developing countries are mostly
catering to,often lack the necessary financial means to coaquer a new export
market, even if it has specific advantages;

- incentive measures for South/ﬁorth and South/South export promise relatively
quick results in terms of foreign exchange earnings, which will in turn help
foster industrial development.

The mechanisms suggested will encompass the characteristics of the Export Credit
Guarantee Facility with its principal advantages stemming from the multilateral approach,
A need for national achemes will be substituted for by the multilateral solution which
will include the granting of subsidies, which has not been envisaged in the current pro-
posals for the ECCF, The subsidies which would be financed either bilaterally by the
exporting developing country and the importing industrialized country or by a multi-
lateral authority on a regional basis which would create funding conditions comparable
to the conditions extended by industrialized countries to their exporters. The
rationale behind this proposal is to piace exporting developing countries at an at least

equal competitive level with exporting industrialized countries,

It could be the UN System's task to sponsor negotiation rounds on a regional level
on export promotion and on the creation of an international export financing scheme.
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CHAPTER 12: METHODS AND MECHARISMS FOR PROMOTING INDUSTRIAL ENTERPRISE
CO-OPERATION AMONG DEVELOPING COUNTRIES

Industrial co-operation among develoving countries fulfils a prominent function
in the process of the establishment of a New International Economic Order.l/
It is an instrument to diversify and replace Third World countries unilateral de-
pendence on the industrialised world and on TNCs as transmiiting agents, to open up
nev markets, to effect a balanced and nev international division of labour and to
increase industrial opportunities through and for regional economic integration.

There is evidence that the developing countries' traditional North/South economic ties
are gradually giving vay to greater co-operation with other DCs.g/ Howe 7er, industrial
co-operation among DCs is still meeting serious obstacles which the pertinent resolu-
tions of international conferences (Lima, 1975; Mexico, 1976: Nairobi, 1976: Buenos
Aires, 1978; Arusha, 1979; Manila, 1979) have not been able to overcome, The task is
to search for concrete and practical policies vwhich can transform general exhortations
into effective levers promoting industrial enterprise co-operation among DCs. The
present chapter does not pretend to offer overall guidelines for such promotion
policies. Hovever, it attempts .» deal with some specific legal issues involved in
overcoming obstacles which confront iidustrial co-operation among DCs oa the enter-
prise level. This approach does no’ imply that the methods and mechanisms already
discussed ar: not applicable to industrial co-operation among DCs; these issues are
certainly reievent in the context of industrial co-operation among all the various
partners i.volved. The present chapter, however, is concerned vith very specifie
issues and mechanisms relevant particularly for policies promoting industrial enter-

prise co-operation among DCs.

The obstacles which will be dealt with here concern the often complicated, dif-
ferent and sometimes discriminatory legal environment of host states for industrial

co-operation projects. Even among countries of a similar cultural identity anAd similar

1/ Cf. the authoritative UN GA Res, 3201; pars 60 of the Lima Plan of Action; report
on the Mexico Conference on Economic Co-operation among DTs, UNCTAD Dae, TD/B/628
of T October 1976; UNCTAD Doc. TD/24k of May 1979; for relevant documents re-
flecting the evolution of the concept of ECDC in the context of the non-aligned
movement see Jankowitsch/Sauvant, The Third World without Superpowers, 1978,

2/ See particularly the contributions by Diaz-Alejandro and Wells in Agmon/Kindleberger
(ed), Multinationals from Small Countries 1977, and P, O'Brien, et, al., Direct
Foreign Investment and Technology Exports among DCs, January 1979, report for the
Joint Study,

——— )
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cultural identity and similar economic systems, co-operation has often been hindered

Yy such obstucles.l/

The development of specific foreign investment codes and perti-
nent regulations - basically oriented at regulating the access of TNCs to national
economies - in recent years often has not limited TNCs. These enterprises have been
sufficiently large and experienced to copve with new regulations. Fovever, the increasing
scope and complexity of foreign investment regulations and -7 the administrative pro-
cedures has strongly hindered smaller enter>rises from other developing countries,

These enterprises often lack the skill, experience, coverage and size to overcome the

barriers which have been erected with large TNCs in mind.g/

Another obstacle is to be found in the attitude of developing home states which
often have bee. wvary of providing the necessary authorisations for investment trans-
cending their national borders, primarily to prevent flight of capital and foreign

exchange.gf

It is these specific roadblocks against industrial enterprise co-operation amoig
DCs to which the proposed methods and mechanisms are addressed., They rely to a con-
siderable degree on respective policies undertaken within the regional economic inte-
gration efforts of developing covntries (e.g. the Andean Pact and the Caribbean
Common Market), but also on the policies of legal harmonisation which have accom-
panied economic integration in the CMEA, the EC and the US, One cannot simply m'mic
mechanisms tried elsewhere but has to adopt tried concepts and methods to the specific
problems faced by developing countries’ industrial co-operation objectives. Basically,

three approaches ire suggested:

1. Step-by-step policies of unitormisation of the legal framevork of industrial
co-operation on a regional basis, supported and promoted by the UN system, par-

. .. . . . L
ticularly the UN Regional Economic Commissions with a global co-ordlnatlon.—/

2. The elaboration and promoiion of organisat onal structures {'Model corporate
statutes”) for incorpcration into regional joint enterprises' statutes or even for
direct aprlication through an international corporate statute, This approach is
to facilitate the establishment and the operations of regional joint, i.e. "multi-

national"”, enterprises.

1/ Cf. Ghezali, Les Sociétés 'Multinationales', Instrumen:t dc Co-opération Sud/Sud,
Algiers, 1979, report for the Joint Study; Instituto para la Integracién de
Americe Latina (INTAL), Las Empresas Conjuntas Latinoamericanas, version pre-
liminar, 1977, at p. 153 ff.; see also UNCTAD, The Scope of Trade Creating
Industrial Co-operation at Enterprise Level between Countries Having Different
Economic and Social Systems, E.75.I1.D.16, p 16, 20,

2/ Cf., also O'Brien P., et. al., Direct Foreign Investment and Technology Exports
among DCs, op. cit., p. kof,

2/ Cf. INTAL, Las Empresas Conjuntas, op. cit., p.15h,

4/ See also para 60 (k) of the Lima Plan of Acti.n.
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3. Methods for collective bargaining among ICs.

12.1

Regional Harmonisation of the Legal Framework for International Industrial

Co-operation

A gradual harmonisation of the laws and regulations pertaining to industrial
co-operation should reduce those obstacles to South/South co-operation, which are
primarily based on discriminatory and complicated regulations and on procedures
oriented primarily at TNC activities. The concept of legal harmonisation among DCs

on a regional basis is based on two assumptions:

1. The present scope available to TNCs to employ divisive strategies vis-a-vis DCs
e.g. incentive competition has to be reduced and gradually to be replaced by
1/

some forms of a common DCS stand =

2. Co-operation among DCs, being hampered by many obstacles and being in an
unfavourable competitive position vis-a-vis TNCs should obtain preferential

treatment and positive discrimination.

Another important function of legal harmonisation is its contributicn to regional
economic integration. This is of particular importance for DCs, many of which do not
have economic systems of sufficient size to be economically viable in the long run.
Experience in several regional economic integration developments suggests that legal
harmonisation has been an essential ingredient for regional integration and co-
operation.g/ The economic integration process in Latin America, particularly, but
not exclusively, through the relatively young Andean Pact, is accompanied by a con-
siderable evolution of a harmonised legal framework for transnational business opera-

tions.gf

1/ The proposals addressed at the issues of transfer pricing and investment incentives
have also to be seen in this context, see supra chapter 10,

2/ Tt is difficult to make anv definitive judgement whether legal harmonisstion is
instrumental to regional integration or only an accessory, accompanying phenomenon;
however, that most regional integration schemes observed go hand in hand vith legal
harmonisation indicates that legal harmonisation has some positive role to play -
even if its precise vole is difficult to ascertain,

3/ This process has been very well documented, particularly through the important
works of the Instituto para la Integracion de America Latina (INTAL) and its
Revista de la Integracion; cf. INTAL, La dimensién juridica de la integracion/
America Latina, 1973; INTAL, Associacion internacional de empresas on America
Latina, 1974; Rioseco, El marco juridico de la ALALC y su flexibilidad para
adaptarse a nuevas circumstancias del proceso de integracion, Derecho de la
Integracion, XI (1978) 11 fr.
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Such harmonisation is concerned particularly with common rules for foreign in-
vestment , with transfer of technology and with the establishment of "empresas multi-

nacionales”.

A similar movement can be observed in the Council for Mutual Economic Assistance
(CMEA) , wvhere the fundamental "Comprehensive Programme” of 1971l/ assigns to "the
approximation and unification of relevant national legal norms” a prominent place in

promoting socialist integrstion .g/

Legal harmonisation and unification has progressed in accordance with the 'com-
prehensive programme’', particularly through gen»ral or uniform terms on dispute set-
tlement . on international passenger carriage, on deliveries of goods on sale of equip-

ment and of respective servicing and maintenance; on contractual types of economic,

3/

scientific and technical co-operation and on intergnvernment planning instruments .=
The method of legal harmonisation in the CMEA has been to advance gradually from

model terms and codes of a non-mandatory character for voluntary incorporation, to be

. . . ]
tested for some time to mandatary and smultilateral uniform rules.—j

In the case of the European Community (EC), a corresponding development can be
observed. Based on Art. 54 III and Art 1000 of the Treaty of Rome. the Commission has
developed a considerable range of activities to harmonise the rules governing economic
activities transcending the national borders and relevant to the process of economic

integration.zj

1/ Cf. Progress Publishers, The Multilateral Economic Co-operation of Socialist
States, 1977, p. 46 ff,

2/ Cf. Autorenkollektiv Seiffert et al., Das System rechtlicher Regelung der
sozialistischen Skonomischen Integration, 1976, p. 35 ff.

3/ Cf. Butler, A Source Book on Socialist International Organisations, 1978:
Autorenkollektiv Seiffert, op. cit.: Progress publishers, op.cit.: Uschakow,
Vereinheitlichung des Kaufrechts im Ost/West Verhaltnis, 1978; on investment
co-operation in the CMEA see also Kraft, Die Zusaymenarbeit der Mitgliedslander
des RGW auf d.m Gebiet der Investitionen, 1977.

E/ See for the method of CMEA legal harmonisation Uschakov, Integration und
gemeinsame Betriebe in RGW, in Recht in Ost und West, 1979, 50; Auto:enkollektiv
Seiffert, op.cit., p. 30 ff.

5/ Cf. Ipsen, Europdisches Gemeinschaftsrecht, 1972, p. 687 £f. This harmonisation
has been directed particularly at harmonising the law business entities (cor-
porations, enterprise co-operation; it has been supplemented by the creation
of autonomous European law, particularly in the area of competition. Cf.
Mestmiicker , Europiiisches Wettbewerbsrecht, 197k.
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The methed of harmonisation has basically teen the directive to rember states
(ART. 183 III of the Treaty of Rore). but also Peccrmendations (Art. 27). a regulation
vith direct effect (Art. L3TI. L3) and multilateral ccnventions in excertional cases
(Art. 222). Ir ridition, one should bear in mind the economic integraticn history
of rreviously disintegrated economic systerms - such as the states of the US or the
German states grouped together in the German "Collverein” in the 19th century - where
economic integration has been accompanied bty a groving body of uniform law regulating
inter-state commerce. be it through harmonisation of state laws or by the creation of

1/

a new. uniform, federsl law on inter-state cormmercial activities .

With reference to these successrul exreriences of legal harmonisation, it is
suggested that the UN system and developing countries should pay more attention %o
promoting harmonisation on the regional level than the global where the slov moving
vrocesses of UNCITRAL have demonstrated the difficulties of finding a consensus.

Particular emphasis should be given here to grant preferential treatment to industrial

enterprise co-operation among developing countries. It is evident that this has to be

& long-term process - vhich is already taking place within several regions (e.g. the
Andean Pact or the ALALC, the CARICOM, the ASEAN countries). but which requires
assistance and promotion thrcugh the provision of model instruments, regional and
global consultations. promotion of adequate institutional infrastructure. Some
specific issues will be highlighted in the fcllowing section. They certainly do not
express the gamut of legal harmonisatica in regional economic integration. but attempt

to select major issues relevant to industrial co-operation on the enterprise level:

Investment and industrial co-operat:ion regulations and procedures: model codes
regulating foreign investment and industrial co-operation should be elaborated
on a regional level. Therein, privileged treatment should be granted to all
kinds of co-operation with otner regional countries. Such privileges -

at present often found in specific preject ugreementsg/ could consist of
simplified procedures for registration and authorisation, avoidance of double
taxation, specific tax exemption, privileged access to markets of countries
vhose companies participate in the venture, specific guarantees to tax
stability, national treatment, privileges related to foreign exchange

regulations.éj

1/ For an extensive analysis of harmonisation of the EC's company law systems
cf. Lutter, Europdisches Gesellschaftsrecht, 1979.

2/ Cf. the Colombian Venezuelan 'Monomeros Venezolanos', Joint project, Londono/
Vega, Derecho de la Integracidn, 25/26, 1977, p. 87f.

3/ Cf. Carreau, Etude juridique de la contribution des investissements privés &
1'industrialisation des pays en d€éveloppement, Pebruary 1972 - manuscrint, p. 27.
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Harmonisation of tax incentives, tax regulations and taxr administration

(supra. chapter 10)

Harmonisation of environmentzl and consumer protection legislation in order to
roduce nnpredictability of regional co—operation and reduce respective non—

tariff barriers.

Harmonisation of the law relating to the international sale of industrial equip-
ment. Such harmonisation could be coordinated and eventually evolve into uniform
terms for the specific areas of industrial c:-uperation. It could rely to

some extent on the efforts undertaken by the ECE and by the CMEL,

Harmonisation of corporate law., An important obstacle for regional industrial
co-operation is the variety of corporate laws and each country's individual
requirements concerning incorporatinn, registration, corporate organisation,
disclosure and liabilities. It is suggested that a gradual harmonisation of
important areas of corporate law relevant to regional industrial co-operation
should be furthered. The ultimate goal would be a uniform company code
within the region. l Harmonisation efforts should be co-ordinated with the
proposed model code for foreign-controlled subsidiaries {supra). The har-
monisation efforts should be addressed specifically at the following issues:
incorporation, registration and regional recognition of companies, minimum
capital requirements, liability to creditors, parent-subsidiary relaticns,
issues of stock and bonds, disclosure, corporate organisation (stockholders
assembly, management board, administrative csunci}), workers and public

interest representation,

In the ccntext of regional legal harmonisation, the notion of 'regional indastrial

co-operation' should be clearly defined. The purpose would be to exclude locally

incorporated, but exira-regionally controlled enterprises from enjoying the pre-—

ferential benefits to be granted. 2 Otherwise, it would be mainly non-regional TNCs

which could benefit from such legal harmonisa‘ion and privileged treatment for regional

enterprise co-operation. This would be counter to the principle of material preferential

treatment for regional enterprise co-operation,

Cf. the cited EC harmonigation directives directed at corporate law according to
Art. 54 Illg of the Treaty of Rome.

Cf. Art. 8 of the Decision 46 of the Andean Pact, see Origera-Naon, Transnationsl
Enterprises Under the Pacto Andino and I'ytional Laws of Latin America, Con-
tribution to the Bielefeld symposium on Codes of Conduct, July 1979, p. 7 ff.
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12.2

An_International Corporste Statute for Regional Joint Enterprises

The creation of regional and inter-regional enterprises capable of promoting
co-operation among DCs and capable of competing with — or be an equal partner of -
TNCs, has been called for at several recent international conferences. L Joint
regional enterprises can fulfil, inter alia, the following functions: 3

- Increase regional economic co-operation and integration.

- Become an instrument for collective bargaining (e.g. collective purchase of
technology. 3

- Increase the leverage of sellers (commodities, manufactured products) through

joint entering of ICs* markets,

- Jointly float bonda and increase access to ICs' capital markets through joint
banking.

- Jointly insure DCs' larger scale projects.

4/

~ Be the appropriate form for co-operation among stata enterprises. <

1/ Cf. Mexico Conference on Economic Co-operation among DCs, III, 2, at p. 22,

- UNCTAD Doc. TD/B/628 of 7 October 1976; the thereto related Conference of
African Ministers called for the promotion of multinational industrial, livestock
and fisheries, transportation enterprises, UNCTAD Doc. cit. annex IX, p. 10ff.;
See also the Lima Plan of Action, para 60(m); similarly, a meeting of high-level
experts on ECDC recommended support by international agencies and direct pro—
motional efforts for multinational enterprises and specified areas suitatle,
cf, lllGI‘AD/UIIDP Project I!'l‘/77/019 of 12 January 1979; for multinational
marketing and production enterprises, cf; also UNCTAD Doc. TD/244 of May 1979
p. 23 ff, and Doc. TD/B/C.H 28 of 18 January 1979.

2/ See Vaitsos, La funcion de las empresas transnacionales en los esfuersos de
int cion economica en America Latina, UNCTAD Roundtable, Lima, 12 June 1978,
TAD/E1/SEM.5/2, p. 26.

3/ See Bhandari, Coc-operation am State Trading among State Trading Organisations
of Asian DCs, UNCTAD Doc. TD/B/C.7/17 of 18 September 1978, p. 41 f.

4/ See for Latin American illustrative examples latwﬂhito. Las empresas pubdblicas ...,
op.cit., Revista de la Integracién, 1974, Wo. 16, p. 71ff.; cf. also MCTAD
Reports TD/B/C.7 - 16-17-18, Add, 1 and Add., 2.
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- Regional joint enterprises could be the appropriate form for tripartite joint
undertakings (e.g. East/West/South) where a harmonisation of co—operation
methods 1s useful. L

- Regional joint enterprises could also be the appropriate form for regional
investment and performance insurance irstitutions proposed (see infra).

In order to give effect to the concept of regional joint enterprises, there is -
apart from promotional and informational efforts - 2 a need to advance from mere
axhortation to the proposal of concrete methods and mechanisms to reduce obstacles
and to provide & suitable organisational and legal framework for such regional joint

enterprises. é/

A survey of existing practices in regional integration efforts yields the concept
of an internationalised corporate statute as an appropriate form to promote and to
favour joint enterprises which are viewed as vehicles for such integration objectives.
In order to reduce some of the political frictions faced by intra-regiomal co-
operation 5/ there is the possibility of creating a lupmtionu/rcgioul corporate
citisenship by a multilateral treaty. In other words, it is suggested that an inter-
national enterprise law on a regional level should be established. Such a law would
be administered by a regional body, which would exercise domiciliary supervision, but
also enforce the irtegration objectives of the respective regional member countries.
This regionsl law would imply that member states accept that guidelines to be issued
by the regional body limit them in imposing restrictions on companies so chartered. 2/

1/ Cf, WNCTAD Doc. E.75.11.E, 16, p. 20, UNCTAD Doc TD/243/supp. 5 of Mey 1979

2/ Cf. a number of consultants' studies on regional joint ventures issued by the

- UNCTAD Secretariat, e.g. Agrawml, Joint Ventures Among Developing Asian Countries,
T0/B/AC.19/R.5; Shihata, Joint Ventures Among Arab Countries, TD/B/AC,19/R.5;
Joint Ventures Among African Countries, Okigbo, TD/B/AC.19/R.3; Casas-Gonsa:es,
Joint Ventures Among Latin American Countries, TD/B.AC.19/R.2; cf. also UNCTAD's
compilation of the principal legal instruments on ECDC, TD/B/609 - idd. I,
Vol. I-VI and INTAL, Asociacién internacional de empresas en America Latina, 1974,

3/  Cf. for some juridical aspects UNCTAD Docs. TD/B/C.7/28 of 18 December 1978 and
- Doc. TD/B/C.7/%0 of T Mag 1979.

4/ Cf. Chesali, Les Sociétés multinationales - instrument de Coopération Sud/Sud,
op.cit.

5/ Such a proposal has been put forward by Bsll G., Multinational Corporation and
the Puture of the World Economy, in Global Companies, the Political Economy of
World Business, Ball CG., (ed,) 1975, 167, for what is called here ™TNCs",
However, our modification of this suggestion is directed at privileging not
THCs, but only "multinational-regional joint enterprises™ among DCs by such

a regional/international charter and aaterprise law.
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The prcposal is by 20 means unique: the Andean Pact has, by virtue of Decision 46,
established "eapresas multinacionales” which are joint regional enterprises recognized
and privileged in all regional member countries, Coatrol is exercized by the supervising
country, where the "empresa multinacionai™ is forwed, They will benefit froa the
Cartagena agreement's liberalisation programme in respect to tariffs, customs duties,
taration and importation. They are entitled in the regional countries to national treat-
ment. They have other privileges in comparison to non-regional enterprises with respect
to access to government contracts and to the Andemn Pact's restrictions on foreign
investment by virtue of Decision 24, l/ Similarly, the Caribbean Community (CARICON) has,
in 1976, established a joint regime for "Empresas Cu-iood".-z-

In the Council for Mutual Economic Assistance (CMEA), intemational economic
organisations are promoted as the legal organisational form of socialist intsrmational
division of labour through joint enterprises. PFollowing "model conditions" in 1973,

a respeciive CNEA directive to member countries obligating theam to provide a legal frame-
work for the activities of international economic organisations and in 1976 "uniform
regulations® were imsued, A model orgmnizational statvie and a contract model for such

organisation is under preparation. }/

In the Burcpean Community (EC), a corresponding development can be observed concerning
the evolution of a Buropean corporations law, mainly by the respective harmoniszation
directives under Art. 54 III g of the Treaty of Rome; in addition, the Commission has
been working for a number of years on the project of a “European Company”, i.e. a
supranational company which is recognised as such in sll member countries, 4

y See for an extended discussion of the empresas multinacionales Origera-Naan,
ops cit., p. 6ff; up to now, apparently no enterprises have been set up under
this system, inter alia this seeas to be due to the fact that under Decision
113 subregional enterprises receive corresponding privileges;

Cf. Derecho de la Integracibm, 25/26 (1977), 125;

Cf. Autorenkolleiktiv Seiffert, op.cit., p. 110ff; Lorens P,, Multinationale
Unternehmen sozialistischer LEnder, 1978; Uschakow, Integration und gemeinsame
Betriebe im ROW, Recht in Ost und West, 1979, 49ff. A number of international
economic organisations have up to date been established.

y Cf. Vagts/WElde, The Societas Buropess, Business Lawyer 29, 1974, 821,

e

-
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The traditional form for establishing a regional or bilateral joint venture with
state intervention was through a special inter—governmental project treaty setting up
internatioral bodies for project execution or at least for granting preferential
trentment for private law project enterprises. L The proposed "regicnal corporate
statute/charter” should reduce the negotiating costs for establishing such inter-
governmentally sponsored joint enterprises and provide a ready-made model for in-

corporation and modification, Specifically, it is proposed:

(i) Efforts to establish regional corporate statutes for intra-regional joint
enterprises;
(ii) Conditions for preferential trestment to such regional joint enterprises;

(iii) Regional institutional bodies for the incorporation and supervision.

(i) An Interpationsi/Regional Corporate Statute for Regional Joint Enterprises

A corporate or charter statute would have to be developed. 48 in the process of
CMEL integration, one could advance from the elaboration of a model statute, itself
exercising a persuasive effect, to reaspective non-binding, but authoritative re-
commendations and guidelines and finally to a regional convention setting up regional/
international incorporation. Such a statute should contain at first the normal enter-
prise structures, e.g. corporate organisation, workers rcprerentation, vegistration,
incorporation, recognition, rights and .uties of management, parent-subsidiary
relations, liabilities of creditors, disclosure, minimum capital and respective
stock obligations, In addition, it would set forth specific requirements to justify
the reapective grant of preferential treatment to regional joint enterprises. Such
requirements would atteampt to direct such privileged forms of co-operation towards
joint industrial development and integration goals, e.g. membership would only be
open to enterprises which are resident, incorporated and materially controlled by
governments and/or citizens of the regional countries. Functional and developmental
requirements would aim at ensuring that from the enterprise's operations a positive
contribution to regional co-operation and integration could be expected. In sum,
the proposed statute would be the organisational and legal vehicle to put regional
joint enterprises on a more equal footing with foreign TNCs. Such foreign enterprises
would be precluded from using the regional statute's form.

l/ Cf. for the project of an "Air Maghreb™ corporstion, .o be set up by an inter-
governmental sgreement t0 be implemented by an annexed corporate statute among
three states participating Chesali, op.cit.; Mateo/Mhite, Empresas publicas,
op.cit,; for the agreements setting-up intra-CMEA joint enterprises - International
Investment Bank, International Bank for Economic Co-operation, Intermetall, Inter-
khim, Interelektro, Interatominstrument, Intertekstil'magh, Interatomenergo, Inter-
khimvolokno see Progress Publishers, op.cit, and Butler, Source Book on Socialist
International Organisations, op.cit.; for a relatively comprehensive list of inter-
natiemal econemic organisations of lorems P,, Multinationale Unterushmen sesialis-
tischer LEnder, ep. cit., p.55ff.
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(ii) Preferential Treatment

Some of the issues of preferential treatment for enterprises have already been
discussed as methods for legal harmonisation., A regionally chartered joint eanterprise
would be recognized in each member country without anything more than formal registra-
tion. It could be sued and would be able to sue in all countries as a national cor-
poration. It would enjoy complete national treatment in all regional countries. It
would have freedom - to the extent feasible - to re-invest and re-patriate earnings
and capital. It would enjoy privileged treatment in respect to stability of invest-
ment, either by a most-favoured clause, by preferential rates for invesiment
insurance under the proposed regional investaent insurance scheme or by specific
guarantees,

(iii)
rvision of ionally Chartered Joint Enterprises

Covernments could - through a multilateral convention negotiated on a regional
basis - undertake certain commitments vis-A-vis the regional joint enterprises which
have applied successfully for the benefits of the regional corporate charter.
Particularly, states would refrain from imposing restrictions other than those per-
mitted under the convention on the regional joint enterprises so chartered. The
principle would be to assure the ability of host states to maintain their national
interests, but reduce to a minimum the admizistrative frictions and tensions which
have proved such powerful roadblocke to effective intra-regional co—operation.

Such a privileged system would certainly have to be counterbalanced by a corres—
ponding systom of supervision. On a regional level - e,g. under the sponsorship of the
UN regional economic commissions - & regional control board would be set up, composed
of representatives of meaber countries, 1/ It would issue guidelines for admission to
the regional charter and for continuous supervision. Such supervision would bhave to
ensure that the regional joint enterprises would not employ practices criticited when
undertaken by TNCs (e.g. political interference, transfer price abuses, disregard of
national and regional industrial development plan objectives) and that the benefits
of industrial co-operation are adequately distributed to the participating member
countries, For purposes of conflict resolution, the proposed regional arbitration
centres within the UN system for resclution of industrial conflicts would be available,

y Cf. the respective institutions of the Andesn Pact or the Buropean Court.

-
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12.3

Nethods for Collective Bargaining by Deve.oping Countries

Another mechanism to strengthen developing countries' bargaining abilities would be
through a considerable extension of the present co—operation in respect to bargaining with
TXCs. l/ It is in that context that the present study suggests the expansion and the deve-
lopment of several metbods for increasing Third World bargaining abilities through collective
action, e.g. particularly the concept of informstion-sharing on an informal and recipro—
cal basis and of a project and enterprise referral system for performance evaluation.

(see infra chapter 3.4). In addition, the proposed regional charter for regicnal joint
enterprises would be a natural form to facilitate the establishment of joint developing
countries' enterprises for collective bargaining.

12.4

Other Nechanisms to Promote Industrial Co-operstion among Developing Countries

A number of the previously outlined mechanisms are predominantly directed at
fostering industrial co-operation among developing countries, This applies to the
Regional Investment Insurance Corporstions (RIf0s), the Regional Cuarentee for Industry
Associations (RECINAs), the Contractual Liability Comsortia (CLIC) and the programme
to mobilise small- and medium enterprise co-operation with particular emphasis to be
given to developing countries. All these mechanisms are aimed at reducing developing
countries' dependence on corresponding instituvions in industrisalised countries and
at placing enterprises from developing countries on more equal footing withk the
TCs' supportive public fremwork. They are squally intended to open channels of
privileged industrial co-operation on a South/South level.

12.5

Bfforts the UN om to lement the Mechanisms for t Industrial
Co—operation among Devel.-ing Countries

A step-by-step approach, tuilding on existing prectioces, which has functioned well
is suggested to implement the proposed legal methods for promoting industrial co-operation
among developing countries., As in the CHEA prectice, a first step would be the design
on the global level of model corporate codes and model corporete charters with appropriate
in-depth studies on present regional practice, Ia collaboratiom with the UN Regiocnal
Economic Commissions, . second step would be & modification and adaptation of such model
instruments to the specific regional situations. Then, as a final step, regionally

1/ cf. pare 60 (k) of the Lima Plan of Action.
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issued recommendations and griidelines for respective national action and legislation could
follow. As intra-UNEA relations demonstrate, a considerable effect of harmonization can
be reached through such policies; without that a legally binding instrumsnt is required.
As a long-range perspective, the negotiation of regional conventions, under the auspices
of the UN Regional Economic Commissions, could follow which would finally produce binding
regional harmonization and a legally full-fledged regional corporate charter. In that
process, it would be the task of the UN system to develop and adequately support concepts
and set a proceiis of opinion-building and policy-making on the regional level into motion.

In addition, technical assistance for setting up respective corporations laws and
regional joint ventures is necessary. l/ All these efforts would fit into the framework
of UN activities developed in the study. Through the proposed UN programme to support
Third World bargaining abilities, the respective model instruments could be developed
and asaistance could be rendered; the UN Coamission for Industrial Development Law would
be the appropriate body for overall guidance and issuance of recosmendations. The
UN System for Resolution of Industrial Conflicts (UNSRIC) would be the appropriate forum
for resolving disputes. With the facilities for technical expertise, contract adaptation,
conciliation and summary proceedings, it could provide dispute settlement at the national,
regional and even global level with the proper degree of flexibility built in.

1/  Cf. the respective recommendations by Bhandari, UNCTAD Doc. TD/B/C.2/17 of
18 Septeaber 1978, p. 55.
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CEAPTER 1: "RUN-IN"® CONTRACTS

Contracts for tae supply of run-in vlants made their anpearance in industrial
relaticnshirs tetween some enterprises irn develeoring countries and transnational enter-
trises at the beginning of the 1973s. Thus they originated at a time when the types of
co-operation that had been instituted after the accession to sovereignty of most of the

. . . . . 1/
countries formerly under colonial rule were being called in question.—

It is not surprising, ccnsequently, that the run-in contract should have been regarded
by its protagonists, and in particular by Algeria, as a formula which could represent an

. v ) . . . 2
improvement on the "turnkey” contract and an instrument for national econamic development.—/

Run-in contracts should therefore be evaluated in comparison with turnkey contracts

from the viewpoint of the establishment of an independent ecoramy.

In other words, a study of the run-in contract formula should n¢* only drew attention
to differences or innovations in relation to the turnkey contract but also consider whether
the new solutions envisaged are of such a nature as to promote economically independent

development in the developing countries, and particularly in Algeria.i/

This means that, after a brief overall comparison of the two t. of contract, the

most important aspects of the run-in contract formula will need to be identified and analysed.

In adiition, all run-in contracts provide for internationasl a:bitration as the proce-
dure for settling disputes between the contracting parties. Run-in contracts usually make
reference to the conciliation and arbitration rules of the Inturnations® Chamber of Cammerce
(ICC). This is a form of international arbitration vhich, as will be seen in chapter 2,
has became traditional in contracts between transnational corporations and developing

countries,

From the point of view of legal structure, there is no important global difference
tetween run-in contrects and turnkey contracts. Both are usually synallagmatic contracts

balancing the rights and obligations of the parties.

» Translator’'s note: The term "run-in contract” has been used throughout this section
as the equivalent of the French termm contrat produits en main, referring to contracts
which go beyond "turnkey" arrangements in that they provide for the supplier of the
plant, inter alia, to participate in its management during the running-in period.

1’ Cf. Henry, J.R., Mutation du droit international du développement: 1la Prance et
1'Afrique, thesis for the Doctorat d'Etat in Law, Ur .versity of Nice, October 1977.

2/ f., Tudat and Parrin, ™ eontrat 'M1E€ er =ain' au contrat 'produit en main’'.
’

3/  Concerning the concept of independent econamic development , see Serir Amin, Le
A&veloppement inégal, Edition de Mizuit. See also Bettelheim, Ch., Planification et
croissance accélérée,

|
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In any event, In the relations tetween entercvrises in develorine ccuntries and
ir industrialisel | and vrincirally mar¥et-ezcnany, countries — ‘he relsti-rs
roare tre sulfect of *his study - turnzey and run-in c-ntrazts have as their fwo

Y

rarties a

oreign contractor consisting of an enterprise or grour of enterrrises, frequertly
tronsnational, and a customer consisting of an enterrrise in the develoning courtry con-

cerne i,

Ir both run-in contracts and turnkev contracts, the general otlectivcs pursued and

the otligations and rights of each varty are set forth.

It may be sald in a general way that the headings of many of the sections in th~se

twe types cf contracts are similar.

The solutions sdopted by the rarties in different contracts are not, of course,
always the same. Come turnkey contracts come very close to being run-in contrects, the

designation "run-in contcacts”, or contrat produits en main, being used above all in Algeria.

tiowever , beyond these apparent or real similarities. which may rerhaps be regarded as
testifying to the fact that the run-in contract formula does not involve a revoluticn in
industrial relationships between enterprises in developed market economy countries and
enterprises in developing countries, it is worth considering in some detail the new solu-
tions which the run-in contract formula introduces in certain aspects of these relation-

7
ships .l/

Two points which are found in all run-in contracts deserve to be noted. First, there
is a guarantee given by the foreign contractor to the customer enterprise in the developing
country regarding product quality and output. Secondly, there is a decision by the parties

to organise and effect a transfer of technology.

In turnkey contracts, reflecting the traditional type of relationship between enter-
prises in industrialised countries and those in developing countries, the contractor
generally guarantees the erection of the plant and no’ product quality or output. In the
turnkey contract, the contractor's responsibility is thus discharged with the provisional

acceptance of the plant.

In the run-in contract, on the other hand, it will be seen that the contracter's
responsibility is prolonged by various means, and in perticular by providing for a so-

called initial management period.

In the turnkey contract, the transfer of technolugy, when provided for, is dealt with
briefly or in a vague manner. It is treated more as an intention within the framework of
the future development of relations between the contractor and the customer than as an

immediate mspect of the terms of the contract considered.

1/ For a detailed :tudy of these types of contracts, see the recently published work by
Galem, M. and Sanson, M.A., Librairies Techniques, Paris, 1979.

-
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n orun-in contracts. on the cther hard, the trans’er ¢f technolory tecormes a funda-
-ental asrect zf the relaticnship between the fcreign enterrrise and the local enterpri---
in corrarison with the turnkeyw contract. the run-ip contract contains much rmere detailed
leral rrovisicns airmed at giving concrete form tc the *ransfer cf know-how tc the customer

iLercrise.
Considerins In broad terms the questions of the guarantee of ctroduct guality and outrut
ard the transfer of technoleogy, we think that the mair chaeracteristics of the run-in contract

can te taken into account.

