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Foreign Policy White Paper

Key points
[J Investment (both inward and outward) is as important to Australia as trade. Australia needs both
domestic and foreign capital to build a broad-based, diverse economy at home. Australian
companies must invest abroad to fully access international markets, participate in global value
chains and find profitable destinations for large pools of Australian and international funds.

[0 Policymakers need to be sensitive to the different reasons companies invest in a diverse range of
countries and sectors abroad.

(] Australia currently collects inadequate investment data. Improvements to Australia’s data
collection would enable policymakers to gain a better understanding of investment at home and
abroad, and to create improved investment policy.

[J Australia has used ‘investment clauses’ in its bilateral free trade agreements to promote two-way
investment flows, but these are not always aligned with the diversity of contemporary investment
relationships.

[0 This submission recommends that: (1) Australia should upgrade its investment data collection to
better understand what entities invests where and why; and (2) Australia should utilise negotiation
of multilateral agreements (such as RCEP) to better develop diverse investment relations.

Introduction

The Perth USAsia Centre is pleased to have the opportunity to make this submission to the Australian
Government on the Foreign Policy White Paper. This submission, which is one of three from the Centre,
addresses Australia’s international economic engagement and in particular the role played by investment in
serving Australia’s economic interests.

The submission first sets out its rationale against the Terms of Reference for the White Paper, examines
why both inward and outward investment are important to Australia, and then discusses why Australian
companies and funds invest abroad. Shortcomings of current investment data collection and analysis are
highlighted and suggestions made for improving understanding. Finally, the submission looks at treatment
of investment in free trade agreements and proposes enhancing of investment provisions in FTAs.

Overview of issues addressed in this submission
The preamble in the Call for Public Submissions rightly leads with economic considerations, saying:

Australia is entering its 26th consecutive year of economic growth. Fundamental to our success has
been our economic engagement with the world, especially East Asia. Australia, a nation that relies on
open trade, investment and migration, can look to the future with confidence.

The Terms of Reference for the White Paper begin: The Government pursues international engagement to
make Australia and Australians more prosperous and more secure.

The Government’s purpose for the White Paper is to establish a comprehensive strategy to guide our
international engagement over the next 10 years.
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The ToR go on to state that the White Paper will be clear-eyed about Australia’s interests, grounded in our
values and ensure Australia is better positioned to seize opportunities and manage risks.

Under Areas of Focus, the ToR state that the White Paper will:

Examine the foreign, security, economic and international development issues and global trends
shaping Australia’s international environment;

Define Australia’s interests and policy priorities in response to that environment.

It is crucial therefore that the White Paper is based on a clear and detailed picture of patterns and
characteristics of Australia’s two-way trade and investment.

Australian government, business and institutions must have a full understanding of contemporary data,
performance and trends to gain a comprehensive appreciation of Australia’s economic and strategic
interests and to advocate effectively for them.

It is also important that commentators and interested members of the public better understand Australia’s
trade and investment interests and how these contribute to growth, employment and income. This is
needed particularly in the light of protectionist and mercantilist sentiments expressed recently in public
discussions of trade and industry policy.

Recent trade agreements that Australia has negotiated or is currently negotiating go beyond lowering
traditional trade barriers, focussing increasingly on investment liberalisation, movement of people and
enhancing trade in services. Effective negotiation requires effective understanding of Australia’s interests,
including in all facets of investment.

For the Australian economy, investment at home and abroad is as important as trade in goods and services.
Investment, however, is not discussed as much as trade, and is not as well understood as exports and
imports. This is particularly the case for Australian investment abroad.

In these contexts, current data collected by the Australian Government is inadequate. Data collection must
be improved if Australia wishes to fully understand inward and outward investment and Australia’s
evolving interests.

Why investment is important to Australia

In Australian political and policy discourse, the discussion of trade and trade agreements is mainly focussed
upon exports and imports. Investment takes second place to trade and any discussions of investment
usually focus on inward investment only.

In large part, this is due to lack of detailed data on Australia’s investments abroad and about commercial
performance of Australian companies internationally and foreign companies in Australia.

Investment is increasingly important to Australia and now ranks at least equally with trade in goods and
services. This is because Australia needs both domestic and foreign capital to build a broader-based, more
diverse economy at home, while Australian companies must also invest abroad to fully access international
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markets, participate in fast-developing global value chains and find profitable destinations for their large
pools of Australian and international funds.

Investment in Australia and internationally also improves the competitiveness of goods and services
produced by Australian firms and global firms in Australia. Two-way investment provides pathways for
transfer of knowledge and technology to and from Australia. Inward investment also underpins
infrastructure that is essential to the efficient operation of the Australian economy.

