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Foreign Direct investments: 
current challenges

introDuction

erDal Yalcin*

Foreign direct investments (FDI) represent an essen-

tial part of the economic globalization process not 

only in emerging and developing countries, but also in 

the industrialized world. If  multinational enterprises 

open up new markets through cross-border invest-

ments or establish international production networks 

as part of their aspiration to become more competi-

tive, target countries also experience positive econom-

ic effects.

At the same time, FDI also offers opportunities for re-

cipient countries. In addition to capital and expertise, 

production plants are brought into countries resulting 

in employment. An increasing number of academic 

articles illustrate that FDI leads to more economic 

growth in the medium and long term. In fact, it can be 

stated that FDI flows have developed very positively in 

recent decades, with annual growth rates that were 

higher than 10 percent until a sudden stop emerged af-

ter the latest financial crises.

Since the financial crisis in 2008 FDI activities have 

slowed markedly. To date stagnation can be observed, 

particularly in emerging markets and developing 

countries. The economic consequences are complex. A 

main driver of this development is ongoing global 

economic uncertainty. Many countries, such as Russia 

or several North African countries, just to name some 

recent examples, are increasingly characterised by 

growing political risk. 

Governments, particularly in the western world, are 

attempting to improve investment conditions for na-

tional enterprises that are active in cross-border in-

vestments. In the light of these difficult investment 

conditions, new regional trade and investment agree-

ments are increasingly being negotiated. These new 

accords are very likely to have a strong impact on the 

international investment behaviour of enterprises.

How can a sustainable investment climate be achieved 

in these challenging times? What are the current chal-

lenges for multinational enterprises with cross-border 

investment activities? What options do governments 

have to create better conditions for FDI?

In cooperation with the German Federal Ministry for 

Economic Affairs and Energy, and UNCTAD (United 

Nations Conference on Trade and Development), the 

Ifo Institute has organised a joint conference together 

with experts from international institutions, enterpris-

es, representatives of public institutions and minis-

tries, and leading scholars to discuss the questions 

raised.1

This special edition of the CESifo Forum 2015 pre-

sents a collection of articles arising from the confer-

ence entitled: ‘Foreign Direct Investments: Current 

Challenges’ that took place at the Ifo Institute in April 

2015. Based on the keynotes of the conference, five 

stakeholders from various institutions assess different 

developments related to FDI from their point of view.

Thomas van Giffen, investment policy analyst of the 

policy research section at the UNCTAD gives an over-

view of recent trends in FDI based on the yearly pub-

lished World Investment Report. Furthermore, his ar-

ticle specifies major challenges for sustainable devel-

opment via FDI. In line with UNCTAD’s investment 

policy framework for sustainable development, key 

principles are elaborated. 

Mathias Wolkewitz, the General Counsel Legal, Tax, 

Insurances of Wintershall Holding GmbH, enriches 

the discussion by illustrating the importance of FDI 

for the natural resource industry. His articles offers an 

in-depth perspective of what multinational companies 

in the oil and gas industry are confronted with and the 

extent to which existing standards of investment pro-

tection are up to date.

1  The conference (Foreign Direct Investment: Current Challenges) is 
available as a video stream in CESifo Groups’ media library: http://
mediathek.cesifo-group.de/player/macros/cesifo/mediathek?content=
4931153&idx=1&category =2330329106.*  Deputy Director of the Ifo Center for International Economics
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Ursina Krumpholz from the Federal Ministry for 
Economic Affairs and Energy illustrates recent devel-
opments in international investment treaties and their 
effects on Germany. In light of the critical public dis-
cussion of a Transatlantic Trade and Investment 
Partnership (TTIP) or the Comprehensive Economic 
Trade Agreement (CETA) with Canada, this article 
sheds light on the motives and challenges arising from 
the new generation of investment agreements.

Nikos Lavranos extends the discussion of internation-
al investment agreements by illustrating how the EU 
law framework interacts with bilateral and regional 
accords. Focusing on renewable energy sources, his ar-
ticle gives an overview of the degree to which EU laws 
to protect investors satisfy the needs of the parties 
involved.

Michael Huber-Saffer, Director of the Project & 
Investment Finance division at PricewaterhouseCoopers 
(PwC), mandated by the German government to man-
age the state investment guarantee scheme, presents the 
instruments available for German FDI to protect 
against policy uncertainty in destination countries. 
Besides a short introduction of the instrument, this ar-
ticle also outlines recent trends.