1.1 The Contractor Guarantees Product Quality and Cutnut

In actual fact, an attempt is sometimes mede in turnkey contracts tc provide for
ruarantees of product quality and output. From the point of view of the develoving countries,
however, such guarantees are problematic and ineffective. This type of guarantee has in
practice hardly ever been implemented, for two reasons. The foreign contractor's guarantee
is formulated in vague terms and in such a way that it is alweys possible to suggest that
the customer is responsitle or, at anyv rate, to throw doudt on the responsibility of the

enterprise in the industrialised country.l

Wher local courts rule that the foreign company is liable, proceedings to enforce its

. . . 2
Judpement ir the territory where the company has its assets very often do not take place.—

In this field, as has been clearly shown in certain critical studies on international

commercial arbitration, the developed market-economy countries are reluctant to eccept the
. . . . 3/

competence cf national courts in developing countries.=’

In any event, the general rule in turnkey contracts is that the contractor is respon-

gible until the starting up of the plant - that is to say, until its provisicnal acceptance.

Between provisional acceptance and final acceptance, turnkey contracts provide for a
forn of contractor liability penerally expressed in e clause of the fecllewing type: "The
contractor guarantees the equipment against defects resulting from faulty design, faulty

assembly or a manufacturing deficiency.” It is difficult to give effect to this liability,
however, inter alia because it is the enterprise in the developing country which has to
operate the plant from the time of provisional acceptance. This means that it is always
possible for the foreign contractor to plead that the poor quality of the product or the
poar performance of the plant is due to feulty operation, organisation or maintenance - at

ary rate, that it is the developing country's fault.

1/ Cf. Salem and Sanson, op.cit., p. 120 et seq. See also below, examples of common
guarantee provisions in turnkey contracts.

2/ Cf. Issad, M., Les techniques juridiques dans les accords de développement économique,
in Droit international et développement, Office des Publications Universitaires (OPU),
Algiers, 1978, p. 179 et seq.

3/ It is possible to argue that the run-in contract formula is not sometbing invented by
the developing countries.
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It can thus be noted that, in this debate, the foreign contractor seers to base his
arzument for the responsibility of the custamer on the latter's involvement from the stage
of rrovisional acceptance. In other wards, the foreign contractor is susgesting that, if
he 1s to remain liable, close relagtions must be maintained with him and he should even be
given authority over organisation and mansgement. These are precisely the principles

uncerlying run-in contracts.

In exchange for a prolongation of his guarantee over product quality and output, the
foreign contractor naturally obtains additional remuneration, but also, above all, a cro-

iongation of his dominent aad active position in his relationships with the customer.

This guarantee on the part of the cc.tractor affects various stages of the plant's
construction and of production. It extends from the design of the plant to tis direction
and to production volumes of the quality specified in the contract. This puarantee is
often formulated as follows: "The contractor expressly guarantees the performance of his
vask. This guarantee couvers the design and erection of “he plant and the work and services
relating thereto, vhether in respect of installation or the organisation and operation of

the plant.”

In run-in contracts, there is even a general tendency to make the responsibility of
the foreign contractor continue even though the customer enterprise in the developing
country plays a certain role. Thus it is not unusual to find the following kind of pro-
visio. in these contracts: "The participation of the enterprise (i.e. the enterprise in
the developing country) in the erection and operation of the plant in accordance with this
contract shall not have the effect of diminishing the resoonsibility of the contractor

with regard to it, except as provided for in this contract.”

Thus the run-in contract seems to be an advance on the turnkey contract in one respect,
in that it seems to permit the intervention of the loral enterprise without removing the

liability of the foreign contiractor.

However, it must be taken into account that the local custorer enterprise has a purely
sdvisory role. In addition, its know-howv and stage of development do not usually allow it
to play an active part in the design of the buildings, the disposition of the units and
the installation of the production equipment.

In general, meanwhile, it is to be noted that the foreign contractor's guarantee is
not of unlimited duration. Although its period of validity varies from contract to contract,
it oscillates between 10 and 20 years. Within a single contract, the guarantee period varies
depending on the nature of the work considered (for example, a ten-year guarantee for civil
enginec~ring works, a one-year or two-year guarantee for installation of the production

material, etc.).l/

1/ The contract usually enunciates the general principles concerning the contractor's
guarantee and then gsets forth the technological guarantee (level and adequacy of the
technology employed), the guarantee of the works (infrastructure), and pguarantees con-
cerning production equipment, schedules and performance.

|
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This puarantee usually involves a trecise obligation to repair or rerlace the defec-

. . . . . . . . Sy - 1
tive rart and sometimes provides for a financial! irndemnity with a ceiling fixed.=

This guarantee relates to the design of the building or plant, to their erection and

to rrodiction quality and ocutput.

Thus, unlike in the case of turnkey contracts, provisions may be found in run-in con-
tracts to the effect that "the contractor recognises that the oblipgations assumed by him
under this contract are not only obligations to provide means but alsc obligations to
achieve results”, which means that, if his obligation if not fulfilled, it is difficult

for the contractor to escape responsibility.gf

Run-in contracts generally include several articles concerning the responsibility of
the contractor to comply with stipulations regarding production quantities and programmes

and the specific requirements set forth in the contract.

Production quantities and programmes are generally given either in the contract or in
annexes to the contract, and the product quantities used are the quantities manufactured
by the contractor in his own plants. In this regard, one can cite a whole series of provi-
sions in run-in contracts such as the following: "The contractor puarantees that the infra-
structure work and the construction work on the plant will be carried out in accordance
with established methods and the provisions and specifications of this contract and its
annexes, and that they will be free from any defect and in conformity with the plans and
dravings as communicated”; "The contractor guarantees that he will do all in his power to

perform or cause the performance of all his contractual obligations...”: "The contractor

t

ruarantees the performances with regard to capacity and quality provided for" in the con-

tract and its annexes.

In line with these guarantees, run-in contracts provide for a so-called initial manage-

ment period which is not provided for in the traditional turnkey contract. This initial

3/

management period is of varying duration.=

e
~

For example, during a guarantee period set at one year from the provisional acceptance
of the works concerned, the contractor remains responsible for the works constructed

by him and is to make th~ necessary repairs. Or alternatively: the contractor is vo
replace defective components (production equipment) during a period of one year after
the provisional acceptance of the plant. There are also penalties for delays, the
amount of which can be fixed in relation to the cost of the contract or of a section

of the plant (penalties ranging from 0.02 to 0.05 per cent per week of delay - see

also Salem and Sanson in Les contrats ‘'clés en main' et les contrats ‘produits en main’.
Provisions also exist for compensatory damages equal to 2-5 per cent of the cost of

the contract if the product quality and output specified cannot be attained.

2/ Gee Gross, B., La notion d'obligation de garantie dans le droit des contrats,
Librairie Générale de Droit et de Jurisprudence (LGDJ!, Paris, 1963.

See also Salem and Sanson, op.cit., p. 119.

3/ In the contracts that we have studied, the initial management period varies from a
few months to one or two years or more.
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Tne ccrnternt andi duraticr ¢f initial rmararerent rmay shov scre variaticns ‘ram ore
centract tc ancther, btut in a general way what is irnvoived is a rrclorpation of the rericd
during which the foreign contractor is in charee of crrarnisine the nlant and mararing its
rroduction crerations so that the rroeramme rrovided can te attained under the conditions

stirulated with the Algerian rerscrnel trained for the purvcse.

Several stipulations are generally contained in the rrovisions governing the initial
canagement cf the plant. The contracts indicate that this period is to "enable the con-
tractor to accomplish his task”. For this purvose, the custorer in the develoring country
"entrusts” to him until final acceptance, until normal production is reached or until a
date fixed by common asreement "decisions concerning normal daily operations at the tochnical
ranagement level”. Within this context, the contractor manages certain services and "enlovs
all the authority necessary to tak~ the measures required in the normal exercise of his

functions”.

In these circumstances, it should clearly be difficult for the foreigsn cantractor to
escape his responsibilities regarding production. Considered in this way, the initial
management arrangement thus conceived, in the eyes of the customer in the developing country,
remedies one of the inadequacies noted in the relationship established by the turnkey con-
tract vhich, as has been said, does not allow the contractor's liability during the produc-

tion stage to be establisheu.

Initial management also enables the customer to be s:own that the plant, as designed,
constructed or organised, is capable of attaining the stipulated production nrogragmes

and qualities with its Algerian personnel.

We obviously have here a reaction arising out of unfortunate exverience with turnkey
plants, shich are known to operate sametimes at 10-20 per cent of capacity or sometimes not

/
to operate at all.l

The initial management arrangement alsc has the advantage of testing, under the con-
tractor's supervision, whether the level of training of the Algerian personnel who are to

take over from the foreign staff is adequate.

Undoubtedly, this type of relationship distinguished the run-in contract very clearly
from the turnkey contract in so far as, apparently at least, the foreign supplier company
envisages its own disappearance without production capacity and product acuality being
adversely affected. This concept seems in line with the demands formulated by the Group of
77 within UNCTAD and URIDO, for example.

However, a number of reservations may be expressed regarding the initial management

approach adopted in run-in contracts.

1/ As Judet and Perrin, op.cit., say, it would be interesting to drav up an inventory
of turnkey plants vhick have failed to operate.

— ———— e
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irst ~»f all, i* seeps undenisbie that the pericd ¢f iritial raragerert crclonss “he
rerici iurin,s which the enterrrise in the develorins ccuntry rlavs the rcle cf s slieerins
cartner, whereas ‘he test way of Learning the srkills cf an industrialist is ofter %c¢ have
to rractise them as rapidly as vossitle. Furthermore, there is nc certairnty that, if the
rlant attains the verformarce levels specified during the initial managerert reriod, it

will necessarily attain ther or maintain them after that reriod.

In addition, the contractor is resconsitle for failure to attain the rerfarmances laid
down only if a number cf conditions are met (for example, ro strikes, no personnel disputes,
no breakdowr in water or power supply, no interrurtion ir surplies of materials). At the
same time, in situations of force majeure the contractor may, if lustified, claim extra

/
time for compliance with his oblipations.l

Moreover, contrary to what one might gather fram a rapid reading, not every run-in
contract brings about a complete transfer of know-how and technology for all the plants’
products. The result of this is that the co-operation or assistance of the contractor will

remain necessary long after the initial management period.

Lastly, although it is easier, during the initial management period, to make the
contractor answerable in the event of deficiencies, the injury that may be suffered by the
client as the result of these deficiencies may not be fully covered by the venalties pro-

vided for in run-in contracts, in view of the ceilinps fixed.

1.2 The Transfer of Technology and Know-How

Generally speaking, the transfer of know-how, which is always the subject of numerocus
provisions in run-in contracts, comprises several aspects which deserve to be reviewed.
Run-in contracts gene-ally distinguish between the transmission of know-how, vocational

.- . . 2
training and long-term technical asslstance.—/

Whereas in turnkey contracts these problems are not seriously considered, particular

attention is paid to them in run-in contracts,

1.2.1 Transmission of Know-low in Run-In Contracts

The transmission of know-how is not treated in the same way in all run-in contracts.

In some contracts, including the most recent contracts, transfers relate to industrial
property, rights and know-how in respect of almost all the products and components to be
menufactured by the plant, with regard not only to design, manufacture and utilisation but

also to sale and maintenance.

1/ The most frequent situations of force majeure cited are war, strikes, epidemics,
earthquakes, natural disasters, etc. "for the fulfilment of obligations affected by
force majeure or analogous situations, an sdditional period of time shall be allowed
equivalent to the delay resulting from this situatior...”

2/ Among the many works on this subject, see Michalet, C.A., Le Capitalisme Mondial,
PUF, 1976, particularly pp. 184-207,
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In this *vre cf transfer cf knovledre, which is naturally the tyre preferred ty the
ievelcring ccuntries, the restrictive tractices tyrical of multirational corrorations are

reducel ¢ a minisurm, or elirinated, at least under the terms of the contract.

Thus one Tinds in a run-in contract signed by a Furopean company and an Algerian
enterrrise the provisicn that "the contractor transfers to the Algerian custamer, in Algeria,
without any restrictions, all industrial property rights and know-how concerning the desiegn,
ranufacture, utilisation, sale or maintenance of the rroducts of the plant {or products

irntended for the plant), including any changes and developments introduced in these products.”

With this formulation, the only restriction relates to the territories for which the
rifhts are transferred. Approached in this way, transfer of technology really deserves its
name, at least at the theoretical level. The contract contemplates a genuine transfer which
will permit the enterprise in the developing country to assimilate and reproduce the tech-

niques and technology concerned.

Thus the developing country, doubtless at the cost of high fees, can initiate a process
in the direction of technological independence, which is essential for economic independence.
When it takes this form, without any restri:tions in other provisions of the contract, it
seems possible to regard the run-in contract as a factor pramoting technological capability
in the developing countries. It is even an improvement on the proposals made by the Group
P countries i the framework of the Conference on an International Code of Conduct on
Transfer of Technoclogy held under the auspices of the United Rations Conference on Trade

I

and Development.l’

As a result, this type of transfer rightly gives rise to great hopes on the part of
the developing countries. EBut it must be realiged that it is not necessarily easy for

these hopes to be fulfilled.

First of all, an attentive reading of even the most promising contracts reveals that
not all the parts necessary to a particular apparatus are produced in the plant which is
the subject of the contrnct.—/ It follows that, in respect of these compunents which are
not produced by the plant, there is n¢ *“ransfer of know-how. In other words, if one con-
siders the apparatus as a whole, as it is bought by the consumer, the transfer of tech-

nology remains partial.

This naturally means that, in the most favourable case, the developing country con-
tinues to be dependent on the enterprise in the industrialised country. Thic being so,
the process in the direction of technological independence may be halted if situations
develop in vhich the contractor with the know-how no longer sees sufficient adventage in

co-operating.

il ad
~

See in this connection the deliberations of the technology trensfer and development
conference, and particularly the paper by Tousccz, J., Librairies Techniques, Paris 1977.

i
~

In the contracts studied, 15 to 30 per cent of the components are not produced in the
plant constructed, and vill therefore be imported.
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In addition, even in a favcursable situation where the transfer of technolaey is pre-
vided for in a very extensive form in the contract, it must be borne in mind that the
purchase of industrial property rights and know-hov by the develoning country does not
mean that the enterprise in this country is capable of assimilating the knowledge pur-
chased and reproduce it. 1In these circumstances, the transfer of technolory effectively
takes place only vhen the customer enterprise in the developing country already has a
minimur level of technological know-how and capability. In other words, the external
input can only be incorporated in the fabric of domestic industry vhen internal forces

. L. . /
are adequate to receive and assimilate 1t.l

In other run-in contracts, mary restrictions are attached to the transfer of kKnow-how.
In such cases, the rights and know-how transferred relate primarily not to the design of
the machine but to its functioning. What is involved is a transfer of knowledge regarding
the utilisation of the machine and not a transfer leading to complete mastery of the pro-

cess or alloving the reproduction of the machine.
In these cases, the contracts provide that "The contractor undertakes to communicate
his know-how relating to the organisation and management of the rlant and the production of

the articles enumerated in the contract.”

The knov-how concerning the production equipment relates to adjustment and maintenance

and, in general, the operating conditions.

Irrespective of the foregoing, run-in contracts treat vocational training as a basic

tool in the transfer of know-how.

1.2.2 Vocational Training and Run-In Contracts

Vocational training always constitutes a detailed chapter of run-in contracts. It
thus appears as one of the criteria for distinguishing between run-in contracts and turnkey

contracts, wvhich do not usually include vocational training.

Generally speaking, the organisation of a policy for selection and training seems to
be indispensatle not only for an effective transfer of know-how but also in order to avoid
sutting down a plant after the departure of the contractor's technicians and supervisory

staff.
Vocational training and selection ar: organised by the foreign contractor, in parallel

with the construction of the plant. The customer enterprise in the developing country does,

however, intervene in the pre-selection phase by recruiting candidates for selection.

*/ See, Le Transfert de Technologie, Revue Tiers-Monde, January/March 1978.
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-

Thus one of the pest corrmorn formulations stirulates that the contractor shall under-
taxe to carrv out the selection, thecretical and rractical trainins and assirnment tc
rests of the vlant rersonnel, in keerines wvith the rurnoses of the contract’. The con-
tractor's rovwers in this field are very extensive. Fe determines the nurber of sta®f to
be trained, carries out the selection ty means of tests, and decides on the temro, rlace

and duration cf trainine. The contractor also defines the tobs ard the training prosramres.

In certain contracts, the contractor undertakes to set up a training service and n
trainine workshop in the plant or attached to the custarer entervrise, in narallel with

r
vocational training.l’

Generally speaking, the rarties declare their determination tc organise vocational
training that will take into account not only ,roduction techniques and the cperation of

the plant but also local conditionms.

These efforts are clearly important. Under the provisions of run-in contracts,
vacational training seems to be designed to make it possible to train the necessary numbter
of 3taff with the required qualities at the approvriate time, so that the plant can
function with the personnel trained. Vocational training therefore pursues not only a

functional objective but also the otjective of inderendence with regard to staffing.

In reality, it is clearly difficult to achieve this aim, and practical experience of
!

run-in contracts shows us some of the difficulties.g'

The first difficulty is related to the intervention of the customer, who, under the
terms of the contract, must submit to the contractor the names of candidates from whor the
latter must make & selection. It may then happen that the contractor considers that,
taking into account the basic level of the candidates submitted by the customer, it is not
possible to select a sufficient number of persons for training. This question may have
very considerable consequences if the contractor tries in this way to abdicate his respon-
sibility regarding the quality and quantity of the staff trained. That may mean that the
customer must relinquish the hope that his staff will take over from the foreipn technicians
and supervisory staff in optimum production and operational conditions. In the discussion
between the customer and the contractor, the latter tries from the very beginning to ltustify
in advance any possible setback or lack of efficiency with rezard to the transfer of tech-
nology. But it seems also possible to state that the existence of thie problem rust prompt
enterprises in developing countries to adopt the run-in contract formula only when con-

ditions genuinely allow them to benefit from the inherent advantages of the formuls.

i/ Cf. Delye, P., R8le des actions de formation dans les transferts techniques, Report
to the Conference of Licensing Executive Societies, Paris, 1k-15 June 1976.

2/ Cf., Congrés des &conamistes du Tiers-Monde; paper by Yachir, F. and Ait El-lad), <.,
Problémes technologiques dans le Tiers-Monde.
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notner rretlasm greings frop the Gifficulty of alartaticn on the rart cof staff traired

atrcoat v the ordinary cenditizrns of work in the develoving country. There are rarked

P
< i

iifferences in the technical, sccial and rrofessicrnal environment.
-

Fur-ir ccntracis are evasive or silent™ on this pcirt, whereas it seems that questions
cf interference telween the corranisation cf enterrrises. social lerislation and the techno-
lcry emrloyed must te taken into censideration. In the same way, run-in contracts pass in
silence cver ancther difficulty related to the training of stafi atroad, namely that related
tc the "brair drain”. It certainly seems clear that the contractor cannot recruit on his
cwni account the staff that he trains for the customer, but it seers difficult to verify the
actual Tacts if the eventuality arises, ir view of the nature of relations between the
companies in one and the same multinational sroup, in particular by reason of their legal
inderendence and geograrhical dispersion. In any way, the contractor could not prevent the
recruitment by other competing foreign campanies of staff trained for the customer. From
this point of view, the all-around traicing that is so necessary and so much desired by the

customer may turn against him.

1.2.3 Long-Term Technical Assistance

Run-in contrac‘s usually provide for long-term technical assistance. The contractor
urdertakes to provide the spare parts not produced by the plant, to transmit new know-how,
and to give further training to personnel already trained. fGenerally speaking, such tech-
rnical assistance must be requested by the customer. Some technical assistance services are
provided "free" by the contractor; others must be nerotiated, particularly as regards

price, in due course,

There is often general provision for long-term technical assistance in terms that con-
firm the commitment of the contractor to remain at the disposal of the customer to help him

in his production, organisational and sometimes sales activities.

From the contractor's point of view, it is a question of opening doors for the main-
tenance and development of such activities with the customer. From the custamer's point of
view, it is a question of protecting himself against risks that he has not foreseen or
agminst breakdowns in the supply of spare parts, or against the faulty assimilation of know-

e /
how, or else of adapting the plant to other actxvxtxes.i

1/ Cf. Kahn, F., Transferts de technolcgie et division internationale du travail ..., in
Droit international et développement, OPU, Algiers, 1978,

Cf. Judet et Perrin, Du contrat 'clé en main' au c. ntrat 'produit en main’'.

o '
e N

Long-term technical assistance may also mean that, despite the transfer of technology,
the customer cannot do without the help of the contractor; that s a sign of depen-
dence.
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1.7 J{orclusicn

Twe tyres o arproach may be adopted for assessing run-in contracts:
The first approach is based on the .ypothesis that wide-rsnging and intensive co-
operation with the foreign enterprise that possesses the technology is necessary for the
develoring countries. It is assumed that these technologies, which are closely linked to
the developrrent of the countries of origin, will necessarily be development factors in the
developing countries. On these assumptions, run-in contracts wsuld be assessed without
questioning either the system of relations that forms their context or the development plan

of the recipient country.

According to this hypothesis one can only, at most, pronose some piecemeal improvements

to run-in contracts.

1. It would in fact be profitable for the customer enterprise in the developing
country to participate as far as possible in the work on the basic concept and establishment
of the plant, in the various stages of design and construction work. The run-in contract
makes an effort in this direction which should be developed and intensified so that, in
contra-distinction to present practice, the customer would not be content to vlay the role

1/

of a mere provider of administrative authorisation.—

Some studies and work should be undertaken by the customer enterprise, under the direc-

tion of the contractor, if necessary.

2. Local enterprises must not be placed on the same focting as foreign enterprises

but must receive preference with regard to time-tables and prices.g/

3. The raw materials and products available in the market of the developing country
must be given preference. In any case, the customer must play an active part in seeking

out his own raw naterials or products,

L. Some run-in contracts do not make clear what law is applicable and what are the
competent courts. The law of the recipient country must apply if it is notl wished to
develop practices that would liinder the implementation of the economic development plan,

If national legislation is not applied, the legislation according to which the plan is

implemented will be without effect on the activity that is the subject of the run-in contract.

S. The penalties provided for against the contractor are always inadequate, It would
be valuable to lay down penalties that would ensure that all of the damage caused would be
repaired, In any case, it is not desirable to set ceilings so low that the contractor may

prefer to suffer the penaltir; rather than carry out the investment stipulated.

1/ Cf, various papers in Transfert de technologie et développement., CNRS Librairie Tech-
nique, Paris, 1977.

2/ In this case, time-table and prices fixed in the contract must clearly be studied in
that light, without, however, doing away with the guarantees provided by the contractor.
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*. The trice far the transfer of kncw-how and technical assistance is often difficult
to assess. 1In some contracts the relevant price is evaluated separately from ,tuor prices,
tut in other contracts more comprehensive assessments are made. The price for .he “ransfer
of know-how, vocational training and technical assistance must ve specified in detail and
calculated separately, and the relevant amounts should correspond to the transfer actually
effected. Know-how that has become public property must not be sold. It must be possible

for the custamer to make wide use of, and to resell, know-how that he has purchased.

The second type of approach does not systematically accept the necessity of looking
abroad in order to construct the economy of a developing country. In this case it is
believed that, in order to break out of underdevelopment, the doctrine of individual and
collective self-reliance must be adopted. It is thus necessary tc rely first of all on

one's own resources.l/
Under this hypothesis, the following remarks may be more regarding run-in contiacts:

1. This type of contract should be used only when the country lacks *he strength and

factors that would enable it to dispense with the intervention of the foreign enterprise.

2. The types of technology adopted under the contract must conform to the technologies

selected by the development nlan.

3. The run-in contract can be valuable for development only if:

(a) The economic development plan is itself the expression of the needs

of the great majority of the population;

(b) The enterprise and the national economy are at a level and in a con-
dition that would make it possible to assimilate the technologies and

know-how transferred.

L. With those assumptions, all the rcmarks made with regard to the first hypothesis
then apply.

However, study of the stipulations of run-in contracts must be supplemented by an
analysis of the manner in which disputes between the contracting parties are settled, in
order to have a comprehensive view of the relationships between the trensnational enter-

priges and the enterprises in the developing countries.

1/ See Benchikh, M., Souveraineté, développement et perspectives du nouvel ordre inter-
national, in Droit international et développement, OPU, Algiers, 1978.
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Since the accession ¢ sovereienty of almeost all the territeries formerly under
cclental daminaticn. investiment contracts in the develering courntries, rarticularly the rest
irpertant contracts, have preovided for artitration rrocedure and have thus set aside the
competence of the national courts in the develoring countries for the settlement of dis-

rutes arising ocut ¢f the implementation or interpreiation of contracts.

The develooment of the practice of having recourse to artitration is otviously not
fortuitous. It is connected very closely with a historical pericé of relationshins tetween
the industrialised and the developing countries. During the colonial reriod. arbitraticn
vas not very videspread, for several reasons: either the investments of the colonial Power
generally fell within the jurisdiction of the metropolitan courts or else tne colonial
Fower in any case controlled local law and lurisdiction. In certain cases, finallyv, vhen
the local courts and local law had some autonomy, the colcnial Power used force, either bty

revlacing indigenous politicians or by other means.

In all cases it is clear that, until the 1950s, foreign investors had no cause for
fear regarding the maintenance of the privileges enshrined in contracts or regarding the
stability »f such contracts. The developing states had only formal sovereipgnty. They
therefore did not intervene in operations regarding foreign investments in their terri-
tories. Even after they gained their sovereignty, most states, with a few excentions,

were content to levy customs duties, some royalties or some taxes.

But when internal struggles in the developing ccuntries impelled the authorities of
the stute to demand greater powers of intervention, and the investment capacity and needs
of foreign, particularly American, enterprises were conf rmed, breakdowns or -rises

resulted between the developing countries and their former colonizers.

Consequent.iy, the economic relations of the developing countries became somewhat
diversified, which was reflected at the same time in an intensification of relations with

the Western economies dominated by the American transnational enterprises.

That was the context in which developed a numbcr of arbitration formulae aimed at
solving disputes repgarding investments of transnational corvorations in the develorins
~ountries, In this connection one might mention the “onvention on the Recognition and
Fnforcement of Foreign Arbitral Awards adopted by the United Nations Conference on Inter-
national Commercial Arbitration on 10 June 1958, the European Convention on International
Commercial Arbitration signed at Geneva on 21 April 1961, the repulations of the Court of
Arbitration of the International Chamber of Commerce applicable since 1 June 1975, the
World Bank Convention of 18 March 1965 and the Arbitration Rules of the United Nations
Cormission on International Trade Law, adopted by the United Nations General Assembly on
15 De- mber 1976.
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In fact, tnese Texls Are Inly the Test wind sush as
artitraticon rulas of the American Srtitraticn Association or of the Jaran Ceorrercial
frritration fisscelation. IZwven some United lLaticas rezional econormic corrissions have rre-

rared corzercial artitration refulations.

Come Interypovernmertal tilateral or multilaterzl asrreements orcarise artitraticn pro-
cedures In iespect of investmeris by enterrrises from the develored parties in the terri-
tcries of the develorving parties. This is the case, for examnle., with the Franco-Algerian

npe 17
arreement of 20 July 1965.—

To sum ur, the adoption of an arbitration procedure has become standard practice in
o)
cortracts beiwcen rultinationsal enterprises and cnierprises in the developing countries.--

tYowever, despite the diversityv of the texts and their legal nature, these various
artitration formulae have very many featnres in cormon. In the relations between tne trans-
national enterrrises and Lhe developing countries. the aim of arbitration is always to
exclude the competence of national courts, to consolidate the privilepes and benefits ob-
tainel in the contract by the foreign corpanies ard to rlace the economi. sctivity crranised

under the contract more or ‘ess outside the national economy.

2.1 Exclusion of the Competence of Local Courts

The orinciples goverr.i.g thez orranisation and practice of arbitration between trans-
natioral enterprises and ithe developing countries are in fact senerally uniform. In the
u.timate analysis, the point at issue is to establish an ad hoc arbitration court or to
apply to a body that is independent of the parties and will act as an arbitrator in such
a way that local courts are partially cr totall; excluded. Usually, tkerefore, the follo-
wing rattern is found: the foreign enterprise and the developing country (or *he local
enterprise) ezch designate an arbitrator and these two arbitrators, by common agreement,
appoint a third arbitrator to act as president. According to the arbitration formula
chosen, a variety of authorities (International Chember of Commerce, Ctockholm Citamber of
Cormerce, the President of the International Court of Justice, the Chairman »f the Admini-
strative Council of the International Centre for the Settlement of Investment Disputes of
IBRD, etc., appoint the arbitrator for the party ir default or tre arbitrator to act as

president.

Thus, as an example, the IBRD Convention on the Settlement of Investment Disputes

between Ctates and Nationals of Other States provides in article 37 that:

1/ Tne Franco-Algerian agreement regarding hydrocarbons and industrial development of
29 July 1965 is modelled, with some alterations. on the arbitration svatem nrovided
for under the Evian Agreecments of March J9€2. For a discussion of these problems and,
particularly, for examples of arbitratinn awards, ¢f. Benchikh, M., Les instruments
Juridiques de la pnlitique 8’ :.irienne des hydrocarbures, IGDJ, Paris, 1973; see in
particular, Affaire TRAPAL, pp. AB8-73, and the arbitration awarc pp. 11k-132.

2/  The adoption of arbitratirn in contracts bhetween transnational enterprises and deve-
loping countries (or enterprizes in them) doers not mean that the developing countries
are in favour of arbitr-tion  They submit to this demand of the transnational enter-
prises which make arbit-atio. the condition sine qua non of investrent,
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“re tritunal shal’ consist of a scle artitrator or any w.evern rurwber of artitrators

"vhere the rerties do not agree upon the numbter of arbitrato:s and the rethod of their
appointment, the Tribunil shall consist of three arbitrators, one arbitrator appointed by
each party and the third, who shall be the presidert of the Tribunal, appointed by agreement .

of the carties.”

Article 3% continues:

"If the Tribunal shall not have been constituted within 90 days after notice of regi-
stration of the request has teen dispatcneé by the Secretary-General in accordance with
parsgrann (3) of Article 37, or such other period as the parties may agree, the Chairman
shall, at the reques*: of either party and after consulting both parties as far as possible,

aproint the arbitrator or arbitrators not yet appointed.”

With very slight differences, this is the same system as that of the International

Chanbter of Commercz, the UNCITPAL Arbitr. ion Rules and many other conventionu.l"

Ir this 1leld, the various arbitration formulae differ in resvect of the authority
responsitle for the appointment of the arbitrators, the lists of arbitrators and the time
limits for tre constitution of the Tribunal. However, the essential problem that is
irmediately raised by having recourse to a tribunal lies rather in the exclusion rf the
competence cf courts in the developing countries in which the investment takes place. That
is without doubt the reason why many developing countries still have mispivings with reperd
to arbitration, despite the variety of formulae troposed to them. From this point of view,
which is incidentally that of all the forces which seek to construct an independent econcmy
in the develoning countries, the principal problem is the re-estavlishment of the comvetence
of national courts. In fact, excluding the competence of the national courts seems to the
developing countries to be an infringement of their sovereignty. This viewpoint is far
from a mere attitude of mind, and the arpuments of the transnational enterprises and their

/
lawyers are in fact extremely weak.g'

First of all, and rightly, the developing countries themselves consider the competerce
of their national courts with regard to all activities orpanised on the national territory

to be a prerogative that stems from their sovereipgnty.

1’ Alperian enterprises often have recourse to arbitraticn by ICC. The venue of the
Tribunal varies: it is usually in Europe, particularly in Switzerland, but sometimes
in Algiers. Cf. Issad, M., les techniques juridiques dans les accorda de développement
économique, in Droit international et développement, OPU, Algiers, 1978, pp. 193-19h.

2/ Cf, on this subject, Benchikh, M., Les instruments Juridiques de la politique alpérienne
des hydrocarbures, op.cit.
With regard to the point of view of Western doctrine, see the following selection from
the abundant literatu-e on the subject: Amadio, M., Le contentieux international de
1'investissement privé et la convention de la Banque Mondiale du 18 Mars 1965, Univerrity
of Toulouse, 1967. Carabiber, C., L'arbitrage international de droit privé, LGDJ,
Paris, 1960. Fouchard, P., L'arbitrage commercial international, Paris, Dalloz, 1965,
Lalive, Un pgrand arbi*rage pétrolier ..., Journal du droit international, 1977. '
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Such competence is in “act closely linked also to the right of each state to free

self-determination in fixing the laws of its development, relevant structures and sanctions.

Several arguments are nevertheless advanced by the transnational enterprises to exclude

the competence of the national courts in the developing countries.

2.1.1 Appropriate Local Courts Do Not Exist ar, If They Do, They Have Little Experience

These arguments, which are advanced mainly in relation to countries that have just
acceded to independence, do not seem pertinent. In fact, provisional national courts are
established immediately after the accession to sovereignty, usually, one might add, with
the ¢ .-operation of the former colonial Power and in most cases with the co-operation of
the western developed countries. Incidentally, states that are not yet completely inde-
pendent do not launch large-scale development operations and in any case it is generally
not dnring that period that transnational enterprises, with the possible exception of

those of the former colonial Power, attempt to carry out invesiments there.

However tlLat may be, if the genuine reason for the exclusion of the competence of
local courts is the fact that there are none, the contract should provide that the arbi-

tration court should have only provisional competence, which is not the case.

The sare may apply in the case of local courts without great experience, although in
*%is respect it seems difficult, without disregarding the sovereignty of the state, to

assess at what point the national courts will have gained sufficient experience.

How, for example, could it be denied that the courts in the developed market economy
countries have little experience of disputes regarding planned investments? Moreover, the
arbitrators, who are generally well-known professors of law, have no particular experience
of the struggle against under-developmant, which is the context of "development contracts”,

as their name implies.

2.1.7 The Judges in the Developing Countries Are Not Sufficiently Independent of the State

The transnational csrporations have often stated that the Judges in the developing
countries are too much under the influence of the state apparatus to be able to arrive at
independent Jjudgements in disputes involving the enterprises or the state in their countries.
Though there may be no such thing as independense per se, the criterion of independence is
evidently that adopted in this context in the industrialised countries in which these

corporations were originally established.

On this point, it would be very interesting to place the matter on a theoretical level
and to adopt a historical approach that would show that the jurisdictional apparatus of the
countries that are now deveioped was for a long time practically identical with the state

apparatus, that, even in the developed market economy countries, the state apparatus
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inclules the ‘urisdictional apraratus, whatever the apparent “independernce’ of ‘he latter.
cr evern that the jJurisdictional arparatus in any case cnerates within the framewcrz of
the daninant ideclogy o the state. Fut experience shows that a discussion with %he *‘rans-

national enterprises or their lawyers at this theoretical level is practically imrossitle.