As a consequence of public discussion in Australia being skewed towards exports, imports and to an extent,
inward investment, important information is missed about critical trends and the complexities of Australia’s
economic relationships. As data samples in this submission highlight, such ignorance is not in Australia’s
interest. As management thinker Peter Drucker said, “What gets measured gets managed” with the
corollary of not being able to manage or improve what is not measured.

A noteworthy example of data gaps leading to misunderstanding of evolving modes of trade and
investment is revealed by recent DFAT analysis utilising Foreign Affiliates Trade Statistics (FATS) data
collected.

Data collected by other nations on the performance of Australian firms abroad has revealed that Australian
investment abroad also is a key to accessing sales opportunities in international markets. For several key
markets, exports from Australia are of lesser importance. Indicators of Australian owned affiliates® in the
EU, New Zealand and the United States published by DFAT in January 2017 demonstrate this. DFAT
reported that in 2013:

Australian affiliates in these economies had sales of goods and services valued in aggregate at around
S$127 billion more than double the value of direct exports from Australia to these economies valued at
only 549 billion.

The growth in the provision of goods and services to the EU and the United States economies between
2002-03 and 2013 has been almost entirely due to the growth in sales by these Australian foreign
affiliates rather than growth in exports.

Researchers at the US- based Peterson Institute have produced notable research concerning the impact
that the performance of foreign affiliates has on the US domestic economy. Despite populist anti-trade
sentiment, the impact is often a positive one. The research found that a 10 per cent increase in
employment at US foreign affiliates would cause an increase in US employment by 3.9 per cent, an increase
in sales in the US by 4.1 per cent, an increase in exports from the US by 4.2 per cent, an increase in capital
expenditure by 4.3 per cent and an increase in R&D spending by 5.4 per cent.? These figures provide a case

! Majority-owned affiliates with Australian equity of greater than 50 per cent

> Department of Foreign Affairs and Trade (DFAT) (2017), Composition of Trade Australia 2015-16, based on data from
ABS, Eurostat, Statistics NZ & US Bureau of Economic Analysis, available at http://dfat.gov.au/about-
us/publications/Pages/composition-of-trade.aspx

3 Hufbauer, Gary, Theodore Moran, Lindsay Oldenski, and Martin Vieiro. Outward Foreign Direct Investment, US
Exports, US Jobs, and US R&D, edited by Gary Hufbauer, et al., Peterson Institute for International Economics, 2013.
Available ProQuest Ebook Central, http://ebookcentral.proquest.com/lib/uwa/detail.action?docID=3385694.
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study for Australia of why the performance of a nation’s foreign affiliate firms is important to the domestic
economy.

Chart 1: Australia’s exports to the European Union, New Zealand and the United States compared to sales
from Australian affiliates located in these economies, 2013
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Source: DFAT, Composition of Trade Australia 2015-16, drawing on ABS, Eurostat, Statistics NZ & US Bureau of Economic Analysis

The example of the United States (Chart 2) is enlightening: sales by majority-owned affiliates of Australian
firms located in the US in 2013 were 3.8 times higher than the value of exports from Australia to the US,
despite the US being Australia’s third largest export market. These sales have grown in the decade to 2013
by an impressive 44.5 per cent.

Full consideration of investment within the matrix of Australian economic and strategic interests changes
the set of foreign policy choices and trade-offs that Australia faces. The strategies in the Foreign Policy
White Paper are likely to be sub-optimal or even deficient without better understanding of two-way
investment.

Chart 2: Australia’s exports and sales by majority-owned dffiliates to the United States 2002-03
compared to 2013 (most recent period available)
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Why Australian companies and funds invest abroad

Some people in Australia may see investment abroad by Australian companies and funds as inherently less
desirable than investment within Australia. It is demonstrably and unequivocally in Australia’s interests to
facilitate both inward and outward investment, as well as trade. The benefits of trade and investment
liberalisation flow as much from driving reform at home and facilitating outward investment as from

enabling exports and inward investment.

The following rationale for Australian companies to invest abroad is drawn from publications by Austrade*
and the Centre for Exploration Targeting at UWA and Curtin University®:

1.

Many Australian companies earn significant proportions of their income and profits from
investments abroad. Returns to Australia include taxes paid and dividends remitted to
Australian shareholders, including superannuation funds. Most Australia superannuation funds
invest in companies and assets globally in order to deliver stable long-term returns to members
(see Box 1 for an example).

Companies can become more competitive internationally and domestically when they
internationalise their operations. This may help companies to develop economies of scale or
achieve logistics cost reductions through being closer to a new customer base. While some
lower-paid jobs may shift offshore, it can also lead to more highly skilled and highly paid jobs in
Australia, which may have a higher skilled workforce to draw on — for example for research and
development (R&D), finance and management roles. Even when shifting operations offshore
does not coincide with company expansion, it can help to protect existing jobs though making
the company’s overall operations more competitive.

