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Abstract

The developmental tools known under the generim tef offset are not unfamiliar to policy
makers, especially in developing countries. Tod8%, countries have formal laws and
regulations concerning offsets. Despite the relegaand the importance of the topic, little in-
depth analysis has been undertaken on the thearptiemises upon which host governments
mandatory offsets are justified. The contributidritos paper is double. Firstly, it is to remedy
to this theoretical gap by producing an academseasch on this particularly little studied
domain. Secondly, it is to establish an analyticainework for offsets based on developments
in the neo-classical economic theory related toM&2IWe assumed in this paper that such an
analogy is possible and we attempted to bringloaiahalytical implications.
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| Introduction

Developmental tools known under the generic ternoftfets are widespread and especially
popular in developing countries. They are definedaaset of compensatory procurement
measures aimed at encouraging local developmeat onproving the balance-of-payments.
Offsets are perceived to have trade restrictingdasirting effects generated by discriminatory
procurement policies and are therefore explicitighibited under the WTO Agreement on
Government Procurements. In spite of all theseaictishs, offsets’ incidence in the defence
field did not decrease and it is more and more comin the civil trade field (Bureau of
Industry and Security - U.S. Department of Commeé@#&3a; Matthews in Brauer et Dunne
2004). In fact, policy makers, especially from depéng countries, consider offsets as a
legitimate means to mitigate market power of maliilonal companies and influence their
investment and location strategies, to shift trewuece allocation in their favor and ultimately
to facilitate the transfer of technology and knoawh

Host governments consider offset as an effectiverument to overcome their inherent
disadvantages in the negotiation process with matibnal companies. In addition, offsets are
an important policy tool that helps to achieve anbar of developmental (industrial) policy
objectives. Although offsets may take various foriieir essential purpose is to focus on
development. They are used to develop human téitaugh knowledge/technology transfer
and their local assimilation, workforce skilling, support the emergence and the development
of the private sector (through local content rudesl local participation requirements), to
enhance R&D and innovation funding etc. Nevertlgldsshould be noted that offsets do not
exist as an independent economic policy instrumantd usually coexist with other
developmental tools, and this explains the diffigub establish offsets economic effects and
thus their real efficiency.

This paper addresses these challenges and praaitlesoretical framework within which it
will be possible to critically appraise offset piiaes and to assess their economic impact for
host countries, as well as foreign countries. Thal gs to examine the role of offsets in
development strategies and consequently their tefeaess and efficiency to achieve certain
goals. In Section 2, an overview of different offpeactices and their role in economic policies
for developed and developing countries is hightghtThis is useful from two standpoints.
From the one hand, it shows how widespread theseipes are, and from the other hand, it
defines the wide range of industrial policy godiattmay be achieved through offsets. In
Section 3, the analytical framework needed to stwifisets’ economic effects is explained. In
Section 4, a more detailed analysis of the use avhes offset practices (local content
requirements, export-performance requirements|| legaity requirements) for developmental
and trade policy goals is presented. Finally, $ach contains some concluding comments.

Il What ar e offsets?

" For simplicity reasons, therefore, no distinctismade between civil and defence offsets in thisep.



The current experience of nearly simultaneous dgweént of a set of new countries is
unprecedented in history. The growth of giants saglChina, Brazil, India and South Africa
have made "obsolete the old tandems East-WesthNwd South, aligned and nonaligned,
developed and developing” countries. These geagallichanges were associated with a
renovation of the doctrines and practices of ecaaatavelopment. By opting for industrial
strategies, having appropriate characteristics hafirtown, these emerging powers have
emphasised the need to cancel strategies "onditsizgl'". These unconventional industrial
policies were conceived to respect countries’ omstifutions, social heritages, and economic
policies (Rodrik 2008, p.25).

The emergences of practices known under the gerterrn of offset are part of these
unconventional economic and industrial policiesfséts are defined as “measures used to
encourage local development or improve the balafigeyments accounts by means of
domestic content, licensing of technology, investimequirements, counter-trade or similar
requirements”(« WTO | legal texts - Marrakesh Agmeat », 2013). Generally in literature,
offsets are considered as a sophisticated fornoohtertrade because they imply bilateralism
and are used as a complement to monetary exchétagenjond 1990). In legal terms, offsets
stand for a specific kind of contractual obligasoimposed by the purchasing entity
(government of a given country) when it signs a anapternational public procurement
contract with a foreign company following an intational tendering procedure. An offset
requires two contracts proceeding in parallel aswhally interconnected. The primary contract
is related to the supply of goods or services lgyftineign company to the Client, according to
the contractual specification. The secondary, offsatract, deals with the commitment of the
foreign supplier to add value in the buyer’s coynaiccording to offset contractual agreement.
Mostly, governmental acquisitions subject to arseiffobligation apply to highly-added-value
markets “such as markets in the fields of defeecergy, transport, telecommunications or
other kinds of infrastructure” (European Club faudtertrade & Offset, 2013).

Offset can take the form of “co-production, creassistance, licensed production, investment,
purchases, subcontracting, technology transfemimgl’ or others (ACECO 1993, Martin
1996, (Bureau of Industry and Security - U.S. Daparit of Commerce 2013b). Therefore, an
offset activity intends teompensatéhe consequent shortages in foreign currency asdre
that the acquisition allows the country to gethlest value for its money. The local government
aims through offset practices to attain its puredsionalistic goals: (i) compensate the increase
in import expenditure by stimulating local econoand therefore retaining or recovering the
local multiplier effect of such a spending; (ii)stere payment balance by generating new or
more exports by accessing to the market of theersetuntry; (iii) develop local (generally
high-added-value) infant industry and enable itathieve international competition; (iv)
acquire new technologies and spread them to theoety to stimulate economic growth and
reduce the country’s reliance on foreign suppligrg; create employment and regional
development; (vi) achieve cost reduction of thanamy contract by avoiding the effect of
oligopolistic distortions, (vii) justify governmealtspending toward the tax payers and ensure

" Chang (2002) provides a historical perspectivéheruse of developmental practices.



public and political acceptance (European ClubGountertrade & Offset 2013, Martin, 1996,
Bureau of Industry and Security - U.S. Departmdér@ammerce 2013b).