It is therefore necessary to examine the criteria regarding the independence of
Judges in a more practical manner. I seems that it is the constitutions (or the consti-
tutional systems) of the industrialised countries, like those of the develoning countries
tnemselves, that determine the structures and fields of competence of state jurisdiction.
Judges are generally appointed by the state and everywhere they have to avply the laws
promulgated by the organs of the state. The result is that there is a very wide gap between
the affirmed principle of the independence of judges and the day-to-day realities of juris-
diction. Furthermore, who can tell how many Judges have been transferred to other posts.
punished or forced to resign in the industrialised countries, as in the develoring countries,

because they did not take heed of their dependence on government?

The fact is that the transnational enterprises have no confidence in . : courts of the
developing countries, whatever the independence of their judges, because, as will be seen,
a national court has the tendency to "introvert"kl the effects of the activity on which it
is to pass judgement, whereas an international court, which necessarily sees the mrcter
from the ocutside, tends to "extrovert"g/ the effects of the activity on whicu it is to

pass julgement, whatever its bona fides, which is not being called in question.

In fact, if it were only a question of judees' independence from the state, it could
be conceived that arbitration coui'ts composed solely of nationals of the developing coun-
tries who were competent and independent of the state {professors, barristers and experts)

could be set up to consider disputes regarding invesiments of the transnational corporations.

Study of the composition of arbitral tribunals shows on the contrary that lawyers
fram developing countries very seldom serve on them and that "the president of the tribunal”
is never a national of a developing country.ll The exclusion of local courts and the
appointment of srbitrators recruited from the capitalist development system or the fact
that the president of the tribunal invariably comes from a market economy country thus lead
to the crystallisation of a trend vhich makes it impossible to take into effective consider-

ation a socialist economic develcpment system or even a system of self-reliant development.

1/ "Introvert” is used here to mean to evaluate the contract and its consequences in the
light of the needs of the country and its econcmic and legal system.

2/ "Extrovert' is taken here in the sense that the judge takes into consideration reeds
and standards external to the developing country.

3/ Cf. Fouchard, P., Arbitrage et droit international du déve.oppement, in Droit inter-
netional et développement, OPU, Algiers, 197f,

P. Fourchard gseems to favour a considerable presence of Third World lawyers in arbi-
tration tribunals.
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xcluding *he campetence of naticral ccourts, which is the result cof artitration, is
therefcre not an infringerment of the exercise of atstract sovereignty. Very de€inite ecc-

rneeic ccncerts and interests are at stake.

fince the rarties are allowed to choose their arbitrators, it is claimed that a
balence is struck between the conflicting interests. In reality, the system operates, as
will te seen, toc protect the privileres and benefits that are enshrined in the cor.ract in
favour of the party that has haed the nowver to adopt a daminant rosition or has found a way
of adopting one. Analysis of investment contracts between developing countries or their
enterprises and transnationel corporations shows that the latter hold a dominant position.
"Thus, run-in contracts, as has been seen, do not decisively change this situation to the

-~/

advantage of the developing countries."~

2.2 Arbitration as an Instrument for Safeguarding the Privileges of T.-ansnational

Corporations

Arbitration is always presented as an institution designed to guarantee the equilibrium
assumed to be established by the provisions of the contract. Arbitration is based on the
notion of the equality of the contracting parties, vho can use this procedure to protect
their interests as defined by the contiact. Arbitration is considered to te at the service

of both parties equally. Unfortunately, this assumption is not borne out in practice.

It is well known “hat the investment contracts concluded by foreign companies in
developing countries bring tcgether a constructor or an operator who is generally the only
agent active on the spot, and a developing country (and’/or its enterprise) which supervises

externally the establishment of an industry or the working of a deposit.

The result is that more often than not, when the government of the developing cuuntry
realises that it is necessary to rectify, correct or halt the action of the manufacturer or
foreign operator, it has, in the interests of the economy, to take emergency measures by
invoking its public powers. The transnational corporation, feeling itself the injured vparty,
then requests the establishment of an arbitral tribunal. In such eases, as can be illu-
strated by numerous examples of arbitration, the arbitration body presented in the documents
setting it up as being at the service of both parties is in practice at the service of the

. . 2/
transnational corporations.—

The objection can of course be raised that the developing country should have resorted
to arbitration before it became necessary to take emergency measures. This argument, how-

ever, does not take account of the true relationship between the two parties. In the great

1/ Cf. Salem and Sanson, les contrats 'cl&s en main' et les contrats 'produits en main',
with particular reference tc the unsuitabjlity of arbitration for "turnkey' contracts,

p. 101 et seq.

2/ It is ertremely rare in Algeria, as elsewhere, for the arbitra) tribunal to be set up
at the initiative of the enterprise of the developing country.
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=alority of centracts of this *ype, wvhether they are contracts for the explioitation of
petroleum minerals, turnkey contracts or run-in contracts, the developing country is not
an active agent on the spot. t cannot itself cope with either the design, or the overa-
tional stage. It can there.ore intervene only in cases of disaster. The result is, as
shown by numerous examples, that arbitration is in reality used to block intervention by
the developing country. The history of relations between transnational corporations and
developing countries in the field of petroleum is a good illustration of the conditions

under which recourse to arbitration takes place.

In Algeria, all arbitration proceedings relating to hydrocarbons have been initiated
/
in order to suspend and arnul action by the state or its enterprise.l

But the action of the developing country has very little chance of being upheld by
the arbitrstors for the simple reason that the contracts of transnational corporations are
generally "stabilised" during their period of validity. In other words, during this period
the fiscal, economic and other legislation is always that in force at the time the contract
is signed. These contrac s considersbly reduce the developing countries' power to inter-
vene, with the result that the fiscai, financial and teriff guarantees and privileges
acquired are very difficult to change On these many points, the contracts depart from
common lavw and impair the state's power of intervention (cf. the investment codes of all

developing countries).

If the state does intervene, the arbitrator can, by invoking the "legal security"”
clause provided in the contract, suspend the intervention before annulling it. Indeed, the
texts governing arbitration sometimes provide that recourse to arbitration leads to the
suspension of the measure which is the objJect of the camplaint., The analysis of a large
number of cases submitted to arbitration shows that from the case Sheikh of Abu Dhabi versus
Petroleum Development Corporation tc the case ARAMCO versus Saudi Arabia, or from the
Saphir case (award of 15 March 1963) to the case TEXACC versus the Libyan Government, not
forgetting the numerous cases submitted by petroleum companies against the ilgerian Govern-
ment, arbitration operates in favour of the transnational corporations by safeguarding their

wcquired advantages and inhibiting the publi-c authorities' power of intervention.

Both turnkey and run-in contru~ts contain a series of provisions limiting the effects
of fisecal, financial and customs law, They provide for variocus economic advantages of which
the arbitrator becames the ultimate guardian. But these deviations, offered by the invest-

ment codes of the developing countries and confirmed and enunciated in the contracts

1/ Cf. Benchikh, M., Les instruments Juridiques de 1la politique algérienne des hydro-
carbures, LGDJ, Paris. For example, in the Zarzaitine case, the foreign campany was
working hydrocarbon deposits without observing the principles of sound conservation.
When the Algerian administration realised this, it had to take emergency steps to
correct the gituation. Recourse to arbitration by the campany had the effect of
blocking the authorities' action. Likewise, in the fiscal field, the tax rectifi-
cations intrnducea by the administration to combat fraud by petroleum companies during
the period 1965-1971 were very often blocked by recourse to arbitration.
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cenciuziel ty ¢ransrational corroraticns in these c-urtries, have in ‘he eyes of the arti-
trators a very irrcriant consezuence. They serve as rresy~ctive evidence of the wil!l of

Tnw

the tarties to denaticnalise +he 2antract by aprlivine tc I* the rules of foreien R

reneral rrincinles ¢f law, cr rules derived fram internstional trade nractice, etc., even

. . . . 1
when the contract stinulates that the law avrlicatle is that of the develorins countrs =

Thus, in the APAMCY decisicn, the artitral tribunal, after observins that “the law
applicatle to the concession is the law of Arabia”, stated that "ratters comine under
private law are in principle subjlect to the law of “audi Arabia, but with the irportant
proviso that this law must where necessary be interoreted in the light of, or cormplerented
by, the general rrincicles of law, the practices followed in the petroleum industry and
pure leral science, particularly when certain private rights which the concessionaire must
enjoy if the con.ession is not to be robbed of its substance are not suaranteed to him in

an indisputable manner by the law in force in Saudi Arabia".

In many agreements between transnational corvporations and developing countries, the
reference to foreign law, to general principles and to international trade practice is
quite explicit. low these rules and, smecifically, commercial and industrial usage derive
fram a situation in which the daminant factor is the activity of transnational corporations.
The practices followed in the petroleum industry are unquestionably those established by
the transnational petroleum companies themselves. International trade usage is the result
of practices desizned to permit the expansion of large capitelist enterprises and having

nothing tc do with the development of the developing countries.

Thus, the frame of reference of arbitration is a system of social and other relation-
ships forged by tre history of capitalist development. It is therefore not surprising that

it tends to perpetuate this situation by using it as a guideline and a bagis for its decision.
Arbitration thus constitutes, in relations between the developing countries snd trans-
national corporations, a framework conducive to maintaining and intensifying the extro-

version and ecanamic dislocation of the developing country.

2.3 Arbitration as an Instrument Promoting the Economic Dislocation and Extroversion of

the Developing Countries

It would appear from the above diserssio. .hat, because arhitration excludes the
competence of national jurisdictions, and bases itself largely on a system of foraign

rules, it can hardly promote introversion of the econamic effects of the contract.

1/ Cf. Isssd, M., op.ci*. TIssad writes that, of the 17 contracts between foreign companies
and Algerian enterprises that he examined, 11 stated that Algerian law was the law
applicable. But, we feel, it has also to be understood that, even when reference is
made to Algerian law, reference is made at the same time either to general principles

of law or to commercial and industrial practice. These references are sufficient in

the eyes of the arbitrators to an-ul or reduce the scope of local legislation.
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Thus, It will te difficult for artitration tc censider the activity coverel Yy the
.
zreract as an element in a naticnal eccrory under censtructicn.=—

A simrle examrle: Many contracts tetween transnational enterrrises and levelerirng
ccuntries srecify that the fereign company "shall five vreference, wherever rossitle, tco
ieccal raw materials and the services of lccal enterrrises.” The arrlicatiorn of this clause
is otvicusly irmportant ir order te spread the contract’'s investrment herefits throur-out the
country's economy. In this connecticn, the cantract arbtitrator, in case of ccnflict, shrnuld.
if %e ras a concern for the effect of tre investrent or econa:ic develcormer* | rinirise the
significance of questions relating to delivery deadlines and the prices of local products
ani services. But from the point of view of capitalist comrercial rractices, on which
artitrators tase their activities, deadlines and prices are essontial factors, outweighing
the lornp-term advantage which cdamestic industry wculd have devived from the use of its own
rroducts and services. Fror this peint of view, the impossibility for the artitrator tc
have an overall view of the rountry's cconomic develorrent nromotes a foreien investrent
practice that tends to isolate such investment from the rest of national economic and social
iife: this iIs a characteristic of a state of dislocation in a country's economy. Thus, the
arbitrator will not consider the developing country's intervention regarding taxes or finance.
surplies or the rate of procdiuction in terms of the need for self-reliant and increasingly
independent economic develovment. The arbitrator's reference model is based on snother
type of development, conceived elsewhere tnan in the country in whose camraigr sgainst
under-develcpment the ccntract must play a pert. From this point of view, even when the
contract includes & few clauses concerning the application of national law, arbitration

is an instrument guaranteeing extroversion of the investment by the transnationgl enterrrise.

Even when the arbitrator recognises that s clause in the contract establishes the
applicability of national law, reference to the meneral principles of law and practices
and usages of commerce or industry makes it possible to prevent the true application of the
laws of the developing country. Thus, even when the contract contains no guarantees or
privileges, the arbitrator will deduce them from Western principles and usezeg, This is
the method used by the arbitrators in the case Société europfenne d'Studec et d'entre-
prises versus the Yugoslav Government in deciding that currency devaluation shoul! not
affect the company: 'Ccnsidering that it was obviously the intention of the parties at
the time of concluding the contract, to stipulate equivalent economic compensation, and
further considering that, as the contract is an international one concluded without svecu-
lative intention, it can be nssumed, as has been judged, that the parties wished to a’.ow
for a devaluation guarantee, dbarring an explicit agreement tc the contrary, and that, in
addition, it would be in violation of good faith for the Government of a State having
ordered and received services to refuse to pay the true value and to wish to profit from

the considerable devaluation of the currency of payment."

1/ It is essential that this factor should be taken into account, as the developing
countries are constantly insisting in various forums. For example, the developing
countries have stressed the need to piace the study of every econamic issue in the
context of an overall view of the development process. See the records of the Sixth
and Seventh Special Sessions of the United Natlons General Assembly, 19Tk and 1975,
See also the Declaration and Plan of Action adopted at the Second General Conference
of UNIDO (lima), and the records of the fourth and fifth sessions of UNCTAD. 1In
particular, see the Arusha Programme prefared by the firoup of 77.
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In nther cases, the various clauses relating %o the rrivileres ctitained ty the foreien
cemrany are such that the arbitra‘tor can cenclude that the existence cf these clauses is
incamratitle with some legislative or regulatory asztion taken ty the develcrine country.

In a recent arbditraticn between tre il comrarnies and the Lityan “overrrcent, the sole
artitrator went so far as tc corsider that these clances rendered naticnalisation irreguvlar

37/
inder the centract.>

This award can be seen as a desrerate effort on the part of *he transnational erter-
prises to counter leg. -lative and regulatory action by the developing countries, and the
latest contribution of the arbitration institution towards stermines the tide of nationali-

sation.

For the sole arbitrator "national law ’in this instance, the principles of Libyan law)
can be raised to the level of international iaw. In other words, national law is incor-
perated into interrational law, as a body of substentive Jaw, i.e. by reason of its norma-
tive content, and it then becomes a set of rules applicatle by the international tribunal.
Its applicability is based not on the autamatic sovereignty of the contractings State, but
on the cormon will of the rarties. The national law of the contracting Ctate is thus
locked upon as lex contractus by incorporation.” In fact the rrofessor whor the scle
arbitrator cites exrresses this position tetter when he writes that "“the pr2sence in the
contract of a stipulation referring to the national law of the host country does not there-
fore necessarily mean that internationalisation arises out of the other characteristics of
the contract (and such is the case with most econamic developmant agreements) the contract
will still be iusi:zrnationalised, with national law applicable as reference law on the basis
of the choice of the parties, as authorised by the international law apvlicable to con-

tractual matters."”

Thus, according to this award, which expands on what was contained in germ in cther
awards, the investments of transnational companies are not seen primarily in the national
context of the host country despite the applicability of local law, but are eilevated to
the international level in such a way that they do not come under the sovereip .ty of the
host country. The consequence for the arbitrators is obvious: '"a developing country may

not resort to nat’ ation in order to annul the contract thus internationalised.”

The arbitrator doubtless does not contest the right of each state to nationalise, but
he considers that the contract which has been internationalised does not permit this right

to be exercised.a/

1/ Arbitration award of 19 January in the case TFXACO/CALACIATIC versus the Government of
Libya. See the text in the Journal du droit international, 1977, p. 350 et seq.

2/ The arbitrator considers that "th~ nationalising state may not {ignore the commitments
of the cont:-acting State'.



f

[—
r

"y

The artitrator could have noted trhat the state did not waive its right to naticnalise
destite the stabilisaticn of the centract, that a waiver of this riesht cannot te assumed
and that the reference to Libyan law strengthens the right of tiie state tc resort %o

rationalisation.

If cne considers that the existence of statilised and "internaticnalised” contracts
rares it illicit to resort to nationalisation, arbitration is virtually tantamount tc
rreohiviticn of most nationalisations relating to foreign interests in developing countries,

since these interests are always reflected in such contracts.

From the practice of nationalisation and its acceptance by all countries, including
the industrialised capitalist countries, the arbitrator could have concluded that a common
law rule had arisen according to which even when nationalisation takes place to terminate
a stabilised contract, this nationalisation is licit. It was precisely this that the oil
or industrisl companies admitted some years after the accession to sovereignty of the
former colonies.l! However, the arbitrator considers that this practice, which is favour-
able to nationalisation, is a simple fact "inspired by considerations of expediency”, which

should not influence law.

The arbitrator could also have used the resolutions of the United Nations General
Assembly relating to sovereignty over natural resources to demonstrate that, although
these resolutions dc not always constitute legal obligations, they indicate the current
trend in law and clarify the mearicg of existing law. The arbitrator, on the contrary,
points out thet, when some industrialised capitalist countries are not in agreement with

a resolution, it remains without legal force.

Lastly, the arbitrator could have considered that, since nationalisation is accepted
by international law, it cannot violate the contractual lepgal order even if the latter is

partially internationalised.

As it is designed and operates, arbitration between developiag countries and trans-
national companies definitely e&ppears to be an instrument in the service of the latter.
It is closely linked with the protection of the advantages a:.d privileges acquired under
investment contracts by the foreign companies in developing countries, Thus. il operates
as a legal instrument pramoting the econumic dislocation and extroversion of the deve-

loping country and 3o is a factor in the legal prolongation of econcmie dependence,

Only the exclusive application of national laws and competence of the ordinary legal
organg of the host country constitutes a true solution in keeping with the principle of
the sovereign equality of states, as developed in, and since the adoption of, the Charter
of the United Nations.

1/ The United States or French companies nationalised in Algeria did not contest the
nationalisation measures before an arbitral tribunal. The right to nationalise is
recognised by all state, as a principle of international law. Only indemnification

i{s aubject to discussion. See the three studies devoted to these matters by Feuer, G.,
Kamitatou, M. and Wodier, F. in Drofit international et développement, op.cit.

———— )
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v+ It shcull te rossitle te revlace interratirral artitral tritunals by

unals comresed of nationalzs selected Trem outside tle central sovernrmen®
iministraticn ard national cerreraticns,  “ne ceuld even imarine that srecialists from
ctbior dountries micht acsist these tritunals in a consultative capacity. At the outset,
these national arbitrators could be chosen on an ad hoc tasis bty each of the parties, but
it wculd te rreferatle tc orcanise naticnal artitral tritunals svecialisine in development
~atters. These specialists could be recruited by a normination authority convened by the

varties.

in this connection, UNITO, as repards industrialisation, ar sther orgsnisations
cf the United liations system, each in its own field, could nlay an .aportant and useful
role. For example, the Fxecutive Director of UNIDO could, where aprropriate, be the
norinating authority, and UNIDO could, in its field, nerform the role played by the Inter-

national Chamber of Cormerce with regard to arbitration.
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SUMMAPRY

In spite of the economic, social and political rrobleuws encountered with the activi-
ties of foreign comnanies in develoving co'ntries, it is generally agreed that Private
Foreign Direct Investment (PFDI) is indispensabtle for :-apid and equitable expansion of
industrial production ir the developing worid. At present, however, the grour of the
lowv-ircome countries with per capita incomes below US ¢ 250 and an aggregate ponulation
of more than 1.2 billion has little chance to obtein significant amounts of PFDI. The
large multinational corpsrations, vhich dominate international investment business, are
neither appropriate for low-income developing countries, becauses of their sophisticated
technology and large-scale production, nor inclined to invest in these countries, because
the markets are too small. There is, therefore, an urgent need to mobilise small and
medium-sized PFDI from the industrial countries and the semi-industrialised developing

countries and to direct it to the low-income develoving countries,

Although substantial latent interest exists in such investments among small producers
in the more advanced countries, only few investments are actually made beaause the political
and economic risks are considered too high. The host countries, on the other hand, still
prefer large investors, because they think small investors ¢ffer less chance of achieving

success.

The policy problem, therefor2, is to re’uce the risk on both sides, in order to make
such investments mutually attractive and to assure a development-promoting perforuance.
It can be sclved through tripartite co-operation among the home governments, the host
governments and a politically neutral international agency. Major elements of & corres-

ponding nolicy package, as proposed here, are:

- comprehensive investment guarantees, including a guarunteed minimum rate

of return, by home governments for approved projects of smal' producers;

- a thorough project evaluation, involving both governments and the inter-

national agency;
- performance guarantees by home governments for its investors;

- a cpecial fund to back the investment guarantees for PFDI from semi-

industrialised developing countries.

It is expected that th» propcsal’'s implementation will not only significantly increase
incomes and ei ployment in the host countries, but also support small companics, thereby
preserving jobs in home countries. In the long run, debt relief and uncontrollable forms
of aid can become obsolete. The proposal, therefore, is in the interest of all parties

conc~rned and, as such, should be politically acceptable.
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CHAPTER 1: INTRODUCTION

An important elemept of the New International Economic Order (NIEN) is the rapid
expansion of industrialisation in the developing countries. The UNIDO conference held
in Lima in March 1975 set the target for the share of Third World countries in world
industrial produstion at 25% for the year 2000. There is general agreement that the
attainment of this target requires cluse co-operation between developing and industrialised
countries. In particular, i{ has been r2alised that Private Foreign Direct Investment
(PFDI) has to play an important role in this co-operstion, because it is one of the major
mechanisms by which real capital, technologies and managerial knov-hov are transferred
from the industrialised countries to the developing countries. FPFDI benefits are accom-
panied by certain costs which not only imply an exploitation of the host country's human
and physical resources but may also seriously impede the attainment of major development
goals. The conclusion to be dravn from past experience is that policies are needed
vhich, on the one hand, contain and enlarge the stream of benefits resulting from PFDI
and on the other, minimise their social costs.
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CEAPTER 2: TOWARD AN EQUITABLE EXPANCION OF INDUCTRY IN THE DEVELOPING WORLD

In the past, most PFDI went to .. small group of semi-industrialised developing
countries. This PFDI originated maiily fror multinational corvorations. Their tremen-—
dous power created economic and pol.tical problems. To cope with these problems, most
of the malor host countries developed control mechanisms and an impressive administrative
capability to channel and control PFDI according to the country's development goals.

The foreign corporations, on the other hand, have demonstrated substantial flexibility in
adjusting to the demands of host countries. The important lesson that may be drawn from
this experience s that developing countries can, indeed, derive substantial benefits from

PFDI without incurring the high social costs observed in the past.

The industrialisation cbjective laid down in the Lima declaration can be re.ched
only be expanding industrial production to all developing countries. However, the present
trend of manutacturing PFDI strongly favours the semi-industrialised countries and almost
entirely neglects the low-income countries. Without approoriate policies, it can be
expected that industrialisation will accelerate in the former whereas the latter will
lag behind. A polarisation mey develop among developing countriis similar to that now
existing hetween developed and developing countries. To prevent such division, it is
of utmost importance to identify tne factors which have led to the heavy concentration
of PFDI in the more advanced developing countries and to design policies which would give

the hithertc neglected countries an equitable chance to obtain PFDI.

2.1 The Problem of Concentration

The factors causing the concentration are to be sought in the economic nature or pre-
vailing manufacturing PFDI an® the economic characteristics of the host countries.
Traditionally, these PFDI are undiertaken by large, mostly multinational corporations.
Their technology and marketing are geared toward relatively large markets, which, outside
the industrialised world, are found only in the more advanced developing countries. It
follows, that the traditional manuracturing PFDI might neither find low-income countries

attractive, vecause of market size, nor be appropriate for these countries,

The more recent species of export-processing PFDI is quantitatively much less
important. Most of these investments come also from multinational corporations which
reduce their production costs by farming out labcur-intensive production to low-wage
countries. Here again, a ~nncentration is visible in more advanced developing c. intries

with disciplined and skilled labour force.
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The Type of TDI Needed for lLow-Income Countries

ny
(5]

Much more suitable for the economic conditions of low-income develoving countries
are investments from smaller and medium-sized companies., The reasons can De rougnhly

sketched as follows:

- Smaller companies are used to produce efficiently at competitive cosirc
for relatively small markets, such as those existing in low-income

countries.

- Their technologies are less capital-intensive, trerefore emobloying
more labour; and their production and marketing process is admini-
stratively less sophisticated, therefore requiring lower organisational

and meanageriel skills.

- The lower capital and skill intensities facilitate the training of local
personnel, the control of the operation by host country government insti-
tutions, integration into the domestic economy and, later on, a transfer

of ownership and management to citizens of the host country.

These PFDI characteristics of smaller companies give them a clear advantage from the

point of view of the host country over large-corporations PFDI.

Fortunately, interest in PFDI in developing countries has increasea recently among the
smaller companies of the industrialised countries, probably because of adjustment problems
the companies face in their home countries. However, it is quite obvious that, without
internationally co-ordinated policies, these companies will follow large corvorations

into the semi-industrialised countries.

In addition to such North-South movement, there are sians of a pledging, but rapidly
growing, Sonth-Ccuth investment of small or medium scale. Here again, however, the
tendency seems to be that the more advanced developing countries are =<trongly preferred as

investment locations.
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The heavy concentration of prevailing PFDI and the potential small and medium-sized
investments raise a policy problem: how can lov-income ccuntries improve their chances
of attracting these investments? Of course, PFDI cannot be lured to the iov-income
countries at any cost. It is important that policies both attract PFDI and assure a
satisfactory performance. It would be a sad commeatary if the low-income countries would
have to repeat the painful lessons of che more advanced developing countries, instead of
benefiting from their experience and designing policies which assure performance in accor-
dance with the host country's development goals. This target can, however, only be met
if policies are developed and executed in close co-operation between home countries and

host countries. The following sections outline what such a co-operatior might be.

The guiding principle of the proposal is that it must b politically feasible and
stable, a goal that onl' can be achieved if the policy package is appeeling to all parties
concerned. Before outliniig the major elements of the proposal. it may, therefore, be

useful to explore possible positive interests of th> parties invo. cd.

3.1 Interest of the Investors

For an investor, the attractiveness of PFDI in low-income developing countries depends
on the expected rate of return and the risk involved. The traditional approach used to
attract PFDI to developing coun:iries has been the assurance of high rates of return
through excessive incentives in order to rvercompensate the investor’'s risk. This
system has worked reasonably well for large-scale PFDI, however inefficient and irrational

it may be.

Any incentive system of a host country that provides high profits for FFDI can be
understood as a subsidy of foreign investors at the axpense of the host country. A
subsidy by the poorest of the developing ccuntries does not appear justified on any
economic or ethical ground. It is simply i-rational that home country companies receive
a subsidy from host countries which is paid indirectly by the home country government's
aid and debt relief. It appears tc be much umore rational and efficient for the home
country government to carry the subsidy right from the beginning; the host country is
not later on humilated because it becomes dependent on the good-will and charity of

the home country.



Apart from this meneral o>lection, it arpears quite likely that the old system will
not work for small-scale PFDI, because small-scale PTDI has a different risk structure.
If an invesciment of a large corcoration in a developine country fails, the lossec incurred
usually can be talanced agaiast trofits from other projects, because the project accounts
fcr cnly a small rercentage of the entire investment budget. In small comranies, an
investment in a developing country fregquently absorbs such a2 substantial proportion of
the available investment budget that a failure endangers the survival of the company. An
expected high rate of return, therefore, can hardly compensate ri.k considerations. It
fcllows that policies which intend to make such FFDI attractive primarily have to reduce

the risk element.

3.2 Interest of the rHost Country

The host country's interest is to obtain at low social costs PFDI which would help
reach the country's development goals. The hest country also faces the risks that the
foreign investment is either more costly or less beneficial than expected or that it
fails altogether. It appears that the latter is more feared by manv developing countries
than the former because of possible consequential damages for complementary investment
projects. It has been argued that the failure of an investment prcject in a develapinz
country is much more damagineg to the entire economy and the executicn of the development
plan than in an industrialised country where one investment is only a negligible 2lement

of a large multitude of investment rrojects.

Host countries suspect thet PFDI from small and medium-.ized companies of the in-
dustrialised countries is le.s certain to succeeu thah PFDI from large corporations. It
probably has to be conceded that this apprehension is not entirely unjust’fied, because
small companies are less experieuaced in the international investment busiiess and have
not the financial backing of large c., orations which can sus*ain a longer less period
in a particular project. Hence, small-scale PFD1 will only bezome as attractive to the
low-income countries as their large-scale counterparts, if the risk of failure is reduced.
A policy package can actually make these investments more attractive, because, as outlined
above, they are more appropriate for this type of countries. Up to now, the lack of

experience with these investments has hindered the understanding of their potential benefits.

3.3 Interest of the Home Country

The interest of the home country is somewhat different. On the one hand, there is
substantial concern in hcme countries about the increasing concentraticn of monopoly
pover in the hands of a few largc corporations. Most industrialised countries, th-orefore,
have designed policies to assist the smaller rom,unies in their struggle for survival

ageinst the large corporations. All these schemes have a number of subsidy elements.

H
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Policies for FFLI of smaller cuompranies in low-income countries designed to sirengthen
the chances of the companies' survival will clearly be in the interest of the home country.
Tt may eventually even make ®unds obsolete which are present:y used for subsidising these

companies.

Another concern in home countries is the recent practice of yxranting debt relief and
certain forms of programme aid. There seems to te no control over efficient utilisstion
of these transfers. Whether or not these concerns are justified is not to be discussed
here. If & policy package for small-scale PFDI could help to reduce the reed fcr debt
relief and uncorntrollable forms of aid, this will certainly be in the interest of home

country governments.
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CHATTER L: MAIN ELIMENTS OF TEE POLICY PACKAGE

Grovwing out of *he interests of the sbove parties is the followins rrovosal for the

vromotion of small-scale PFDI in low-income developing countries:

- FReduce the risk of the small investor by granting him a comprehensive

guarsntee of his investment and a minimum rate of return.

- Reduce the risk of the host country by carefully selecting and screciling
Frojects as well as investors through a pclitically neutral international

agency.

- Assure an adequate performance of the investments through participation of
home country governments in the screening process and the monitoring of
projec’s, as well as through performance guarantees provided by the home

country governments.
It must be emphasised that this proposal makes sense only as & package and that
objections which obviously could ce raised against individusl elements do not necessarily

hold against the package as a whole.

4.1 Risk Reduction for the Investor

With —egard to *he risk of the investor, it may be argued that all home country
governments already prcvide investment insurance schemes which sufficiently cover invest-
m.nt risk. However, up to nc¥ all these schemes cover only political risk and not economic
risk. =x political ris¥ coverage is sufficient for large corvorations but not for small
companies. The latter need, for the reasons already mentioned, an economic risk coverage.
Otherwise they will invest only in countries where long and extensive investment activity

of the large corporations makes the economic risks look small.

Another objection could be that economic risk coverage by the home coun’ry government
transfers all the risk to the government and thus induces investors to venture intc all
kinds of risky projJects, without sufficient economic justification. This certainly is a
valid objection which, however, can be eliminated by giving the home country government
a decisive role in selecting and monitoring the projects executed by its investors.
Administratively, this task may be delegated to a special national agency which co-operates
with an international agency as specified below. 1In addition, it may be noted that the
proposal barely differs from the established practice of giving grants and providing
cdebt relief. If the grants or the loans are understood as provision of finance for
(unspecified) investments which neivher carry profit for, nor are repaid to, the oripinal
supplier of finance, this is equivalent to a complete risk carrying by the respective

government.
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uarartee ¢f a cinimum rate of return lowers the small investor's risk of tying a

H
9]

a'or ¢

rtion of his investment budget to votentially unprofitable projects. 1It, therefore,

1%}

ay effectively encourage the investor to undertake a vro'‘ect in a less develcred co:untry
instead of investing in more advanced develorineg countries where a2 satisfactory rate of
retyrn aprears more likely. However. the concept of a guaranteed minimum rate of return
could alsc encourter two major problems which must be carefully considered before it 1is
implemented: (i) a government-guaranteed income for capitsl owners may raise oblections
‘roz labour rerresentatives of the home countrr; (ii) the investors could gain an unfaeir

advantage vis-a-vis local competitors in the host country.

Objections from labour representatives are likely to arise mainly if the rate of
return aprtears to be excessive, because this may have adverse distributional consegquences.
However, it is not to be expected that such excessive rates will be agreed on by the hcme
country's 24ministration. Where objections are raised, they have to be settied in
negotiations. The problem of unfair competition is basically more serious, but probably
not very relevant in oractice. First, the host country government as well as the inter-
nationai agency will hardly propose projects for fereign investors if local produ.ers
exist, ard second, wi'h the type of local production existing in low income countries
(mainly hand.craft type of activities), competition between local producers and foreign
investors will be rare. The official institutions involved in project selection must

ascure that foreign investors do not compete with but strictly complement local producers.

L.2 Risk Reduction for the Eost Country

If the selection and monitoring of projects are comb'ned with a select:on of appro-
priate and reliable companies, the reluctance of host country governments vis-a-vis PFDI
from smaller companies is also mitigated. The selection process, however, must actively
involve an international egency which is considered neutral by the host country. Host
governments certainly will fear that national agencies of the home countries are politically
biased. The ir- :lvement o! an international agency, therefore, becomes imperative. The
policy package, then, has to be embodied institutionally in the host country government,
in the home country government and in an international agency which the hcet countries
consider neutral. In this framework the provision of guarantees by home countries for
the performance of their investors would not only significantly help to reduce the host

country's risk, but would also become politically acceptable.

4.3 Performance Guarantees

The proposed selection and monitoring process should not only avoid investment
feilures, but also assure that the performance of the investing companies is satisfactory.
This implies, first, that the investment contributes to the achievement of the host
country's development goals (poel performance), second, that the expected contribution
i~ clearlr expressed in the contract between the host country and the foreign investor

and, third, that the investor honours contract terms {contract performance).




An imrortant conditi fcr a satisfactory goal rerformance is that PFDI takes place
ir aprrocriate rrefects with the arpropriate technolezy. Fast disappreintments with FFUI
roal verformance mainly stem from the lack of adequate policies and control mechanisms
by which aprropriate PFDI is selected and channelled accordings to the host country's
develorment rriorities. By establishing a thorough selection process and a careful

nonitoring for PFDI, the present proposal can be expected tn avoid this problem.

For the same reason. contract non-performance will rarely occur. The major cause of
most contract non-performances, an unresolved conflict between the interes%s of the in-
vestor and those of the host country, is practically non-existent ir the proposed scheme.
With a guaranteed minimum rate of return, the investor has nc strong motivation to deviate
from agreed contract terms, even 1f unexpected changes of economic data or host country

policies threaten to invalidate his rentability calculation.

If the hom~ country govermment is involved initially in the processes of project
selection and evaluation and if the iikelinood of non-performance of its investors is
low, it is in a position to guarantee the performance. The proposal, therefore, helps
pe. formance guarantees by home countries make sense., Thic clearly is a very important

aspect of the proposal.