Outbound investment can improve access to new markets and enable companies to service
new customers. Being close to potential customers in foreign markets may mean setting up
subsidiaries or entering into joint-ventures with local partners in these markets. These
additional operations, which target a new customer base and new revenue may, once
profitable, remit profits back to the Australian parent or Australian shareholders, contributing
to Australian tax revenue. They may also increase the sales of the Australian operations to the
subsidiary, potentially increasing jobs in Australia.

Joint ventures, mergers and acquisitions, investment in foreign R&D facilities, and the hiring of
local foreign staff may provide access to new information, new contacts, and new areas of
expertise, that help to bring technology and innovation to the parent company, including in its
domestic operations.

Where Australian companies have both cash and know-how, investing in existing or new
foreign companies may allow them to take advantage of growth opportunities not available

* Austrade (2015), ‘Overseas Investment of Australian Companies’, Trade and Investment Note, available at
http://www.austrade.gov.au/News/Economics-at-Austrade/overseas-investment-of-australian-companies

> Centre for Exploration Targeting (2016), Sharing the Benefits: Enhancing Australia’s Global Leadership in the Mining
Value Chain, available at http://www.cet.edu.au/secure-pdf/133506 sharing-the-benefits-report.pdf
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domestically and diversify their investment across a wider geography, allowing for a better
return on capital. Even if there is a comparable domestic opportunity, it does not displace
domestic investment that would otherwise have occurred. Profits remitted back to the parent
contribute to Australia’s tax revenue.

6. Rapid and fundamental changes to the patterns and structure of global investment and trade
means Australian companies, in order to grow and flourish, must change or refine their
business models to embrace regional and global diversification of their investment and trade
activities. Mega-trends include development of global value chains, rapid growth in services
trade and service-intensity of goods.

7. For several sectors, including mining (in particular exploration) and financial services, Australia
is a mature destination for investment, with limited opportunities for growth. Opportunities for
growth in Australia are limited relative to the capability and aspirations of Australian
companies. They need to expand offshore to grow their business.

8. Outward investment in turn can attract inward investment. Australia’s global footprint helps to
build Australia’s ‘brand’ as an advanced and reliable producer of goods and services with
sophisticated capability in technologies, R&D, investment, governance and sustainability. An
enhanced brand projected in other economies can attract international companies to invest in
Australia.

9. Australian investment in other countries has strong pull-though effects for suppliers to offshore
enterprises from Australia, enabling them to establish footholds in new markets and then build
their customer base in these markets.

10. Offshore investment by Australian companies helps to create competitive tension within
Australian jurisdictions and helps to drive ongoing reforms that ensure that they remain
competitive as investment destinations.

Australian companies are now changing their business models to embrace regional and global trends in
trade and investment. Policy-makers should respond by modifying and refining government narratives and
policy settings to those that embrace and celebrate the success of Australian investment internationally.
This requires adequate data and analysis.

Box 1: AustralianSuper highlights global investments
Current advertising by AustralianSuper, the largest superannuation fund in the nation, highlights investment
abroad as part of its value proposition to prospective members:

When you join AustralianSuper, you’re not just a member — you’re a part owner in more than S100 billion worth of
investments all around the world. Earnings from these investments go back to AustralianSuper

Video at https://youtu.be/yV30H3HsZ60
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Shortcomings of current investment data

Foreign Investment in Australia (FIA) is monitored by the Australian Bureau of Statistics for inward
investment, plus the Foreign Investment Review Board for investment proposals that it approves. There is
only patchy data collected on the characteristics and performance of foreign companies operating in
Australia.

To better understand the performance of Australian companies operating aboard, Austrade conducts an
annual survey, the Australian International Business Survey, covering around 1000 companies.

Australia, however, does not systematically collect detailed data on Australian Investment Abroad (AlA),
despite it surpassing $2000 billion in 2015 — up 60 per cent in five years since 2011. ABS publishes high
level data of total AIA by destination country and country groupings (eg ASEAN), and by sector
classification. DFAT publishes the annual International Investment Australia, which by its own admission
falls short on data about Australian investment in other countries.

The Australian Bureau of Statistics conducted the Survey of Outward Foreign Affiliates Trade (SOFAT) in
2003, which sought to measure the economic activity of foreign affiliates of Australian enterprises across all
industries. This experimental survey has not been repeated.

As mentioned earlier, ABS examined the financial services sector in its 2011 Survey of Outward Finance and
Insurance Foreign Affiliate Trade in Services (SOFI FATS) for the 2009-10 reference period.

Additionally, the publication Economic Activity of Foreign Owned Businesses in Australia, 2000-01 (cat. no.
5494.0) published in 2004, measured the economic activity of foreign owned affiliates in Australia.

DFAT subsequently published a summary Economic activity of majority foreign owned businesses in
Australia in November 2016 based on the IBIS World Top 2000 Company database and other sources,
including some partner countries’ Foreign Affiliates Trade Statistics (FATS).