FDI represent a major component of global economic 
integration and are particularly important to develop-
ing countries. A revitalization of FDI flows, therefore, 
is crucial for a broad range of stakeholders. In the 
light of a politically riskier world and the sluggish out-
look for global economic growth, it is important to 
create better frameworks for investors to stimulate 
FDI flows. In this special edition of CESifo Forum ex-
perts from different institutions look at the areas in 
which challenges remain and how improvements can 
be achieved. The following collection of articles cov-
ers a range of economic insights concerning FDI. The 
aim of these contributions is to facilitate an exchange 
between stake holders, to gain a better understanding 
of the challenges discussed, and to pave the way for 
the improvements needed in international investment.
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Recent tRends in Fdi and 
the sustainable 
development challenge

thomas van giFFen*

Recent trends in global FDI flows

Inflows: developing-country FDI inflows reached a 

record level

Global foreign direct investment (FDI) inflows fell by 

16 percent in 2014 to 1.23 trillion US dollars, down 

from 1.47 trillion US dollars in 2013. This is mostly ex-

plained by fragility of the global economy, policy un-

certainty for investors and elevated geopolitical risks. 

New investments were also offset by some large divest-

ments. The decline in FDI flows contrasted to macroe-

conomic variables such as GDP, trade, gross fixed capi-

tal formation and employment, which all grew.

The global FDI decline masks regional variations. 

While developed countries and economies in transi-

tion saw a significant decrease, inflows to developing 

economies remained at historically high levels. FDI 

flows to the latter now account for 55 percent of the 

global total (Figure 1). Developing Asia drove the in-

crease, while flows to Latin America declined and 

those to Africa remained flat.

FDI flows to developed countries dropped by 28 per-

cent to 499 billion US dollars. Inflows to the United 

States fell to 92 billion US dollars (40 percent of their 

2013 level), mainly due to Vodafone’s divestment of 

Verizon, without which flows into the United States 

would have remained stable. FDI flows to Europe also 

fell by 11 percent to 289 billion US dollars. Among 

European economies, inflows decreased in Ireland, 

Belgium, France and Spain while they increased in the 

United Kingdom, Switzerland and Finland.

Inflows to transition economies declined by 52 percent 

to 48 billion US dollars, as regional conflict and sanc-

tions deterred new foreign investors (Figure 2). FDI 

flows to the Russian Federation fell by 70 percent to 

21 billion US dollars, partly as an adjustment from the 

level reached in 2013 as a result of the Rosneft-BP me-

ga-transaction (see UNCTAD World Investment 

Report 2014).

FDI flows to developing economies increased by 

2 percent to a historically high level in 2014, reaching 

681 billion US dollars. 

Developments in Asia drove the 

increase, while flows to Latin 

America and the Caribbean de-

clined and those to Africa re-

mained flat. FDI flows to Asia 

grew by 9 percent to 465 billion 

US dollars in 2014. East Asia, 

South-East Asia and South Asia 

all saw increased inflows. FDI in 

China amounted to 129 billion 

US dollars, up by 4 percent from 

2013, mainly because of an in-

crease in FDI in the services sec-

tor. FDI inflows also rose in Hong 

Kong (China) and Singapore. 

India experienced a significant in-

*  Investment Policy Analyst, UNCTAD. This article contains select-
ed excerpts from the World Investment Report 2012, 2014 and 2015 – 
see also http://worldinvestmentreport.org.
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crease of 22 percent to 34 billion US dollars. However, 

FDI flows to West Asia continued their downward 

trend in 2014 for the sixth consecutive year, decreasing 

by 4 percent to 43 billion US dollars owing to the se-

curity situation in the region.

FDI flows to Latin America and the Caribbean – ex-

cluding the Caribbean offshore financial centers – de-

creased by 14 percent to 159 billion US dollars in 

2014, after four years of consecutive increases. This 

decrease was mainly the result of a 72 percent decline 

in cross-border mergers and acquisitions (M&A) in 

Central America and the Caribbean, and of lower 

commodity prices, which reduced investment in ex-

tractive industries in South America. While FDI flows 

to Mexico, Venezuela, Argentina, Colombia and Peru 

declined, flows to Chile increased, owing to high levels 

of cross-border M&A sales. In Brazil, the sharp fall in 

FDI in the primary sector was offset by an increase in 

FDI in manufacturing and servic-

es, keeping total flows similar to 

2013 levels.