L.b Possible Objectinns by Home Countries

It could be argued that the proposal cannot be in the interest of the home country,
because PFDI of the smaller companies will have significant negative employment erfects
in the home country, particularly in branches and regions where structural problems

already abound. This proposition appears incorrect for the followin -easons:

First, the subsidies would keep companies in existence which otherwise mey have dis-
appeared. Second, PFDI is certain to genzrate exports, particularly capital goods, from
the home country which cannot be produced in the host country. Third, exports from
affiliates established in low-incoue countries to the home country are unlikely to gain
any significant importance, as the so-called "run-away industries"” are typically going
to intermeidate-income countries. In fact, the United States Overseas Private Investment
Corporation (OPIC) has estimated that the projects it insured between 1974 and 1977 have
not only helped to maintein Jobs in the Unit:d States, but created an additional 37,500
jobs in the United States. This, of course, is mainly explained by che tact that OPIC
was urged by the US Congress in 1974 to concuntrate its activities in countr 'es below
the $ 450 income level, and that the respective projects mainly serve the domestic needs

of these countries.
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The proposed appreach seems, therefore, to be attractive to deve uping countries as
wvell as developed countries. The good experience OPIC has had with its recent concentration
on low-income countries arvl its complementary financ =g of such projects at favourable

terms suggests that the proposed approach could be successful.
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TPE s A TRIDASRTI CO-QPEFATICON

Smooth imrlementation and oreraticn of the policy package require close co-creraticn
among the three pa-ties invelved: the host country government, the home country govern-
ment, and the international agency. The co-oreration will be, if the tasks of esch party

are defined.

5.1 Tasks of the Host Country

lthough there are several interests involved, the interest of the host country to
further its economic development should have priority. The host country, therefore, has
to establish a number of counditionr which assure that the development oblectives are met.
It further should spell out in detail any regulation it wants to impose on PFLI so that
the projects can be properly evaluated. It appears that the following tasks would be

an indispensable contribution by the host govermment to the policy package:

First, the host country governm- nt establish's, or enlarges, the resporsibility of a

national investment agency, which is in charge of the execution of the proposed programme.

Second, it specifies what development priorities are a precondition for identifying

suitable projects.

Third, it provides investment guara.tees against outright and creeping exprovriation.
Although this is of no imp -tance to the investor, whcse risk is fully covered by the home
government, it will serve to create a good investment climat: and encourage the home

government to implement the progr mme forcefully.

Fourth, the national agency establishes a project pipeline. This can be decne in co-
operation with the internatinnal agency, which in turn can request technical assistance

from the hone countries.

Fifth, it establishes and monitors, through the international agency, contacts with

the foreign investors.

Sixth, it assists in creating contacts between foreign investors and potential domestic

participants.

Seventh, it specifies in detail the conditions for capital transfer and repatriation,
profits repatriation and reinvestment, impo.'t of raw materials and capital goods, export
of products, and utilisation of domestic resources (labour, domestic capital, natural

resources).

Eighth, it gives the final approval for all PFDIs which are implemented.
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.. 7Aaszf ol the International Agency

“he success of the policy package essentially will depend on how strongly it is

surrorted bty the international agency. The agency's tasks will be the following:

First, the international agency propagates in low-income developing countries the
1dentification of development priorities and the establishment of project pipelines and

genercusly provides technical assistance fo. this purpose.

Second, it smoothly processes project oroposals from the developing ccuntries and
forwards them, together with its evaluation, to the respective agencies of the home

countries.

Third, it actively co-operates in the selection of suitable investors.

Fourth, it provides loans to investors for projects which heve been approved by the
agency itself and the home country. The loans should be provided at normal market con-
ditiorns and financed from funds raised on the capital markets of the developed countries.
Becuuse of the guarantee by the home country government, financial losses due to derlault

cf debtors cannot occur.

Fifth, it endorses a performance guarantee to the host country for those projects

for which it cbtained an equivalent guarantee from the respective home country.

Sixth, it endorses investment guarantees by the host country for approved PFDI.

A}
Loe)

Tasks of the Home Country

The tasks of .he hore country can be described as follows:

First, the home country government establishes or enlarges the rzspensibility of a
national investmeni agency which represents the home country's interest in the execution

of the policy package.

Second, it gives a performance guarantee vis-a-vis the international agency for
those investment proposals by private companies which have been approved by the home

country's spency.

Third, it prcvides a comprehensive guarantee to the investor on his invested capital
and for a specified minimum rate of return. This guarantee may be tied to certain exe-
cution rules and accounting procedures on *he side of the invegtor which the nationali

agency may stipulate.
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Fourth, the natiocnal agency evaluates and aprroves pro'ects proposed ty the host

country and approved by the internaticnal agency.

Fifth, it disseminates information on approved projects to potential iInvestors.
Sixth, it evaluates responses by investors and forwards the responses with its
comments to the international sgency, which in turn forwards them to the host country for

selection.

Seventh, it gives technical assistance tc the international agency if regquired.

5.k Special Regulatioms for South/South Investment

The proposed role of home countries is unlikely to be played as well in developing
countries as in developed coun.ries. Special regulations, therefore, must be spec’liel
for South/South investment. These refer mainly to guarantees provided by the rume country
government. It is unlikely that a developing home country can ejual a developed home
country in far-reaching investment guarantees to its investors and performance guarantees.
However, if these guarantees are not provided, investments from developing countries

would be at a tremendous disadvantage vis-é-vis those from developed countries.

To avoid this, it appears advisable to establish a special fund, financed primarily
by industrialised countries, which backs up guarantees for investments from the developing
countries. The fund would be administered by a small professional staff, which would
assume the above-described responsibilities of the home country's national agency for the
investments. The staff should be involved in the project approval and able to veto
rrojects, because the responsibility for approval and comprehensive guarantees cannot
be separated. Any developing country would, of course. tc free to choose the same pro-
cedure as has been described for industrialised countries, i.e to guarantee on its own

PFDI undertaken by its citizens.
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CHAPTER <: TEHEE INSTITUTICNAL SETTING

PSS -

Institutional a-rangements in the field of international investment are difficult
to establish, as the unsuccessful attempt *o create an International Investment Insurance
Agency amply demorstrates. Eowever, the outlook may be less discouraging, if one deals
vith an entire set of policies, where it is easier to balance out the benefits accruing

to different participants, than if one deals only with une particular policy measure.

Benefits of the proposed poliicy package will accrue at different times for the host
countries and home countries. Whereas the former are likely to derive immediate benefits,
the latter will have to pay the vosts in the beginning and derive the benefits only later
on. This suggests that ine institutions entrusted with the implementation of the policies
should have extended missions. Ad hoc commi~sions certainly could not do the job. The
personnel required for project selection and evaluation, furthermore, can only be built

up over time.

As several international institutions already are involved in comparable activities,

it is reasonable to ask, whether any of them could adopt the task.

Since the adoption of the Lima Declaration and Plan of Action, the responsibilities
of UNIDO in the field of industrialisation of the developing countries have been sub-
stantially enlarged, thereby well equipping UNIDO, in principle, to execute the proposed
programme. Existiig financing institutions, such as the World Bank, are nct in a position
to handle projlects heavy subsidised by individual home governments. Another problem in

such ingtitutinne is aun unequal voting power which violates the neutrality principle.

A precondition for a successful implementation of the proposed programme would,
therefore, be that the voting power in the institution is equally divided opetween home
countries and host countries, possibly with a veto right for the majority of each group.
Only equal participation can assure that no one feels dominated or overruled and that

the policies are smoothly implemented without unproductive ideological confrontation.
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The malor foal of the croposed volicy Tackage is to remove the low-'ncome ccuntries
from the low-level equilibrium trap. It is hoped that the widening of disparities between
the low-income countries and the industriaiised and develoring countries can be ended

and eventually be reversed.

In assessing the benefits, one may concentrate, therefore, primarily on income and
employment creation in the host ccuntries, with the expectation that selection cf suitable

projects will pruvide positive distribution.

The costs of the package may be estimated in terms of the budget supplied by the home
countries. This is, of course, a short-term calculstion, as it neglects all benefits
vhich accrue to the home countries in the long run through the conservation of Jobs,

increased exports and the supply of raw materials.

For the sake of simplicity, the estimation c¢. custs and benefits is given for the
group of low-income countries as defined by the World Bank. Total gross nationsl product
of this group amounted in 1976 to roughly US $ 200 billion. Assuming an increase of invest-
ment as a share of GDP of, alternatively, 5 and 10 percentage points, what usually is
considered to be required for the achievement of a significant ascceleration of income
growth, the additional investment would come respectively to US $ 10 end US $ 20 billion
annually. If one assumes a "loss rate” of 20 per cent, which would have to be covered
by the home countries, this amounts respectively to US $ 3 and US $ 6 per inhabitant of
the industrialised coun*ries or respectively 0.05 and 0.1 per cent of those countries’
Gross National Product. The quality of the prolect management probably will increase
through experience and soon reduce the loss rate. In the long run, the debt relief now

granted to the poorest countries would largely become urnecessary.

Yith an assumed capital-output ratio between 3 and L, assuming that the PFDI will not
be highly capital-intensive, the average increase in the annual real rate of growth will

range frcm 1.3 to 2.5 percentage points.

This would significantly contribute to the lowering of the disparities tetween tiese
countries and the rest of the world. With per capita growth rates more than doubling,
it would also be a significant improvement for the masses of the population in these

countries, provided the projects are accordingly selected.

The direct employment effect would also be suhstantial. Assuming that on average one

Job could be created for every UG 3 15,000,3/ the annual job creation would range between

600,000 and 1,200,000. This may not sound much in view of the high rates of un- and
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underemplcyment in these countries. Eowever, if one considers that ZFDI is likely to

have indirect effects on the rest of the economy and that US $ 15,000 per Job created is
already a fairly high figure, total annual employrment creation could be in the range cf

2 million to L million jebs. Over a period of 10 years, this could mean ur to 49 miliion
Jobs. In view of an International Labour Office projlection in whkich annual employrent
creation has to be at least 2 million jcbs, if the present unemplcyment situation in the
developing countries should not deteriorate, the proposed programme appears to meke a very

significant contribulion indeed.
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INTRODUCTION

The Marxist-Lerinist economics reccgnises that foreign economic relations, including
the machinery import, are a major factor in efficient economic growth. The Soviet Union
from the beginning has relied on its own national resources, but as the XXV CP3U has
stressed, develomment in any country today increasingly employs an international division

of labour.

Possessing R + D and industrial capacities, the USSR has become a large exporter of
machinery and equipment, particularly to socialist and developing countries. Macro-
economically, the foreign inputs rlay only a supplementary role in our development process.
Nevertheless, we need a window to the world technological innovations and do import foreign
..achinery and complete plants, if these offer new or unique technology, may support
domestic technoiogical efforts or save time and production costs. The imported hardware
and software modernise domestic enterprises, set up new ‘'roduction lines, strengthen cur
own export sector. The Soviet impcrt plans and state technological policy take into account

advanced technologies emerging abroad.

To be more specific, the purchases of machinery and equipment, always the main item
on the Soviet import list during the post-war years amounted to about Rbs. 75.2 billion;
machinery parts equalled about 1/8 of USSR imports in 1971 and 1975 and are now about
16 to 18 per cent.

Principal import sources are the socialist countries, members of the Council for
Mutual Economic Assistance (CMEA). However, because of our growing foreign trade and the
climate of detente, about onme thi.d >f the imported machinery now originates in the
developed market economies. Sovie: buyers and foreign trade organisations (FTOs) have
gained much experience in managing purchases from abroad and defending their interests.
Such experience enables us to improve the Soviet import plenning and negotiating technique.
The experience may also have international significance, particularly for the developing
countries, which, although major importers of machinery and equipment from the West, lack
enough bargaining power and are, consequently, fighting for restructuring the inter-

national economic relations on a fair and democratic basis.

Therefore, the main purpose of this study, prepared on the request of the UNIDO
Secretariat, is to gather and to analyse the Soviet experience particularly as it could
be applied by developing countries. For this purpose, the study ends vith a number of
recommendations, put forward by the author in his personal capacity and cross rcferenced

with the relevant aspects of the Soviet practices described in the main part of *he text.
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CHAPTER 1: THE SOVIET MACEINERY IMPORT FROM THE WEST: RZGIME, PLANNING AND VAVAGE)’E..E
The USSR policy of machinery import is to achieve the maximum, multidimensional

effect for our ecoromy and, simulteneously, to accommodate the commercial interests of

our pariners through mutually beneficial contracts. These intentions can be realised,

novever, only if equal and falr external environment exists for such trade, its efficient

olanning and skillful management. To thut end, the USSR relies on the planned development

within her own territory, the monopoly of foreign trade on its borders and the continuing

efforts of its diplomacy simed at the legalising in the international trade such principles

as the equality, mutual benefits and non-discrimination, ech.,ed today in iemands of

developing countries for a New International Fconomic Crder (NIEQ).

1.1 The Soviet Experience in Ensuring the Equal and Fair Regime for Trade

The Soviet Union easily understands the desire for r NIEC because as the first
racialist country, it challenged an old economic order. During most of its history, the
USSR war treated by many Western countries as an anrmel:, unentitled to enjoy normal irade
policy and commercial conditions. The Soviet economic ¢ plomary has managed to nermalise
this situatior to the large extent, but discrimination still exists. NATO countries, for
example, prohibit the export of some research-intensive products and relsted technology to
the USGR, depriving us of most favoured nation treatment. Extra non-tariff barriers are

applied specifically to the Soviet exports; credit and sdministrative restrictions exist.

Being elone in such unfavourable environment, che USSR has had practically no chances
to protect its interests in the framework of the multilateral trade policy. Nor could
we afford to associate ocurselves with many of the international trade and monetary
organisations or agreements designed to serve the narket economy dominated by the
Western countries and protecting the old, non-democratic world order. This is why our
instruments to cope with foreign trade problems were and still are predominantly bilateral,
i.e. aimed at avoiding confrontation with the Western countries as a group (its common
position usually that of its extreme members). Dealing with them on the country-by-
coun*try basis has helped achieve bilateral breakthroughs and make such advancements more
videly acknowledged norms. This eppreoact has then been shared by other socialist

countries (see recommzndation 5).

Initially, these instruments were traditional bilateral trade and navigation treaties,
regulating only the general regime for mutual trade. However, from ‘he beginning, they
included some innovations, reflecting the specific modalities of our external e:onomic
relations, primarily the state-trading, and thus provided the Soviet FTOs with the legal

basis tc be the parties to the foreign trade transactions.l/

1/ Two principal innovations are legalising the state trading organisations as the full-
fledged contractual partners and the unders.anding to allow USSR trade representations
in respective countries. Their functions include contacts with local authorities and

|
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However, the tasks of our intergovernmental treaties are not limitea to ensuring
Juridical equality for the state-t-ading organisations. In the plaaned ecounomy, these
treaties are the external arms of our planning, designated to expand and to diversify our
foreign economic relations in accordance with national goals aad priorities. This is
particularly true in the case of the new generation of these instrments, namely the
long-term agreements on trade, economic, industrial and technological co-orersation and
the long-term implementation programmes. Detente and the continued normal.sation of East/
West trade conditions have allowed the instiuments in their regulatory aspects to extend
th~» sdvanced forms of co-operation, previously used only within the CMEA. Because agree-
ments are made with our series of five-year plans in mind, they serve as a "blueprint’

for subsequent contracting (see recommendsation 5).

Their successful implementation has clearly shown that it is simply impossible today
to be a major Soviet trade partner without such an agreement and progra:m=, particularly
in machinery trade.l/ The Western officials and businessmen give these declarations of
intcntions serious considerations before being convinced that the egreements {programmes)
may be properly realised subject to the mutual good will. Consequently, we can achieve
more progress in bilateral (and as a cumulative effect in overall) normalisation of East/
West trade. In a -ray, it contributes to our bargaining power cn the contractual level as
well, since many corporations (particularly those having corporate plausing) are eager to
avoid uncertainty and a lack of predictability, dominating many sectors of the volatile
wvorld market today (see recommendation 2). The other lesson is that corporations from
countries pursuing the most restrictive policy towards the USSR are unable to compete in
the Soviet market. For example, sir-e the adoption of discriminatory trade legislation
in 197L, US corporations have lost the Soviet orders of more than Rbs. 3 billion, which

have been redirected, on a competitive basis, to Western Europe and Japan.

Under the climate of détente, the USSR is also progressively involved in multilateral
diplomrey with a view to normalising international trade as well as %o protecting our
regional and global interest. The Conference on the Security and Co-operation in Europe,

which culminated in the Ilelsinki Act and the subsequent meeting i. Belgrade stands as proof.

direct contacts with local enterprize<,6 the .nspection &nd acceptance of the products
to be shipped to the USSR, dispute settlement:, market research, trade promotion.

The representations are established now in 70 foreign countries. In 32 other countries
their tasks are performed by the offices of the Commercial Counsellors within the
Soviet Embassies and protect our national economic interests abroad accordingly. Nowa-
days, wvhen the state-trading is no more an anonaly but the paradigm of the modern
trading process, such practice deserves attention (see recommendation 3).

1/ For example, each Soviet-French long-term agreement concluded for the periods 1966
to 1970 and 1971 to 1975 stipulated the doubling of trade turnovers which were over-
fulfilied. In 1975 to 1979 it wvas intended to increase the mutual trade again by two
and, if posgible, three timeg; this is now close to the reality. The USSR and Finland
have more than 25 years of experience in s..ch co-ordinated trade and their long-.erm
programme until 1990 stipulates the grow.n in the mutual trade increases Rbs. 9 billion
from 1975 to 1980 (actually it is expected to be Rbs. 10 billion), Rbs. 12 billion
from 1981 to 1985 and Rbs. 1h to 16 billion from 1986 to 1990. Similer agreements
(programmes) are in force with sucn countries as the United Kingdom, the FRG, Italy,
Austria , Belgium and Luxembourg.

— —— )
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The Act has legalised and opened new avenues for long-term, large-scale business co-

operation on both bilateral and multilateral bases, with due regard to the interests of
deve ~ping «ountries. The USSP is among the suppoiters of a restructuring of the inter-
national economic relations cn a fair and democratic basis and actively collaborates to

this end with the developing countries within the United Hations.l/

It ought to be clearly stressed, however, as important as diplomacy is, the foundations
of USSR's pursuit of equality and non-discrimination are our own developed and diversified
economy and the socialist economic integration within the CMEA. In particular, after the
ban to expo.+t modern computers to the socialist countries, CMEA developed iis own technology,
embodied in the z~mputers of the "RYAD" family. After Ford Motors' refusal to be the
general contractor for the Kama heavy truck complex, the engineering services were per-
formed by the Soviet institues Giproeutoprom and Giprodvigatel. US equipmen® has been
partly replaced by other sources, including domestic (see recommendations 1, 7). Finally,
the Soviet 1arket, stable and free from cyclical fluctuations, alweys generates the keen
competition among would-be suppliers which provide us with some bargaining trade-offs. In
other words, the USSR, initially economically weak and politically isolated, has managed to
create the reliable combination of domestic economic strength and an external legal and
operational base which enables us to normalise the lerms and conditions for our partici-
pation in the internstional trade and to influence restructuring of the existing multi-

lateral commercial policy in accordance with the realities of the contemporary world.

1.2 The Import Plans: Formulation and Implementation

The foreign trade relations in the USSR are the state monopoly. Introduced over 60
years ago, the monopoly has been further consolidated and enhanced in the new USSR
Constitution, adopted in 1977. This means that all overseas business affairs are cen-
trally planned and subjected to tiic national goals and priorities. This means also that,
although many economic issues in the USSR are regulated by the legislations of the indivi-
dual Soviet reputlics, the forms of the foreign trede transactions and the procedure for
concluding and implementing them is determired by the legislation of the USSR, i.e. all-

union law {see recommendation 5).

Finally, this means that all transactions witn foreign markets are concentrated in
the hands of the specialigsed organisations, FTOs which act as the merchant commissioners
under instructions of the Soviet customers (u. .ally all-union or Republic industrial
ministries or organisations) and the supervisions of the authorisedé governmental bodi.:s.
Specifieally, the FTOs dealing with machinery imports belong L. the syztem of the USSR
Ministry of Foreign Trade.

1/  Through their concerted efforts, the United Nations, particularly UNCTAD, aa.pted such
fundamental documents as the General System of Preferences, the Charter of Economic
Rights and Duties of the States, the Code of Conduct for the Liner Shipping Conferences.
Similsrly, the positions of the USSR and the developing countries are close on the
drafts of an International Cnde of Conduct for the Transfer of Technology, a Code or
Conduct. for Transanaticnal Czrporations, on a Set of Rules on Restrictive Business
Practices, etc. nov under elaboration within UNCTAD and other UN bodies (see
recommendation 10).
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The machinery import to the USSR is effected within the framevork of the impoit
programmes, embodied in the foreign trade aspects of the national economic plans. These
plans are elaborated on a five-year basis but divided into annual blocks. The import
programmes contain targets, expressed in the totel volume of the import and its structure,
divided by the geographic and currency areas. The general import targets for each of the
areas are determined by the expected export proceeds and net inflows of foreign credits.
Specifically, these programmes take into account the USSR's declared intentions and
commitments, contained in our bilateral and multilateral agreements mentioned sbove. As
a whole, this monopoly of foreign trade is a part of the socialist legal and management
infrastructure aimed at ensuring our sovereignty over the national development (see

recommendation 2).

Technically, programmes of imports are worked out by the State Planning Commission
(the Gosplan) on the basis of the requests from the industrial ministries and other
authorities concerned, as well as the opinions and ascessments of the Ministry of Foreign
Trade, Ministry of Finance and the Vneshtor bank. In their final version, these take the
form of lists of major projects with the approximate individusl currency allocations for
their "foreign content". The major decisions concerming imports are made by the USSR

Courcil of Ministers.

Nevertheless, vhatever weight these high echelons have in the import planning, *"1€
particular responsibility for the proper selection of the machinery and equipment to be
imported belongs to the sectoral industrial ministries, which in the USSR are the main
architects of the technological policy in their respective sectors. Therefore, their
request before the Gosplan has to specify, inter alia, the following: an expected effect
of the project for the national economy; its secu.ing with the internal financing and
the material technological and manpower supply, its sound territorial location; the
needs for the inter-industry co-operation, including foreign subcontracting; raw material
supply; transportation and marketing prospects as well as a review of the foreign markets
concerned and the currency appropriations. Particular attention i> paid to the technological
level and performance of the would-be imports and to their installation and commissioning
in accordance with the sciiedule. The governmental authority, responsible for the rracticsl
implementation of the commercial aspects of the import plans is the USSR Ministry cf
Foreign Trade, which has both supervising (the Central Machinery) and operational (FTOs)

bodies (see chart 1)

The Central Machinery formulates the draft import plans, assesses the domestic requests

and foreign offers for imports, studies the terms and conditions in machinery trade,
elaborates the model contracts, issues the import licences, co-operates with the Soviet
customers etc. In the area of the machinery import, its principal divisions are the Main
Department on the Machinery Import from the capitalist countries and the Main Department on
the Compensation Deals. Also involved are the Main Jzgal Department, the Main Currency
Department . the Main Engineering Department s well as the transportation, information and

regional departments.
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Tne FT0s, in turn, piay the parties to the actual foreign trade transactions, con-
cluded by them in the ccntext of the import programmes and under instructions f{rom clients.
The machinery import is performed mainly tyv 1L FTCs (see crart 1), strictly specialised
in the particular types of machinery, pleying their sole importer in the USSR, thus nct

competing among themselves and not giving the foreign suppliers chances to make them rivals.

Under the recent legislation, each FTO is an independent economic complex operating
on a profit-and-loss basis and consisting of the several specialised firms (profit-
centers) ente:ing on behalf of the FTO into business transaction and issuing respective
requests, offers and orders (see chart 2). Legally, t*- “TOs en)oy the rights of juri-
dical persons, have their accounts with the Vneshtorg bank and are entitled to enter any
lawful business transactions.i/ Tne FTOs are not liable for the obligations of the state
and vice versa. Summing up, these are very flexible instruments, since, although they
perform the state monopoly, their transactions do not require any ad hoc legislative
approval and do nct involve the state as such and, what is also important, they are well

able to play the countervailing power to the transnationals {see recommendation 3).

1.3 Tne Import Decision-Making and the Negotiating Process

The positive effect for the Soviet economy from the machinery import is secured by
the concerted efforts of the customers and FTOs. On the basis of the import programmes
the customers issue to the FTOs the import orders, containing the basin data for the sub-
sequent commercial actions.g/ The FTO transforms the order into the formal commercial
requests addressed to the foreign suppliers. The rule of thumb is thut the requests ought
to be seat to all well-known suppliers of the machinery in question 'sith e view to
promote comdetition among them and to all corporations that have shown themselves as the

fair and reliable partners in previous transactions with FTOs.

1/ For exemple. urder its chapter, FTO "stanko-import” is authorised to:

- perform, both in the USSR and abroad, all kinds of trensactions and other legal Jeeds,
including those of purchase and sale, barter, contract, loan, transportation, in-
surance, agency and commission, storage, Joint activities, and others, with insti-
tutions, enterprises, organisations, societies, partnershiprs and individuals; and
also participate in tenders and competitions, and give guarantees;

- to build, acquire, alienate, lease and rent, both in the USSR and abroad, enterprises
auxiliary to its activities as well as all kinds of movable and immovable property:

- to establish its affiliates, offices, divisions, missions and agencies, as well as
establish and participate in all kinds of organisations whose activities comport
with its tasks;

- to act as a plaintiff and defendant in courts of law and erbitrations; conclude
amicable settlement;

- to participate in international fairs and exhibitions and also participate in or
organise specialised exhititions, symposia; publish advertising literature;

- to engure the participation of responsible representatives of relevant ministries and
departments of the USSR in negotiations on the conclusion of major contracts for the
export and/or import of goods specified as its area of responsibility.

2/ These are the titles and quantities of the machinery concerned, the desired schedule
for deliveries and, for coumplex projects, also the pattern ana volume of the technical
assistance, engineering ar? consulting services required. 7These orders predetermine
the technological contents f the forthcoming deals, since the FTOs cannot introduce
any changes into the customers' specifications without their permissions and are in
charge for the commercial aspects of the deal only, i.e. have to place the given order
on the best contractual terms possible.
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The requests usually contain the titles of the machinery anc eguipment, their
specifications and desired characteristics (capacity, productivity, dimensions, energy
consumption, weight etc.). Normally, the FTO does not indicate rrices it might pay
since the requests are aimed at collecting competitive bids and r.ay specify, if necessary,
only how price is to be established and the terms of payments. ''n case of equipment
packages, the would-be suppliers are invited to unpackage, that .s, to indicate individual
prices of machinery and technology, as well as to state clearly +hat set of the technical
services they would include in the contract. The requests specify delivery schedule and

the deadline for placing the bids.

The bids received become the "competitors' list”, which is the basic pre-negotiating
document to be studied by the FTO snd the customer in order to choose the mcst promising
offers. Sometimes the customer is requested to prepare the separate assessments on each
bid selected with recommendations as to which nesotiations would be worthwhile. The same
assessments have to be prepared if the project (contract) is initiated by the foreign
interests. For exemple, during the last session of the US-Soviet Trade and Economic Council
(December 1978), the Soviet side was given 28 offers on tha projects for co-operation
and then tranamitted them for assessments to the Soviet ministries and authorities con-
cerned. In the case of a unique or complex proJect, the foreign corpora.icns may be

invited to place the preliminary bids or feasibility studies.

In selecting the specific partmers for the actual negotiations from the "competitors'
list", the FTOs are guided usually be technological records, financial positions, business
reputation, by the previous experience, the opinions of the USSR Trade Representations in
the respective countries, other Soviet FTOs and sometimes the FTOs of other socialist
s*ates. The Market Research Institute of the Ministry of Foreign Trade may also be useful,
because it maintains records on many foreign corporations, including all regular partners
of the Soviet FTOs. The records consist of the basic data on these firms and supporting
information on their business performance (see recommendations 6, 8, 11). The partner may
be freely selected within the currency zone, specified in tlLe import plan or within a given
country, if the project in question is specified in the respective bilateral agreements
{ orogrammes). For example, under the Soviet-Japanese long-term trade agreement for 1976-
1980, the suppliers of complete plants for the production of ammonia, fertilizers and

synthetic rubber were selected among Japanese corporations.

The aforemertioned in no way implies, however, that the Soviet market is inaccessible
for the newcomers >r for the small and medium-sized firms, Our established polirv - tn
diversify the sources for mechinery imports, FTOs are obliged in any case to have in the
"competitors' list” a certain number of cffers and not to discriminate against any bidding

intercsts.l/ {see recommendation 4).

1/ As to the small and medium-sized business, the FTOs have several hundreds of such

- partners in the FRG only. A medium-size Austrian firm "GFM" has already supplied the
USSR with 40 forging machines and is awarded with the contract for another 20 until
1980. These firms, at last, may, as an option, play subcontre.tors and, for example,
in the delivery tc the USSR of five plants and 10 installations producing ammonie
about 800 Japanese firms were subcontracted,
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The FTOs do not mind negotiating with individual corporations or their consortia,
particularly if this is justified by the project complexity and does not appear aimed at
overpricing or distorting the fair competition. Depending on the circumstances, the FTO
may prefer to negotiate witlk several competitors simultaneously. The bargaining over the

large projects is usually very detailed and time-consuming.

The gernal contractusl provisions sre determined by the respective intergovernmental
sgreements and trade customs. The basis for drafting may be alsc the model contrazi=.
which every machinery-importing FTO elaborates for its own (see recommendations 6, 9).
These cover usually such i3sues as guarantees, sanctious, force majeure provisions, the
procedure for the inspection, testing and acceptance, dispute settlement, etc. The
specific provisions, at the heart of the negotiations, are the titles and specifications

of the machinery, prices, the basis for price-setting, the delivery schedule, the terms of

1/
payments.—

To improve their bargaining skill, the FTOs may have informal meetings and consul-
tatiors and share their experience. Negotiating techiiques are collected and analysed
also in the Market Research Institute of the Ministry of Foreign Trade and studied within

the t-aining ard retraining facilities, attached to this Ministry.

1/ FTOs do not mind to use also some internationally recognised customs and norms like,
"Iacoterms"”, as vell &8 the manuals for the machinery trade, elaborated by the inter-
national orgsnications, for example by the UN EC™, such as "General Conditions for
the Supply and Erection of Plants and Machinery for Export and Import”, "General
Conditions for the Erection of Plant and Machinery Abroad"” or 'Guide for Use in
Draving up Contracts relating to the Internaticnal Trunsfer of Know-how in the Engi-
neering Industry etc (see recommendation 12).
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CEAPTER 2: TEE CONTRACTUAL DRAFTING

The specific contents of machinery import contracts vary widely depending upon the
bargaining environment and the goals of a given transaction. However, as the fair
merchant commissianers, the FTOs always seek reliable protection of the interests of the

Soviet customers, inter alia, through:

- securing high technological level of imports; their timely deliveries

and an adequate access to the technical and engineering services concerned;

- securing favourable terms and conditions of the deals, including prices

and terms of financing and payments;
- securing appropriate means for dispute settlement;

- securing the customers' “nterests in the case of the contract transgression

or the supplier's malperformance or misconduct;

- repulsing restrictive business practices, particularly that ot transnational

corporations.

In specific, these goels are attained in the following ways:

2.1 Securing Proper Technological Characteristics and Timely Deliveries

The foundation for attaining these goals is laid down on the pre-negotia®ing stage,
vhen the customer is obliged to prepare the exact and clear technologicel specifications
for the machinery and equipment to be imported and then to perform the close examination
of the offzrs received. No less important is the inspection, testing and acceptance of
machinery and equipment contracted. Normally, some of their elements or blocks may be

inspected and tested abroad, at the supplier enterprise, particularly if the production

process needs to be controlled in order to complete the shipment or to test pilot specimens.

Besides, this saves time and money that would be lost if substandard or unproperly designed

and assembled machinery were delivered to the customer. The contracts stipulate that

elimination of defects during the tests cannot extend delivery deadlines,

The object for acceptance sometimes is technological documentation prepared by the

supplier,l/ particularly in cases of major complex projlects or if the supplier is involved

with preinvestment engineering and consulting. These functions are performed by the

1/ The contractual technical documentation in the Soviet machinery import practice may
consist of all or any of the folloving:

(i) General viev dravings of the equipment concerned and of its most camplicated
parts vith indication of main dimensions and characteristics, as vell as
detailed specifications;

(ii) Foundation, assembly and installation drawvings;

(iii) Working drawing of parts wearing out rapidly and itemised list of spare parts;

(iv) Instructions for erection, commissioning, testing, starting operation; maintenance

and control measuring devices; lubrication, electrical, pneumatic, kinematic
schemes, instruction for safety engineering;

(v) Other specific relevant documentation, in quantity and quality adequate for
running the project by local pereonnel (see recommendation 9).
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srecialists sent abroad by the customer to inspect or particirate Jointly with the
supplier's staff in the preinvestment engineering, feasibility studies and adsptation of
the technology concerned (see recommendation 1). For example, the FTO Autopromimport
arranges hundreds of maissions abroad per year, including for joint engineering. This has
been dore, for example, in Pittsburgh, Pa. {USA) with equipment ordered for the Kama heavy

truck plent.

The relatively simple, standard or non-complete machinery normally may be accepted
abroad. FKowever, the finsl acceptance of the equipment - particularly of complicated
equipment - occurs after its delivery, its assembly, installation and commission. The
criteria for this final text sre the technical specifications stipulated in the contract
and, in particular, the compliance with the guarantee parameters (productivity, input,
output, quality etc.) and the technical (ecological) standards concerned. The parties
may wish to use any existing international standards, but normally the yardsticks are the
USSR state standards, which are mandatory within the USSR territory and of particular
importance, since in the Soviet practice any project - even turnkey types - have local
contents and thus foreign inputs have to be techn_.o>gically compatible with the domestic
machinery and the technclogy involved (see recommendation 1). In addition, standardisation
in the USSR is an instrument to speed up the technological progress and to secure the

investment into contemrorary technology (see recommendations 6, 8).

A team, consisting of the customer's officials and specialists, the FTO and the
supplier's representatives, does final testing and signifies acceptance. Some elements
or the imported machinery (for example, vessels under pressure) are to be accepted by the

State Technical Inspection (gostechnadzor).

It is of particular importance that a planned economy ensure the timely deliveries of
imports and their commissioning in due course. The scheduled dcliveries for the large-
scale projects usually parallel actual construction and this is why contracts normally
contain a fixed-deliveries calendar guaranteed by the supplier. The technical documentation

for machinery and equipment is to be forwarded two months in advance.

To ensure the economic and technological efficiency of the imports, the FTOs and the
customers may request that importers supply technical assistance through training,
specialists’ missions, consulting, engineering, installation supervising and servicing.
Having developed a technical and econamic basis, the USSR sees this assistance as only
supplementary, but it is sometimes required, particularly in case of newv or unique tech-
nology, large-scale projects and during the period of commissioning installations. For
example, the Finnish engineers participated in the assembly and commission of smelting
equipment at the Norilsk mining complex; in 1975 about 2,500 foreign specialists vere

engaged in the construction of the Kama heavy truck plant.
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The contracts also provide for spare parts and, if necessary, after-sale servicing,
particularly within the pericd of guarantees. Some corporations - on a contractual basis -
se? up their service centres in the USSR by storing the supplies in the warehouses which

belong to the USSR State Committee on Material and Technical Supply.