Offset is politically and economically motivated plerceived from a purely nationalistic
perspective. Indeed, major governmental purchasesdirsanced by public funds collected in
taxes, the government must ensure that the adquigirotects the country’s fundamental
interests and suits its individual needs. Howeweider WTO these practices are forbidden
because regarded as distorting free market trasesflIThey create market access restrictions,
bilateralism and influence FDI decisions. In acemrce with the paragraph 1 of Article XVI of
the Agreement on Government Procurement (GPg]ntities shall not, in the qualification
and selection of suppliers, products or servicesinahe evaluation of tenders and award of
contracts, impose, seek or consider offsélsit the Agreement contains also a specific ltic
that provides for differential treatment for devaltg countries so they can catch up with
OECD countries. Paragraph 2 of Article XVI stipekthat: [n]evertheless, having regard to
general policy considerations, including those tielg to development, a developing country
may at the time of accession negotiate conditiongife use of offsétsRecent revision of
GPA on special and differential treatment for depelg countries (article 1V) stipulates that:
“based on its development needs, and with the agrdenh the Parties, a developing country
may adopt or retain one or more of the followingrisitional measures, during a transition
period and in accordance with a schedule, set auan Annex to its Appendix I, and in a
manner that does not discriminate among the Parfie§ b) an offset, provided that any
requirement for, or consideration of the impositmfithe offset is clearly stated in the notice of
intended procuremehtThus, while the use of offset in the civilianogurement is tolerable
during a transition period that may induce sustama&conomic development, the offsets are
largely acceptable in defence.

As per the WTO legislation, offsets are presente@ @evelopmental tool and may therefore
give the impression that these practices are spetfdeveloping countries. Nevertheless,
today, more than 120 countries around the worldehiawplemented some form of offset
programs (more or less explicit) with unique regments, suiting their individual needs (IDP
UAE, 2013). They may be legal requirements in sarases and merely one aspect of
negotiations in others. We can classify countmgs three categories: those that provide offsets
- represented only by the United States becausg dhe the largest exporter of military
equipment among other things, those who offer aglire offsets, which is limited to a
number of small developed countries (France, Geyn@reat Britain) - that import and export
equipment with high technological value, and thad® generally benefit from offsets, which
is the vast majority of developing countries thahegrally import capital goods (Martin, 1996,
p. 4). Countries from the second category are pnaulntly looking to acquire new
technologies and know-how and seeking to benedinfifree-rider behaviour and attain its
goals in research and development. According toB&kgian Ministry of Economy, these
countries have nor the need, nor the resourcesvelap large projects by their own and have
therefore developed these kind of offset requirds@dPF Economie, 2008, p.4). This is also
partially the motivation for emerging countries (BfS). Therefore, emerging countries share
characteristics in terms of offsets with the secand third groups because they have the



specificity to build offsets into a larger industridevelopment strategy, just as developing
countries do.

In spite of the broad utilisation of offset praeti¢c there is no agreement on their functionality
for local economies to achieve their developmeptalbther goals. This difficulty to gain
insight into their economic effects is related heit variety on the one hand and to the
complexity to assess the value of externalitiesitex by offsets on the other hand. It is also
problematic to quantify offsets, especially thosmnslated by the transfer of technology and
know-how. Offset practices “vary greatly from ormuntry to another depending on the aims
of industrial policy pursued [...] the national iglgtion in the public procurement field, the
budgets [available for the purchase of] equipmta,funds for research and development and
the industrial and technological capabilities” dfetcountry (SPF Economie, 2008, p.5).
Therefore, there is no compromise on offsets affecess and performance for local
development or other goals. The added value ofgaper is to offer a theoretical framework
within which it will be possible to critically apaise the effectiveness and efficiency of these
practices. For simplicity reasons, the politicajestives of offsets will be neglected in this
paper and only economic reasons will be considered.

[11 Offset practices and Development Strategies

The goals of development strategies differ fronoantry to another and so do the tools used
by governments for these purposes. Offset is oneldpmental tool among others but it has
the specificity of being related to a governmengaluisition. According to the offset
definition, offsets are a variety of developmentaswes which can range from technology
transfer and co-production to the export of rawemnats and these practices are limited only by
the imagination of the players involved in theireedtion (Hammond 1990). Therefore, an
offset practice is usually designated as an acfitre action to get the “fair price” for a big
investment made abroad, which is perceived asyhenym for the verb teompensateThe
offset action materialises locally in local conteméquirements, export-performance
requirement, local equity requirement, investmeintshuman capital etc. Some of these
counterparts may restrict trade while others favbuSome have very obvious trade effects
(such as local content and export-performance reouents) and others are less clear (e.g.
investment in human capital and licensing requingis)e(see Table 1). Therefore, even if offset
practices are partly designed to address developntlesy affect trade flows directly or
indirectly. On this basis, current offsets are jndbd by WTO and discouraged all over the
world.

Table 1: An Inventory of Offsets

A. Input oriented Offsets

Instrument Intended Effect

- local content requirement - require the foreign supplier company to purchase a certain
amount of local materials for incorporation in the supplier’s
product.