Inflows to Africa remained stable 

at 54 billion US dollars in 2014. 

North Africa saw its FDI flows 

decline by 15 percent to 12 billion 

US dollars, while flows to Sub-

Saharan Africa increased by 5 

percent to 42 billion US dollars. 

In Sub-Saharan Africa, FDI 

flows to West Africa declined by 

10 percent to 13 billion US dol-

lars, as Ebola, regional conflicts 

and falling commodity prices 

negatively affected several coun-

tries. Flows to Southern Africa 

also fell by 2 percent to 11 billion 

US dollars. By contrast, Central 

Africa and East Africa saw their 

FDI flows increase by 33 percent 

and 11 percent, to 12 billion US 

dollars and 7 billion US dollars, 

respectively.

Outflows: investment by MNEs 

from developing and transition 

economies continued to grow

In 2014, MNEs from developing 

economies alone invested 468 bil-

lion US dollars abroad, a 23 per-

cent increase from the previous year. Their share in 

global FDI reached a record 35 percent, up from 13 

percent in 2007 (Figure 3).

Among developing economies, MNEs from Asia in-

creased their investment abroad, while outflows from 

Latin America and the Caribbean, and Africa fell. For 

the first time, MNEs from developing Asia became the 

world’s largest investing group, accounting for almost 

one third of the total (Figure 4). Nine of the 20 largest 

home economies were developing or transition econo-

mies, namely Hong Kong (China), China, Russia, 

Singapore, South Korea, Malaysia, Kuwait, Chile and 

Taiwan.

Outward investments by MNEs based in developing 

Asia increased by 29 percent to 432 billion US dollars 

in 2014. The growth was widespread, including all the 

major Asian economies and sub-regions. In East Asia, 
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investment by MNEs from Hong Kong (China) 

jumped to a historic high of 143 billion US dollars, 

making the economy the second largest investor after 

the United States. The remarkable growth was mainly 

due to booming cross-border M&A activity. 

Investment by Chinese MNEs grew faster than inflows 

into the country, reaching a new high of 116 billion 

US dollars. In South-East Asia, the increase was prin-

cipally the result of growing outflows from Singapore, 

to 41 billion US dollars in 2014. In South Asia, FDI 

outflows from India reversed the slide of 2013, in-

creasing fivefold to 10 billion US dollars in 2014, as 

large Indian MNEs resumed their international ex-

pansion. Investments by West Asian MNEs declined 

by 6 percent in 2014, owing to decreased flows from 

Kuwait, the region’s largest overseas investor, with 

flows of 13 billion US dollars. Investments by Turkish 

MNEs almost doubled to 7 billion US dollars.

MNEs from Latin America and the Caribbean, ex-

cluding offshore financial centres, decreased their in-

vestment in 2014 by 18 percent to 23 billion US dol-

lars. Outward flows from Mexican and Colombian 

MNEs fell by almost half  to 5 billion US dollars and 

4 billion US dollars, respectively. By contrast, invest-

ment by Chilean MNEs − the region’s main direct in-

vestors abroad for the year − increased by 71 percent 

to 13 billion US dollars, boosted by a strong increase 

in intra-company loans. Brazilian MNEs continued to 

receive repayments of loans or to borrow from their 

foreign affiliates, resulting in negative FDI outflows 

from that country for the fourth consecutive year.

Outward investments made by MNEs in Africa de-

creased by 18 percent in 2014 to 13 billion US dollars. 

South African MNEs invested in telecommunications, 

mining and retail, while those 

from Nigeria focused largely on fi-

nancial services. These two largest 

investors from Africa increased 

their investments abroad in 2014. 

Intra-African investments rose 

significantly during the year.

MNEs from transition economies 

decreased their investments 

abroad by 31 percent to 63 billion 

US dollars. Natural-resource-

based MNEs, mainly from Russia, 

reduced investments in response to 

constraints in international finan-

cial markets, low commodity pric-

es and the depreciation of the rouble.

Investments from MNEs based in developed economies 

were almost steady at 823 billion US dollars at the aggre-

gate level, but this figure hides a large number of new in-

vestments and divestments that cancelled each other out. 

Outflows from European MNEs remained flat in 2014. 

