ENLARGEMENT: THE NEW FACE OF THE EU

Foreign Direct Investment in the EU-25
The EU and Foreign Direct Investment (FDI)

During the last decade, the European Union has consolidated its position as a net supplier of Foreign Direct Investment (FDI). The EU is the world’s largest investor, accounting in some years for almost half of the world’s outflows.
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Even if FDI flows have notably decreased during the last couple of years due to the economic slowdown, the US remains the recipient of the greatest amount of EU investment. Latin America comes second, whilst the remainder is becoming more and more geographically diversified, with the EU accession countries and Japan gaining importance. The bulk of FDI inflows into the EU originate from a few developed countries, in particular the US, although a process of diversification is taking place among small suppliers of FDI. 
The EU approach

As the world’s primary investors, EU Member States are some of the strongest supporters of reforming the international rules on FDI.  Investments are organised within the framework of a complex web of more than 2000 bilateral agreements. 

The EU considers FDI as a key tool for promoting development and economic and social growth in developing countries. It believes that a unified set of international principles and rules on FDI would contribute to improvement of the economic environment in many countries by increasing legal certainty for investors and by reducing the perception of risk to invest, particularly in developing countries. 

Linked with that, the EU also recognises the right of home and host countries to regulate their own affairs. This should be particularly respected in developing countries. It means that both of the objectives of improving legal certainty for FDI and respecting host countries’ right to regulate are compatible and can be pursued through international agreements.

The EU supports the establishment of a multilateral framework on investment that should include the following elements:

· The creation of a more stable and transparent climate for FDI worldwide. To that end, the WTO should focus on FDI. However, this idea remains far from succeeding in the context of the WTO negotiations.

· Non-discrimination, transparency and predictability of domestic laws applicable to FDI should be the guiding principles for a future framework on FDI.

· The admission of investors should be dealt with following a gradual approach: each government should be able to decide which sectors can be opened to foreign investors and which ones cannot, according to transparent, positive and non-discriminatory commitments. 

· Each government should also preserve the right to regulate the economic activity within its territory, including in the fields of development, environment and social conditions. 

· The dispute settlement mechanism should be that of the WTO. Investor-to-State arbitration does not fit in the WTO framework, and should be left to bilateral agreements. 

FDI between the EU and the accession countries

Before 1990, investment by EU countries in Eastern Europe was almost non-existent, with the exception of Yugoslavia, which was more open to foreign investors. In the case of Germany, for example, which was and still is the most important investor, FDI stocks in Poland were worth some five million ECU in 1989 and in Hungary 36 million ECU, both being less than 0.05 % of total German FDI. Since then, FDI in Eastern Europe has risen enormously. Since the mid 1990s, total foreign investment destined for the accession countries has exhibited a sustained level of growth, with a stronger trend at the beginning of the period, but becoming a safe and frequent destination for investments. Recent statistics show that, in the case of the EU, Member States reached the point of holding 73% of FDI stocks in the accession countries in the year 2000.
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In terms of sector breakdown, significant differences between the accession countries exist.  This reflects different privatisation strategies. In Hungary, the Czech Republic and Slovenia a large proportion of FDI went to the electricity, gas and water sectors, with another large share in the telecommunication sector. In Poland, the manufacturing sector is dominant (45 percent). Interestingly, about one-fifth of FDI in the manufacturing sector, except in Slovenia, was made in the food industry, indicating that investments were primarily aimed at developing new markets. In Slovenia, finally, considerable FDI was allocated to financial services.


[image: image4.wmf]0

20

40

60

80

EU-1997

ACC-1997

EU-2000

ACC-2000

FDI stocks broken by activity sector in the ACC and the EU-15. 1997 

and 2000

Other activities

Services

Manufacturing


Source: Eurostat 2003

Impact on SMEs

It has been said that SMEs will not be heavily influenced by enlargement in terms of FDI. Technically, the impact will follow more or less the same pattern as it will with trade. This is a result of the intrinsic nature of SMEs and the basic principles that underpin FDI. The low rate of international investment by SMEs can be understood from the following reasoning:

1. The size of the company: There is a strong correlation between company size and FDI. A panel study amongst enterprises in the manufacturing sector in the German Land of Lower Saxony, for example, shows that only 11.7 percent of all companies with 50 to 250 employees have invested abroad, whereas the share among companies with more than 250 employees is 40.6 percent. 

2. Ownership: Ownership advantages result from economies of scale, a high research and development intensity, and other specific factors such as patents, or specific knowledge of the organisation of production. SMEs often have disadvantages in these areas. 

In summary, enlargement will be accompanied by a reduction of transaction costs and the application of Internal Market regulations. This will certainly diminish the disadvantages SMEs suffer from because of the simple question of being close to EU markets, measured by physical as well as cultural distance. Therefore, enlargement could improve the position of SMEs in terms of FDI, although the question remains as to whether and which SMEs will invest.

For more information:
· European Commission: http://www.europa.eu.int/comm/enlargement/index.htm

· European Parliament: http://www.europarl.eu.int/enlargement/default_en.htm

· Economic and Social Committee: http://www.ces.eu.int/sections/enlargement/index_en.htm
· United Nations Conference for Trade and Development (UNCTAD), Investment: http://www.unctad.org/Templates/Page.asp?intItemID=2095&lang=1

· World Investment Report 2003, UNCTAD

· Foreign Direct Investment 1996-1999: Regional and Global Trends, Directorate General Trade, European Commission

· Profiting from EU Enlargement, Heather Grabbe, Centre for European Reform, 2002

· Business consequences of EU Enlargement, major change or non-event? McKinsey, 2003

· Impact of the Enlargement of the European Union on Small and Medium-sized Enterprises in the Union, Rheinisch-Westfälisches Institut für Wirtschaftsforschung in Co-operation with European Policies Research Centre, University of Strathclyde Glasgow, 2000.
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