- local equity participation

- imply that some proportion of equity must be shed locally

- local hiring targets

- socially and economically
disadvantages individuals quota
- national participation in
management

- ensure specified employments targets are hit

- R&D requirements

- commit the foreign supplier company to investment in R&D

- technology and know-how
transfer

- require the foreign supplier company to transfer new
technologies and know-how (e.g. train the end-user to
effectively use and maintain the product purchased,
management practices transfer etc.)

- export-performance
requirements

- commit the foreign supplier company to export a certain
quantity of local production

- investments

- any kind of investments favouring economic growth (e.g.
investments in small and medium companies, allocation of
funds for training and education etc.)

B. Output oriented offsets

Instrument

Intended Effect

- technology and know-how
transfer

- require the foreign supplier company to transfer new
technologies and know-how (e.g. train the end-user to
effectively use and maintain the product purchased,
management practices transfer etc.)

- export-performance
requirements

- commit the foreign supplier company to export a certain
quantity of local production

- investments

- any kind of investments that favour economic growth (e.g.
investments in small and medium companies, allocation of
funds for training and education etc.)

- licensing requirements oblige the foreign supplier to licence production of output in

host country

Sources: Greenaway (1992, p.141), European CluGdontertrade & Offset (2013)
and South African offset beneficiary consultations.

Trade effects of certain offset practices mentionek below are better known and predicable,
like those of local content requirements and experformance requirements. Trade effects of
other offset measures are more uncertain, likeetbbsocal equity participation, investments or
technology transfer. This lack of data is not odlye to the theoretical ambiguity. Offset
contracts usually include “terms of confidentidlitgnd their voluntary opaque nature is
encouraged by governmental officials unwilling tansfer technical of technological skills.
Above all, offsets are usually part of a wider igttialization programme or investment aid



programme, therefore the effects of offsets prasti@re almost impossible to distinguish from
other similar tools.

Despite the difficulties of analysing offsets arm tack of literature, these practices bear a
strong similarity with Trade-Related Investment [la@s (TRIMs). TRIMs are a set of
governmental measures to attract and regulategiorgivestment. Under these conditions,
foreign investors are encouraged or obliged to shhaecording to certain national priorities.
Like offsets measures, TRIMs affect the flow of ge@nd services and can therefore “restrict
and distort trade” (WTO, 2013). The difference betw offsets and TRIMs is that the first one
has a narrow use because they are linked to goesrtnpnocurement. The theoretical literature
dealing with TRIMs enriches our study and permitHar in-depth analysis and conceptual
development on offsets. Greenaway (1992)), Moryig2000, 2002) are a good example of
the latter. The seventieth Offset Report to Corgyr€d013a) mentions that purchases,
subcontracting, technology transfer and coprodacéice the most privileged offset practices
(in number of transactions and in value). Trameslah TRIMs practices, these can be qualified
of local content requirements, export-performareggiirements and local equity requirements.
Moreover, developing countries usually make usthe$e practices as trade-related investment
measures for industrial policy purposes (Greenavi@@2, pp. 142-143). It therefore seems
possible to consider offset practices — at leastesof them- as industrial policy tools embodied
in a larger category of trade-related investmenasuees. It makes it therefore possible to
analyse them in terms of the issues developedisiby Greenaway (1992) in particular.

According to Greenaway, TRIMS perform at least ¢hienctions: “to shape the allocation of
resources in the host country [...], to ensure that ltkelihood of benefits which the host
government wishes to secure is greater than itnetke would be” and “to redistribute the
surpluses generated by FDI away from [the foreigpp$ier] and towards the residents of the
host country” (Greenaway, 1992, p. 146). He refiershese governmental objectives as:
“resource allocation targetheinsurance targetand thaent shifting targéet(iden).

The resource allocation target is the most importojective in any developmental or
industrialisation policy. Offsets are used to stembile capital into specific locations and/or
particular sectors, in accordance with host govemtal policies or priorities. The theoretical
corpus that supports this objective is relatednfant industry argument, increasing returns
argument, wage differential arguments (Irwin, 1998)us, offsets in the form of local content
requirement are considered to be a measure aimingceeasing the industrialisation of a
peripheral region in the country. Similarly, hostivgrnments might require local content in
order to increase the employment rate in a sectagion, or to ensure the formation of human
capital. Offsets, in form of export-performance uggments are a mechanism to reverse the
import-export balance in a given sector and by thisans to promote the country’s
competitiveness in high-end specialisation, whiduires growing technical and technological
facilities. By these means, offsets, like TRIMs aonsidered by host governments as essential
for achieving results in specific allocation tasyet



The insurance target finds its rationale in thet@mtual relationship between the parties
involved. An offset is the result of a cont%stgned between three parties: the foreign supplier
(usually a multinational company), the host govezntmand a local beneficiary entity. Under
this contract, the Multinational enterprise (MNEYnumits to create new jobs, promote
domestic exports, transfer technology and know-himwent etc. However, in an uncertain
world where suspicion prevails and where it isidifit to monitor and regulate the activities of
MNE, host governments must ensure that offsets ipenredible commitments for
industrialisation policies and thus developmentfs€f must be a guarantee that MNE permit
to achieve goals linked to employment, productind axports that the host government could
not have achieved otherwise. For example, offsethe form of R&D requirements and/or
local participation obligations might contribute ®&pecific physical and human capital
development. Offsets in the form of export-perfonce requirements, permit leveraging
foreign exchange earnings usually scarce in devrgdopountries. Through these mechanisms,
offsets offer customised solutions for governmehtg are reluctant to leave the economy to
market forces.