Within overall investment, the stock of Australian direct investment in businesses abroad was valued at
$542.6 billion at end 2015. There are no current Australian statistics on the characteristics of these
businesses, however, with Australia relying on data collected by the few foreign governments that
contribute to Foreign Affiliates Trade Statistics (FATS). For example, the most detailed data on investment
and performance of Australian companies in the United States is collected by the US Bureau of Economic
Analysis (BEA). The Bureau also publishes detailed data on the performance of US-affiliated businesses in
Australia and other economies.

Australian agencies have expressed concern that Australia’s collection of investment data falls short of
contemporary needs. The Government’s own institutions have highlighted the shortcomings. This from
DFAT’s Composition of Trade Australia 2015-16:

Australia’s has a significant direct investment presence abroad, with the stock of investment valued
at $542.6 billion at the end of 2015. However, there are no current Australian statistics on the
characteristics of these businesses. A previous study by the Australian Bureau of Statistics (ABS) for
2002-03 found that 641 Australian enterprises had 4,012 foreign businesses located overseas (with
greater than 50 per cent Australian ownership).
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...Austrade has recently published a paper on Overseas investment of Australian companies using the
IBIS World Top 2000 Company database.

However, the IBIS World database does not contain information on the economic performance of
these dffiliates abroad such as sales, assets, industry value added and employment...

Partner country data (or mirror statistics) can be used to compile some more up to date economic
indicators on Australian owned businesses abroad. This information is collected through Foreign
Affiliates Trade Statistics (FATS)... However, coverage is an issue with only a small number of
countries collecting comprehensive FATS. In addition, the data tends to be a few years old as it takes
time to collect and compile the data.

Austrade® has also noted data deficiencies:

[Despite potential benefits,] there has been little recent analysis of Australia’s outbound investment
profile as a whole. Moreover, the analysis that exists tends to be top-down, based on ABS balance of
payments or international investment position data, which can be cut either by industry or market,
but not both, and which shows total value but not the number of companies involved.

ABS data gives a top level view of the value of outbound FDI by market or industry of investment,
however does not provide details by both market and industry. The data also does not provide a
count of how many individual Australian companies invest overseas.

In its most recent DFAT publication on foreign-owned businesses in Australia’, the authors said:

Foreign owned businesses make a significant contribution to the Australian economy. According to an
Australian Bureau of Statistics (ABS) one-off study for 2000-01, foreign owned companies (with
greater than 50 per cent foreign ownership) had industry value added worth 578.1 billion, total
operating income of 5289.1 billion and assets worth 5660.4 billion... This publication provided a
comprehensive set of indicators on foreign owned firms in Australia by country of ownership and
industry.

The ABS has not updated this study and as a result this information is now very much out of date.
The authors of a 2016 Treasury Working Paper® noted:

Foreign investment is integral to the Australian economy but the benefits of foreign investment are
often poorly understood. While foreign investment into Australia has attracted a great deal of
attention, there has been relatively little work undertaken on the nature and distribution of foreign
investment into Australia.

® Austrade (2015)

’ DEAT (2016), Economic activity of majority foreign owned businesses in Australia, available at
http://dfat.gov.au/about-us/publications/Documents/economic-activity-of-majority-foreign-owned-business-in-
australia.pdf

® The Treasury (2016), ‘Foreign Investment into Australia’, Treasury Working Paper 2016-01, available at
http://treasury.gov.au/PublicationsAndMedia/Publications/2016/Foreign-investment-into-Australia
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Austrade® has recommended further research, including:

Analysis of company ownership — including Australian parent and subsidiaries as well as inward
foreign investment into Australian companies — may help to understand how Australian companies
integrate into global supply chains.

The manufacturing sector, which has the largest number of investments [abroad] by count of investee
companies, may be particularly relevant to analyse further. Understanding where Australian
manufacturing companies invest may improve our understanding of Australia’s integration into
global manufacturing sector value chains.

Further analysis of the investments of professional and technical services companies may give better
insight into the estimated 590 billion to 5120 billion of services sold through foreign affiliates of
Australian companies (foreign affiliate’s trade in services, FATS). A more detailed understanding may
be a useful input into informing services-related trade policy.

Data collection by other economies on investment

Several other nations do collect much more detailed data than on both inward and outward investment
and enterprise performance. Several of these nations are at once Australia’s major competitors in third
markets, major destinations for Australian investment, major investors in Australia, and large trade
partners for both exports and imports.

AS DFAT notes'®, however:

...only a small number of countries collect comprehensive FATS. In addition, the data tends to be a
few years old as it takes time to collect and compile the data. Outwards FATS complied by Canada,
the European Union and the United States for 2013 does have information on their majority owned
business in Australia. These economies accounted for nearly half (48.5 per cent) of the total stock of
direct investment in Australia in 2015, valued at $357.0 billion™*.