A robust rise in investments by German and French 

MNEs was offset by the negative flows from MNEs in 

Britain and Luxembourg. Germany became the larg-

est investing country in Europe. Vodafone’s divest-

ment of its stake in Verizon Wireless heavily dented 

outflows from Britain (down 45 billion US dollars to 

− 60 billion US dollars). Outflows from Luxembourg 

fell sharply (down from 35 billion US dollars to 

− 4 billion US dollars), primarily due to changes in 

intra-company loans.

In North America, active acquisitions of assets by 

Canadian MNEs increased Canada’s outflows by 4 per-

cent to 53 billion US dollars. FDI from the United 

States rose by 3 percent to 337 billion US dollars. 

Investment in and divestment from equity, and the with-

drawal of intra-company loans cancelled each other 

out, so that US outward investment in 2014 effectively 

consisted only of reinvested earnings. FDI from Japan 

declined by 16 percent, ending a three-year phase of ex-

pansion. Although Japanese MNEs’ investments into 

North America remained stable, they declined sharply 

in major recipient economies in Asia and Europe.

FDI policy developments

Countries’ investment policy measures continue to be 

predominantly directed towards investment liberaliza-
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tion, promotion and facilitation. Measures geared to-

wards investment in sectors important for sustainable 

development are still relatively rare. In 2014, accord-

ing to UNCTAD’s count, 37 countries and economies 

adopted 63 policy measures affecting foreign invest-

ment. Of these measures, 47 related to the liberaliza-

tion, promotion and facilitation of investment, while 

9 introduced new restrictions or regulations on invest-

ment. The share of liberalization and promotion in-

creased significantly, from 73 percent in 2013 to 

84 percent in 2014 (Figure 5).

With the addition of  31 international investment 

agreements (IIAs), the IIA regime had grown to 

3,271  treaties (2,926 BITs and 345 ‘other IIAs’) by 

the end of  2014 (Figure 6). Most active in conclud-

ing IIAs in 2014 were Canada (seven), Colombia, 

Côte d’Ivoire, and the EU (three each). Overall, 

while the annual number of  BITs continues to de-

cline, a growing number of 

countries are engaged in IIA ne-

gotiations at regional and sub-

regional levels. For example, the 

five ongoing efforts in the TPP, 

TTIP, RCEP, Tripartite and 

PACER Plus negotiations in-

volve close to 100 countries.

2014 also saw the conclusion of 84 

double taxation treaties (DTTs). 

These treaties govern the fiscal 

treatment of cross-border invest-

ment operations between host and 

home states. The network of 

DTTs and BITs grew together, 

and there are now over 3,000 

DTTs in force worldwide. BIT and 

DTT networks largely overlap; 

with two thirds of BIT relation-

ships also covered by a DTT.

An increasing number of coun-

tries and regions are reviewing 

their model IIAs in line with re-

cent developments in internation-

al investment law. This trend is 

not limited to a specific group of 

countries or region, but involves 

countries in Africa (where 

12  countries are reviewing their 

models), Europe and North 

America (10), Latin America (8), 

and Asia (7), and 6 economies in transition, as well as 

at least 4 regional organizations. South Africa and 

Indonesia continued their treaty terminations, while 

formulating new IIA strategies. Brazil, India and 

Indonesia revealed their novel approaches at the 

UNCTAD Expert Meeting on the Transformation of 

the IIA Regime, held in February 2015. This was fol-

lowed by the EU (with a concept paper) and Norway 

(with a new model BIT) in May 2015. These new ap-

proaches converge in their attempt to modernize IIAs 

and further improve their sustainable development di-

mension. UNCTAD’s Investment Policy Framework, 

which represents a new generation of investment poli-

cies, has been widely used as a main reference in the 

above processes.

In 2014, investors initiated 42 known ISDS cases pursu-

ant to IIAs. Last year’s developments brought the over-

all number of known ISDS claims to 608, lodged against 
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99 governments worldwide. 40 percent of new cases 
were lodged against developed countries. In 2014, the 
number of concluded cases reached 405. States won 
36 percent of cases (144), and investors 27 percent (111). 
The remainder was either settled or discontinued.

Prospects

Although the outlook for FDI remains uncertain, an 
upturn in FDI flows is anticipated in 2015 and be-
yond. Global FDI flows are expected to reach 1.4 tril-
lion US dollars in 2015 − an 11 percent rise. Flows are 
expected to increase further to 1.5 trillion US dollars 
and 1.7 trillion US dollars in 2016 and 2017, respec-
tively (see Table 1). 