Entering the contracts, especially complete-equipbment import, the FTis; =smphasise
the supoliers' guarantees as to the technological level, actual performance and reliability

of the machinery concerned. Specifically, the supplier may be requested to guarantee that:

(1) the equipment will be designed and produced in full eccordance with
the most advanced international technologicel achievements available

at the time the contract is executed;

(ii) the equipment will be manufactured and assembled with first-rate

wvorkmanship and of the high-quality materials;

(iii) the equipment will be (is) manufactured in full conformity with

contractual specifications;

(iv} the equipment and technical documentation is complete, main performance
parameters (productivity, energy and rav material consumption, output
and its quality, the precision, etc.) as well as patent non-infringement
and timely delivery. The parties also establish the length of guarantee
and its implementation. This period usually begins when the equipment
is installed and is normally negotiable. Some international yardsticks
for the specific types of the machinery and eguipment may be used as

references.

Similar guarantees are widely recognised in the Soviet technology import. Normally,
technology licenses are bought for 5 to 10 years; in the machinery industries, 5 to 7
years; and in the complex technological innovations, 8 to 10 years. The rule is, however,
not to extend this pcriod beyond patent's validity. The interests of the FTO and the
custcmer are protected alsc by dividing the initial or lump sum payment into two instal-
ments to be paid upon acceptance of technological documentation and upon achievement of

the technology by warranted param~ters.

The contract also stipulates the procedure for the implementation of the guarantees
agreed upon and the settlement of damage claims. These are rather sulti-dimensional and
cover defects detected during inspection and acceptance of equipment, the delivery and
commissioning delays, malperformance during period under guarantee and some consequential

losses causing "development damage'.

Specifically, the settlement may require the supplier to repair the defects, replace
substandard parts or redraft technical documentation. The guarantee period may be extended
if through the supplier’s fault the putting the equipment into operation has been delaysd

or this operation had to be discontinued for a certain period of time. The customers have
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the rights to require the surplier to pay the agreed and liquidated damage including

the damage for the third persons at the rate stipulated in the contract. This damare is
caleulated from when the claim is submitted to vhen defects were eliminated or until the
date of cdelivery cf new equipment.l/ The customers may try to eliminate these defects
themselves without prejudice to their guarantee rights. If defects cannot be eliminated

or the warranted parameters achieved, the FTO has the right to request the proportional
reduction in the contract prices or to cancel the contract shipping equipment bevond revair
back at the suppliers’ expense and receiving refund of all previous payments, plus interest
charges at prevailing (negotiable) rates. At last, if the supplier fails to deliver all

equipment on time, all dead freight or demurrage expenses are charged to his account.

To facilitate the settlement procedure, the supplier may wish to use the special
(facultative) insurance arrangement, suggested by the Ingostrakh (the USSR Foreign Insurance
Agency), vhich may cover all types of risks involved. However, the pattern and volume of
the defects and malperformance detected, as well as the supplier's approach to their
corrections are certainly taken into consideration by the FTOs and customers for the future

business.

In order to speed up and to simplify the implementation of the contractual obligations,
the FTOs prefer to have, particularly in case of the large-scale projects, one general
partner (contractor) responsible for the entire contract. However, the FTOs may recommend
these general contractors to invite some sperific subcontractors, who are well known to

the customers and have gained the fair business reputation.

2.2 The Contractual Technique for the Long-Term, Large-Scale Economic and Technological

Co-operation. The Settlement of Disputes

The recent shift in the USSR foreign economic relations from sporadic transactions
to long-term, large-scale economic and technological co-operation has influenced not only
intergovernmental arrangements, but also contractual practices. As to machinery import,
the most typical among these contrectual innovations are compensation arrangements (pay-
back deals), long-term industrial collaboration as well as the asgreements on the technical

co-operation vith corporations advanced in the specific R + D areas.

The compensation arrangements usually stipulate that credit deliveries of equipment

for large U'SSR enterprises be repaid in their products. The rav-back share amounts normelly

to about 20-30% of total outputs during the life of the contract. This is why these prolects

1/ For example, in case of the delay in delivery the supplier is to pay the agreed and
liquidated damage at the rate of nf% of the value of non-delivered equipment for every
cammenced week within t weeks and 2rf for every subsequent commenced week. This damage
can be deducted from the supplier's iuvoices when effecting payments (or can be pald
against the FTO's invoide) and is not to be altered by arbitration. Should the delay
in the delivery exceed the agreed period, the FTO shall have rights to cancel the
contracts in wvhole or in part without campensation of any damages to the partner

caug+d by the cancellation,
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are closely integrated into the domestic economy and able to save foreign currency and to
expand export sectors. More than 60 pay-back agreements are now in force. Begun in the
mining sector, such contracts have been introduced in a growing number of manufacturing
industries, particularly chemistry. They normally extend over two to three Soviet five-
year plans; some of them, however, extend beyond the year 2000. In other words, it is

the marketing of natural resources, contributing the economic moderrnisation and progressing

. - - - . /
fram a simple off-setting towards an industrial co—operatlon.l

Contractually, the pay-back arrangements are regulated by a set of interrelated
agreements covering (i) a credit, normally long-term, extended to the Soviet partner;
(ii) the deliveries of machinery, equiptent ard technology (and some related mat2rials,
if necessary) and (iii) the purchasing by the Western partner of an agreed volume of the
products. The arrangements like these vermit machibery importation without spendiag
foreign iwrency and, at the same time, being settled in ki.d, do not create the usual

money indebtedness and thus ease the overall deh* Lurden.

Additional shipment beyond the original annual quotas may be stipulated also on the
normal commercial conditions, as well as the partners' options to buy these products after

the agreed expirati~. date (see recommendation 5).
There i: ao equity foreign investment within the USSR, All enterprises, consiructed
on the pay-back basis, as well as all others with "imported contents"”, are the inalienable

/
property Jf the Soviet state under its full ownership and control.gé

The industrial collaboration is usually arranged through subcontracting, joint pro-

duction and production-sharing between the Soviet and Western enterprises and sometimes
extend to R + D efforts and marketing. The "seeds” for the industrial co-operation are
sometimes the licensing contracts with extended commercial provisions, since these allow
technology to be put in practice more rapidly and reduce development costs. Industrial
co-operation is now underway in the production of the computers, excavators, power supply
equipment, machine tools with numerical control, and the Soviet and French coal mines are
partly equipped with jointly produced coal-cutting combines "ANF" and "ASKW" (see recommen-

dations 1, 9).

1/ For example, Rbs. 3 billion import of the pipes and pipelines equipment on pay-back
basis permits to augment the domestic supply in natural gas in 1976-1980 by about
100 million 2ubic meters and sell the same volume of it abroad, including to Western
Europe and we expect to gain by that (during the existing contracts' t‘nespan and in
mid-1970s prices) sbout Rbs. 25 billion. The USSR and Finland, starting from the
pay-back in iron pellets for the Pinnish input into Kostomukhshe mining and enrichment
complex, study the possibilities for the subsequent producticn co-operation and
specialisation in this area.

2/ There have been some offers for the contractor's participation in the performance of
a plant delivered on a profit-and-loss sharing basis and with a limited access to its
general supervising. However, there are no projecta like these yet and, moreover, the
Western partners are recently not particularly eager to launch them, probably pre-
ferring the stable scurce of income to entrepreneurs'’ risks.
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Lastlv, technical co-opera%ion sometires involves the pre-approach to the industrial
col.aboration and the other forms of long-term business. The bulk c¢f these sgreements are
concluded between the Soviet State Committee on Science and Technology and the technolo-
gically advanced Western corporations for initial periods of 5-7 years with optional
extensions or conversion into commercial arrangements. These envisage the joint research
and dev-lopment efforts, an exchange in experts and information, the procedure for the
patenting common R + D results. In 1977, there vere 16 such agreements with West German

firms, 1% with British and more than LQO with American corporations.

Careful pre-negotiating homework, the commitment of the FIOs to their contractual
obligations, the interests of the Western partner in having access to Soviet markets {and
resulted community of interests in the future business) and the effective restrictions for
the transnationals to penetrate the USSR set up by our system of the state property, planned
economy and the monopoly of foreign trade, have resulted in few disputes in comparison with
the number of contracts concluded. For the same reasons, the FTOs rarely have to re-

negotiate contracts.

When conflicts arise, the rule of thumb for a FTO is to try to settle them amicably or
within a package without any recouvse to a court or an arbitrage. However, the contracts
may refer to an applicable law or the procedure for arbitrage settlement. The bulk of
the contracts stipulate a recourse only to arbitrage which may take place through the
Foreign Trade Arbitration Commission of the USSR Chamber of Commerce and Industry, an
arbitrage in the partner's country or, as an optior, third country's facilities, for

example, the Chamber of Commerce in Paris or Stockholm.

2.3 Price Setting and the Terms of Payment

The machinery and equipment imported to the USSR are, as a rule unique and comrlex and
thus often have no standard or reference price, Moreover, their suppliers sare mainly large
Western corporations, including those enjoying market and technological dominatior and,

therefore, sometimes pricing their goods.

This is why the FTOs usually stress unpackaging offers and detailed assessment of the
prices offered. Specifically, the FTOs' contracting officers and market research units
study the market situation, the prices of the comparable deals, the cfficial and non-
official quotations available, the patent situation as well as the limits and opportunities
to replace some eliements of the package by the domestic contents or imports from the
socialist and clearing payments' countries, including developing ones, or by imports from

others, more competitive subcontractors (see recommendations 1, 8, 9).

For the large projects, the FTO and the customers normally prepare "shadow' calculations
with which the suppliers' offers are tc be compared. They unpackage the project, dividing
it into several blocks, evaluating each, first to check how correct the suppliers' un-
packaging is, then to try to determine the suppliers' profit margin and, therefore, room

for bargaining.
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Generally, the prroject costs may be divided into following four blocks:

(i) costs of engineering and technical services;
(ii}) costs of technology, equipment and machinery:
(iii) wvalue of construction, in.tallation and commissicning;

(iv) other elements {credit servicing, insurance, taxes, currency risks, etc.)

To calculate the "shadow price"” for an engineering input is not extremely difficult,
since the bulk of it is normally performed by the domestic organisations. Average domestic
rates for services can be coanpared to those quoted by the respective foreign agencies.
Similarly, the construction work, installation and commissioning of equipment are also
performed primarily by the domestic organisations, including the customer itsel:f. The
"foreign contents” are limited essentially to salaries and fees of the foreign specialists,
which can be estimated with an appropriate precision. The bulk of the "other elements” is
also either known or given, except *he currency risks (ways of managing them will be

analysed below).

Therefore, the main task for FTOs and their customers is to assess machinery, equip-
ment and technology costs. This is, sometimes, more an art than science, but some model

approaches exist.

To start with, every project contains some standard type of mass-produced machinery
and their parts which may be checked in the relevant catalogues. The more unique or
complex machinery is assessed on the basis of so-called "unit values”. For example, there
are some internationally acknowledged weight/output and value/output ratiocs for such
material-intensive machinery like boilers, cranes, armatures, which can be used as price-
setting yardsticks. The engines, power supply equipment and chemical apparatus also
have their own value/output or value/capacity ratios such as the cost of one horsepowver,
one kwh of electricity, one ton of steam. What is particularly important in such assess-
ments is to consider the "hampering coefficient', connected with the economy of scale in

the unit cupacity of the equipment concerned.

These '"shadow' prices are only approximate, but can provide the FTO with certain
P

objective indicators in considering offers (recommendations 6, 9).

In these negotiations, the FTO uses every opportunity to ensure the most beneficial
contractual terms and conditions for the customer. <fhe FTO strives to minimise costs
vithout altering technical specifications and delivery schedules. The typical approaches
are an optional domestic replacement of the project's "fureigi content'; fixing of
advantageous basis of prices of payment conditions; withstanding bhe supplier's overpricing
bias and the enjoying all feasible ways to obtain discounta. Sometimes the customer may
~lso agree to adjust its specifications in order to accommodaie suppiiers. Skillful

bargaining may obtain various discounts: individual contrict position, cumbined
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(multipositions) and progressive (depending on the purchasers velume). The last two only
may amount to sbout 10% of the initial price quoted. Possessing a well-develcred “rans-
portation and ins'rance infrastructure, the Soviet FT(Cs perfer to fix their import pricer
on the f.o.b. basis thus saving foreign currency exvenditures for the freight and in-
surance. At last, the contracts are safeguarded against currency risks with special gold
or currency clauses. The safeguarding curren:zy may be the cne expected to bz the most
stable during the contract span or a "basket” of currencies, selected depending on the

recent monetary situation.

Because of inflation and in the interests of the plasned economy, FTOs prefer the
fixed import prices without any subsequent alterstions. However, because of the
complexity and long-term character of some contracts, parti<ularly on new construction,
they can make exceptions, that is, prices with subsequent. fixin;: or even "sliding prices",

/
although with the rigid sliding limits.l'

In a technology transfer, price setting is more specific and based or a sharing of
the economic effects among the parties arising from the exploitation of the technology
depending on its rarity, patents and intrrnational experience. Payments may be arranged
as lump sum, royalties per unit, price, volume of production, certain technical parameters,
annual instalments or a combination theresf. The FTOs agree also to initial payments, if
appropriate and .eemed necessary, for the guarantee procedure selected by the parties.

Any costs ¢f the technical assistance, training and consulting are normally specified

separately.

As in normal international practice, Soviet machinery import is credited on the basis
of the state, bankers' or suppliers' credits or a combination thereof. This borrowing is
centralised by the Bank for Foreign Trade (Vneshtorgbank) which then allocates these sums
for individual agreements. Normally, the Vneshtorgbank snd the FTOs prefer the terms of
the state credits. However, the s ate funds cover usually only a fraction of the trans-
action and are supplemented by the credits from private sources and their consortia servi-
cing normaliy up to 85-90% of the contractual price with the cash payment for the balance.
Soviet debt servicing is effected as a rule by annual (semi-annual) instalments with

certain grace periods after the commissioning of the equipment.

1/ To this end, the subsequently fixed price cannot be normally be 2-5% higher than the
initial one. In case of the "sliding", the contracts stipulate the basdic price and
the structure of “‘he alterating factors, as well as the exact methodology for such
an alteration. This methodology may be, inter alia, the one suggested in the "General
Conditions for the Supply of Plant and Machinery for Export' elaborated by the UN
Econamic Commiszion for Europe or be based on a shared and weighed evaluation of the
variovs production factors (for example salary - LS5%, raw materials - LO%Z of the costs,
etc.), resultey in an alteration of the basic price in accordance with their individuai
dynamics. Revertheless, ever, the ''sliding prices” normally have their fixed limits
for alteration for the contract worth as a vhole (normally not more than +20%), its
individual fractions (for example labour costs, metals) of the period of time (say,
no alterations after six months from the signing data) etc. At last, the FTOs may
use alco the "mixed methodology', that is with a part of the basic price fixed and
the rest of it "sliding" within certain limits,
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The credits are also the normal component .n the comrensation wgreements, when ¢ .4
in kind by the products of the enterprises or in other agreed goods. The volume of back
rayzents 1s specified in contracts in the quantities of products to be delivered, calculated
in recent world market prices with the future adjustment to their dynamics. Payments rmay
be accepted by the partners or by third parties including the specialised switch agencies.
The contractual payments are serviced centrally through the Vneshtorgbank, which has the

correspondent ties with 1653 financial institutions abroad.

2.L Overriding Bestrictive Business Practices

Even wanting access to the Soviet market and being aware of FTOs' legal and institu-
tional positions, large Western corporations, transnaticnals in particular, soxeiimes try
to impose contractual conditions unilaterally beneficial for themselves. Such restrictive
business practices are seen in bidding conspiracies, refusals to deal, prescribiug
exclusivre sources of supply, cartels, restrictions on the transfer of technology, the

requesting exemptions from the Soviet law.

For example, foreign prices for equivaleni Soviet machinery normally are no more than
30% higher, but some offers are 1.5 - 2 times higher than the average "price fork". Bar-
gaining over the technical services, transnationals often try to reserve exclus®ve rights
for subsequent service, repairs and modernisation and classify know-how. In the transfer
of technology, they sometimes persist in restricting exports, volume of production, number
of models, products life cycler,in paying royalties even after tae expiration of patents
concerned, in a unilateral transfer of improvements, in imposirg csinimum payments. The
FT0s face sometimes the refusals to unpackage offers and demands for the partial ownership

and control over the co-oneration projects within the USSR,

The FT0s fight any penetration of the restrictive business practices intu contractual
texts. In particular, when compiling the competitive list, they cut off the bids beyond
the normal ('"shadow") price fork. The limits on the exports under licensing agreements are
afforded as exceptions only, particularly if and when the licensor has within the markets
in question the patents or other relcvant industrial property rights in force, sold ex-
clusive licenses to third parties or operate therein as the established trader himself.

In the transfer of technology, the FTOs deny any limit on the volume of production,
prices, minimum payments and the transfer of improvements is allowed on the mutual basis
only. Meanwhile, the Soviet diplomacy actively takes part in multilateral efforts to
eliminate restrictive business practices, including the elaboration within UNCTAD of

a Set of Rules and an International Code of Conduct on the Transfer of Technology (see

recommendation 10),

At last, it is self-evident that transnationals, pursuing restrictive business
practices towerds the F70s risk uvnaermiring their business reputation in Soviet markets

(see recommendations 9, 12).

P
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[ ELCTING COUNTEIES

The targaining power cf the Soviet FT0s in their rclstions with Western menufacturing
corvorations, including transnationals. is basically rooted in the very system of our
e_onomy 24 [ts modalities to govern foreign trade; in the integration within CMEA, the
level of our economic development, the size of our national market, our negotiating
exderience. These influence both the process of bargaining and contractual terms, pro-
viding the FTOs and the domestic customers with adequate opportunities to gain access to
the techrologicai &nd financial potentialities of large corporations, transnatinnals

included, and, simultaneously, to eliminate dangers.

Some of our leverages can be used only by the developed socialist economy. Others
could be adapted by developing countries, especially those pursuing a planning policy and

state trading.

In addition, since all flows of the contewporaiy international trade are intertwined,
East/West trade in machinery and equipment benefits devel ‘ning countries not only in legel
terms and operational "software”, but also as a ''window" &ll 'ving them to participate

particulerly through the tripartite industrial co-operation.

3.1 The Soviet Experier :: Cross-references to the Situa*ions in Developing Countries

Teking into account Soviet practices, the author recommends the following:

- On the national level:

1. Unlike the USSR, no developing country can meet its machinery requirements mainly
by domestic output. Sixty years ago the USSR was in no better situation than the bulk of
developing countries today. This is why countries eager to become economi~ally strong,
ought to further an industrialisation, shaped by national resources and priorities. It
is particularly important to choose an appropriate irdustrial specialisation which
rationalises machinery imports and to have a local content in all imported projects. In
additicn to the hardware and labour, this content may also include indigenous technology
and experience, industrial collaboration, and the various forms of the local participation
in feasibility studies, preinvestment assessments and joint engireering (home and abroad).

The further development of the tripartite co-operation also would be helpful.

2. A reliable way to achieve these goals is through import plaaning, preferably
integrated in national planning. In our socio-economic environment, the efficiency cf
Soviet planning is based on the public propriety and the centralised economic
wanagement, However, an import planning may be useful even in a mixed economy, typical
novadays for the bulk of developing nations. It is instrumental in concentrating imports
on the national proprieties, subjecting it to the damestic decisions and as such may be

an effective arm to ensure the sovereignty over the national development. At last, the
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cians as such, rubfect to their statility, clarity and legal and managerment predictability
may rlay an advantage in bargaining wi*h foreign corrorations, rarticularly these having

intracorporate tlanning.

3. This plarnning may be particularly successful, if it relies on the rublic sector,
operating in Joreign trade. In the USSR the foreign trade is the state monopely and
some developing countries manage it more or less in the same way. The others prefer herein
a regulated private setting. However, that is of a common significance, the state should
possess its own foreign trade regulations and to repulse any citside practice, hostile to
or inconsistent with national coals. As an option, this state-trading may be effected
through the FTOs - like commercial instruments. The individual countries may prefer
various degrees of dispersing in import decisions, but it is evident that specialised
organisations are the most suitable to centralise the purchases and thus to make even 1
small country a "bigger buyer"”, to prevent foreign suppliers to play domestic customers
against each other, to renulse restrictive practice and thus to bte a real countervailing
power to the transnationals. At last, a part of the state-trading may be the network of
the governmental representations abroad protecting the national interests and promoting
direct contacts with the end users in a circumnavigaticn of the transnetionals' middle-

menship.

L. A part of the Soviet experience, feasible to be applied, is the diversification of
the sources of machinery imports aad their combining in a complementary way. The deve-
loping countries are now overdependent upon the narrow circle of the large Western cor-
porutions, originated from a few biggest Western countries. This asyrmetry may be corrected
by an approach to the alternative sources of supply. These may be the sociaiist countries,
the developing countries themselves, the smaller Western countries and their medium-
sized business. Indeed, the USSR buys about two thirds of its machinery imports from
socialist countries, The *enth five-year plan is being implemented notwithstanding a
decreasing rachinery import from the USA and, on the contrary, we undertake massive
equipment purchases from countries like Finland, Austria, Sweden, Belgium ete., and
medium-sized firms (which, as the practice hus shown, are not necessarily less advanced
.echnologically than the notorious giants) are our numerous (sub)contractors. Dealing
with these more active developing countries may stimulate comr-tition and again be the
"bigger buvers” because of the smaller size of their partners and the latters' keen

interests to gain orders which the giants can neglect or ignore.

5. Subjecting machinery imports to national goals depends heavily on the regulation
and control of the transnationals' activity within the national territory. In the USSR
transnationals are not allowed to invest domestically or penet:ate planning and management.
Many develoning countries are more permissive, but it is worthwhile to have a represen-~
tative body of the enforceable legislation (tax, company, industrial property, antitrust
laws et..) to deal with the transnationals effectively. It is no less important that this
legislation is to be the sole and centrally enforceable for the whole country, regardless

of its federal composition. Further on, developing countries might activate their bilatera”
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foreign trade instruments. Negotiating as a teax, they feel themselves more strong,

but bilateral contacts vith Western countries may be more flexitle and fruitful, the
latter may result in a bilateral political or operational treakthr ush for multilatersl
changes (for example, the Libyan accord with oil outsiders was the prototvpe for the
multilateral agreement in Teheran between the OPEC and "Seven Sisters”). At last,
economically, these countries might wish to use bilateral economic agreements as the

arms of national planning. making the foreign trade more manageable and predictable

vith all aforementioned bargaining implications concerned. The biluteral pay-back deals,
i.e. the marketing of natural resources contributing to an industrialisatior and pro-

gressing from a simple off-setting to an industrial co-operation.

6. Many technical ways and means are available to strengthen the national bargaining
pover: collecting commercial information, unification of requirements for suppliers'
guarantees, unpackaging, a free choice of subcontractors gaining expertise in "shadow”
price-setting, the centralisation of the credit and insurance services, the governmental

approval of the contractual arrangements etc.

One ought to realise, however, only relatively large develoning countries ~an

undertake national actions.

- On the regional level:

7. It is true that the USSR in its development relies widely on the socialisc
economic integration within the CMEA - an envirorment the developing countries do not
possess., However, the CMEA status and practice are flexible enough to provide the
interested developing countries with same "windows" to participate in certain integration
schemes. Such ariangsments are in force with Yugoslavia, Mexico, Iraq, Ethiopia, Laos.
Since many groups of developing countries pursue their own regionel integration, it is
important to implement properly the numerous UN recomrondations, facilitating the

process of industrialisation and of the co-operation among developing countries.

8. Specifically, regional integration schemes might host such actions as regional
bargaining over the common projects; unification of the cosmercial tax, antitrust and
other laws; co-ordination of the natinnal foreign trade planning; setting up regional
FTOs as agents, serving the national interests; standardisation of the technical
requirements and contractual conditions; co-ordinating the local inputs into imported
projects; centralising the credit, insurance, consulting and other facilities; vpro-

moting the tripartite industrial co-operation.

9. To these ends, institutions such as the regional centres for development and
transfer of technology, newly set up or being planned in Asia, Africa, Latin America
and the Caribbean appear to be of a particular importance. These might concentrat=s
their activities, inter alia, on market research, collecting and processing commercial

information (including official and non-official quotations, catalogues, offers, "shadow"
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calculations), negotiating expertise, elatorating model contracts and manuals, performing
feasibility studies and joint engineering and consulting, the inspection and acceptance

of the machinery to be imported, ascisting individual countries in pre-contracting home-
vork, training rarsonnel, regicnal technical standardisaticn, keeping records on the

ralor corporations (including on the restrictive business practice), recommending reputable
subcontractors, the sources for imports diversification etc. This can be more or less

easily done, since the exact functions of these centres are still under consideration.

Nevertheless, these are some issu:5 vhich need rather btroad international actions,
including those in the framework of the recent restructuring international economic
relations on a fair and democratic basis and initiated and implemented by intermatioral

institutions concerned, such as UNIDO.

- The international level and the UNIDO domain

10. First of all, it is of primsry importance to elaborate more rapidly within the
UN machinery documents as an International Code of Conduct for the Transfer of Technology,
a Code of Conduct for Transnational Corporations and a Set of Rules on Restrictive Business
Practices, which can offer the developing countries wvays to strengthen their individual

and collective bargaining positions and to counter restricti-: business practices.

11. To this end, UNIDO might increase its participation in their elaborations,
suggesting the specific terms and regulations to be embodied in these documents. Such
action could ensure, first of all, an integral intertwining between the eventual Inter-
.aational Development Law and these verv inetruments. The above mentioned codes by their
legal nature ought to be stronger than ordinary UN resolutions and to rely in their
implemertation on both the machinery of individual member s*ates and an irternational
setting, provided by the existing UN structure. The specific UNIDO contributions to
these documents might be fornulated on the basis of a questionnaire to be sent to member
states or through other appropriate consultation procedures as that has been already

done, for example, by the ILO.l/

12, At last, independently and at its own, UNIDO, as the UN body in charge of the
industrial developmert, might urndertake such pioneering initiatives as establishing a data
bank for the collection of relevant information on prices, quotations, offers, contractual
conditions, pertaining to the machinery trade; elaborating a set of model contracts with
particular emphasis on the specific problems of developing countries; gathering appropriate
information and methodology on the negotiating technique, "shadov" price-selling, "self-

packaging" offers, suppliers guarantees and the procedure for their implementation;

1/ For example, UNIDO thoughts on the suppliers’' guarantees might be taken into account
in chapter V of a Code of Conduct on the Transfer of Technology, on an unpackaging -
in zhapter IV of this Code and Section C of the Code of Conduct on Trananationals etc.
The next sessions of the UN bodies dealing with these Codes will take plece in

tober 1979, that is after the Third General Conference, vhich may thus wish to
suthorise the appropriate steps of the Secretarist.
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recording the restrictive business practices: keering files on the "behaviour towards
develcpment” on malor corporations: setting a reference service on the alternative
scurces of the machinery imports, subcontracting, opportunities for industriael co-
creration, including trilateral ones, as well as on the exlsting and newly-emerging
abilities of the individual developing countries to provide the material and intellectual
inputs for the industrial projects within and ocutside the Third World. UNIDO might also
undertake to adeapt the manuals used in the East 'West trade in machinery to the specific
needs of developing countries. Through in-house consul-ations and negotiations (on a
universal basis cor asmong interested countries) all these may lead to formulating inter-
nationally acknowledged norms and mcdels or even to law-making actions. To this end, a

co-operation with other UN bodies and regional organisations seems to be essential.

3.2 Some Practical Implications and Opportunities

Meanvhile, the management of the Soviet machinery import from the West is not caly
an abstract model for developing countries. In many aspects, it also provides developing
countries with tangible opportunities to expand their own exports, to further industriaii-
sation, and to strengthen their bargaining powers vit-d-vis the Western corporations,

including transnationals.

First, some Soviet machinery imports are used in enterprises, which process goods
imported from developing countries and thus augment the Soviet internal demand for their
products. Similarly, some imports are applied to Soviet export enterprises, thereby
expanding our abilities to offer a wider range of the competitive products and technical
assistance to developing countries. Fecr example, Western machinery was partly used to
equip two factories in Kuibvshev and at Trostianez, producing chocolates from imported
cocoa-beans. FTO "Techmashexport"” s¢lls (o these countriec the power supply equipment,

assembled with some elements subdelivered by Swedish "ASEA" and Finnish "Kontram" .

Such practices give developing countries alternative sources of mechinery supply,

diminishing their one-sided dependence on Western markets and transnationals.

The positive implications of Soviet machinery import from the West for developing
countries manifest themselves also through development assistance. Its further increment
is relying, to a large extent, on the Soviet export sector, absorbing Western machinery
as well. Moreover, there is a groving practice of joint construction of the industrial
and other enterprises in developing countries, when the Soviet FTOs, playing the general
contractors, obtain a part of the equipment and technology concernel from Wegtern sub-
contractors or vice versa. As an illustration, FTO "Tsvetmetpromexport' being the general
contractor for the pipelines network to be laid down in Nigeria, has engaged a British
firm as a consultant and announced tender for subdelivering pumps, bidded by Weat German,

Italian, Belgian and French interests (see recommendations 7, 8).
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what is most remarkable, however, is, vhile actine as general contractors in deve-
locing couniries, FTO0s usually invite, a* their subcontractors, not only foreign, but
also domestic business, thus converting the projects concerned into the tripartite
industrial co-operation. For example, FTO "Isvetmetpromexport” in Nigeria awarded local
firms contracts for preparing the construction site and clearing jungles. Similarly,
these subcontracts sometimes are distributed among other developing countries. When
erecting the steel mill in Nigeria, FTO "Tjazproexport” awvarded significant subcontracts
to an Indian heavy machinery plant in Ranchi. All these enable developing countries to
expand their indigenous technological and industrial capacities, to increase employment
and export, to gain expertise in the foreign bidding, construction and in the internaticnal

competition.

The Soviet Government actively puts forward the offers for tripartite co-operation
in the long-term agreemerts ard programmes with Western countries and within the framework
of the mixed intergovermnmental commissions, supervising these. The options to co-
operate in third markets are nov embodied in these programmes and agreements between
the USSR and Austria, the United Kingdom, Finland, France, the FRG. The problems of the
tripartite co-operation have recently been under discussion during annual meetings of
the Soviet/Finnish and Soviet/Austrian mixed intergovernmental commissions. There is a
growing intcrest in it among developing countries. The Soviet/Indian long-term programme
for cc-operation, signed in March 1979 formalised many of these practices, stirulating

Joint eactions of the Soviet and Indian enterprises on the third markets.

These implications and opportunities help restructure the international economic
relations on a fair and democratic basis. For example, the tripartite co-operation
allovs more favourable contractual conditions for machinery acquisitions than a direct
import from the West. For example, through the Soviet general contractors, Irsq has
managed to obtain Western technology for a development of North Rumeila oilfields,
refused assistance by the "Seven Sisters” after nationalisation. The joint bidding by
the FTOs "Tjazpromexport” and the Finnish "Rautaruukki” for the order of blast furnaces
shop in Venezuela helped to increasz competition between the bidders. Moreover, the
enterprises being constructed trilaterally, are placed under ownership and control of the
host developing country and are not subject to unreasonable restrictions including export

and transfer of technology.

In sum, the experience gained by the USSR in the machinery import from the West may
be of use and of interest to developing countries both in its legal, institutional and
contractual setting and through the practical business opportunities and arrangerents,

conducive to development.
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CHAPTER ] FPRESENT TRENJS OT FUNDING INVESTMENT IN DEVELOPING COUNTRIES

General Developments of Equity Finance.

The basic patterns of private foreign direct investment development as outlined
above beer out the slov growth of private foreign direct investment in developing
countries. In addition, vhat little growth exists is very unevenly distributed. A
number of developing countries have sometimes been :ut off from industrial investment
funaing flows. QOthers cannot rely on a steady volume of funds needed for further
industrialisation. The reasons for the small contributions of private investors

from industrialised countries are twofold:

Firstly, private enterprises in industrialised countries have undergone significant
changes in the degree of self-firancing. Self-financing or internally-generated capital,
sometimes supplemented by additional capital contributions of share holders, is the basic
layer of capital for investment purposes. The degree of self-financing together with
the structure of external capital determines the propensity of an enterprise or an inves-
tor to embark on risky strategies. The more equity capital, as a result of self-
financing, the enterprise can rely on the less it is subject to adverse effects of
fluctuations of business. As self-financing is gradually diminishing iu many indus-

trialised countries, new risky investments will decrease.

Secondly, private direct foreign investment in developing countries has been
perceived by investors from industrialised countries as a r. sky operation. It is
evidenced by the higher risk premiums demanded by investors. One of the risk factors
is the so—called "political" risk, involved in investments in developing countries.
But other trading or commercial risks are also presumed to be substantively higher in

these countries,

Taken together, funds for investment in developing countries will have to consist
of internally gecarated or other high-risk funds, As long as the risks attached to
investment in developing countries are evaluated to be high, other funds, less risk
prone , may not be used to supply investment capital. Consequently, funding in the

medium term will be very limited,

CHAPTER 2: GUIDELINES FOR NEW MECHANISMG

1. The Issue for New Mechanisms.

To remedy the funding situation briefly outlined above and in pursuance of the

mandate and the policy objectives raised therein, two routes of action may be prcposed:

First, risks attached to private foreign direct investment may be reduced. It is
important to realise that funding of investment, either by investors or by lenders

eritically depends on the measure of risk involved in the transaction. Since the role

|

-
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of investors as principle risk takers in the supply of finance is gradually reduced in
relative importance the risk involved in funding will be even larger. Mechanisms have

to counteract this development by offering some features of risk reduction.

Secondly, the risks of investment have to be assessed and matched with appropriate
suppliers of funds in order to create an optimal mix of project's funds and risk expec-

1/

tation of funding sources:=

Both measures will eventually lead to an increased availability of funds, as reduced
risks, given a constant return, may stimulate additional sources of capital. Sources
such as commercial banks viich are nct usually suppliers of risk capital, may be more
villing to commit funds ‘f reduced, i.e. "bankable”. risks are apparent., But their
risk-taking capacity is .imited to the defasult risk, i.e. the risk not to recover out-
standing amounts from borrovers. Default risks in turn may fluctuate according to the
amount of project's risks cccuring during the life of a loan. Therefore, default risks
are subject to the overall risk distribution of a project. I7 the general risk incidence
can be reduced, the default risk will be accordingly lover permitting other sources to

extend capital to projects.

2, Risk Transformation as the Common Denominator for Mechanisms.

2/

The activity to be shown by new mechanisms, the reduction of risks~ and the
possibility of new funding sources may be called risk transformation. The process of

risk transformation begins with two basic assumptions:

The first assumption is that sources have a certain degree of risk aversion. They
will advance ~apital to projects only in cases vhere the risks for an adequate return
do rnot exceed this level, The level of risks acceptatle to sources depends on two

factors.

- the ability to handle or marage the risks attached to the funding operations and

- the ability to accommodate losses on risky assets.

As demonstrated by the funding patterns of different parts of the investment cycle,
the degree of riskiness of various operations can be measured and may “e perceived by

the source.

The goal of risk transformation then is to make risks involved in projects and

sources risk expectation compatible.

1/ Risks are measured in various ways, e.g. in setting risk premiums for returns on
capital or making provisions for losses,

2/ Risk is defined as the pegative deviation of an expected return. The smaller
value of returns may be caused by technical, financial or managerial problema in
all stages of project planning and implementation.
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3. Alternative Ways of Risk Transformation.