Multinational Enterprises usually benefit from arket dominant position and this gives them
an oligopolistic power. In imperfect competitiortusition, this might create some abusive
practices like: price discrimination, tax evasiadjustment of the flow of internal funds to gain
competitive advantage etc. These provide renthk@dMINE. After the tendering process, only
one enterprise is retained and becomes the sofiaupf goods and this offers the selected
MNE a sort of monopoly in the host market. Sincesth are very important contracts,
designated for the purchase of goods with a veng liife cycle, the market potential will
possibly be exhausted over the next 30 years. Tthasgovernmental acquisition, in the long
term, also increases the MNE net benefits. This i'eaven more significant if the size of the
market is big and if it is protected. Offsets oféevehicle for altering the distribution of these
rents and permits to host governments seekingdistribute a portion of surpluses from MNEs
to domestic residents.

However, this redistribution is less transpareantk, within the scope of the primary contract,
parties have simply negotiated on the reductiothefpurchase price or a transfer associated
for example with a cash grant. The transfers of teshnologies and know-how or the gains
associated with export-performance requirementdem® visible and quantifiable. Therefore,
their effects on the local economy are also lestbdd and quantifiable. This probably suits
both parties. In the best-case scenario, offseljs &etracting higher benefits for the local
economy and allow the MNE to promote local sup@yworks and expand its market share. In
a more pessimistic scenario, offset obligationsvalthe MNE to shift the burden on the tax-
payer. Because of the asymmetry in information MINE is the only one to know the real cost
of goods it provides and of offsets it offers. TMBIE can therefore transfer the costs of offsets
on the price of the goods it supplies to the hasteghment. Besides, the offset benefits in the

* Usually an offset consists in more than one cohtrBasically there is a framework contract betweles
multinational and the host government that mentitestotal amount of offsets to which the MNE obligself.
Following this umbrella agreement, other contrdtveen the MNE and the local recipient are sigihaatti,
1994).



short-term are more visible and more easily quiatié than the costs they generate in the long
term. This offers support for governmental spending

It is implicitly assumed by any government requirioffsets that these are appropriate
measures to counter market allocation schemes secaacording to the authorities, they are
efficient instruments to strengthen the industpialicy and achieve developmental objectives.
Offsets are an efficient means to mitigate the mtapower of MNEs and they permit to gain

“insurance” with regard to particular commitmenftshe last two objectives are then

complementary and support the resource allocatipective. It is assumed, by definition, “that

the minimum requirements are an efficient instruttenexport promotion; that local content

requirements are an efficient employment promotitrat local equity requirements are an
efficient instrument of technology transfer [...] asd on” (Greenaway, 1992, pp. 148-149).
Further study needs to be done to be able to agseséficiency of offsets, in all their forms.

IV The effectiveness of offset policies

From a trade policy perspective, offsets are agotainist tool because they distort competition
and create obstacles to the free movement of gadservices. Nevertheless, the neoclassical
economic theory justifies this kind of practiceshiére is an initial distortion on the market (or
market failure) and if offsets are adequatemeasure to correct this distortion and increase
national welfare (Corden, 1980; Bhagwati, 1989)ffsets are therefore a second-best solution
and they lose themaison d’étrein all cases when it is possible and advantagemesminate

the existing distortions or to counteract the infation asymmetry. Otherwise, if we accept
that the offsets are the creation of an imperfectldvand they are here to stay in order to
eliminate the adverse consequences (imperfectwinsXisting policies, then the principle of
optimal intervention offers a structured theordticamework to analyse offsets.

According to the international trade theory, théicefncy of an industrial or commercial

intervention must be established after an econ@nadysis based on the principle of optimal
intervention. This principle was developed by Medd655) and clearly demonstrated by
Bhagwati and Ramaswani (1963). According to theopheof optimal intervention (or the

theory of second-best), in the presence of distesti the welfare of an economy can be
improved if public authorities select the most appiate mechanism for intervention. For
example, to protect an infant industry, severallsoman be considered: barriers to entry,
production subsidies, technical, administrativeotner regulations. However, an economic
analysis based on the principle of optimal intetien permit to identify what is the most

efficient tool, that is to say the intervention geating the least amount of negative
externalities. For example, the economics liteetus shown that the protection of an infant

8 Many theorists have contributed to the post-wametimments in the theory of commercial policy amdeytheir
insights on which should be the best policy intetia in the case of domestic or foreign distortjeee the works
of James Meade, Harry Johnson, Max Corden, Jagdiagwati etc.).



industry by production subsidies is more desirdbén that provided by tariffs and quotas, as
the latter distorts consumption (Melitz, 2005, p. [Revertheless, if production subsidies are
not feasible, governmental authorities must comsiteiffs or quotas. According to
circumstances, the one that brings less distortamtsyields higher welfare outcomes will be
retained on the basis of second-best solutiohidfdecond-best measure is not available, then a
third-best solution will be considered but it whlling even more distortions and less welfare
then the second-best tool.

The principle of optimal intervention can therefobe extended to the analysis of any
intervention, once the objectives of the econonailicy are known. This principle can also be
extended to offsets. Since offsets embrace a veidger of instruments that governments deploy
in the goal to develop their economy with the helgMNE, for simplicity reasons only three
offsets requirements are studied.

1. Offsetsin form of Local Content Requirements (LCRS)

Local content requirements oblige multinationals peoocure a certain proportion of

intermediate inputs domestically. This proportioayrbe specified in value (especially for

heterogeneous goods) or in quantity (for homogemmis) (De Melo et Grether, 1997, p.
514). This indicates that imported goods are partade of inputs sources from abroad and
partly from inputs made up locally. This featurstoiguishes the mechanism of local content
from a tariff because, although it influences theee of the final good, the price has the
specificity of integrating two components: the priof domestic and foreign inputs.