United States

The United States’ Bureau for Economic Analysis (BEA) conducts periodic benchmark and regular surveys of
US and foreign multinational enterprises (MNEs) and affiliates. From the data collected, BEA publishes two
broad sets of statistics on outward direct investment and on inward direct investment:

1. International transactions and direct investment positions, and
2. Activities of (a) multinational enterprises in the US and (b) US enterprises abroad.

These statistics are available on-line in detail by country and by industry, although restricted to
manufacturing and services. BEA also publishes statistics on new inward direct investment.

° Austrade (2015)

' DFAT (2016)

™ DFAT notes that direct investment covers affiliates with 10 per cent or more ownership by the country. Majority-
owned FATS covers affiliates with 50 per cent or more ownership
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Data coverage of MNEs includes employment, employee compensation, assets, sales, value added,
property, plant and equipment expenditures and valuations, exports, imports, research and development
expenditures, and net income.

European Union

The EU’s Eurostats collects foreign affiliates statistics (FATS) encompassing inward and outward FATS data.
Eurostats reports data at both EU and members state levels. Data is sourced from business registers,
statistical surveys of firms and existing data from administrative sources. Reports are issued annually, but
with a lag of around two years before data are available.

Canada

Statistics Canada conducts an annual survey of sales of goods and services, employment levels and assets
of Canadian majority-owned foreign affiliates in other nations. The most recent publication of Activities of
Canadian Majority-Owned Affiliates Abroad was November 2016 <check>. Around 1300 firms received the
Canadian Investment Abroad questionnaire.

Global Affairs Canada publishes summaries of the performance and contribution to the Canadian economy
by foreign affiliates in Canada and Canadian subsidiaries abroad.

New Zealand

The New Zealand Government (Statistics New Zealand) publishes data on inward FATS, complied using part
of data collected for calculating GDP. Statistics NZ says that it is desirable to collect data on outward FATS,
particularly in relation to services:

Many data users, especially trade negotiators, are also interested in outward FATS. Outward FATS
represent the activities of New Zealand-owned firms operating in other countries. Trade negotiators
are particularly interested in the revenue these firms earn from providing services to consumers in
their host countries.

Noting that outward data is very difficult and expensive to measure, and places a burden on reporting
firms, Statistics NZ proposes seeking inward FATS data from collecting countries where the majority of NZ
firms are located. Australia is identified as the only economy in which New Zealand owned firms make up a
significant part of GDP

Investment promotion in Australia’s free trade agreements

In recent years, investment has emerged as a key issue in many of Australia’s free trade agreements (FTAs).
Since the early 2000s, successive Australian governments have negotiated bilateral FTAs with our main
trade partners. Australia currently has bilateral FTAs with nine countries in the Asia-Pacific region™.
Importantly, Australia’s FTAs cover a much wider range of provisions than just trade. They also include
regulatory commitments a range of so-called ‘trade related’ areas, including services, investment,
intellectual property, finance and environmental policies.

2 current partners include New Zealand (1980), Singapore (2003), Thailand (2004), United States (2005), Chile (2008),
Malaysia (2013), Korea (2014), Japan (2014) and China (2015). A plurilateral Australia-NZ-ASEAN FTA also took force in
2009.
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Given the linkages between international trade and investment, many governments have sought to use
FTAs to liberalise cross-border investment flows. By including investment protections within FTAs, the hope
is that these agreements can promote a deepening of both trade and investment ties between the
economies. Four types of investment protection are often included:

1. Most-favoured-nation treatment (MFN), where a host state commits to treating an investor from
the partner no less favourably than that which it accords to any investors from third countries®?;

2. National treatment (NT), where a host states commits to treating an investor from the partner no
less favourably than that which it accords to its own investors*;

3. Investor-State Dispute Settlement (ISDS), where parties agree to allow investors access to specified
international arbitration mechanisms® in cases where there is a dispute regarding host state
treatment; and

4. Related regulatory policy commitments, concerning issues such as imposition of personnel rules,
environmental safeguards, performance requirements, and/or access to government procurement
schemes.

These regulatory provisions are designed to encourage cross-border investment in one of two ways. For
home states, they provide assurances that their investors will be protected from onerous regulatory
imposts in the partner country, and have access to independent arbitration mechanisms when disputes
occur. For host states, they reinforce investor confidence they will not be subject to such imposts,
increasing the attractiveness of the jurisdiction for potential investors.

Almost all contemporary FTAs contain some or all of these investment provisions, which are collated into
an ‘Investment Chapter’ included within the text of the treaty. All of Australia’s nine bilateral FTAs contain
investment chapters; and agreements currently under negotiation with India, Indonesia and the ASEAN+6
group (RCEP) will contain these as well. These FTA investment chapters complement the 21 bilateral
investment treaties (BITs) which Australia has signed since 1988¢, which contain similar investment
protections.