Macroeconomic factors and firm-level factors are ex-
pected to influence flows positively. Indeed, the gradual 
improvement in macroeconomic 
conditions, especially in North 
America, and accommodating 
mon etary policy, coupled with in-
creased investment liberalization 
and promotion measures, are like-
ly to improve the investment appe-
tite of MNEs in 2015 and beyond. 
Global economic growth and 
gross fixed capital formation are 
expected to grow faster in 2015 
and 2016 than in 2014. 

However, the FDI growth scenar-
io could be upended by a multi-
tude of economic and political 
risks, including ongoing uncer-
tainties in the Eurozone, potential 

spillovers from geopolitical tensions, and persistent 

vulnerabilities in emerging economies.

According to UNCTAD’s survey, carried out in col-

laboration with McKinsey & Company, of over 1,000 

top managers in companies based in 89 countries, most 

executives expect an increase in global FDI activity in 

the years ahead. This positive outlook is explained by 

relatively good economic prospects in North America, 

the BRICS and other emerging economies, as well as 

regional integration processes and driven by corporate 

factors such as the expected continued offshoring of 

manufacturing and services functions.

Risk factors to the overall positive outlook listed by 

respondents include the risks of sovereign debt de-

faults, austerity policies and the state of the EU econ-

omy (Figure 7). They also include countertrends to 
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Table 1 
 

Projections of FDI flows, by group of economies, billion US dollars and % 

 Averages   Projections 
 2005–2007 2009–2011 2013 2014 2015 2016 2017 
Global FDI flows 1 397 1 359 1 467 1 228 1 368 1 484 1 724 
Developed economies 917 718 697 499 634 722 843 
Developing economies 421 561 671 681 707 734 850 
Transition economies 60 81 100 48 45 47 53 
 

Average growth rates Growth rates Growth rate projections 
Memorandum 2005–2007 2009–2011 2013 2014 2015 2016 2017 
Global FDI flows 40.1 3.1 4.6 – 16.3 11.4 8.4 16.2 
Developed economies 48.2 3.0 2.7 – 28.4 23.8 13.9 16.7 
Developing economies 26.1 4.8 5.0 1.6 3.3 3.9 15.8 
Transition economies 48.0 – 1.1 17.0 – 51.7 – 2.3 5.3 12.3 
Note: Excludes Caribbean offshore financial centers. 

Source: UNCTAD, World Investment Report 2015. 
 

Table 1
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the offshoring factors driving increased FDI, in the 

form of expected increases in the re-shoring of busi-

ness functions.

FDI and the sustainable development challenge

Investing in the sustainable development goals

Faced with common global economic, social and envi-

ronmental challenges, the international community is 

defining a set of Sustainable Development Goals 

(SDGs). The SDGs, which are being formulated by 

the United Nations together with the widest possible 

range of stakeholders, are intended to galvanize ac-

tion worldwide through concrete targets for the 2015–

2030 period for poverty reduction, food security, hu-

man health and education, climate change mitigation, 

and a range of other objectives across the economic, 

social and environmental pillars.

The role of the public sector is fundamental and pivot-

al, while the private sector contribution is indispensa-

ble. The latter can take two main forms, good govern-

ance in business practices and investment in sustainable 

development. Policy coherence is essential in promot-

ing the private sector’s contribution to the SDGs.

The SDGs will have very significant resource implica-

tions across the developed and developing world. 

Global investment needs are around 5 to 7 trillion US 

dollars per year. Estimates for investment needs in de-

veloping countries alone range from 3.3 to 4.5 trillion 

US dollars per year, mainly for basic infrastructure 

(roads, rail and ports; power stations; water and sani-

tation), food security (agriculture and rural develop-

ment), climate change mitigation and adaptation, 

health, and education.

The SDGs will require a step-change in the levels of 

both public and private investment in all countries. At 

current levels of investment in SDG-relevant sectors, 

developing countries alone face an annual gap of 

2.5 trillion US dollars (Figure 8). In developing coun-

tries, especially in least developed countries (LDCs) 

and other vulnerable economies, public finances are 

central to investment in SDGs. However, they cannot 

meet all SDG-implied resource demands. The role of 

private sector investment will be indispensable.