Consequently, the mechanism of local content, ditkeer types of non-tariff barriers, has less
obvious economic effects. This is partly due tdatk of transparency and due to the multiple
repercussions it can have on the economy. The teffet LCRs are therefore uncertain

compared to a tariff that has the direct effecerduce imports from their level of free trade.

Countries which mandate LCRs, require the MNE tdpce a maximum of added-value on
their territory. This influences the distributiof groductive activities between MNE foreign
subsidiaries, including shifts of some competifpagts production between countried CRs
may therefore create distortion in the resourcecation at a global scale (Lee, 2002, p.33).
Nevertheless, the economic effect of LCRs is diffito evaluate because they might have
opposite effects depending “the way in which conterdefined; the nature of the production
process; the structure of the domestic market; wade differentials between the host and
source country” (Greenaway, 1992, p. 149). In samstéances, LCRs may accrue the MNE
presence in the domestic market and stimulatertiegation of local enterprises in the value
chain of the MNE, in other words, its objectivaasreduce domestic dependence on imported
technologies.

“ Each country has different institutional and moreless developed technological, scientific anddpntive
capabilities. This impacts on the spatial deployteeh a MNE value-chain (Lee, 2002, pp. 35-39).
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According to Greenaway (1992) the most acceptadilerrale for LCRs is the infant-industry
protection. Developing countries usually protedirthocal suppliers in order to benefit from
dynamic learning externalities while developed d¢das use LCRs to shield their industry
from intensified international competition. In hotases, LCRs are considered to increase
domestic production levels above their free-makietls and due to dynamic learning effects,
increase national welfare. Similar policy instrunseto LCRs are considered production
subsidies, tariffs, quotas or voluntary exportsrietions. The Mill-Bastable Tekt reveals
that, under some initial hypothesksn costs, there are two possibilities satisfying first-
order conditions for welfare maximization: laisdare and production subsidies. If the
benefits of learning are higher than the fixed soshe subsidization alternative is more
attractive than the lack of intervention. The sdipsas any other protection tool is not always
optimal if the period necessary for the learningreuo exceed the fixed costs is considered to
be too long. Nevertheless, the subsidy is not #s¢ policy instrument if through the learning
process it needs to be adjusted or changed whidengrally the case because over the
learning time the level of protection must be dasesl. According to Melitz (2005) in
presence of adjustment costs and uncertainty coimgethe learning curve, a quota yields
higher welfare outcomes and must be privileged aveubsidy or a tariff. The advantage with
the quota is automatically adjusted downward wiih learning process. If the quota right is
assumed to be auctioned and collected by goverrsmitiet voluntary export restraint (VER) is
inferior to a quota because no revenue is collec#tRs have the particularity to transfer
rents from restrictions to foreigners but it is @ppropriate policy tool in case of political
pressure for protection (Feenstra et Lewis, 199hus, the planner's choice of a policy
instrument “depends on the industry’s learning ptéd, the speed of learning, and the degree
of substitutability between domestic and foreigodg’ (Melitz, 2005, p. 178).

As mentioned above, RCL increases the cost of itted §jood but to a lesser extent than a
tariff or a quota. By definition, this increasedosts is supported by the MNE, unless the MNE
anticipates and includes it in the price negotiadgadhe primary contract. Nevertheless, it is
difficult to assume that the terms and conditiohthe offset contract influence the initial price
of the primary agreement because there is no pfoéind if so, then to what extend? The
efficiencysuperiority of offsets in form of RCL on subsidissdifficult to show. If offsets
affect the price of the primary contract, they effaegatively the welfare of the purchasing
entity but they benefit to all other entities whigteive offsets consequently to this purchase.
For now, abstraction will be made of the relatiapdbetween both contracts and offset will be
considered as an independent obligation that aimsraviding more protection to certain
domestic suppliers. Thus, compared to an equivaeiit (or a quota), RCL is morefficient
because an import tariff (or a quota) results ia price while the RCL concerns penalise only
certain imported inputs and allows therefore othersontinue to purchase the imported goods
at their opportunity cost (De Melo et Grether, 199. 516). In this case, it is obvious that the
RCL is more efficient than a tariff, because onlce offset obligation fulfilled, the initial
distortion on product prices disappears.

" The Mill-Bastable test compares the benefits frpotection to the costs it generates.
* See Corden’s (1980) chapter 3.
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LCR is moreeffectivethan a subsidy or a tariff to protect local suplibecause it concerns
only some specific imported inputs while a subsmly a tariff extends to all domestic
producers (Grossman , 1981). In this case, an fingpota is even more reliable than any
other mechanism to protect local suppliers. Itveremoreeffectivethan a LCR because the
domestic market becomes no longer contestable auad $uppliers benefit from a monopoly
situation. However, the effectiveness, in this cés@&ot synonymous with efficiency because
the import quota heavily penalises buyers of thalfgood. Despite its proven effectiveness,
the quota creates a monopolistic market followednayy efficiency costs. In the case of the
RCL, the direct cost (rising prices of inputs) igpported by the MNE and this increase in
costs is higher than in the case of a tariff oa@ubsidy. Thus, from the point of view of an
overall economic well-being, it is less efficieitie conclusion is different if the phenomenon
is analysed from the perspective of the importiagntry, and as the LCR has an effect of rent
transfer from MNE to the final consumer, it is mefécient than a tariff or subsidy.