Challenges for using FTAs to promote bilateral investment flows

The extent to which Australia’s FTAs have contributed to the promotion of both inward and outward
investment is limited by two factors: low FTA investment coverage ratios, and inconsistencies between
investment chapter provisions.

B Organization for Economic Co-operation and Development (2004), ‘Most-Favoured-Nation Treatment in
International Investment Law’, OECD Working Papers on International Investment (No. 2004/02), available at
https://www.oecd.org/daf/inv/investment-policy/WP-2004 2.pdf

! United Nations Conference on Trade and Development (1999), National Treatment (Report No.
UNCTAD/ITE/IIT/11), available at http://unctad.org/en/Docs/psiteiitd11v4.en.pdf

n Australia’s FTAs, ISDS clauses usually make use of the International Centre for the Settlement of Investment
Disputes (ICSID) and/or the United Nations Commission on International Trade Law (UNCITRAL) arbitration
mechanisms.

% DFAT (2016), ‘Australia’s Bilateral Investment Treaties’, available at
http://dfat.gov.au/trade/topics/investment/Pages/australias-bilateral-investment-treaties.aspx
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While Australia’s bilateral FTAs include a wide range of regulatory provisions beyond trade policy alone, by
their nature they remain principally trade agreements. Reflecting this, Australian governments have
prioritised negotiating FTAs with countries which are major trade partners. Following the completion of the
three Northeast Asian agreements — Japan, Korea and Korea — in 2014-15, Australia now has FTAs in place
with eight out of its top-10 trading partners®’. The ‘FTA coverage ratio’ for exports stands at a very high
74.6 percent in 2015,

However, Australia’s investment relationships are focused on a different set of economies to its trade
relationships.

Table 1: Australia’s Top-10 investment partners, 2015

FDI Instocks FDI Outstocks FDI All Stocks :;‘:22::’:::5
S Billions Share S Billions Share S Billions Share FTA BIT
us 173.5 23.6% 105.2 19.4% 278.8 21.8% X
UK 76.0 10.3% 81.3 15.0% 157.3 12.3%
Japan 85.9 11.7% 85.9 6.7% X
Nz 5.6 0.8% 60.5 11.2% 66.1 5.2% X
Netherlands 44.4 6.0% 7.8 1.4% 52.3 4.1%
Singapore 28.8 3.9% 21.2 3.9% 50.0 3.9% X
China 35.2 4.8% 14.1 2.6% 49.3 3.9% X X
Canada 25.9 3.5% 8.5 1.6% 34.4 2.7%
Bermuda 24.1 3.3% 7.9 1.5% 32.0 2.5%
Virgin Islands 21.4 2.9% 0.3 Neg 21.7 1.7%
Total Top-10 520.9 70.8% 306.8 56.5% 827.7 64.7%
Z‘;zar:t’:its 735.5 542.6 1278.1
Memo: ASEAN 415 5.6% 37.6 6.9% 79.2 6.2% X

Source: Author’s calculations, from ABS, Australia: International Investment Position: Supplementary Statistics 2015 (Cat No. 5352.0).

Table 1 lists Australia’s top-10 investment partners, disaggregating both inward and outward stocks of
direct investment. While economies such as the US, Japan and China are key trade partners, others —
particularly the UK, Netherlands and Canada — do not feature prominently in Australia’s current trade
flows. This reflects the fact that Australia tends to invest with countries with similar economic structures

7 Of Australia’s top-ten trade partners in 2015, only India (8th) and Germany (10"‘) are not current FTA partners. FTA
negotiations with India are currently underway, while an FTA with the EU is under study.
¥ See Table 2.
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(principally in the developed world), while it trades with countries which different but complementary
economic structures (often in the developing world).

As a consequence, the FTA coverage ratio for investment — the share of Australia’s investment stocks which
is with FTA partners —is far lower than the comparable figures for trade. As Table 2 reveals, in 2015 just
under half of all Australia’s inwards and outward FDI stocks were with countries with which Australia has an
FTA. These figures only marginally increase if BIT partners are also included. In comparison, some 70.7
percent of Australia’s two-way trade was conducted under FTAs.

The low FTA/BIT coverage ratios for investment mean that the impact of FTAs on Australia’s investment
flows is relatively modest. Many of Australia’s principal investment partners are not current FTA partners,
and over half of inward and outward investments flows are thus unprotected. Given that these economies
are not major trade partners, it is unlikely FTAs will be negotiated in future years.