Today, the participation of the private sector in invest-

ment in SDG-related sectors is relatively low. Only a 

fraction of the assets invested worldwide of banks, 

pension funds, insurers, foundations and endowments, 

as well as transnational corporations, is in SDG sec-

tors. Their participation is even lower in developing 

countries, particularly the poorest ones.

In LDCs, a doubling of the growth rate of private in-

vestment would be a desirable target. Developing 

countries as a group could see the private sector cover 

approximately that part of SDG investment needs 

corresponding to its current share in investment in 

SDG sectors, based on current growth rates. In that 

scenario, however, they would still face an annual gap 

of about 1.6 trillion US dollars. In LDCs, where in-

vestment needs are most acute and where financing 

capacity is lowest, about twice the current growth rate 

of private investment is needed to give it a meaningful 

complementary financing role next to public invest-

ment and overseas development assistance (ODA).

Increasing the involvement of private investors in 

SDG-related sectors, many of which are sensitive or 

of a public service nature, leads to policy dilemmas. 

Policymakers need to find the right balance between 

creating a climate conducive to investment and remov-

ing barriers to investment on the one hand, and pro-

tecting public interests through regulation on the oth-

er. They need to find mechanisms for providing suffi-

ciently attractive returns to private investors while 

guaranteeing accessibility and affordability of services 

for all. And the push for more private investment must 

1.4

2.5

3.9

Total annual
investment needs

Current annual
investment

Annual investment
gap

Estimated annual investment needs in key SDG 
sectors, 2015–2030

annual average in trillon US dollars

 

Source: UNCTAD, World Investment Report 2014.
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be complementary to the parallel push for more public 

investment.

UNCTAD’s proposed Strategic Framework for 

Private Investment in the SDGs addresses key policy 

challenges and options related to (i) guiding principles 

and global leadership to galvanize action for private 

investment, (ii) the mobilization of funds for invest-

ment in sustainable development, (iii) the channeling 

of funds into investments in SDG sectors, and (iv) 

maximizing the sustainable development impact of 

private investment while minimizing risks or draw-

backs involved (Figure 9).

Increasing private investment in SDGs will require 

leadership at the global level, as well as from national 

policymakers, to provide guiding principles to deal with 

policy dilemmas; to set targets, recognizing the need to 

make a special effort for LDCs; to ensure policy coher-

ence at national and global levels; to galvanize dialogue 

and action, including through appropriate multi-stake-

holder platforms; and to guarantee inclusiveness, pro-

viding support to countries that otherwise might con-

tinue to be largely ignored by private investors.

Challenges to mobilizing funds in financial markets 

include start-up and scaling problems for innovative 

financing solutions, market failures, a lack of trans-

parency on environmental, social and corporate gov-

ernance performance, and misaligned rewards for 

market participants. Key constraints to channeling 

funds into SDG sectors include entry barriers, inade-

quate risk-return ratios for SDG investments, a lack 

of information and effective packaging and promo-

tion of projects, and a lack of investor expertise. Key 

challenges in managing the impact of private invest-

ment in SDG sectors include the weak absorptive ca-

pacity in some developing countries, social and envi-

ronmental impact risks, and the need for stakeholder 

engagement and effective impact monitoring.

UNCTAD’s Action Plan for Private Investment in the 

SDGs presents a range of policy options to respond to 

the mobilization, channeling and impact challenges. A 

focused set of action packages can help shape a Big 

Push for private investment in sustainable develop-

ment. The Action Plan focuses on:

• A new generation of investment promotion and 

facilitation,

• SDG-oriented investment incentives,

• Regional SDG Investment Compacts,

• New forms of partnership for SDG investments,

• Enabling innovative financing mechanisms and a 

reorientation of financial markets,

• Changing the business mindset and developing 

SDG investment expertise.

UNCTAD’s Investment Policy Framework for 

Sustainable Development

Cross-border investment policy is made in a political 

and economic context that, at the global and regional 

levels, has been buffeted in recent years by a series of 

crises in finance, food security and the environment, 

and that faces persistent global imbalances and social 

challenges, especially with regard to poverty allevia-

tion. These crises and challenges are having profound 

effects on the way policy is shaped at the global level. 