If MNE agrees to provide goods despite such unfealmle constraints and risks losing a
maximum of rents, there must be some counterbadgnocentives elsewhere. LCR can only
benefit to the local market if the MNE is intereste complying with this obligation. To insure
a win-win strategy, the MNE must obtain some begefihey may be related to the nature of
the local market (protection of the local mafRetax holidays etc.), to its proper supply
strategy, to the characteristics of the offset @it (possibility to replace local supplier or
change projects), to secure future market accéssQace these considerations are taken into
account, the cost/benefit analysis of an offsetcgahstrument becomes more difficult. The
overall impact must be calculated throughout theation of the contract and even after its
termination.

In comparison with other policy tools, and offsgreement has a predetermined design
lifetime, on average 7 years (Bureau of Industrg Security - U.S. Department of Commerce
2013c, p. x). If the domestic subsidiary is noteatdl increase its competitiveness over the
duration of the contract, the distortion disapped@sfacto without bringing benefits to the
national economy. The MNE, after completing itsseff obligation, turns back to its foreign
supplier. If, in the end of said duration, the locampany is not competitive enough to
maintain its capability, it will go bankrupt andghmay cause a loss of knowledge and skills (if
not transferred to other sectors). Government mewertheless continue to “protect” the
domestic infant industry over time as learning pesges.

LCR provides greater protection to local supplieas only over a relatively short period of
time. This is not necessarily a problem. The RGLthe end of the offset period can be
replaced by any other protective policy instrumétdwever, there is a strong presumption that
RCL is reducing welfare due to high levels of figalbds protection, that are usually associated
with local content protection (Greenaway, 199215i). In this case, RCL is likely to be more
expensive than any other alternative policy insgam

8 The MNE that is obliged to buy more expensive dstineinputs often requires a downstream protection.
other words, the MNE need to be protected fromifmrecompetition in the local market for its finabags.
However, this condition is automatic for an offagteement.
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2. Offsetsin theform of Export-Perfor mance Requirements (EPRS)

An EPR obliges the foreign supplier to export aaiarfraction of domestic output (Rodrik,
1987, p. 633). The MNE subject to an EPR is requiee integrate local suppliers in the
distribution chain, at least in the short termthiis is not possible, the MNE is asked to find
outlets for local production elsewhere. Thus, EP&sent [domestic] production towards
world markets and oblige [local] firms to prepareople to compete more effectively in a
world of globalised production and to seek new eip@portunities” (Gibbs, 2007, p. 44).
Depending on host country’s policy, EPR “can alsa at improving equity, by channelling
investment to poorer regions or disadvantaged segma the population, or by ensuring
universal provision of key services, such as algttr water and sanitationidem). Similar
goals, however, may be achieved through other fosmeffsets, focused on development.
Generally, governments aim through these practitpsotecting domestic firms, restricting the
monopolistic power of MNE, increasing domestic emyphent and improving trade balance for
host country (Chao et Yu, 1994; Wei et Liu, 2001).

Previous research evaluates EPRs from two diffggerdpectives. The first group analyses the
raison d'étreof these policy interventions due to some releyantexisting distortions in the
host-country market, such as trade protection @enfiect competition (Rodrik, 1987; (Chao et
Yu, 1994, 1998). The main goal of these studigs mxamine if on the second-best basis, the
policy of EPR is welfare improving or welfare-wonggg for the host-country. Rodrik (1987)
suggests that in the presence of a tariff-protacttbe EPR leads to welfare improvement
because it reduces the inflow of foreign capital aause labour migration into the domestic
firm. Consequently, this dampens the output of theerproduced (protected sector’s)
importable goods, reduces payments to foreign alapitd shifts profits from MNE towards
domestically owned firms. Rodrik (1987, p. 634)oafeentions that EPRs policies generally
concern local firms characterised by oligopolistiteraction with MNE subsidiaries such as:
transportation equipment, chemicals, machinerys Thanother form of distortion that creates
on its own second-best world need for evaluatindRER the MNE (or its subsidiary) is
producing in the host country and competing with thcal firm in that market, an export-
requirement will create a shift in profits towandtsmestic competitors, who will obtain a larger
market share at home. The effect on aggregate danweslifare is nevertheless ambiguous.
The EPR is welfare-improving only if the local filsroutput increases or depends on the local
firm’s reaction function. If the local firm decidés increase its output, there will be a positive
welfare impact created by a greater increase inegtimprofits coupled with a negative effect
through consumers’ surplus loss (in the Cournotmetiion case). There is a large academic
literature on profit-shifting via commercial pokd that reinforces this conclusion (Dixit, 1984;
Eaton et Grossman, 1986; Baldwin et Krugman, 1988).

Contrary to Rodrik’'s conclusion, Chao and Yu’'s mlo(94) reveals a welfare reducing
impact of EPR in case of a quota. This is explaibgdhigher price-induced payments to
foreign capital. The differential in welfare effecvith a tariff is due to the fact that under a
guota, the volume of imports is fixed, and hence lthkage between the resource allocation
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and the domestic welfare disappears. Thus, undeota, the foreign firm which is forced to
export a part of its output, increases the pricdavhestic importable and hence reduce welfare.
In a later research, Chao and Yu (1998) show thisngorary EPR policy improves trade
balance in the short-term and leads to an inflaitiothe non-tradable goods prices in the long-
term. Consequently, this leads to an improvemeiitar-temporal welfare.