There are basically two ways to transform risks. The "upstream” transformation

altarnative is to reduce risks by controlling the occurrence. This has traditionally

been the task of investors for the so-called trading or coemercial risks. "Downstream”
transformation reflects the vay insurance and lenders are handling risks. In essence,

it implies the insertion of risks in a broad portfolio of equal risks. The greater the
number of risks a portfolio covers and the more homogenous these risks are the better
are the chances of calculating reserve requirements for losses. By charging costs to

capital, allowing for reserves, risks can be perfectly accommodated.

In addition, fuading risks may be diversified. Diversification rests on the
theory that indepenlent cash ?l~ws as the financial stratum of an investment project
will not cumulate their respective risks. Rather they will, on the average, balance
out each oth' rs risks. Well diversified stakes in a number of projects may increase

the capacity to accommodate more projects with possibly higher risks,

Both "upstream” and "downstream" transformation may be achieved by three methods.
Shifting risks is effectuated either by assigning the task of control to somebody
particularly capable to manage risks or by having recourse to an institution different

from the project's owner or investor in case of loss.

Spreading the risk involves increasing the number of participants sharing in the
control or assuming a part cf the burden should a loss occur. Securing risks is an
option ordinarily open only to downstream transformation. It means the setting aside
of assets to be liquidated in cases of loss. Upsteam securing can be achieved by

restricting particular strategies which may be deemed to pose unbearable risks.

4, Means of Risk Control

Because dowvnstrean risk tranformation is a feature commonly practised by dbanks

and insurence companies, it needs little explanation; but the ways and means to achieve

"upsteam" transformation have not often been explored. Generally, it has been the
investor entrusted with the goals of proper management of the project's funds who wvas
responsidle for control, Other sources of funds perceived him as the party responsible
for paying claims if risks were not avoided, The developing economy has had to take

the lion's share of losses because the investors have hardly been in a position to control
some of the external factors influencing project risks. Accordingly, investors have
refused to take these risks or charged high premiums, which in turn reduced the attrac-
tiveness of a project to the developing countries. As a consequence, other measures

are called for to at least attempt control.
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One pussibilitylf of risk spreading is the externalisation of price and marketirg
risks. Long term purchase contracts with fixed or regulated prices can assure this aim.
Another possibility of risk spreading is to create infrastructure wvhich can support a
project in cases of severe strain. By carefully tailoring the project to the facilities
and/or creating infrastructure responsive to project's needs, risks can be carried by an
economic environment supporting the project. This would also help to reduce frictions
with politically motivated, i.e. not directly market oriented, bodies of the developing
economy .

Risk shifting has been practisalby financial institutions and banks as well as other
institutional investors. One mechanism used rather broadly consists of involving home
state or host state authorities in projects, to induce these bodies to influence projects’

risk. As a rule host states have granted guarantees for the risks under their control.

Finally, to hedge against project r sk, lenaing institutions have often resorted
to lending control measures, This has been achieved by provisions, stipulated in loan
agreements  setting indicators as to the project's health, If these indicators, e.g.
certain financial and related standards, signalled a risky situation, banks attampted to

use their influence on their customers to cure the situations.
5. Conclusion

Risk transformation as guidelines for mechanisms to be proposed have to perform two
functiona: PFirst, they have to assess and evaluate risk and subsequently shift identi-
fied risks to institutions which are best suited either to control or to accommodate
them in their portfolio. Secondly, project risks not manageable this way have to be
reduced by spreading or securing to such an extent that appropriate fund sources may be
willing to supply capital. Both fit together with the questions raised in the preceding
chapter. Both risk shifting and risk control may increase capital flowvs or at least
help to bring about more stable furding conditions. Developing countries participating
in risk -ontrol may thereby decisively increase their share cf influence over fi'ading
conditions. In fact, the more risks are reduced by a control acceptable to funding

sources , the more stable the funding flows will be,

}] Most of the measures of risk and its control are dealt with in the chapter cn
finance, These measures generally aimed at spreading risk over a large number
of institutional investors, do not touch on the control aspect advanced here,
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CEAPTER 13- "CONCEPTUAL FRAMEWORK"

International industrial co—cYeration does not solely consist of a transfer of funds
across borders. Rather it has to be considered as a bundle of transfers of tangibles
and intangibles allowing the investor to achieve his business goals. Still, the aveila-
bility of funds for investment plays a dominant role in the decision process leading to
the establishment of a project. It may not only decide vhether or not to invest. It
vill also substantially influence the goels of investment, its execution and performance.

The scarcer the funds, the more their influence on investment.

For this reason, it appears indispensable to back up "selective access” policies
through mechanisms, providing funds on terms compatible to overall policies of inter-
national industrial co-operation. In fact, funding has tc be among the policy options
pursued to promote performance and stability. Objectives for funding devices are,
therefore, in no way different from other methods advanced and explained in this
chapter. They necessarily supplement coatractual and legal improvements in the

co-operation process.

The system proposed is neither meant to be exclusive nor a substitution for the
vell-functioning traditional machinery of export and inwvestment funding. It attempts
to create instruments to cope with an industrial co-operntion situation characterised
by emerging forms of co-operation. These instruments can be used by existing bodies

active in channeling funds to projects.

The instruments are:

(1) Industrial Investment Insurance Corporatious. Such corporations should be
established in each major region of the Third World by countries of the region,
and insure investments made among these countries (South-South), against
political risks.

(2) 1Investment Insurance System (a forum for the regional investment insurance
corporations and insurance institutions of industrialised countries). The
system should aim at harmonising investment conditions (avoid overlaps and
distortioms).

(3) Regioral (developing countries) guarsntee for industry (industrisl investment)
sssociation (covering project relsted loans against commercial risks).
Would transform non-equity funding into long-term risk capitsl.

(L) Contractual (contingent) liability insurance consortium (covers failure to
perform according to contract). Applies to package purchases of vhole
industrial complexes.

The consortium should enable foreign contractors to undertake high risk
projects wvith possibly costly performance requirements.
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CHAPT'R L. INVESTMENT INSURANCE

1. Former Proposals

Proposals of promotional mechenisms for foreign investment frequently have been the

centre of international attention. They may be grouped roughly under three headings:

- creation of a multilateral investment insurance agency. By insuring foreign
investment in DCs against political risks reserve requirements or vrite-offs for
losses on investment can be reduced. Hence, the investor may increase foreign

holdings vithout a parallel increase in domestic reserves;

- strengthening of the funding base of multilateral financial agencies to increase
direct funding for projects in DCs. More recently, third-party financiag as an
approach to create a better balance between the investor and the DC hes been

edvocated;

- reactivating or creating multilateral financing guarantees granted by inter-
national bodies. Guarantees may be extended on a more informal basis demon-
strated by the so—called co-financing technique or as a straightforvard

guarantee for loans or bond issues,

All of the many proposals forwarded have to compete with bilateral proposals and
schemes | existing or planned. In this area, competing ICs' export financing schemes -
direct lending, subsidies or guarantees - have remained one of the most efficient
direct or indirect suppliers of investment capital especially for manufacturing invest-
ment . Bilateral investment promction or guarantee treaties have set mutually accep-
table norms of behaviocur for foreign investors. In exchange, national investment
insurance is granted to investors subscribing to these norms. Each of the three
groups of proposals has its merits, Howvever, it is suggested that none of the proposals
be actively promoted at this point, All proposals have been built on the understanding
that increasing the fund flov is in itself an aim worth being supported. Therefore,
these proposals aim gradually to increase investment funds channelled to developing
countries, Consequently a step-by-step improvement of the institutions already in
existence may lead to a better performance over time. Co-financing, for instance, is
a technique vhich has to be developed little by little. It has to allow for a process
of building confidence among the responsible actors in this field. Any nev mechanisms
vill only interrupt this process and adversely affect the performance of this tech-
nique. The ssme reasoning applied to an increase in investment funds channelled
through direct project-lending operations of international financial institutions.
Whether these institutions should search more sggressively for newv projects to be
financed under established rules or should relax some project examination rules may
be decided only on a case-by-case basis, eventually leading to a nev state of the art.
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Proposals for mechanisas offered in this paper start with the understanding that
structural changes in the funding process may only be brought about by a new institu-
tional set-up: the structural changes to be pursued have been broadly stated in the

first chapter of the study. They may be briefly restated as follows:

Foreign icvestment should be activated along the lines of mutual long-term benefits.
To reap these benefits, development performance has to be increased in line with DC
policies, In exchange, problems relating to long-term stability of investment, which
have in the past contributed to higher cost for investment in DCs, may be satisfactorily

solved.

The same principles apply to the question of adequate funding for investment in DCs.
Funding will ultimately rely on repayment security. Stable repayment conditions depend
on performance of the projJect, i.e. the contribution of the investment to the developing

economy .

Given the necessity for DCs to determine their goals of performance for investment
funding schemes will hinge on a clear-cut proposition: funds on appropriate terms will
be available on condition that these funds promote investment in line with DCs' "selec-
tive access” policiesl/. Funding support mechanisms will, therefore, have to incor-
porate these selective ac-ess and control policies in a balanced way, in order to

increase stability and subsequently the probability of an increased tlov of funds,

Mechanisms proposed share three traits: first, the decision to support funding is
taken from the DCs' viewvpoint of investment. The funds' uses and effect on performance
are the benchmark for a positive decision. Second, the mechanisms have to reflect DCs'
determination to create a self-sustaining process of industrial development. Mechanisms
are, therefore, designea to be self-reliant. Third, co-operation between DCs and ICs
is achieved on a concrete project basis. In this wvay a coincidence of interest may

easier be determined and sustained for the life of the project.

2. Multilaterai Investment Insurance and its Shortfalls

To illustrate the approach followed by this paper and to indicate changes vis-d-vis
former at‘empts, proposals for a multilateral investment insurance scheme have received
increasing nttentiong( Proposed achemes protect foreign investment capital, inclusive
of retained earnings and in some cases long-term loans in lieu of investment , against
the risks of war, internal unrest, expropriation and inconvertibility or transfer dif-

ficulties, Risks of this kind are termed "political” risks.

1/ For a definition of this principle, see Ch. 3.

2/ The interest has been reignited by the Sri Lanka proposal for Third World
participation in investment insurance schemes K made at the 33rd UN General
Assembly 1977.




Proposals for international investment insurance have had a lengthy history. Even
before first models of an International Insurance Agency (IIIA) surfaced in 1962, efforts
had been undertaken to create multilateral instrance for the risks mentioned. The last
and most widely publicised attempts, the IIIA, wvas put to rest in 1973 vhen agreement

could not be reached on a substantial number of issuesij.
Three basic arguments for a dismissal of such insurance are:

(i) schemes of the kind proposed have limited influence on the propensity to

invest in DCs;

(ii) no lasting global interest exists to support operations of a multilateral
scheme ;

(iii) there is no need for a nev North/South scheme as existing national schemes

2/

can fulfil its aims more efficiently='.

Limited evidence concerning point (i) indicates that investment insurance alone will
not contribute decisively to more and better adapted investment in DCs. A prime reason
is transactional cost, especially for medium and small investors, in arranging insurance
with such an agency. Howvever, K it is these investors the agency should be addressing in

the first place.

In regards to point (ii), discussions on IIIA have demonstrated clearly that no
lasting global interest for internationally insuring of investment can be achieved.
But even if an agreement could be reached, international rules cannot take into account
demands of individual DCs' policies in relation to insuring foreign investment. Secondly,
global control over investment has to be exercised to keep risks at an acceptable level.
But the rules for control necessarily vill be far too general and, in any case, insuf-
ficient as a basis for operative, rational insurance policy. Thirdly, subrogation and
dispute settlenent will alvays create frictions betveen members of the scheme. These
frictions, vhich will be felt alsoc by the governing body of an insurance nchene,g/vill
have a direct impact on future funding. The governing bodies may also be hampered in

fulfilling other duties and services by their role in the administration of insurance.

In considering point (iii), no apparent need can be seen for such a scheme, During
the last decades, a number of national schemes in industrialised and middle income coun-

tries have been established. These schemes because of their small size, compared to an

1/ Por a weneral survey of problems and approaches see Martin, Multilateral Investment
Insurance, Harvard International Law Journal 8 (1967) 280;

2/ Some of the objections voiced in this chapter have also been made in a paper by the
Development Committee, Multilateral Investment Insurence, The Harmonisation
Alternative, DC/WG/CM/78-3, T Ceptember, 16 Fevruary 1370 and precediug pepers of
the same corrittee,

3/ Cf. especially for conflicts of interests arising out of such an activity for
international bodies Aron Broches, International Investment Guarantees, Proc. Am.
Soc. Int, L, 1962, 81, B7.

-y
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international scheme, and their ensuing cavacity to react quickly to changes, are in a
better position to accommodate nev vpatterns of investment. Most of the states supporting
such schemes would be rather reluctant to abandon their schemes or transfer part of their
resources to an international agency. Other schemes considered insurance enough of an
incentive to make investors follov a mutually accepted code of conductL/. WVhatever the
efficiency of such insurance, DCs will ga’n only if the code reflects "selective access”
and control policies. As these factors may change from time to time, the stability

required by such a scheme may be questionable.

Another notevorthy attempt as presented by IADB would consist of an insurance
system exclusive., zeared tovards extractive industries, In this limited sector vith

its particular risk features K mutual consent for stable operations probably exists.

In conclusion, machanisms substituted for past futile efforts should consider
policy options of DCs and vestesd interests of ICs or DCs. As both these areus of
interest differ widely, an attempt has been made to create an organisation taking into

account these differences,

3. A Two-Step Investment Insurance

The sheme proposed here consists of two parts: 1) Industrial Investment Insurance
Corporations (IIIC) on a regional level, as institutions to insure DC investors against
traditiona)l risks of investment within the region; 2) an Industrial Insurance Systea
(1IS) as a forum to help settle colliding intereste of IIICs and to create a forum to
exchange views with insurance schemes of ICs. In this vay two of the sbove objections
are achieved. Nev mechanisms should not be directed tovards big enterprises from the
North, vhere the incentive effect is minimal. And, vhile no balance of interest can
actually be found to exist between ICs' insurance and DCs' policies, DC demands may be
veicel more efficiently in a system combining countries and institutions from the South

and the North.

<) Industrial Investment Insurance Corporation (I1IC)

ITIC's regional insurance corporations to assist in and promote intra-regional
development among countries from the South may be shaped along the lines of the Inter
Arab Investment Guarantee Corporation (IAIGC). This corporation actually the only one
in existence, has been active since 19752-/. For s more precise description of its
organisation and its function as a model for other IIICs, the reader may refer directly
to the Convention establishing IAIGC and other legal instruments. Some topics are
highlighted here in order to supply background for this discussion:

1/ See e.g. Commission of the Evropean Communities, Need for Community Action to
Encourage European Investment in Developing Countries and Guidelines for Such
Action, COM (78) 23 rinel, Brussels, 30 January 1978.

2/ The author gratefully acknowledges material provided by the Director General of the
IAIGC Mahmoun Ibrshim Hasan as well es other information supplied on occasion of the
Meeting of Pinancial Experts held in Vienna from 6 to 8 December 1978.




Tage 3=

The aims of the corporations are to improve the investment climate within the
region in order to spur intra-regionel investors' willingness to invest across borders.
The basic instrument .o induce this behaviour is investment insurance granted to
investors against political risks. Insurance is granted to increase intra-regional
co-operation and to promote effective development in cases vhich would otherwise not

nave been viable, (art. 2 and 16, para 1 (a) and (b)).

The corporate statute envisages the funds to be partly paid in and partl; callable.
For economically wesker countries provisions have been inserted to allov for soft-
currency financing of the shares. In cases of loss, member countries’ liabilities are
limited by their shareholdings. All rights against the insured party, including
rights held by the host member country, will be subrogated to the corporation. The
law would encourage contracting states to improve the regional investment climate and
to induce harmonised investment conditions, Principles of law common to all contracting
states, i.e, not just the legal provisions in force in home and host states, shall

govern as long as there is no explicit provision of the convention.

b) Investment Insurance.System

IIICs set up according to the model on a regional basis will in turn be members of
the Investment Insurance System,ss will IC naticnal investment insurance schemes. 11S
is, however, not intended to be another guaranteeing body. Rather its aim is to be &
forum for conflicting interests of institutions dealing with the same subject, investment
insurance, In principal, actions to be taken by IIS are reccmmendations, vhich :upon
adoption by & system member may result in a better adjusted practice of investment

insurance, There are two distinct aress for recommendations.

(i) Recommendations may lead to an improved co-operation between different

insurance schemes;

(ii) recommendations may cause conditions of insurance to reflect better the

prevailing prerequisites of development.

As to (i), it may be envisaged that IIS's recommendation will make it easier for
members to co-operate and tc harmonize their rules for the extension of insurance as

well as for purposes of loss administration.

As to (ii), & gradual adjustment of conditions granted for insurance in recipient
countries may lead to a greater responsive.ess of investment insurance for prcjects’

needs.

These mechanisms and ICs' investment insurance programmes are planned to comply
with the basic quid-pro-quo requirement., Ko immediate instrument to create the
balance of interests can be suggested at this stage, But it is IIS which gradually will,
by confronting ICs' investment insurance wvith IIICe, create enough momentum to secure

stable investment conditions in exchange for increased developmental performance.
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CEAPTER S: GUARANTEES ANC INSURANCE AGAINST COMMERCIAL RISKS

The regional guarantee scheme p;.posed varticularly should help minority and
non-equity investments to overcome fuading constraints due to the absence of a provider
of risk capital. The insurance acheme mainly concerns foreign contractors, i.e.
contributors of assets, who increasingly are called to furnish all equipment and
intangibles for production. The essential differerce between the guarantee scheme
and the regional insurance scheme lies in their respective approach to changing struc-
tures of investment, The guarantee scheme's raison d'tre is the substitution of
equity-funds by external funds secured by the guarantee of the projects' major bene-
ficiaries in order to create a working identity between risk control facilities and
the locus of risk within an investment project. The regional insurance scheme should
enable foreign contractors to assume risks that they are best suited to control. In
addition, as nev and bigger risks of contracts exceed the risk-taking capacity of
contractors , the regional insurance scheme will provide an opportunity to guarantee
that damages caused by risks will not endanger the viability and performance of a

project.

As they are closely r=lated in principle, the operations of both mechanisms may
ba complementary. Basically, the guarantee scheme secures repayment of funds,
regardless of the risks threatening to interfere wvith repayment., The regional
insurance scheme secures the termination of a project in the agreed-upon manner:
either by insuring particular risks or by insuring contractual behaviour of the
contractors. As bringing the proj)ect into production in an orderly manner is one
of the foremost prerequisites of loan service, they help to increase the probability

of repayment.

CHAPTER 6: REGINA: GUARANTEE POR FUNDS - REgionai Guarantee for INdustry Association

1. Introduction

Contrary to investment insurance 6 which has a settled insurance pattern and
practice | other funding support mechanisms have to take into account different states
of project funding and different types of projects to be promoted. Therefore, they
must be organised to allow for additional flexibility. In REGINA, the mechanism
proposed in response to the present funding situation, guarantees supplied by developing
countries  members of the association and industrialised countries are to be channeled
through a regional association. The guarantees against non-politicel, i.e. cosmmercial
or trading, risk in member countries, are given in the form of investment and contrac-
tual contributions to otherwise financially unviable projects with a positive

developmental effect.
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a) Some Requiremen%s for an Additional Institution.

Before detailing the reasons leading to REGINA, three preliminary points have to be

made :

(i) REGINA is supposed to serve as a more effective intermediary for medium-

sized projects on a regional basis;

{ii) REGINA has been proposed to fill existing lacunse in presently operating

funding systems;

(iii) REGINA is a self-help institution. Its operations should be economically

viable and even self supporting.
As to (i):

At present, the general situation for project finance is characterised by an
1/

abundance of funds vis-d-vis an snparent scarcity of "viable” projects='. This

imbalance can be attributed to:

- the existence or a highly centralised, concentrated structure of financial

2/

institutions channeling funds to developing countries’ projects- ;

- an insufficiently developed network of institutions capable of identifying
small and medium-sized project opportunities and matching these opportunities

vith adequate sources of capitall/ vithin a given region.

In this respect REGINA's aim is twofold:

- It has to identify and prepare prolects opportunities or increase the

absorptive capacity of projects for external funds:

- it has to bridge the gap between higher level insitutional sources for

development funds anu the projects.
As vo (ii):

As far as the guarantee facilities administered by REGINA are concerned, REGINA
has to react to emerging patterns of investment in developing countries, Most of the
guarantee and support schemes of industrialised countries have been shaped according

to the internal political considerations of industrialised countries. Examples are

1/ Discussions on the Expert Group Meeting on Industrial Financing, Vienna,

6 - B December 1978, ID/WG.287/10, 22 January 1979, sec. 15.
2/ 1BRD, World Development Report, 1978, p. 67.
3/ ‘‘ore common explanation is the lov absorptive capacity for funds in developing
countries. This argument may be valid for general purpose lending. The absor-
ptive capacity for project funds, however, is determined to a large extent by the
behaviour of funding sources and by the availability of identified funding
opportunities.
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export credit guarantee or insurance schemes. Their operations are nct primarily
intended to help fund developing countries' projects, but to increase the export of
capital goods. The same holds crue for investment insurance}/. Its purpose is not
so much the facilitation of investment as a contribution to developing countries’

—

economies . Tucy are rather thought to help overcome investors' difficulties in con-
quering nev markets, Consequently, the requirments for support from these sources
only secondarily reflect develcoing countries' policies toward ‘nvestmert. Tne

resulting lacunae include:

- guarantees or insurance for multinational ventures;
- transfer of intangibles in lieu of investment:

- minority investment.

If need arises in industrialised countries, these lacunae may be eliminated by
various other devices. Indicative are guarantees for service for the mineral extractive
industries or schemes to cover foreign currency costs or finance of a guaranteed export
contractg/. Still, an institution whose decision making is dominated by the developing
countries receiving the transfer will be in a better position to phrase its conditions

of operations according to policies represented by developing countries.
As to (iii):

To safeguard the DCs' decision-making authority, REGINA has to be designed and run
as an economically viable self-supportiug institution. Therefore, care has been taken
to:

- allov for flexible reactions to socio-economic prerogatives;

- adhere to established organisational schemes which have proved their economic
viability;

- create REGINA as an institution which should perform more efficiently than

previous attempts.

b) The Issue of Guarantees

Guarantees by REGINA will be particularly suited tc achieve effective risk-

transformation. First, transformation is secured by the shifting of some project

risks to industrialised countries and developing countries., Upstream transformation

1/ This paper follows the definition of the terms "insurance” and "guarantees” as
developed e.g. in the Development Committee, Multilateral Investment Insurance -
The Harzionisation Alternmative, DC/WG/CM 78-3, Sup. 7, 16 February 1978. Never-
theless the distinction appears to be rather arbitrary.

2/ See the OPIC insurance programme or the guarantees given by Treuarbeit a.d the

Scheme proposed by ECGD, vi.ereby ECCD insures project finance by Eurobanks, see
R.D.C, McAlpine, The Pinancing of Capital Projects, a Viev from London, The
Banker, December 1977, 63 (69).
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ty securing risks is exercised by the control of REGINA over guaranteed projects.

Prclect control s facilitated as

- REGINA acts on a primary level and in co-operation with the rost important

factors of industrialisation of the project's home country:

-~ REGINA is to develop the abilities to evaluate the projects in their proper

social and economic environment ;

- REGINA acts in harmony with policy conditions applicable to projects thus
preempting possible political frictions.

In addition, granting guarantees will better match project opportunities to funds

as guarantees may:

- act as a catalyst of other funds, which would not have been available without

the guarantee covering default risks:

- influence the perception of risk of other, mainly unsecured, lenders involved
in lending to the project;

- thus help reduce cost of original iending, possibly resulting in a final cosi

1/

advantage for borrowers— .

- exert pressure on project owners to tailor their projects to fit requirements
for guarantee programmes as well as to stay by accepted standards of project

2/

management and performance—' .

By concentrating on guarantee operations, REGINA may attain a high standard of

proficiency which comparable direct-lending operations ordinarily may not have.

First, REGINA could restrict its effo-ts to controling and monitoring projects.
As guarantees are granted by other institutions, REGINA would not have to divide its

resources be’ -een the management of portfolioc and the monitoring of debtors.

Secondly , by specialising in project evaluation and control , REGINA may gain

economies resulting in cost advantages over comparable lending operations.

In essence, REGINA will be asked to assume part of the traditional investor's
risk-control functions. Once REGIBA has managed to identify risk, to shift or spread
it, it will have to arrange that remaining risk be kept at an acceptable level. Ir
contributora know the risk limitations, projects may be as attractive as oth.-

ventures,

1/ See Development Committee, op.cit., p. 78.

2/ Guarantee sysiems might by their mere existence stimulate new and better project
proposals, as project promoters will be encouraged to ensure that they qualify
for the guarantee schewe, cf. Report on an UNIDO Expert Group Meeting on
Industrial Co-operation Contracts and Procedures for Solving Differences,
Vienna, 16 - 24 November, 1977, ICIS.61, 3 April 1978, p. 13.
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<. Bbasic reatures Common to all of REGINA's Operations

Three areas presumed to te in REGINA's domaine are detailed below:

a) Regional co—operation

REGINA should operate on a regional level, "region” being delined as a number of
adjacent developing countries sharingy a development standard and a level of industrieli-
sation vhich make their policy objectives amenable to some harmonisation. This, in
turn, will induce the lowering of barriérs to inter-country exchanges and vill provide
opportunities for projects, operating on a reygional leveli/. Similarly, conditions for
funding wvill have to be harmonised to such an extent that foreign contributors perceive
the various countries as one region. Although some regional institutions have
experienced periods of strning/, they appear to fill a gap, characterised by the lack
of small flexible institutions, not directly subject to the vagaries of political

change in a single country, but big enough to undertake projects to serve a larger market.

b) Guarantees

REGINA will administer a guarantee scheme., This will permit developing countries
to use and develop financial experience without being forced to supply the major funding
required at the outset of banking operations. Reserves for lLosses have to be estab-
lished, but they can be kept low if REGINA succeeds in drawing on qualified personnelé/.
It is hoped that, given REGINA's skill, liabilities for guarantees need not be con-
sidered as actual claims against assets of the institution. Although such a practice
might avoid conflict over the attribution of loeses to shareholders, but :lose control
and supervision of risks should keep contingent funds at a reasonable level as the

probability of losses decreases,

¢) Membership.

REGINA will not extend guarantees on its own account. The institution is intended
to s2rve as a broker for guarantees of industrialised countries and a trustee-fiduciary
for developing countries' guarantees, Three differen. groups of participants of equal
standing but distinct qualities should participate in the management of REGINA:

- member states' industrial planning authorities would represent the policies
of the .embers:

1/ This has been the explicit aim of organisations like CAF or the AIF.

2/ A prominent example is the EADB. Its operations Reared basically towards
integration suffered through political dissonances between member countries, see
0. Eze, The Legal Status of Foreign Investment in the East African Common Msrket,
1975, p. 63 passim.

3/ e.g. EXIM-Bank (US) has a 25% reserve requirement for guarantee operations.
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- manufacturers' associations would supply technical know how in considering the

feasibility of projects itnder the corditions in the industries involved;

- development banks wouid contribute experience in financial evaluation and

funding of projects.

The three groups should manage to combine their resources to reach balanced
decisions. Co-operation procedures will have to be carefully drafted to prevent
disfunctional behaviour of any one of the groups. All three would be able to benefit

from balanced operations:

- member governments would have an effective instrument to enforce investment

policies;
- manufacturers wonld gain access to guarantees and funds with better conditions:

- development banks would find funding outlets.

Foreign institutions and governments extending guarantees available to projects
offered by REGINA would participate on a case-by-case basis. If they elected to
operate jointly or parallel to REGINA's operaticns, their participation would be more
intense, In principle, their degree of participation is dependent on their ir st

but limited by REGINA's character as a self-help institution of developing countiies.

3. REGIBA's Basic Mode of Operations

Based ~n the qualities of the members and industrialised countries as further

participants the internal decision-making structure of REGINA is characteriscd by:

- host governments as sponsors of projects:

- manufacturers, presenting project opportunities or evaluating risks of technical

success;

- development banks as responsible for securing or examining finance for projects.

If the project sponsored cannot be approved unconditionslly because risks involved
would make its financing unfeasible, the first step would be to ask project participants
to try to reduce rirks: host governments may be asked to create favourable infra-
structure: developments banks may advance some high-risk funds to finance particularly
risky operations: customers and suppliers may be approached to shculder some of the risk
in exchange for agreements serving their interest. If remaining risks might prevent
the project from obtaining acceptable financing, but risks can be kept at low levels,
host states and other members will be asked to advance guarantees. Their guarantees
will cover a smaller volume, as their interest in the project and control over risk

factors are c-mparatively lower.
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It is at this stage that industrialised countries participate. If the members
may not be able to guarantee fylly the project or if industrialised countries have
demonstrated their interest in a guarantee, they will be asked to elect one of three

1iternatives:

- they may guarantee "excess' risks that neith~r the project nor the country can
carry:
- they may take out insurance for a proportion of all or a class of contributions

to projects, the remaining volume gueranteed by REGINA's member states:

- they may create a fund entrusted to REGINA to support guarantees written by
REGINA, or re—guarantee the primary guarantee written by REGINA.

According to the mode of participation, industrialised countries' influence on

guarantee operations will vary:

- extending guarantees for excess risks will be at the discretion of ICs. Excess
risks projects might be of particular interest to industrialised contributors
vhich, if not for REGINA's guarantee possibility, would try to have their home
states support the projects’' risks:

- ihe guarantee of a proportionate volume of funds advanced to the project or of a
special kind of funds can be done in twvo vays. Either the guarantees are
extended by industrialised countries' institutions, or from guarantee lines which
have been made available to REGINA, In the former alternative, industrialised
countries vould depend on REGINA for careful evaluation and monitoring of projects.
In the latter, the guarantee decision would also be transferred to REGINA, This
increase3 the discretionary power of REGINA, However, as bYoth developing
countries' member states of REGINA and industrialised countries are guarantors
and may suffer equal losses, there is little danger of REGINA abusing its

discretion;

- re-guranteeing or jointly guaranteeing risks, or parts thereof, written by

REGINA for its member countries, would call for the same alternatives.

Bilateral agreements between member countries and industrialised couctries may
institute guarantee lines in favour of projects guaranteed by REGINA, At the mame
time , these agreements might help control or reduce ri<.a, as they stipulate fair
conduct rules for foreign investors or other suppliers of funds,. Thus , the supervieory

position of REGINA may be improved, resulting in a greater capacity for control.

Relations between the members of REGINA and industrialised countries determine
operational modes fo. REGINA. The following chapter will present examples of the way
the guarantees should be put to work effectively. The examples are meant to be neither
exclunive nor may they wpply in every circumstance. They may be elected as appropriate,
depending on the stoge of development. investment policies or particular project

considerations.

— ——————— e ——

<
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L. Examples for Prolects' Guarantees

a) Minority Investment

REGINA's basic mode of operation is fashioned according to the prerequisites of
self-help institutions. It does, however, not exclude the coverage of foreign source
inflows for industrialisation. REGINA's prime task is to integrate foreign source
inflows into the domestic process of industrialisation in order to gain developmental
benefits for industry and the overall economv, Consequently, foreign direct invest-
ment , as long as it can substantially contribute to domestic investment, appears to be

one of the primordial targets for REGINA's operations.

As a result of the guarantee, the foreign minority investor is not bound to charge
the project excessive rates for finance, goods or other inputs to compensate for higher
risks commonly associated with foreign minority investment. The guarantee may equally
induce foreign contributors, unable to secure foreign investment financing because of
balance sheet constraints, to channel additional funds to pro}ects against project’s own

credit base, fortified by REGINA's guarantee.

Similarly, the guarantee may apply to larger prolects, where foreign firms have
been retained to supply necessary services wittout being eligible to acquire a substan-
tial stake in the investment. After such a pr-ject's first phase (construction and
initiating production), REGINA's guarantees may be needed to refinance export credits
and other equipment , reiated debts falling due and, to a lesser degree, to serve as
vorking capital. The aim of this second phase, "the technical assistances phase"”, is
gradually to replace all foreign components in the project. During this phase, the
considerable risks related to production and marketing might cause the costs of new
lending to be sven higher than the costs of preceding indebtedness, and so threaten

further operations.

b) Majority-owmed Projects

An exception in guarantees will be foreign-majority-owned projects with private
domestic partners, Projects with such ownership structure may be regquired wvhen
developing countries want to exploit a monopoly benefit, but are not yet prepared to
integrate the venture into the domestic economy. The prime reason for such a
determination may be that existing linkages to the local economy are too few and

too weak and the cost for creating new ones too high.

Unable to finance a project directly, developing countries might also be willing
to secure u substantial shareholding in the enterprise in exchange for granting
necessary rights and permits. Since the required loan finance in these cases may

depend on a guarantee, REGINA guarantees may be granted to loans such as:
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- prolects, wvhose output cannot yet be processed in the country, dut which yield

necessary foreign exchange earnings.

- long-term projects, vhich for the long-term fixed assets needed and additional

risk factors would unduly strain a developing country's portfolio for risks.

loan finarce needed for projects of this kind and given in viev of future earnings
of the project vill generally require particular precautions for reducing, spreading or
monitoring risks. A guarantee would help achieve this task, wvhile providing parti-

cipants from DCs with a voice in decisions relating to loan management.

c) Guarantees to Support Foreign Contractual Contributiems

Guarantees extended to projects described in both previous subsections mainly
support foreign contributions, by and large conforming to traditional foreign direct
investment patterns, characterised by a mixture of contributiors which individually
and in particularly together allowved control to be exerted over the inv:stnentl/.

The following subsection is devoted tc inrestment patterns, vhich have in common their
fragmentary structure of contributions, as represented by the so-called "quasi-equity"”
contributions, On the funding side, fragmentation of financial contributions will
loosen the grip of investors over financial inputs of a project thus reducing his ability

to contribute in the same way as in traditional projectsg/.

The same holds true for lenders wvho have relied basically on the strength of an
"approved" - in home market terms - investor to run a foreign project successfully.
1f part of his control devolves to other participants from the prcject's home state
or region, investors' credit standing will be unavailable for borrowving purposes.
Giuarantees | therefore, have tn substitute for their reduced credit base and add to the
perceived stability of a project by ensuring permanent support by all parties
interested in its outcome. In fact, investors' control has to be replaced by a
guaranteeing body's control to the degree it cannot be shifted. Several types of
projects might eventually fall within this category of REGINA's proposed activities:

- projects relying directly on foreign contributions wvithout granting foreigners
the right to hold equity, or without the contridbutor's being prepared to acquire
an equity interest in the project. Tre reasoning put forth in support for
contribution dealt with in subsection 5 applies here v th equal force.

- Guarantees may be needed particularly to finance parts of infrastructure vhich
have fallen within the purview of equity investors. These components, the
"on-site" facilities geared almost exclusively to the demands of a project,
vill lack suffic.:nt funding, because contractual contributors to production
are bound to look only for the means necessary to comply vith their contractual

1/ See for a definition e.g. IBRD, World Development "eport, 1978, Annex I, page 117.
2/ cr.3.5.3
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obligations. As finance on soft terms will be needed to cover ancillary parts
of infrastructural investment ,6 developing countries must provide financing, unless
it can be obtained by the project on the strength of a guarantee, resting on the

success of the project's production.