Table 2: Australia’s FTA and BIT coverage ratios, 2015

FTA coverage BIT coverage FTA & BIT coverage
FDI Instocks 46.9% 6.5% 48.6%
FDI Outstocks 40.1% 5.2% 41.5%
All FDI stocks 44.0% 6.0% 45.6%
Imports 67.0%
Exports 74.6%
Two-way trade 70.7%

Source: Authors’ calculations from ABS, Australia: International Investment Position: Supplementary Statistics 2015 (Cat No. 5352.0) and
UNCTADStat Database (http://unctadstat.unctad.org/EN/).

A second problem relates to variations in the scope and coverage of investment protections within
Australia’s FTAs. Despite the presence of some commonly-used legal templates™, every FTA contains its
own individually-negotiated investment chapter. This reflects differences in partner preferences over which
provisions to include and exclude, resulting in systematic differences between how different agreements
protect and encourage investment flows.

Table 3 outlines the differences between the investment chapter provisions in Australia’s five most
important FTAs. It reveals that, with the exception of national treatment protections, no other investment
provision features in all five agreements. Broadly speaking, there is an identifiable difference between the
FTAs with developed (US, Japan, Korea) and developing (ASEAN, China) economies, with the former tending
to include more investment protections than the latter. But even within these groups, there are major

¥ For example, the United States Trade Representative’s US Model Bilateral Investment Treaty 2012 (available at
https://ustr.gov/sites/default/files/BIT%20text%20for%20ACIEP%20Meeting.pdf)
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inconsistencies between what investment protections are included. A key example is ISDS mechanisms,
which appear in the FTAs with ASEAN, Korea and China, but not Japan or the US.

Table 3: Investment protections in Australia’s key FTAs

MFN treatment Yes No Yes Yes Yes except ISDS
National treatment Yes Yes Yes Yes Yes
Performance requirements Yes No Yes Yes No

beyond WTO TRIMs

Senior Mgmt/Boards rules Yes No Yes Yes No
Expropriation rules Yes Yes Yes Yes No
ISDS mechanism No Yes No Yes Yes
Environmental safeguards Yes No Yes ISDS only Yes
Government procurement W/ exceptions No W/ exceptions W/ exceptions No

Source: Author’s summary, from FTA official texts available at http://dfat.gov.au/trade/agreements/

Each of the FTAs also includes different ‘schedules’ —the list of sectors and policies to which investment
provisions apply. These schedules can take two forms: positive-list schedules, which identify the sectors
which the investment chapter applies; and negative-list schedules which instead lay out sectors where it
does not apply. The list of sectors which are included and excluded varies widely between different FTAs,
usually as a result of governments ‘carving out’ sensitive sectors from an agreement. Moreover, investment
chapters often exclude existing regulatory measures from some or all of their provisions, limiting the extent
to which they liberalise pre-existing national investment policy regimes.

Compounding matters, these variations pose a difficulty which trade economists label the ‘noodle bowl

problem’ %

. Rather than have a single set of investment rules governing all of Australia’s key partners, each
FTA contains different protection and enforcement mechanisms which are widely inconsistent. This
imposes transaction costs for firms operating across multiple markets, whose overseas subsidiaries face
differing regulatory regimes in each country of operation. This problem is particularly pronounced in
services sectors such as finance, education and professional services. It also inhibits investment in regional

value chains, where each link in a production process is governed by a different set of investment rules.

?° Richard E Baldwin (2007), ‘Managing the Noodle Bowl: The Fragility of East Asian Regionalism’, ADB Working Paper
Series on Regional Economic Integration (No. 7), Manila: Asian Development Bank.
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Multilateralising investment rules through regional trade agreements

The recent emergence of two ‘mega-regional’ FTA initiatives in Asia — the Trans-Pacific Partnership (TPP)
and Regional Comprehensive Economic Partnership (RCEP) — may help address these challenges. In terms
of investment protection and promotion, three key features of these agreements are significant:

1. Unlike Australia’s existing bilateral FTAs, both the TPP and RCEP are multilateral agreements. The
TPP comprises 12 APEC economies, while RCEP is based on the 16-member ASEAN+6 grouping, and
both are approximately the same economic size*. They are the first multilateral trade agreements
to be negotiated in Asia since the ASEAN FTA of 1992.

2. Many of Australia’s main investment partners are parties to these agreements. Five of Australia’s
top-ten investment partners are in the TPP, while four are in RCEP. In 2015, their memberships
respectively accounted for 41.9 and 22.3 percent of Australia’s two-way foreign investment
stocks®.

3. Both agreements promise a stronger approach to investment protection than in Australia’s
previous FTAs. The TPP’s investment chapter contains MFN, NT and ISDS provisions, alongside
investment-related regulatory provisions for e-commerce, intellectual property, financial services,
state-owned enterprises, environmental standards and transparency?>. While RCEP remains under
negotiation, its members have committed to advancing on the existing investment provisions in the
six ASEAN+1 FTAs. A key goal is to devise investment promotion mechanisms, particularly focussed
on capacity-building within the lesser-developed ASEAN members*.