The second group of literature analyses EPRs frorMBE standpoint. It suggests that MNE
real decisions about location of production anddrdepend on host-countries characteristics
(i.e. market size, labour force). A typical exam@ewvhen a MNE brings capital or skilled-
labour-intensive parts to be assembled in a lowenamuntry plant into the final output which
is latter shipped back to the parent (headquadeuptry. This model where different MNE
affiliates are specialised according to the lochlamtages of the host country is referred to as
vertically integrated foreign direct investment (Dt implies that in the presence of a liberal
trade environment there is an international divisiof labour at the firm level. Growing
research literature provided insights on the effexfttrade barriers on investment decisions.
Here are to mention the works of Helpman and Krugr(085), Markusen and Venables
(1998), Dunning (1999). However, EPR policies wei@ exhaustively explored in this
literature, they are either exogenous or simplyttadi(see Wei et Liu, 2001).

As noted, EPR are the result of or are combinech wither protection measures. The
effectivenessef an EPR policy intervention is justifiable ordyp second-best basis because they
are almost always dominated by alternative polidiest achieve more efficiently trade
liberalisation and therefore increase welfare. iacpce, for economic or political reasons, the
first best policies might not be available. Theotgse-allocation and welfare effects of EPR
import but also output restrictions and they impdy some extend foreign ownership or
repatriation of dividends (Robinson, 1983 in RodtiR87, p. 637).

ERP alternative policies might be export subsidieproduction taxes on the product of the
MNE which are sold in the host-market country. Geegay (1992, p. 153) assumes that EPR
“could still be superior to the export subsidy hesmthe former only applies to the increment
on exports, whilst the latter is applicable to taaports”. It is related to a lower increase in
domestic price that affect to a lesser degree tresumers surplus. Contrary to Greenaway
conclusion, Liu and Wei’s (2001) results show tB&Rs are less desirable than a production
tax. The latter one has the advantage to offer tagwevenues to the host government while it
creates an extra cost for the MNE to enter thel lomaket. An EPR, on the other hand, may
serve the foreign supplier’s interest by increastagexport capacity because they are usually
linked to fiscal incentives and hinder domesticegmtises’ competitiveness, as they benefit
from a monopoly position over a short period ofdilevertheless, imposing a production tax
on MNE’s might be impossible due to the WTO legdislas and harmful for any future FDI
because it is an obvious example of discriminatoovards MNES.

There is also a general presumption that EPR hasieadble rent shifting effects. That is clearly
explained in Rodrik’s (1987, pp. 649-650) paper:
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“A different argument might be relevant to undemstavhy such requirements are
imposed on foreign subsidiaries alone when expodsviewed as inherently desirable.
These foreign-owned firms are likely to have accessextensive marketing and

distribution channels from which their local rivadse effectively excluded. In such

cases, export-performance requirements might agseamuch less onerous restriction
on foreign subsidiaries than on local firms. Andnifthe process some profit shifting

toward domestic firms also takes place, few butMiNCs will complain.”

This explains host governments pragmatic approa@xport-promotion requirements. On the
one hand, EPR policy ensures that the desired tlgsedn terms of exports will be met and on
the other hand, it helps to transfer rents.

3. Offsetsin theform of Local Equity Requirements (L ERS)

Many governments in developing countries have ugadations on the participation of
foreign capital or restrictions linked to investrteem certain activities in the 80s (e.g. China,
India, Indonesia, Malaysia, Mexico and other caes)t Today, however, numerous trade
agreements reduce their impact and force develamugtries to abandon this instrument (see
United Nations, 2003). The offsets linked to goweemt procurement are to this day an
opportunity to establish minimum requirements trdl equity participation.

In order to establish the effectiveness of LERSs firstly necessary to define the target that
developing countries aim at achieving through LERBesides capital injection, LERs are a
mechanism to acquire new technology, know-how, mament skills and other inputs. LER

policy makes also possible to integrate local gmises in the value chain of MNE, including

access to their worldwide distribution and markgtmetworks. The LER may be used to
increase the international price and quality comtigehess of local companies and, through
spillovers, benefits to the country’s global ecomomerformance. Thus, this mechanism
permits to achieve several objectives which arenegessarily independent from one another.
However, in order to establish the efficiency dfsef practices in form of LER is necessarily
to make a distinction between these different goals

The first question to be answered is whether LERaar appropriate instrument to allow the
transfer of technology and know-how. As stated &kdvik and Spatareanu (2008, p. 195):
“ [o]ne of the original motivations for the existanof ownership sharing conditions was the
belief that local participation in foreign investnteprojects reveals their proprietary
technology and thus brings benefits to domestimdiby facilitating technology diffusion”.
The main reason for this is that virtually all taologies contain a part of tacit knowledge and
their propagation in the host economy is difficiatcontrol through the terms of a contract.
This argument has incited many governments to dioice restrictions on foreign ownership
and force multinational enterprises to enter irdapership agreements with local companies.
Many studies have shown however, that the diffusidértechnology and know-how and
therefore the expected positive externalities aghar guaranteed nor automatic and free
(Blomstrom et Sjoholm , 1999; Javorcik et Spatane&®08). In addition, the magnitude of
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externalities may vary according to the targetetugtry but also to the characteristics of its
upstream and downstream industries.

Since the MNEs are unable to limit knowledge dissation, they seek to reduce this risk by
transferring less advanced technologies or simplsebusing to invest in local units. Being the
sole owner of its domestic subsidiaries, the patentpany has a greater control over their use
of funds, thus over their profit, and it has a ¢geaincentive to transfer them more
sophisticated technology and know-how (see Ramalthan 1993). The other reason
impacting the outcome of technological diffusiorthat the presence of a MNE generates two
conflicting effects. On the one hand, MNE transtersheir local subsidiaries new technology
and know-how and this, by the demonstration effe&t be transferred to other local firms in
the same sector (horizontal externalities). Ondtier hand, the arrival of a multinational in
the local market disrupts the existing equilibriamd pushes local enterprises to protect their
market share and profitsThis may create positive externalities buy genegatmore
competition and increasing the productivity of daetie firms. If local enterprises are not
prepared to face MNE’s sever competition, it is enldkely that the local production volume
will shrink™ . For upstream industries, an increase in the glpbaduction volume in the
targeted industry will be beneficial, either thrbuthe benefits from economies of scale or
through the diffusion of technology and know-howid in the MNE'’s interest to transfer
knowledge to the upstream industries because tllisingrease their performance in the
supply of intermediate goods. MNE’s presence atsusts upstream industries’ productivity.