In essence, shifting the risk of lending to a guarantee institution like REGiNA
«@ill result in concentrating active "risk management” in REGINA and its participants,
an entirely intended effect as participants will and shall retain project control this

vay.

5. Critical Issues

To conclude, the following issues essential to the activities and efficiency of
REGINA are detailed: the types of guarantee cover, funding for operations and
institutional co-operation.

3

a) Types of Risks to be Covered

A principle of REGINA's activities is the balance between the interest and cost
of participation. To sustain this principle and to avoid liabilities too high for

REGINA, the three classes of guarantees have been created.

Excess risk cover will be exclusively provided by industrialised countries, There

are three factors wvhich may determine a risk to be "in excess”:

- Given the state of the developing country's economy, it may not be possible to

diversify or insure the risk;

- the risk is equally outside REGINA's control capacity. Price or market risks

are a case in point;

- industrialised countries may be most interested in supporting projects with

these risks necause of internal considerations or international co-operation.

Without industrialised countries' guarantees,K these risks clearly cannot be
accommodated by developing countries ror by REGINA. Therefore, risks are shifted
to industrialised countries, vhich may be better able to manage these types of risk.

Risks vhich can be accommodated by REGINA, i.e, their member countries, may also
need some external support. As these risks accumulate, the risk-taking capacity of
REGINA's members would soon be exhausted, Therefore, two alterratives may be elected:

- either industrislised countries will re-guarantee part of the guarantee
portfolio or & proportion of primary projects guarantees;

- or they will grant guarantees parallel to guarantees of REGINA, i.e. to other
parts of the projects and its contribution.
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Either wvay, the rrobability of losses will hinge on the wvay the pro'ects are
selected and controlled. In case of losses, they may also depend on the administration

of subrogated claims if REGINA is to be entrusted vith this task.

b} Industrialised Countries' Participation in Decision Making

The question of IC participation in decision making arises vhen ICs want to
participate in the bodies determining guarantee criteria. As REGINA is designed to
be a 3elf-help institution, their influence has to be limited. Therefore, ICs have

tvo alternatives for participation:

- limited membership in commissions determining guidelines for the selection of
projects to be guaranteed or a qualified position if a more permanent role in
REGINA's activities by providing guarantee lines is involvedl/
- guarantee lines may be made available by ICs under agreements determining the
final use of the guarantees, This alternative wvould particularly be appro-

oriate if REGINA has already established a sound record of operations.

c) Funding

The third issue, vhich has played a major role in previous approaches, is funding.
Since REGINA does not itself grant guarantees 6 this issue is relevant only as to cost
of operations. Two ways to reduce these costs are offered within REGINA: fees could
be charged to cover REGINA's expenses in the avarding of guarantees. Alternatively,
REGINA could charge monitoring costs to the guarantors, These .z2es nay be sufficient
to cover expenses and possibly build up reserves for own guarantee operationug/. On
the other hand, REGINA can take advantage of the existing facilities of its members.

Employing their resour.2s to the maximum may keep the association's costs rather low.

This pa.tern of operations should serve to achieve and preserve the operat.onal and

financial freedom necessary to develop rational and stable business criteria.
d)  Losses

Another and decisive issue is connected to the probability of losses to be
guaranteed, They influence costs of coverage and the capacity of guarantees to
honour their cosmittments, In view of the novelty of uperations, they may reach
peaks vhich may seem to prohibit further operations. Before such determination

may be made , two arguments have to be considered: First, losses Lave to be seen

1/ If excess risk guarantees would be granted this way, the juaranteeing industrialised
countries might be given veto pover.

2/ Ti. amount of fees charged will also be indicative fur the types of projects
supported by REGINA. Moreover, if the fees will not reflect the market value
attached to guarantees, RECINA vwill be in danger of supporting operations which
vould have been financed anyway.

<
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agairst the losses irncurred by rrolects othervise foregone and by losses irncurred under
the old system »f funding through direct investors. Secondiy, guarantees by host
governments have usually been given for a wide array of transactions, e.g. availability
of foreign exchange,K transferability of funds etc. These guarantees have not been
employed efficiently. On the contrary, their effort had been a net gain for investors
without any profit to the DCs. REGINA's use of these guarantees and funding guarsn-
tees may eventually reap better profits.

CEAPTER 7: CONTINGENT LIABILITIES INSURANCE CONSORTIUM: CLIC

1. Introduction

CLIC, the next mechanism to be proposed, responds to the same principal demands as
REGINA: accommodation of emerging investment patterna, flexibility, and increasing
developing countries' stake in the .ecision-making of investment. Its institutional
organisation is rather similar to REGINA's, reflecting the need of transparency and of
the best use and combination of existing mechanisms to supplement new institutional

solutions.

CLIC is mainly concerned with foreign contractors, i.e. foreign contributors of
assets, vho increasingly are called to furnish the entire equipment of factories or
even production proc- 3ses and means. The essential difference between REGINA and CLIC
lies in their respective arproach to changing structures of investment. REGINA's
raison d'étre is the substitution of equity-funds by external funds secured by the
guarantee of the projects' major beneficiaries in order to create a working identity
betveen risk control facilities and the locus of risk vithin an investment project.
CLIC should enable fcreign contvactors to assume risks for the control of vhich they
are vest suited. In addition, as nev and bigger risks of contracts will exceed the
risk-taking capacity of contractors, CLIC will provide an opportunity to make sure that

dazmages caused by risks will not endanger the viability and performance of & project.

2. Relation Between REGINA and CLIC

As they are closely related in principle, the operations of both mechanisms may be
complementary in reelity. Basically REGINA guarantees secure repayment of funds,
regardless of the risks threatening repayment, CLIC's insurance secures the termination
of a project in the agreed-upon manner: insuring either particular risks or the coa-
trectors' contractual behaviour. As the orderly bringing into production of a project
is one of the foremost prerequisites of loan service, they help to increase the proba-

bility of repayment,

Flexibility exists in the two schemes as risks may be shifted betveen covers, In
any case contractual obligations of the contrector include technical assistance and
maintenance over longer periods of project life, little risk may be left to be covered
by REGINA's guarantees. Conversely, if all the funds of & project are guaranteed,
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there may be no reed to insure against prolect risks, vhich would be controlled by
REGINA anyhov, For combined operations, it appears essential to determine carefully

the availability of schemes and to adjust respectively the conditions for cover,

3. Scope c?f Problems Posed by Guarantees and Insurance of Projects in Developing

1/

Countries—

a) Projects' size and the nature of risks to be insured are the essential

problems to be solved or dealt with in proposing new institutions. Large-scale projects
and their combined needs for insurance or guarantees can hardly be accommodated by

infant insurance or tanking industries in developing countries, In spite of increased
erfortsg/of developing countries to create effective institutions to cover risks occur-
ring in domestic projects and to increase the retention cavacitvy of resional insurance
and re-insurance institutions,gftne amount of 1nsurance they vwrite will be relatively
small, groving only gradually. This trend is underlined by the types of risks and

their loss possibilities to be covered.

First, the incidence of risks as well as the volume of losses resulting from the
actualisation of a risk may be higher due to the weak infrastructure. Logistical risks,
for example  may be considerably higher in developing countries, vhere the project had
to rely on extremely scarce rescurces, e.g. highly qualified manpower, an efficiently
working transport system and a social and political environment, to support the project'’s
needs in times of strain. The failure of projects planned to contribute necessary
input for an accelerated industrialisation process may cause consequential losses vhich
may run very high. Encouraging small and medium enterprises as foreign operators is
not really the solution. Although this is basically the class of enterprises which
should be promoted by tte operations of the rroposed mechanisms, the probability and
volume of losses will be at least equal to large projects.

b) Three approaches may lead to a better management of problems described. The

determination of guarantees or insurance coverage has to be oriented at the project in

its entirety. Improved methods of project preparation, evaluation of project's risks
or of the financial and technical viability of a project have to be the most important

paradeters for a guarantee or insurance decision,

1/ No distinction has been made between "bonds” to secure a certain performance and
"guarantees” serving the same aim. As the more abstract term "guarantee” is
used to cover all obligations to pay & certain sum of money if an sgreed perfor-
mance standard has not been met, regardless of the vay the guarantee has been

granted.

2/ See UNCTAD, "Reviev of Development in the Fields of Insurance in Developing
Countries”,
ID/B/C.3/99 of 8 October 1971 1D/B/C.3/122 of 18 June 1975
ID/B/C.3/107 of 3 April 1973 ID/B/C.3/1k1 of 17 July 1977

3/ See e.g. Africa Re-operative since 1 Janusry 1978, UNCTAD, TD/B/C.3/1k1 of
19 July 1977, pera 82, 83,
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The contractor's ability to ray back monies advanced under a bank guarantee granted
on the strength of his home countrr assets has been hitherto one of the leading con-
siderations for granting guarantees. Insurance has teen and is ordinarily given by
assessing one particular risk, regardless of the combined risk of a project. The
mechanisms proposed within CLIC suggest the contrary: that the target of guarantors
and insurers is the project itself. It may and rhould be feasible without recourse
to external assets. In fact, guarantees should help to create project conditions by
thorough evalustion preparation and control vhich even improve the likelihood of the
project's success. As for insurance, project oriented "wrap-up” policiesl!, taking
into eccount the peculiar risk combination within a project framework, may replace
the more traditional contracts. They may forsce insurers to assume functions of a
"co-venturer" covering - in addition to traditional risks - design and technological
risks. Covering these types of risks implies a change in perspectives., Whereas cover
for risks traditionally could be arranged if risks fit into a portfolio of risks,
balanced and homogeneous enough to estimate loss probability, risks due to techno-
logical default can only be covered after a profcund assessment of its impact and its
role wit>in the project itself. There is some probability that even a well-assessed
risk of a technological or design nature will not fit into a portfolio, as it can
hardly be standardised. So it remains the duty of the insurer to see to it that in

order to be ultimately insurable the risk can be shifted or reduced in other wvays.

Another approach reflecting the desire of developing countries to share in the
decision-making of banks and insurers is the development of domestic insurance industries.
By requiring }breign contractors to hold insurance written by domestic firms and by
creating regional insurance pools to increase the retention capacity of the developihg
economies | this aim will possibly be furthered., However, for the time being and in
viev of the amount of coverage needed, developing countries’' efforts have need of
fruitful co-operation wvith industrialised countries and enterprises acting on an

international level.g/

Similarly, bank guarantees are only accepted by the contracting authority if they
are channelled through or granted directly by a domestic financial institution. The
institution will in turn accept banks as re-guarantors or as participants in a
syndicate only if they fulfil certain requirements of credit wvorthiness. If these
banks , or the banks originally issuing the bank guarantee to the contractor, apply
equal standards of credit vorthiness, contractors from developing countries, vho had
not yet had the opportunity to establish a reputation for credit vorthiness, may not
be eligible for a guarantee at all.gj Hence, it is important to influence the deter-

mination of what constitutes credit worthiness in this context. The determination has

1/ E. de Saventhem: "Professional Insurance”, the Consulting Engineer, September 1973.‘
pP. 25: D. Sassoon: "Versicherung &ffentlicher Grossprojekte", Finanzierung und
Entwvicklung, 6:1978, p. 39.

2/ See re orts on insurance in developing countries,

3/ See "Saudi Market opens as Sezai Turkes vins Bank Guarantee", MEED of 25 November
1977, p. 13,
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has to be made in co-operaticn vith contractors and financing institutions. Again, the
aim of the institution should consist of creating a framework in wvhich develoring
countries as wvell as other actors may operate on terms of increasing risk capacity and

project stability.

Finally, beside the DCs' interest in having a stake in the decision-making insti-

tutions, a strong need exists for an internationaily acceptable and effective method of

risk spreading and securing. Even if an insurer may be villing to accept increased or

"development"” risks, he can hardly secure adequate re-insurance or he vill have diffi-
culties in syndicating the bank guarantee extended. In fact, not all of the guarantees
requested could be syndicated.£/ Problems of this kind have not surfaced frequently,

as the co-operation among banks and insurance companies has been rather efficient in
areas involving this type of business, Howvever, to remove barriers for smaller con-
tractors with high risks but capable of fulfilling contract obligations, the co-operation
betveen these institutions has to be supplemented and stabiiised. Doing so will permit
developing countries to introduce their justified demands intc the decision-making
process and vill permit coantractors as well as host countries to rely on these fora for

efficient risk spreading.

The aim of a permanent body for the syndication of liabilities arising out of
insurance coverage or bank guarantees may be enhanced by harmonising contract con-
ditions.g/ Maturity of guarantee and insurance contracts, provisions for the cancel-
lation and renewval of contracts or the roll -over of guarantees and cbligations to
reduce guarantee liabilities or to return notes after the termination of the contract
are all questions vith a strong impact on the contractor as well as the contracting
authority and the host state. Harmonisation will, in any case, improve transparency
of markets and stability of contract relations. Harmonisation of conditions may help
reduce uncertainties of coverage and cost of coverage. For the contractor, it may
clearly determine their capacity to refinance operations, as guarantees often limit
his credit standing. On the project side harmonised and balanced provisions may e.g.

remove dcubts as to the future coverage of certain risks.

L, CLIC - A Proposal for a Mechanism

The preceding sections should have brought out three areas of activities for CLIC:
- CLIC must provide the contractor or the project's owner with the possibility to
externalise risks vhich threaten to impair his capacity to fulfil his contractual

obligations quickly and efficiently. The predominant prerequisite for a workable

1/ "Major Bank Guarantee for Saudi Arsbia Arranged”, Financial Times of 25 October 1976

2/ See e.g. ICC, "Uniform Rules of Contract Guarantees” K 1st edition, Paris August 1978.
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shifting of risks is a thorough and exhaustive assessment of the type and
magnitude of risks occurring during contract life, given the econoric conditions

of a particular country.

- CLIC has to insure that f_r the sale of risks properly assess~d K markets can be
found, broad enough to gues-antee a vide distribution of risks and deep encugh
to assure the securing of risks even in times of economic stress and’'or little

standing of the insured party.

- under the aegis of CLIC, ways have to be established to either eliminate or
control classes of risks. The balance of interest required to reach this aim
could be furthered by creating equitable contract conditions for guarantees and

insurance and by harmonising market conditions.

To achieve these aims, CLIC should give precedence to flexibility and industrial
development co-operations. This would mean that CLIC should try to assist national
and other institutions to combine forces to offer an overall bzlanced yet project-
tailored programme. This may best be reached by forming a consortium on a permanent

basis with three principal functions.

Risk assessment would be che basic function. Technical experts from developing
country inscitutions, banks and reinsurance companies slould co-operate to determine
the character and the magnitude of possible risks, To achieve a climate of profes-
sionalism and mutual trust, the consortium should be egtablished with UNIDO as a
driving force. The assessment of risk will be the precondition for the determination
of vays to reduce, shift and cover risk. Reduction may be achieved by supplying
technical advice to the project or possibly by creating conditions to control the

technical and financial aspects of risks,

To shift risks, it is necessary first to examine all participant's risk-taking
capacity ., their possible influence on the occurrence of risks and their interest in the
projects’ success. Given an assessment of development risks and the corresponding
determination of control possibilities, the rinding: could require e more direct
involvement of developing and industrislised countries in order to reduce non-~insurable
risks. The assessment panel may, therefore, ask these participants to provide for
certain undertakings of developing countrieg in respect to development risk.y
Industrialised countries will be asked to open credit or guarantee lines wiih their
export/investment guarantee systems to insure remaining development risks vhich may,
nevertheless , occur. Risks determined as not being of that nature might be better

insured on commercial terms,
Other messures conducive to risks limitation are standard clauses for guarantees,
vhich vill emerge in the course of the activity of the panel. They can be supported

by s body of arbitration decisions, handed down by UNIDO's tribunal; decisions of this

1/ For the corresponding term "development losses', see chapter of the study.
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body may be made compulsory for the applicants on a risk assessment procedure. Appli-
cants may include all rarties involved in a prolect in developing countries for wvhich

risk cover is mandatory.

The anecessary concomitant for the assessment panel - the loss documentation panel.

It has to be ensured that amounts guaranteed may be available on the shortest notice so
as to minimise risks caused by delay due tc arguments over the necessary e¢sidence to
file & claim, On the other hand, there may be cases vhere an argument vill arise
vhether particular cases would fall within a special sphere of influence for vhich no
cover had been obtaind. It should be incumbent on the loss documentation nanel to
examine such a matter speedily and, vithout going into detail, give a preliminary
finding. In addition, to incremse the efficiency of insurance decisions, the panel
ray be required to accumulate more comprehensive information - from assessing or risks

to the examination of losses,.

Finally, CLIC may serve as a permanent consortium for the syndication of guarantees,

Given the thorough assessment and the undertakings and patterns to be followed by all
participants , membership in a consortium of international financial and insurance
institutions doing business in high rigsk, but still profitable areas, may be attractive,
In exchange, participants, including industrialised countries' public guarantee pro-
grammes  would be asked to pledge a certain amount of guarantees or insurance during a
certain time period to be sold to prolJects' owners or contractors. The pledges in turn

may grant stabiiity for additional insurance to be written,

CHAPTER 8: REGINA AND CLIC: ADVARTAGES OVER COMPETING SCHEMES

The follovwing survey of related institutions should not only demonstrate a pos-
sible superiority but alsc try to determine the position of the mechanisms proposed

vis-d-vis other schemes,

REGINA in particular should be able to reach a high mobilisation factor. It

appears to be capable of attaining degrees of mobilisation of sources for capital
reached by co-financing operntions.l/ The catalytic character of operations correlates
to a need of other financial institutions tc assess and eveluate projects (risks)
sorrectly. Arab funds in particular have shovn a rapid rise of disbursements for
projecis originally examined and test=d by otuey', especially international, financial

1/ It should be borme in mind that mobilisation of funds to a project through high-
risk lending engenders a "multiplier” effect on two ievels:

- horizontally, as the secured credit may be the top layer of a financial package;

- vertically, as ¢.g. a loan for investment purposes viil increese the capacity
of A project to attract funding for current asset finance.
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institutions.L REGINA and CLIC may serve as "financial engineers” to match project
opportunities and funds (insurance) from industrialised countries. FEGINA would
reach a better mobilisation and transformation factor by perfecting control oppor-
tunities over projerts; CLIC would extend its financial services to create an

.. . . 2 . N n . -
efficient system for syndication.* Syndication as the "dovn-stream’ alternative

for risk transformetion vill help attract even more and qualified contributors to

projects on conditions which can be at least influernced by developing countries.
Furthermore, a perceived stability and transparency of the syndication process,
furthered by the creation of harmonised conditions for insurance contracts and
guarantees , may ensure better planning and implementing conditions for the parti-

cipants of projects as uncertainties in the area of finance can be kept lowv.

This aim is all the more important, as on a lower level only very few insti-
tutions can attract capital from industrialised countries' market sources.3’ In

addition, the closeness to projects guarantesd and insured may contribute to the

effectiveness of control and supervision of projects' risks. The control, and in parti-
cular the control of "political” risk indices on vrojects' situation, is helped by the per-
manent interaction with the host state's policy-making bodies, However, their influence

is matched by other participants in the decision-making process of the institutions, which
will secure technical and finencial advice and guidance on an indevendent basis. The
decisions, reflecting the mix of the participants, should, therefore, be guided by consi-

derations of domestic industrial policy but not focused on temporary chansges.

The limited potential for large operations in the regional framewvork stimulates

operational patterns rcflecting a flexible attitude towards patterns of contributions.

Contrary to many investment guarantee institutions, which require applicants to haye

a substantial share-holding in the investment, REGINA and CLIC should have no need to
resort to such rigid prerequisites. Substantiality, which as a rule may te determined
on a shoving of a shareholding of over 10 or 25%, may interfere with guarantee require-

ments of multilateral ventures k6 alloving each of the participants only a limited number
L/

of shares.-' On the other hand, schemes using this and similar tests have no other

choice than rigid regulations. As they lack the resources and the necessary mandate

1/ The Saudi Fund has rapidly increased its commitments by lending to co-financed
projects, Even within the Arab institutiors this effect stiil is fel™, BADEA
e.g. through indirect participation of other Arab institutions has attained a
mobilisation factor of 2L% of total project cost, see "New African” July 1978.

2/ James A. Nelson, "Middle East Contractors need Specialised Bank Services",
MEED Special Report "Banking and Finance," December 1977, page 17.

3/ Only few financial institutions from developing countries had the opportunity to
tap foreign markets for long term development funds, like e.g. IMDB of Iran or
Nacional Financiera S.A. of Mexico.

4/ See for the problem of multinational projects and investment insurance, Kay
"Problems of Multinational Investor Eligibility under Rational Investment
Insurance Programmes” 6 Texas International Law Jourmal, 7 (1972) 223. Export
credits and insurance is at least to an equal extent dependent on home atate
considerations.
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to examine projects in depth, they must apply rigid rules. Thus , they may only react
retroactively on nev deveiopmcuts without having an opportunity to influence trands in
irvestors' behaviour. The proposed mechanisas, on the other hand, may - by changing
tneir control instruments and procedures gradually - react to emerging patterns of
investment or even initiate processes in keeping with industrial policies of the
projects' state,

Another advantage over institutions operating from industrialised states is the
"project perspective”. Although untied project loans may be granted by industrialised
countries' institutions, the lending decision is commonly guided by considerations

at least partly reflecting industrialised countries' policy perspective, vhich is alies
to a developing countries' project., This pattemwill result in procurement conditions,
financial covenants and funding terms based on e.g. the goods financed or the impact of
the project insured on future business. Export credits, a handy device for the finance
of foreign currency expenditures for capital goods, are not the only tied credits; the
volume of subsidisation is also dependent on the industrialised countries' domestic

economic situation regeardless of the volume of trade to developing coun®ries.

Finally, the active involvewent in project risk management may be said to be an
important advantege of the rroposed institutiouns. In this regard, REGINA and CLIC
follov international financial institutions vhich have searched for, evaluated and

financed projects, giving them an opportunity to supervise and monitor projects' success
ertectively.y They, thereby, vere able to observe closely indicators of perfomnce.?—/
If indicators effected a varning, the institutions had still time to consider effective
countermeasures On the basis of a thorough evaluation of the project in coanection
wvith a knovledge of local political developments, REGIKA and CLIC should be able to,
first, identify and develop useful fndicators for the occurence of risk. Secordly,
their capacity to take quick and appropriate action may even be nigher compared to

financial institutions operating on higher levels.

Most of the presumed advantages of REGINA and CLIC will depend on the success of
their industrial development co-operstion. Both rely basically on a concept of self-

help, supported in varying degrees by industrialised countries' capital .gusrantees and

enterprises. This concept implies that decision making will take place vithin the

circle of the institutions' participents from developing countriet.i/ Industrialised

1/ FPor some of the methods used to secure repayment, practised by financiel insti-
tutions see Mr. Fritsche/A. Stockmayer "Mineral Agreements: Issues of Finance
and Taxation"”, Natural Res. Forum, 2 (1978) 215ff.

2/ See for the control aspect in particular Andr€s Sureda/Charles Vuylsteke "La
Surveillunce exercée par La Banque Mondiale” in: G. Pischer/D. Vignes, La
Surveillance Internationale, Bruxelles: Bruylants 1976, p. 299.

3/ However 4t a given stage of development ,developing countries will not have the
cepacitier to rely entirely on their ovn. Even in the area of insursnce, vhere
developing countrier’' efforts have been particularly intense, international
co peration vill he neceasary for theyears to come, cf. URCTAD, "Insurance of
Lar = Risks in Developing Countries, TD/B/C.3/137, p.23.
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counsries will have a say in decisions in as rmuc™ as their sunport Is involved. wWith

YA, fuarantees v industrialised ccountries a.. “Aanted to rrolecis on
criteria develored kv REGIVA Tut arproved bv industrialised countries. The day-to-day
administration and the overational natterns are outside their control. Tiey rmav, however
influerce the course of action of institutions in an indirect way, as they decline to
srant guarantees. A rood rerforrmance record by the trovosed insti :tion can vrrevent

this develorment. Cooreration based on the mechanisms will not, therefore, require s
legrea of continl which has nrevented fo.mer rrovosals from teing realised.;/ Conovera-
*ion based on these nrincirles might produce better results {becoming more s+ahle and

halanced over time! *han efforts to involve industrialised countries on a broader basis.

It has been nroposed, for example, that industrialised countries puarantee projects
sponsored bty developing countries on the conlitions that these vprolects ere hilaterally
_prroved.gj Such broad gusrantees are not inserted into the overall framewerk of a
rrofect: particivants are unguided by an insurance rationale, and not stricted oriented
at the rrolects’ other needs. Under sueh conditions the method selected for cooperation
or the orolects selected for suovoirt may be optimal only from the viewnoints of the
administrations. Therefore, fiven a nossible imbalance in decision making, the develo-
ving countries could be left with a ovrcj)ect or a contribution to a project inavorooriate

for its industrialisation p.ocess.

Tere is a fair chance that unon the assessment by an internationally balanced

Froun or exverts and the con-urrent decisions of 7 nurber of particivants of the oprojects

-

(i..cluding bome stite authorities), a sumrrantee or insurance contractad under CLIC's
auspices will be more indicative 5f th - prover function and value of the nroject and will

better serve the home state economy than a government guarantee.

1/ The most prominent .xample of a multinational investment guarantee, the IITA has
heen a victim of persisting argument over the requisite share of developing
countries and industrialised countries in the governing oreans and in the funding
cof such an institution, Given the long period of nreparation for the ITIA and
it3 nredecessors hased on the same model of international guarantees, it may safely
be as3umed, that the model has failed. (ITIA has heen bhased on work done within
the IFED since the beginning fNs. It could rely on the 1967 Draft Convention on
the Protection of Foreign Property).

2/ See i.a. the very comprehensive note by Phillipe Kahn, "on a suggestion concerning
puarantees in industrial co-operation rovernment contracts’, IN/WG.2R7/L,
9 November, 1978, paras 1f passim.
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CHAPTEE 9: CCNCLITING BIMARKS

KIS

Foth rrovosals for mechanisms are far-reaching. Although they relv on vrevious
arrroeches which have deronstrated that a need exists they mav not become overational
for various reasons. Although external reasons could be one cause of failure, most of
the issues critically important for the mechanisms' success lie in how REGINA and CLIC

are organised. Two examples may illustrate it:

1. Both mechanisms depend on the amount of vrofessional skill they can muster.
Pesides the willingness of industrialised countries to commit guarantees and the fea-
sibility of internal co-operation, these skills will influence the verformance record,

i.e. the capacity to mobilise sources and transform risks.

2. Regional co-oneration will be the other factor uvon which success hinges.
Without it, the close relationshiv to projects end the ac -ess to international funding
will not be viable. And the flexible attitude to orolec.s on the basis of harmonised

policy decisions will nol be achieved.

But given the skill and the will for regional co-operation, the rechanisms should
by their balance of economic necessity and political determination create better cor-

ditions for funding or investment beneficial to all participants.
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S [FNCCPATIC REPURLIC Iii THE FIELD OF INTEPNATIONAL

The lerislation of the GIOR and of all the other merter countries of the Council for
e, 13 ic i T i i i i
utual Teonoric Assistance (crEAl provides two mechanisms for the settling of inter-

national cemrercial disputes:

{a)  state furisdicting (judiciary)

(¢}  non-povernmental arbitration (arbitrare).

The state courts of these countries have a broad competence in civil matters which
reans that there are not special state courts dealing with cormercial matters {cormercial

courts) and that no special divisions or senates for cormercial matters are at‘ached to

the state

courts. Access to the state coucts in ratters Adealt with here is regulated by
national lejral provisions cencerned with international Jurisdirtion. as has been laid

..... in Arts. 134 and 175 of the Civil Procedural Code of June 10, lQTS.L/

1/ Arts. 194/175 of the Civil Proceduren! Code read as follows:

Art. 17L: DPules of Competence

(1) The courts of the German Democratic Republic are competent for proceedings
between parties from other SGtates, if, under the provisions of this law or other
ley
{»

) The courts of the German Democratic Pepublic are also competent if cne party
is a citizen of the Terman Demccratic Repubiie or has his Jdomicile, abode or seat
in the fGerman Democratic tepublic, or an oblipation which has arisen or shall be
fulfilled here or if, in civil ratters, assets of the defendant are located in the
Jerman Democratic Pepublic.
() 1f, under the nrovisions of this law, no court is locally competent tm ~onduct
the nroceedings, that court of the ferman Democratic Pepuhlic is competent, in whose
circuit the plaintiff has his domicile abnde or seat provided that the defendant
has no domicile. abode or seat in the German Democratic Republic. TIn any other
cases, the Stadtlezirksrericht Berlin-!‘itte is competent. It may refer the pro-
ceedings to another court.
(L) In order to establish the jurisdiction of the courts of the German Democratic
Fepublic those circumstances are decisive which exist at the time when the action is
served. A jurisdiction, once established, remains competent even if the prerequisites
subsequently cease to exist.
Article 1R5: Agreement on Competence
1) In civil matiers the parties may agree to confer Jlurisdiction to the courts of
the German Democra-ic Republic, even if thc latter have not jurisdiction under this
Part. The apreement may be tacit or explicit - Jurisdiction is considered to be
agreed if the defendant participates in the proceedings on the matter.
(2) Insofar as an action does not come within the exclusive jurisdiction of the
courts of the German Democratic Kepublic, cognizance over and decision in a civil
matter may, by written agreement between parties, whereof one has his docmicile,
abode or seat outside the German Democratic Republic, be conferred to the Juridiction
of the courts of another State or, if provided by law, to an arbitration court.
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These rrovisions of the 1T ceincide, to a rreat extent, with those of other CT'FA

1/ c . .
merters. The leral nrovisions of these countries allow for the ccrntractual arrec-

rent on international Jurisdiction of a court (Judicial Corpetence Clause).

An analysis of practice shows that dispute settlement through arbitrate is consider-

ably more often chosen and implemented through state courts, but it should be noted that

arbitrage in the GDP and in ihe other CMEA countries is understood as an arbitrage de juyre.

like state courts, basing its decisions on Juridical considerations. Why then is such

preference of arbitrage given by the partners of international economic contracts? The

reasons are:

2/

- pecularities of arbitrage, such as proceedings wita a short and inexpensive
duration, experts as Judnes,?/ the right to seleet arbiters, complete separation

3/

between arbitrage and judiciary,” immediate binding force {legal effect) of the

- . . |
decisions taken by the arbitration court:~/

- international character, more of less distinct, of arbitrage. whereas the state
courts as orgens of a certain state must necessarily be nationally oriented.
Here we must take into consideration that arbitrage in the GDR and in the other
CMEA countries operates, as a matter of principle, solely within the scope of
international cconomic matters and has, therefore, completel.y adjusted to i:s

requirevrents.
This is linked with:

- the special character of settling disputes by arbitrage. The possibility of
cheosing arbiters and the existence of lists of arbiters allow for mechanism
of settling disputes to be adapted to the peculiar features of the individual

dispute.

e.g. CSSR, the Act. No. 97/1963 Concerning Private International Law and the Rules of
Procedure Relating Thereto (Bulletin of Czechoslovak. Law, Prague, 4/63, p. 249},
L. A. Lunz, Internationaler Zivilprozess, Staatsverlag der DDR, Berlin 1968, p.lLkL et seq.

The arbiters are, after having been confirmed by the Presidium of the Chamber of For-
eign Trade of the GDR registered in a list of arbi*~rs kept by the Secretary of the
Arbitration Court. Similar rules apply tc the other CMEA countries. By publishing
the list of arbiters the Chamber guarantees that the listed persons ares top grade ex-
perts. have special knowledge and practical experience in the relevant field and are
persons of moral integrity.

The congequence is that e.g. in the GDR arbitration awards, in case of legal defects
are not subject to cassation by the . ,reme Court. The separation from the judiciary
is admittedly not total: for the order of enforcement of an arbitration award the
court is competent in the GDR ,unlike in Romania), as well as for the order and
carrying out of the enforcement actions.

The legal institution of depositing awards with the state court was in the GDR
abolished in 1975; it had rarely peen observed.




arhitrars i recaricdl ard mroragatol an thae
Ainriate methcd for o settlings dispites, ortimally adsmted $0 the conliticns ~F intar-
natisnal esyn~mis and scientific techn-~lorizal ce-grorration

is~utes arisin~ fror international econcmiz relations »eiween nstionallw.nwne?d

enterrrises, comhines or cther national ecaonomic orranisations 2 the 377 ape ret culfact
itration nor to state court furisiiztion. Far tha- nurnose a srtecial s5%ate orran
was set up in 1751 and revised several *times since then, namely the Ctate Contract Court
attached to the GDR Counc®" of Ministers {with a Countrv Contract Court in each of <he

15 enuntries of the Pepublic and headed by the Central Centract Court!. In contrast

or

2 its title as Ctate Contract Court, this is not a 77T court but an ad~inistrative crran
which rroceeds in a court-like ranner. In no way 1s it gualified tc deal with dis-tes
arisings from contracts with 2 foreimm vartner. e meontinn this disrute settling mechan-
ism, which is bhased upon the natinnal econouie corbinaticn of rlan aai contract. tecnuse

lacking knowledre about the T2 countries’ lepal systew non-sorialist countries rereatedl:r

-

fuse the contract court with corrercial artitrare. Cerious misjudgements of artitrare

con
in <hese countries result. Cuch mix-urs ray be because the Tta*e Contract Court in

Pussian is called “fpossudarst-wenni! artitrash”, meaninrs Ttate Arbitration Court.

In 52P lerislation, international arti‘rare has been stirnulated by the Pepulation »n

g%/

Arbitration Proceedinss of December 18, 107 “uch a snecial law for arhitrare also

2/

. . . 3/ . . . . .
exists in the CSSR=' and in Cuba.” Other CMFA countries deal with these issues in snecial

sections of their civil procedural codes. Such laws were issued in the nast ten to twenty
years. Despite their differences in detail, they share a simila. coneent: all favour
arbitrage. They allow for the broadest access to arbitrare and establish nroceedinrs

to protect particinants. To assure that decisions reached through arbitrare are honored.
minimum legal requirements are catalopued. No uniform provision exists reparding deter-
rining if the reneral civil procedural provisions should be used to close paps in tnese

W/

: . . . '
special lepal provisiins on arbitrage.—

/

-
The most recent legislation in this field is that of the ¢DR.?

1/ Law Gazette 1976, Part I, No. 1, P. B.

C The Act No 98/1963 Relating to Arbitration in International Trade and to Fnforcement
of Awards, Bulletin of Czechoslovak Law, Prague, h/Ch, p. P67,

3/ Hector Gareini, The Republic of Cuba, Yearbook Commercial Arbitration, Vol.I, 197f.
p. 27.

L/ The corresponding legal provision of the GDR leaves the procedure to the rules agreed
upon by the parties and to the discretion of the arbiters. The arbiterr .ay, on the
basis of that discretion, apply the provisions of the Civil Procedural ' sde which.
in such a case, do not operate as legal provisions. According to the law of other
CMEA countries the geneial provisions of the Civil Procedural Code may, subsidiarily,
apply to arbitration court proceedings where they operate as legal provisions. This
distinction is of importance for the rescission of awards, as it may be moved in the
case of procedural provisions being violated.