Of these features, the promise of a multilateral approach to investment protection is especially important.
Unlike bilateral agreements, which establish rules with only one partner, these mega-regional FTA will
cover a large proportion of Australia’s foreign investment in a single agreement®. They also offer an
opportunity to overcome the noodle bowl problems associated with the existence of multiple and
incommensurate bilateral agreements. By providing a single set of provisions, which apply equally and
consistently across all member economies, these agreements will help ‘multilateralise’ investment rules
within the Asia-Pacific region.

A multilateral approach to investment rules is especially valuable for the Australian economy. Some 36
percent of Australia’s outward direct investment stocks are in services sectors: such as the finance and
insurance, technical and scientific services, and healthcare industries. A further 18 percent are in the

*! The combined GDP of the TPP bloc is USD 27.4 trillion (36.6 percent of the global economy); while the RCEP is USD
22.78 trillion (30.4 percent).

*2 Authors’ calculations from ABS, Australia: International Investment Position: Supplementary Statistics 2015 (Cat No.
5352.0).

2 DFAT (2015), ‘TPP Outcomes: Investment’, available at http://dfat.gov.au/trade/agreements/tpp/outcomes-
documents/Pages/outcomes-investment.aspx

** RCEP Parties (2013), Guiding Principles and Objectives for Negotiating the Regional

Comprehensive Economic Partnership, available at https://dfat.gov.au/trade/agreements/rcep/Documents/guiding-
principles-rcep.pdf.

* For example, the investment coverage ratio of the TPP (41.9 percent) is almost equal to all of Australia’s previous
FTAs and BITs combined (45.6 percent).
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manufacturing sector®®. Contemporary services and manufacturing industries are highly ‘regionalised’ —
where country-based branch offices function as a part of larger cross-border corporate networks, organised
as regionally-integrated value chains. For these industries, multilateral investment rules are highly valuable,
as they provide a single and integrated set of regional regulations that apply across the entire value chain.
This provides a more effective platform for investment promotion than inconsistent bilateral approaches.

Unfortunately, recent events in the US are posing headwinds for the successful completion of the TPP?’.
With the Trump Administration recently withdrawing from ratification, it is now impossible for the TPP to
enter into force in its current form. In this context, ongoing RCEP negotiations will assume greater
prominence. At the most recent round of RCEP negotiations in December 2016, the negotiating parties set
an aspirational goal to complete the agreement by the end of 2017°%. While the TPP’s future remains
uncertain, RCEP will provide an alternate pathway to realise ambitions for a multilateral approach to
investment regulation in the Asia-Pacific region.

As RCEP negotiations intensify through the remainder of 2017, Australian negotiators have an opportunity
to shape the form of its investment provisions. Given Australia’s interests in an open, multilateral and high
standard set of investment rules, several aspects should be accorded priority:

[J  Australia should work towards the highest-standard investment chapter possible. There is
considerable variation between the investment provisions in the six existing ASEAN+1 FTAs, which
will need to be standardised in RCEP. It is important to ensure a highest- rather than lowest-
common denominator approach guides this process.

(1  Minimising sectoral ‘carve-outs’ will also prove critical. RCEP investment negotiations have adopted
a negative-list approach®, with each party to identify sensitive sectors to exclude from the
agreement in their respective national schedules. While a degree of sensitive sector carve-out is
inevitable, minimising the extent of these — especially in services — will maximise the benefits of the
agreement.

[1 Ensuring an open accession mechanism will help ‘future-proof’ RCEP. While the negotiation phase
is only open to the ASEAN+6 governments, parties have agreed to include an accession clause
which will enable more countries to join in the future®. The design of this mechanism, and the
requirements which would be imposed on accession parties, has yet to be decided. Australia should
press for the most open mechanism possible, to ensure investment partners not presently a party
can join the agreement in future years.

%% Authors’ calculations from ABS, Australia: International Investment Position: Supplementary Statistics 2015 (Cat No.
5352.0).

’ See Jeffrey D. Wilson (2017), ‘The Regional Comprehensive Economic Partnership: An Indo-Pacific approach to the
regional trade architecture?’, Indo-Pacific Insights Series (Vol. 2), Perth: Perth USAsia Centre.

*® DFAT (2016), ‘Sixteenth Round of Negotiations — 2-10 December 2016, Tangerang, Indonesia’, available at

> MFAT (NZ) (2016), ‘Regional Comprehensive Economic Partnership (RCEP) negotiations’, available at
https://www.mfat.govt.nz/en/trade/free-trade-agreements/agreements-under-negotiation/rcep/

%0 RCEP Parties (2013), Guiding Principles and Objectives for Negotiating the Regional Comprehensive Economic Partnership, Article
6, available at https://dfat.gov.au/trade/agreements/rcep/Documents/guiding-principles-rcep.pdf
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