Positive spillovers attended from technology transiso depend on the absorption capacity of
the host country and the technological gap betwéBiE and domestic enterprise. However,
scientific studies led to this day show contradigt@sults concerning this issue. According to
Kokko et al. (1996), horizontal spillovers can ortigke place if there is not a great
technological backwardness of domestic firms. Gweiohand, Blalock & Gertler (2008), show
that the greater is the technology gap, the moggortant is the transfer of technology and
knowledge spillovers. These contradictory resulesndnstrate that LERs efficiency and
effectiveness to achieve technology transfer amtefitefrom its spillovers are difficult to
establish because they depend on numerous fahtdrare external to the agreement.

Host governments may also aim at optimally integgatlomestic enterprises in the value
chain of the MNE through LERSs policies. In thiseai$ is considered to be an effective tool to
achieve this objective if the joint venture (or thab-contracting agreement in certain cases)
continues after the end of the offset agreementoAting to R. Miller et al (1997, p. 29), the
relationship between actors in a joint venture sgally fragile, difficult to negotiate, and if
negotiated time, difficult to maintain in the longrm. The authors identify the reasons that
make these agreements often give unsatisfactontsesspecially in developing countries.

" Many empirical studies show that the negative atffeof competition outweigh the positive effects of
knowledge spillovers (see Javorcik et Spataread3R
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The success of a joint venture depends neverthefegs voluntary character, in opposition to
a binding approach based on mandatory mechanignexjulty ownership is perceived by
investors as a positive inducement to take advantalg the host-country comparative
advantage, there are more chances for it to sufbsmsted Nations, 2003, pp. 203-205). Also,
if the MNE had an anterior industrial or commergclationship with the local subsidiary, an
offset agreement can only strengthen and improve it

Another underlying aim of a LER is to increase lamaterprises’ competitiveness (in price or
quality) and consequently to increase their expomevertheless, according to Greenaway
(Greenaway, 1992, p. 154), EPRs seem to be a rffeatiee tool for these purposes.

In conclusion, it might be deduced that the allveaeffects of LERsS, due to their direct
economic effects, are difficult to identify and ithmdirect consequences for the host country
might be ambiguous. Often, the resource allocatigiectives that host governments search to
achieve with a LER policy are similar to EPR ordoal content requirements, including the
insurance target, and the rent shifting target. ldeRtribute to transfer some specific MNE
advantages, such as proprietary knowledge and déagjias, management and organization of
the supply chain. These elements, although diffimufuantify, constitute important assets for
the MNE. In oligopolistic market structures, thegate rents. At a global level, the diversion
of MNE rents correspond to a diversion of rentsrfroountries to countries; which usually
corresponds to transfers from countries with highgrrates to countries with lower tax rates.
In the long term, the MNEs might transfer the mafstheir profits to low-tax countries, to the
detriment of the parent countries.

As stated by Greenaway (1992, p. 155), contrampeorule of local content en EPR, there is
no economic policy tool alternative to local equi#guirements to achieve the same goals with
less cost for the society. In addition, LER ecoroamalysis is difficult because its allocative

effects are unclear since it often interacts witleo economic policy measures. Nevertheless,
if the host government goal is to protect an infadustry or to increase local revenues, a LER
might be a second-best tool. It is also generaltyefficient and effective measure to initiate a
transfer of rents.

V Conclusion

The aim of this paper is double. Firstly, it isdontribute to the academic literature on offset
practices. The globalisation and the negotiatioriierent levels and in different areas to
further liberalisation have clearly not preventeaiti spreading and flourishing. Although this
paper focuses more on the incentives that devedogpnntries might have to require offsets, it
should be emphasised that these practices arepaldoof the “collection” of developed
countries. Given the spread of offset practices, BV not consider them as simple constraints
and use them to increase their commercial present&rgeted markets. There is a strong
political will to control and limit the use of off¢s, but since their legitimacy as an industrial
and commercial policy tool have not been fundanmbnthallenged, offset practices will
persist.
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An analytical framework for offsets was draw basedhe developments produced by the neo-
classical economic theory for TRIMs. Such a congwmari can be performed due to the
conceptual link between both. The main analytiogllication states that offsets legitimacy and
consequently further discussion on the legal biasisheir request depends on offset practices
ability to increase the well-being of a country.igkegitimacy is necessarily fragile because
from a neo-classical economic policy viewpoint, therease in aggregate economic wealth
produced by offsets is always inferior to the omedpced in free-trade. Similar to other
protectionist measures, major theoretical argunfiemoffsets is the infant industry argument.
The offset measure is an obvious modern variatioa protection tool that helps allocating
resources in a better way, transferring rents aratagpteeing the best results for these goals.
Nevertheless, the main question is to find out lawextent, in the presence of market failures
linked with imperfect and asymmetric informatiomlipy makers should consider offset policy
measures to eliminate market distortions. The useffeet certainly contributes to increase
market distortions but in the name of pragmatismd aational interests, it should not be
excluded as an economic policy tool. More reseacteeded to find out which form of offset
is more convenient to reach a specific goal.
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