%, Ordinance of December 18, 1975 on Arbitration Court Proceedings. of. footnote 1.
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Its rost impertant preovisicon states:

1 . .
"within business relationSM/ the partners may agree that an artitration
court shall deal with and decide any dispute tetween them, vhich has
arisen or right in future arise.” (Art. 1 of the Crdinance of Decemter 1%,

1975).

In order not to limit the score of arbitrage. this ordinance does not supnly a legal
definition of the term "tusiness -~latic=s"” and also avoids the term "commercial rmatters”
which is used in international conventions althourh its interpretation and application
are contested. Furthermore, Art. 1 of the Arbitration Court (PRules) forepoes character-
izinf commercial rmatters, or any dispute arising from them as "international” or"foreipn”.
The new leral provision is flexible enocurh to allow interpretation and apnlication in
such matters as the relationship between authors and p.“iishers and reletionships te-
tween international econoric organisations and other institutions of the country where

it is tased.

In particular, the Ordinance noplies to the following subjects: admissibility of
arbitrage: arbitration clause, its form and legal effect: the proceedings to be annlied:
the settling up of arbitration: challenging arbiters- venue of the arbitration court:
service: 1introducticn of proceedings:; contents of the petition- cross action: with-
drawal of the petition: orinciples of proceedings (rifht to te heard, trial in camera)-
taking of evidence: settlement: arbitral award (pronouncerent, contents and effect):

.. 2/ - .
rescission of award—' . eniurcerment; execution.

1/ As a result of the special repulations on the domestic business relaticns this
provision reads as follows: "In international business relations...”

/ In all CMEA countries the arpitration cour: proceedings have only one instan:e: .No
legal redress is admissible which leads to a substantial examination of the deglslon
nor is cassation possible on account of a gross violation of the law. (The right
to move a cassation lies ir *1e GDR, e.g., in the hands of the Procurator GCeneral
and the President of tl .+ & Court.)

An arbitration award or a sect .2ment in the arbitration court can be rescinded only
on account of a gross violation of procedural provisions. So far no case of a re-
scission of decisions taken by an arbitration court has occured in the GDR. The
laws »f the USSR do not contain the legal institution of rescinding arbitration
enurt awcrds where they become effective only after 3 pericd of one month within
which the effects of any procedural defects on awards can still be eliminated.
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- 15 %5 rroceedings. reference is rade to the application of the rules arreed

1/

uron by the partners-’ (by exvressly referring to the rodel arbitration rules

customary in international business relations) (Art. 3):

- the national artitrage law of the 5DF must not be applied excert in inter-
national arreements in which the CDF takes part, unless other stinulations

h~ve been made (Art. 32).

“imilar orovisions are contained in the ordinances adovted by the other socialist

cormtries.

2 .
The four international Conventionsi/ in the field of arbitrape are applied by most

nf the C'CA countries, which have, to a certain extent, taken part in drafting them.

They are:

- the Geneva Protocol on Arbitration Clauses of September 2L, 1923-

- the Geneva /rreement on the Execution of Foreign Arbit+-ation Awards of
Serntember 26, 1927

- the Convention on the PRecogniticn and Fxecution of Foreipn Arbitration
fwards of June 10, 1959, and:

he Furopean Convention on International Commerciali Arbitrate of

Anril 21, 1971.

o

The CYFA countries' participation in these four Conventions is as follows:

Countries 1223 1927 105° 1961
Suiraria + +
Cuba + +
coen + + + +
S0P + + + +
Fungary + +
"fonrolia

"oland + + +
Romanisa + + + : +
UOCPR + +
Vietnam

L/ Uuch as e.p. Provisions of the Arbitration Court Rules of permanent or institutional
arbitration courts.

2/ Yot considered here are international conventions within the sphere of the socialist
economic integration of the CMFA countries, such as e.g. the Conventisn of May 26,
1977, on the Decision of Civil Litipatione by way of Airbitration, resulting from
economic and scientific technoleogical co-aoperation.
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Trmania mepasvar rartisicasac in sha Tastinston Tonvertion on tha Tettlamant ~F
T ey PRI ".".."‘
v ls owerth onatip,s that the matinn leral stiriiations A TTA countries, such as
L. the 11T Criirnance ~n Arbisration Traceelines of DNecerter 17 10750 o farther in

ancenrasing and arrlyine intermaticnal artitrare than dco the international conventinns.

“hn close and economic scientific techrolnrical co-oreration between o (TR

cruntries in the rrocess of thelir econovic integration made the verfection - *F leral
. . . . 1/ .

tasis of that Interraticn necessary wd feasible.” The far reaching corrlex measures

for iraftine and irovroving leral reculations, also perfects arbitrase methods - ~-tly ty

extendinfF contractual repulations nand partly throurh independent actions.

Thesc steps are exnlained in more details elsevheregjbut we rust point nut here that
since 19573 arbitrapge has been the sole method of settling disputes within contractual
relations tetween foreipn-trade enternrises of the C'FA countries. Otate courts of these
countries have been excluded from disputes arising from foreign-trade contracts since

1959, which is why one spoke occasionally of obligatory arbitrare.

In about 1970 more than ten years of experience in settling disputes throuesh arbitrape
led to the decision to settle all tyves of international commercial contractual disputes
onl; tnis way. The lepal basis of the extension of the principle. which had been intro-
duced as early as in 1958.3/ to contracts beyond the delivery of goods. became the
Convention of !fay 26, 1972 on the Settling through Arbitrage of Civil Disputes which
result from relations of economic and scientific technological co-operation (the so-

/y.

. 4 . . L
called Moscow Convention of 1972— This is an open convention which is not connected

wvith membership in CMEA. Uniform rules 5/ ware alaharatad for all peymanant
arbitration courts attached to the Cnmmercial and Industrial Agreements of the CMEA

countries (in the GDR the Chamber of Foreign Trade) to be understood as model rules. The
authorities, which issue arbitration rules - in the GDB, the Presidium of the Chambher of

1/ Complex programme of July 1971 for the Further Leepening and Perfecting of Co-operation
and Development of the Socialist Economic Integration of the CMFA countries. Chap. IV,
Section 15: Perfection of the legal Bases of Co-operation between the CMEA countries.
The Complex Programme has been printed in the collection Grunddokumente des RGW.,
Staatsverlag der DDR, Berlin 1978, p. 47 et seq.

2/ Yearbook Commercial Arbitration Kluwer V.B., Deventer, Netherlands. Vol.I. 1976, p.k.

3/ Manfred Kemper, Heinz Strohbach, Heilmut Wagner, Die allpemeinen Lieferbedinpungen des
RGW 1968 iy der Spruchpraxis sozialiatischer Aussenhandelsschiedsgerichte, Kommentar,
Staatsverlag der DDR, Berlin 1975, p. 386 et seq.

L/ English translation of the Convention on Multilateral Conventions and other Instru-
ments on Arbitration, published by Asociazone Ttaliana per 1'Arbitrato, Rome 19Tk,

Also in International Commercial Arbitration, Documents and Selected Papers, Clive .
Schmitthoff, Oceana Publications, 197./75, ?nd Part, p. 250.

5/ A Pnglish Translation of the Uniform Rules is reprnduced in Part III of Vol. I-1976
of the Yearbook Commercial Arbitration, footnote 16.

—————— e
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Tapaimm Trade of the 7T - adapted, in 1075/7F their own rules to those Uniform Fules.
and issed nev artitrastion cocurt rules coverine all questions involvine law enforcerent.

IS

»

matter cf rrinciple. these new rules anrly to all caterories of ?Yisrutes irresrective
. - 1/
£ the oririn of the litigants.~

(o]

The lesislative rmeasures of the CVTA countries for the extension of the law of
artitrare 3irectly benefit the trade and business partners of these countries within the
non-socialist economic sphere. Thev encounter in the (TTF countries a fully develoned
sorrmercial international exrerience and a solid legal basis in national leral enactments
cnncentratine on a method by which CMFA countries have settled commercial co-operation
disputes since 1933?/ could not but promote the develooment of arbitrare. The two main
measures of unification. the oscow Convention of 1972 and the Uniform Pules, have rade
a mator contribution toward raising to a uniform high level the concents of the "national”
arbitretion institutions which had arisen at various times from different naticnal legal
concents. This is all the more sipnificant as the sphere envisaged here does not only
comprise Fastern and Central European countries, but states such as Cubail and ?bnrolini/

which adhered to completely Aifferent concepts or none at all before loining CMFA.

Today all C'EA countries, to a great extent have uniform nermarent arbitration courts
in terms of lepal basis and mode of operations. The foreign businessman encounters rules
of orocedure which can be easily understood without resorting to lepal exverts. They are

in all the major issues of initiating, implementing and finalisine proceedings as well as
2/

the settlement of costs = rationalizes the seeking of legal redress by foreipn business

partners.

1/ An exception is made by the Panel of Arbiters of the Polish Chamber cf Foreisn Trade
which applies the Uniform Rules directly but only to proceedings between enterprises
of the CMEA countries which means that the Warsaw Collegium of Arbiters ovnerates on
the basis of two different arbitratior cowmt rules.

2/ As a matter of course arbitrag= in these countries was in forca nrinr to 195%.
The 'oscow Commission nn Foreign-Trade Arbitration was set up in 1932, the other
permanent arbitration courts rostly in the late forties or early fifties. They
dealt, from the berinning of the co-operation between these countries, with
disputes between economic organisations of these countries, because, at first.
the bilaterally agreed general terms of delivery provided arbitrape as a method
of settling disputes. The year 1958 marks the transition to multilateral reneral
terms of delivery and to the normative character of the thereby included provision
on the settlins of disputes.

3/ Cf. footnote 3 page 3.

4/ Davazhabin Dazhdondog, 'fongolia Yearbook, op. cit., p. 63.

5/ Costs are low. As an example n few positions of the table of fees of the Arkitration
' Court attached to the Chamber of Foreign Trade of the GDP are mentioned: the fres
correspond to val.~ in litigation, namely:

for a value in litipation up to 10,000 M 800.---M
" ' N " " 20,000 M 1,600, ~~-M

" " " " 50,000 M 3,000, ~-=

" ’ " N N 100,000 M h.000,—--11

" " " " " 500,000 M 6.000, ~—-M

" " " " " 1,000,000 M 10.000,---M

" " " beyond 5,000,000 M 0,000, ~~-M

Out of the fees the honorariums for arbiters are paid and the administrative costs
nf the arbitration court racompensed.
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The impetus for the development of arbitrage in the C'EA countries has been the ecunc-
ric 22 operation amonf these countries. Chanres in economic cc-orerstion within the pro-
2ess 3¢ socialist econoric integration are reflected in the structure of the disputes
and +he increase in demands made ~n the methods of settling disputes. Althoush nov as in
+he rast most disputes involve the delivery of goods, disputes now arise from contracts
concerning the .jelivery of plant and factories, scientific-technological co-overation and

1/

rroduction co-overation.=

Like other socialist countries, the GDR has endeavoured to share its experiences in
international commercial arbitrase. The GDR took an active part in drafting the UN
Commission cn International Trade Law (UNCITRAL) Arbitration Pules cf 197€¢. Experts from
the Chamber of roreign Trade of the GDR have participated in the International Council on
Commercial Arbitration (ICCA) and International Arbitration Conpresses which were held

2/

mainly to promote the settling of disputes in developing countries through arbitrage.™

wWhat has been said so far demonstrates that the central issue of the settlingy of

disputes through arbitrage lies with the permanent arbitration courts and the cormercial

3/

and industrial chambers of the CMFA countries as organs in charge of that arbitrage.
Over and beyond, arbitrage ad hoc has its significance. The legal provisions in these
countries refer equally to either form. Co-operation in the UNCITPAL Arbitration Pules of
1976 and the broad propagation of these Fules and the UN Economic Commission for Fupope
(ECE) Arbitration Rules of 1960 characterise the promotion of arbitrage ad hoc by the

GDR authorities. The Chamber of Foreipgn Trade of the GDR i;, according to its Statute,
prepared and committed to support this - of arbitrage. Thus it functions, e.g. as
Appointing Authority should the litigants crpress this wish and makes its rooms and

technical-organisational facilities available for the realisation of artitrages ad hoc.

The fact should be stressed that the Chamber of Foreign Trade of the DR, like a
number of chambers of commerce and industry of other CMEA ccuntries, has ~ften declared
its readiness to conclude with corresponding institutions of the developing coun*ries

apreements on co-operation in the field of arbitrage and, above all, on the mutual

1/ Ernst Cohn. Martin Domke. Frederick Fisemann - landbook of Institutional Artitration
" in Interns.ional Trade, Facts, Figures and Rules.

- Tourt of Arbitration attached to the Chamber of Forei n Trade of the German

Democratins Republic, p. 59.

- Court of Arbitration of the Polish Chamber of Foreign Trade, p. 1L7.
Court of Arbitration Commission of PRomania, p. 165.
Foreign Trade Arbitration Commission at the USGR Chamber of Commerce and
Industry, p. 273.
So far six of such Conpresses have been held: Paris (1761), Rotterdam (1966},
Venice (190G9), Moscow {1972), New Delhi (1973), Mexico City (1978). 1In between such
Congresses go-called Interim Meetings take place, such as London {(1974) and Vienna
(1976).

3/ No mention is made here of the special and branch arbitration ~ourts, such as the
International Court of Arbitration for Maritime and River Shipping Gdvnia, the Moscow
Cem Arbitration Commission, the Cotton Arbitrare Gdynia, tk_ .our. ..* Arbitration of
the Wool Chamber Gdynia.

o
~
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a cooriineted model arbi<ration clause. Such un agreerent exists al-

«¥ the Telaration of Tndian Charbers of Commerce and Industry (FIZCI) in lNew

It is renerally known that dealing with arditrase ad hoc is considerably rcore dif-
ul*t toth for the litipants and for the arbiters than to use the services ¢f a permanent
artitration court. On the cther hand, arbitrare ad hoc offers absolutely irreplaceable

advantares as to its speciality and individuality reparding the nature of the dispute, the

i
litisFants and the artiters. / The efforts undertaken by the chambers of commerce and in-
dustry of the CMEL countries are particularly directed at making, within their scope of
influence the fullest use of these advantages and by limiting the .egal hazards which are
connected with arbitrare ad hoe. This explains the propagation of model arbitration rules
(ECE. UNCITRAL). the recormendation cof model arbitration clauses with legality safepuarded

contents and the co-operation as Approinting Authority or administering body.

The activities of the GDF in the fielé of corrercial arbitrape ranifest themselves:

- 1in netional lerislation by the introduction of a legal refulation in keeping

with the requirements of modern international business relations-

- in the leral activities of CMEA through its co-operation in setting up
uniform leyal foundations of arbitrape (Moscow Convention) and Uniform

Arbitration Rules for permanent arbitration courts:

- 1in the legal activities of UNC by accession to end application of the four
international Conventicns {1923, 1927, 1238 and 1961) as well as co-operation
concerning UNCITRAL Artitration Rules of 1976 as well as the UNCITRAL

Conciliation Pules which are being propared.

- In the foreign trade practice by an extensive use of arbitration clauses
in contracts of enterprises as well as by saintainine a permaneat arbitration
court for international contract disputes at the Chamber c¢f Foreipn Trade in
the GDR, by lending sunport to arbitrages ad hac by propagating mcdel arbi-
tration clauses and model procedural rules and by making available the good

services of the chambers of commerce in technical organisational regard.

1/ Yo mention is made here of such agreements between chambers of comme-ce of other CMFA
ccuntries and of further agreements between the Chamber of Foreign Trade of the GDR
with the Japan Commercial Arbitration Assoriation, the Associazione Italiana per
1'Arbitrato, the Bundeskammer der gewerblichen Wirtschaft, Vienna.

2/ Heinz Strohbach, Die Arbitrage ad hoc and ihre Repelung unter besonderer Berlicksichti-
gung der UNCITRAL Schiedsgerichtsregeln 1976, published by the legal Service of the
Chamber of Foreipn Trade of the GDR, Berlin 1977.



The experierces of GIF Foreign Trade enterprises present a variel ricture. It is
31€ficylt <o seneralise because of: {1} differences in export and import situations,
rarticularly when the two operations are sucervised by 3ifTerent enterrrises, (2) trans-
actions involiving agriculture rrol.ce and thcse involving machirery or industrial plants,

(1) crade resions.

The bulk of transaction with compenies of develoving and capitalistic industrialised

~ountries is concluied on the basis of geneial tradincs terms.”™ When the penera. “radin

Al

terms of the GNR enterprises are accepted artitrage is, as 2 rule. provided as a means
of settling disputes. This is, in most cases, an exclusive arbitration clause. Optional
clauses also occur which means that in case of a dispute *he plaintiff is entitled ¢t
arply to the agreed arbitration court or the state court with Jurisdiction over the
de.endant.g/ Such an option cements the clause and reduces it either to a simple arbi-
tration clause or a clause identifying what court will handle disnutes. I7 these

general trade terms mention arbitrare, reference is made, as shown in the orinted tex:.

to the permanent artitration court attached *o the Chambei of Foreirm Trade of the 7DR2.

It gfoes without saying that such a printed clause can de reniered ineffective by an
explicit agreement between the contracting partners and a correspondins remark in the
text of “he contract in favour of a different kind of settling disputes or no substi-

3/

tution indicated.=

If, however, general trade terms of the foreign partner apply. their clauses nf
settling disputes also operate: reference to the stzte courts in arbitrage by the
International Chamber of Commerce in Paris (ICC) or a certain type of arbitrage ad noc.
Everything depends or whose general trading terms have eventually become a cordonent

part of the contract.

Practice shows that GDR enternrises are adverse to accenting the ICC clauses. They
see in ICC an orpanisation of the capitalistic industrial countries and an agent r2pre-
senting the interests of those firms and institutions belonging to national committecs

. . L . : . s . ..
or the organlsatlon.-/ ICC machinery - nomination of presiding arbiters ex officio and

Designations differ: General Delivery Terms, General Purchasing Terms, Delivery Terms.

/ The kind of a dispute has an important effect on the option: as a rule the state courts
are p.referred for the enforcement of pure payment claims,

3/ The laws of the GDR do not contain such, tough clmuses as e.p. does Italian legisla-
tion. According to GDR law, the arbitration clause included in the general business
terms may be sgreed upon without special empnasis (placing, red sr bold lettering)
en blor with the other clauses of these General Commercial Terms.

4/ In the CME' countries there do not exist any ICC regional groups.
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Contracts on :ilan and equinment, co-operation contracts etc. are regularly nego-
tiated. Extensive text contracts stipulate wavs and reans of imnlerentine, arendins
or adarting the contract and sanctions for inadequate fulfilment. General tradins

terms 30 not apply, except as a possitle subsidiary reasure.

wuestions of the arplication of law and the settling of disputes are exnlicitly
negotiated. There. anart from the close link between the two clause.. a correlation
between them and the terms of the contract manifest itself throuph vrice, ruzrantee and
wvarranty. ‘'the settling of disputes is transformed into a specific and individual ma%ter
of the concrete contract relation and the concomitant interests of the contractinr
partners. Turthermore, there clesrly apovears, in view of the long-term character o
the contractual relation, the need for arbitrare and for applving the entire mechanism

of dispute settlement to help avoid litipation.

The settling of disputes here is understood in a more compretensive sense and
includes measures for adapting and supplementing contracts. The Law of February 5.
i/ . . . .
1976.~ on International Cormercial Contracts (GIW, whicn was especially passed to

meet the requirements of the international cormercial relations of the GDR, cormplies,

1/ Law Gazette 19T6. Part I, No. 5, p. €1, mlso cf. Dietrich Maskow, Hellmut Wasner
et al, Kommentar zum Gesetz fiber Internationale Wirtschaftsvertrdge, Stanisverlap
der DDR, Berlin .973.
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to a large extent, with the exparsion of the scope of tasks incumbent on arbitrage.l/

The Chamber of Foreign Trade of the GDR recommends to tke CDR enterprises negotiating
arbitration clauses in text contracts to consider first the permanent arbitration court
attached to this Chamber of Comrerce. The posaibility of agreeing cn a permanent
arbitration court in a third country (either in a non-socialist ccuntry or in Finland,

Sweden or Austrialis also pointed out. Attention is drawn to the CMEA scheme as a model:
the competence of the permanent arbitration court in home country of the derendant%/
a principle on which the agreements on the joint recommendation of a coordinated arbi-
tration clause are concluded betwveen the Chamber of Foreign Trade of the GDR and cor-
responding institutions of the “on-socialist economic sphere. Finally, reference is made
to the manifold possibilities ¢f arbitrage ad hoc and the usefulness of referring to ECE

or UNCITRAL Arbitration Rules including an agreement on an Appointing Authority.

1/ The adaptation of contracts has been given & special regulation in the laws of the
377 L Art. 295 GIW. It aprlies to the case that for attaining the rurpose cf the
contract, vital circumstances, from which the rarties proceeded when concludinz
the contract but which exceed the noszibilities of their influnce, changes so
fundamentally that the narties, should they have been aware of such chanfes, would
not have sifned it. Accordinr to Art. 296 GIW the parties may, under their own
responsibility, arfree uron an gdaptation of the contract to the changed circumstances.
Thould too agreement be reached, the narty affected by the chanse occurred is en-
titled %o cancel the contract. 3Setween the two corner noints - agreerent and
cancellation - there lies, however, e certain margin which makes the intervention
by a court of arbitration appear sensible.
3y means of declaratory judrment proceedings the arbiters may. by themselves or with
the aid of further experts, ascertain whether and/or what funiamental chauges in
the circumstances of malor importance for the contracting parties have cccurred.
fanv matters require examination: the changes themselves, the impact on major cir-
cumstances, the casuality in relation to the bases of the contract etc.

In accordance with the contents of arbitration clause the arbiters may fo one step
further and, by weighing the interests of the pariies on the two nrincinles clausula
rebus sic stantibus and pacta servanda sund, submit proposals for measures of
adaption.

Arain, depending on the arbitration clause. thece proposals either renlace out-
dated contractual terrs or form the basis for new direct nepotiations between th
contracting parties within a stipulated time after its unsuccessful elapsing o
cancellation according to Art. 285 stiil remains as ultima ratio. That adaption
brought about with the aid of arbiters already extends into the sphere of sup-
plementation of a contract.

Art. L2 GIW provides for the (arbitration) court's Cupplementation of a contract,
mean.ng the supplementation of tne contract in the case of certain circumstances
necurring.  The {arbitration) court taereby operates shaping the cortract.

This supplementation of the contract, regulated by Art. L2 GIW, is .ot onls counled
with the adaptation of the contract, but has also significance for the filline in of
raps in the contract which both parties, when concluting tne contract. had con-
sciously taken into account in the expectation of being able to close them through
additionr] agreements after gathering fur-her experiences, information, etc.

In this connexion two cases may be distinpuished. In the first case, the narties
proceed from the erxhectatinn “o be able to close the gaps themselves. Th>v re-
1uire assistance by the (arbitratinn) court should their own independent :rforts
fa’l. In the second case, the contrazting partners agree, a priori, to fill in

the gaps through A third party (Art. L2 GIW). The special feature of the legal
provision provided by GIW consists of the fact that the third party. that deter-
rines the lacking contract terms may, in ..ae final analysis, be a state court or

an arbitration court. Tn this way, the legal basis of artitrage is considerably
extendrd,

2/ Actor sequitur forum rei: this principle appiies to relations between economic organ-
isations of the CMEA countries from the very beginning and was once again stipilated
in the Moscov Convention 1772,



Practice has even more variations tuan the orientation provided in coatracts and

publications of the Chamder of Foreign Trade of the GDR.

The dependence of the arbitration clause on other stipulations of the text contract
excludes the possibility of enforcing settlement of a dispute at any cost, in a verbal
or metaphorical secse. As in the genersl contract, the litigation clause is a compro-
mise. Occasionaily even clauses inconvenient to one of the parties or a concealed
proviso not to use the agreed method of settlement will be signed. Such an exceptional
situation will, above all, arise if the clause, at leaat in the view of one contracting
pcrtner, has no* been sufficiently coordinated with the clause on the application
of lav or if the latter is lacking altogether. The contracts referred to here a_e tco
significant and generally too valuab.e to leave the question of dispute settlement -lian-—
svered. Particularly in relations to developing countries, the negotiation on the
clause of vhat lav is to be applied sometimes causes difficulties. Our knovledge of the
national legal systems of, for example, African and Arab countries, is still partly
limited. It appears that the lav concerning commercial relations. especially interna-
tional commercial relations, has not yet been sufficiently developed. Therefcre, the
legal position and the outcome of the court proceedings cannot be sufficiently under-
stood or predicted by the foreign contracting partner. Such uncertainties influence

agreements on the lav to be applied and impair negotiations in the clause for settling
disputes.

An sdditional problem regults in business relationa with developing countries in
Africa and Arabia wvhen the GDR enterprises encounter an organ of the country as con-
tracting partner, such as the Public Works Department, the State Council, the Ministry
of Public Education or the Ministry of Health, which would likc to insist that no outside
lavs be applied to their activities.l/ They should like to ensure that as up to now
only domestic courts deal with litigation. Occasionally they are prepared for arbi-
tration ad hoc provided the venue of the court is located in their own country. Such
difficulties can be overcome only gradually through bilateral trade agreements which
constitute, from the viewpoint of the CMEA countries, an effective strate,.am for the
setting up and safeguarding of mutually favourable corlitions for the implementation
of contracts including the settling of any litigations.

The con’.1actual practice of the GDR enterprises aims to:

- accept contracts, on the basis of General Commercial Terms, which include a clause
for settling disputes, in most cases through arbitrage, particularly since no real
possibility of negotiating all individual contractual provisions and clauses is

feasible and/or customary.

1/ The International lav Associacion has, in its Commitiee International Commercial Arbi-
tration for many years been dealing with the problems arising from relations between
enterprises on the one hand and government institutions on the other hand. Cf. the
reports made by Committee Chairman Martin Domke and the corresponding papers published
in the ILA Congress lleports.
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In the case of text contracts, the clause regarding the settling of disputes

is coordinated with clauses on the application of lav, on price, terms of

payment , varranty, guarantee etc. Its isolated cons?leration does not increase

its value in the final contract.

The Cramber of Foreign Trade of the GDR lends its support to the enterprises by

pointing out effective and juridically secured arbitration clauses. Adapting these

suggestions to the individual situation is the enterprises’ responsibility.
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CHAPTER 3: PROPOSALS FOR IMPROVING THE SYSTEM OF THF MECHANISMS FOR SETTLING OF
DISPUTES

The primary significance of negotiations on dispute settlement clauses lies in the
text contracts, such as contracts concerning the supply of plant and equipment; contracts
on planning, supply and erection; all kinds of co-operation contracts: contracts on
scientific technological performances; or as a rule, any complex matters and long-term
contractual relations. The previously mentioned integration of clauses into the overall
contract, excludes making any one dispute settlement method absolute. It is, however,
necessary to introduce those taking part in international business relations the entire
multitude 77 methods and to convey to them how they m'ght deploy specific methods in
adapting and supplementing contracts as well as in a3serting claims in case of inadegnate
fulfi.ment of a contract. Then it wvill be easier to ascertain disputes typical of the

contrast and the method of settlencnt, and to agree on the method in a contract.

It cannot be expected that the CMEA countries' appreciation and use of ax“itrage
as the mos*. adequate method of settling disputes in international economic and scientific-
technological co-operation, can be duplicated in the near future within the inter-system

(universal) business relations, but steps in this dircction are feasiblas. They include:

- propagation of the steps outlined in Chapter I for the construction and
expansion ¢f an internationalistically conceived, nationally organised
arbitrage in the (MEA countries, including the legal foundations
established on a naticze) basis as well as through co-operation
between these countries .s example of a regional system of arbitrage
vhich can be adapted to the manifcld forms of intermational co-

operaticn in the field of arbitrare;

- propagation of the idea of arbitrage as set ocut in the four International
Conventions of 1923, 1927, 1958 and 1961 in the developing countries which take

a reluctant cr negative attitude to the interaationalistically-oriented

arbitration system; the success of that propaganda depends to a large
extent on hov to counteract the political and socio-economic causes of
such prejudices (sovereignty of the state, sole competence of the domestic
state courts; Calco-clause/sole competence of domestic state courts and

arbitration courts);

- foregoing of legislavion in certain developing countries which are based on
traditional legal concepts and provc themselves in present day prac:ice as
inimical to arbitration, such as the legal poss‘bility in India, in con-
tradiction to the clearly expressed will of the contracting parties and
the text of the arbitration clause, to refer the matter under dispute to the
state court and to decide it there;
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_. entancing the attractiveness of arbitrage by improving its intermational legal
basis, such as a legal combination of the two UK Conventions of 1958 and 1961
an¢ setting up the iegal iratitution of the interr.ational arbitration avard
with an internxtionally stardardised regime ss o legal effect, recognition

1/

and enforcement ;=

- coatinuipg the work initiated by UNCITRAL in comsultatior with ICCA for the

creation of Uniform Conciliation Rules.

It seems sensidle to set up gradually netional arbitration centres in developing
countries vhich are active in international business relations, e.g. in India. National
chambers of (foreign) commerce or associationa of businessmen, enterprises and institutes
interested in a permanent arbitration court would be suitatle members. The regional
organisations of UNO could render relevant assistance as vell a. AALCC. The erxisisnce

of national arbitration centres in the developing countries:

Z. nn leral con-
nternn e amber of Cormerce (Vi
> ra by *the name
i on rmatinnales’ for
aF : il Co i i ThCeC). Tals
wAs nt ta caver all awards arising fros comrere ich arise
- hatwenn persnns sub'ect Yo the furisdi~tion of differen
- from jurédical relations which are realizel in the Aareas rountries.
If sueh a Conventionn had benn accerted and spread world wile to s of sif-
rnifisance in international tusiness relations, the distinetion betwren domestic
and foreifm awards would have been replaced by the differentiation hich fncilitates

aan iling, between domestiz and foreipn arbitratinn awards.

The realization of that pronnsitior wnuld have entailed the extension of the
Canvention tn domestic arbitration awards arisins from international ecommercial
disputes. This would have created a really international uniform srecial furidical
rerire for the artitration awards arising from international business relations.
When assessing the inmportanca of s7h 1 shed the fact should be iaken into nccount
that a number of lepal systems causes great Aifficulties in the implementation

of domestic arbitration awards (recsistration, taxes, checkabhility. confirmation

Ly the courts and the like) as well as the genarally renorted principle that it

in easier to enforce a domestic award than a foreiym one, does not anply in many
nlaces.  International leral Anvelopments have emtarked on a Aiffrrent, roai. Thn
loral monecapt of international awards dnes nat ynt exist. The New Ynrr Convention
whieh wns puhlished on June 10, 19972, as a result of the deliberationg of the
Feonomic and Dacinl Gounail af the Tnited lations (RCNGNC), deals, as its name
indirates, only with faoreiem achitration awards, 5o that the questions of the
nationality of the arhitratison awnrd iz stil)l 1eft unanswered.

H
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- leads necessarily to spreading the idea of arbitrage in those countries;

- establishes starting points for co-operation with such centres, including

Joint recommenlations of certain arcitration clauses;

- develops with the partners of the developing countries an acmosphere of
confidence in the legal protection of their interests, making it easier
for them to consent by contract to dispute settlement in the developing

couniries.

The deliberations regarding th: establis®.ing of an international arbitration centre
(USIDO arbitrage) are not meant to put aside or replace measures for the setting up of
national arbitration centres in the developing countries but to be supplementary measures
in order to obtain the range of variants required for selecting the method of settlin=

disputes which is sppropriate for contracts.

The existing internaticnal centres apparently are not suited to handie the tasks
vhich are intended for UNIDO a-bitrage. ICSID is too closely linked with the World Bank
and IMF and, in spite of the brillisncy of its procedural rules,l/ politically one-gided.
Siailar considerations apply to ICC arbitrage which, howvever, is no international arbitrage
in the legal sense. The Permanent Court of Arbitration in the Hague is endeavouring to
become involved, in addition to its original tasks, in the same direction as ICSIDg/ wvith
which it maintains close contacts. Because of its main task, vhich permeatex the entire
organisation, and, above &ll, owing to its composition, the Permanent Court of Arbitra-
tion is obviously not in a position to make itself attractive to the developing countries in
a global :ommerical erbitrage. Therefore, the idea of a UNIDO arbitrage has chances Of
succeeding Its organisational form is still of secondary importance. We can conceive
of an administration centre with a comprehensive information and documentation section
and an educational or training centre at a geographically suitable place with =egional
secretariats, connected with ESCAP, ECLA, ECA, ECE end national secretariata linked with
the national arbitration centres which organise arbitration proceedings and fulfill all
the tasks of Appointing Authorities and Administering Bodies by maintaining lists of
experts.

1/ Aron Broches, Arbitration under the Auspices of ICSID, Seminar on International
Commercial Arbitration, Madrid, October 16/17, 1978; Aron Broches, The Intermational
Centre for Settlemeni of Investment Disputes, in: E. Cohn, M. Domke, F. Eisemann,
op. cit.

2/ Rapport du Conseil Adminis*ratif de la Court permanente d'Arbitrage, La Haye 1978.
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The close link between the settling of disputes and the issues of the law tc be
applied makes it desirable that the developing countries exert still greater efforts to
establish & contractual legal system for international business relations. This can be
done %y further developing ithe natiornal legal system and more so by taking an active
part in drafting international regulations such as the Conveation on Intermational Pur-
chase of Commcdities (UNCITRAL). A similar situation prevmils in the sphere of inter-
national civil lav. No information, based on exact legal provisions, jurisdiction and
literature, exists on hov the individual developing countries determine vhat lavs apply
to contracts and, if such a choice is lacking or not recognised, to ascertain vhat material
lav should be applied. This insufficient knovledge proves itself a hazard for the
foreign business partner. To minimise such a risk it is suggested that in contract

negotiatons the established legislation of another country be employed.

By establishing and further developing national legal systems in the developing
courtries, particularly by creating a contractual lav vhich meets the requirements of
international business relations and/or intensified participation on international
projects for the stendardisation of legislation, such as within the framework of
UNCITRAL, the developing countries facilitate contractual negotiations on the law to
be applied.

By setting up national arbitration centres and by co-operating in a genuinely inter-
national arbitrage system, such as e.g. & UNIDO arbitrage, the developing countries

create pre:onditions for the possibility cof:

- changing gradually over, vhen choosing means for settling of disputes,

frecm the state courts to arbitrage;

providing in international commercial contracts depending on the cir-
cumstances, the settling of disputes through arbitrage in the developing
cous’ries;

- concluding co-operation agreements with corresponding institutions of
other countries, such as Chambers of Commerce and Industry of the CMEA
countries, in the field of arbitrage, including the recommendation of

model arbitration clauses:

- propagating at international events and seminars within the UK system,
international arbitration congresses etc., legislation and arbitrage of
the developing countries; expert information will help eliminate psycho-
logical barriers which prevent companies of the developing countries from
rejecting stereotyped agreement based on European lav and settlement of

disputes by an arbitration court outside their own region.

- e ..