Firstly, current crises have accentuated a longer-term 

shift in economic weight from developed countries to 

emerging markets. Secondly, the financial crisis in par-

ticular has boosted the role of governments in the 

economy, in both the developed and the developing 

world. Thirdly, the nature of the challenges, which no 

country can address in isolation, makes better interna-

tional coordination imperative. And fourthly, the glob-

al political and economic context and the challenges 

that need to be addressed – with social and environ-

mental concerns taking center stage – are leading poli-

cymakers to reflect on an emerging new development 

paradigm that places inclusive and sustainable devel-

opment goals on the same footing as economic growth. 

At a time of such persistent crises and pressing social 

and environmental challenges, mobilizing investment 

and ensuring that it contributes to sustainable develop-

ment objectives is a priority for all countries.

Against this background, a new generation of foreign 

investment policies is emerging, with governments 

Mobilization
Rasing finance and 
reorienting financial

markets towards
investment in SDGs

Impact
Maximizing sustainable
development benefits,

minimizing risks

Channeling
Promoting and facilitating

Investment into SDG sectors

Leadership
Setting guiding principles,

galvanizing action,
ensuring policy coherence

Source: UNCTAD, World Investment Report 2014.

Strategic framework for private investment in the SDGs
Figure 9
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pursuing a broader and more intricate development 

policy agenda, while building or maintaining a gener-

ally favourable investment climate. This new genera-

tion of investment policies has been in the making for 

some time and is reflected in the dichotomy in policy 

directions over the last few years – with simultaneous 

moves to further liberalize investment regimes and 

promote foreign investment, on the one hand, and to 

regulate investment in pursuit of public policy objec-

tives, on the other. It reflects the recognition that liber-

alization, if  it is to generate sustainable development 

outcomes, has to be accompanied – if  not preceded – 

by the establishment of proper regulatory and institu-

tional frameworks.

‘New generation’ investment policies place inclusive 

growth and sustainable development at the heart of ef-

forts to attract and benefit from investment. Although 

these concepts are not new in and by themselves, they 

have not been systematically integrated in mainstream 

investment policymaking to date. ‘New generation’ in-

vestment policies aim to operationalize sustainable de-

velopment in concrete measures and mechanisms at 

the national and international levels, and at the level 

Table 2 
 
 

Core Principles for investment policymaking for sustainable development 

Area Core Principles 
  1. Investment for sustainable development  
 

• The overarching objective of investment policymaking is 
to promote investment for inclusive growth and sustainable 
development.  

  2. Policy coherence • Investment policies should be grounded in a country’s 
overall development strategy. All policies that impact on 
investment should be coherent and synergetic at both the 
national and international levels.  

  3. Public governance and institutions  • Investment policies should be developed involving all 
stakeholders, and embedded in an institutional framework 
based on the rule of law that adheres to high standards of 
public governance and ensures predictable, efficient and 
transparent procedures for investors. 

  4. Dynamic policymaking  • Investment policies should be regularly reviewed for 
effectiveness and relevance and adapted to changing 
development dynamics. 

  5. Balanced rights and obligations • Investment policies should be balanced in setting out rights 
and obligations of States and investors in the interest of 
development for all. 

  6. Right to regulate  • Each country has the sovereign right to establish entry and 
operational conditions for foreign investment, subject to 
international commitments, in the interest of the public 
good and to minimize potential negative effects. 

  7. Openness to investment • In line with each country’s development strategy, 
investment policy should establish open, stable and 
predictable entry conditions for investment. 

  8. Investment protection and treatment  • Investment policies should provide adequate protection to 
established investors. The treatment of established 
investors should be non-discriminatory. 

  9. Investment promotion and facilitation  • Policies for investment promotion and facilitation should 
be aligned with sustainable development goals and 
designed to minimize the risk of harmful competition for 
investment. 

10. Corporate governance and responsibility • Investment policies should promote and facilitate the 
adoption of and compliance with best international 
practices of corporate social responsibility and good 
corporate governance. 

11. International cooperation • The international community should cooperate to address 
shared investment-for-development policy challenges, 
particularly in least developed countries. Collective efforts 
should also be made to avoid investment protectionism.  

Source: UNCTAD, World Investment Report 2012. 
 

Table 2
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of policymaking and implementation. Broadly, ‘new 

generation’ investment policies strive to:

• Create synergies with wider economic development 

goals or industrial policies, and achieve seamless 

integration in development strategies;

• Foster responsible investor behaviour and incorpo-

rate principles of CSR;

• Ensure policy effectiveness in their design and im-

plementation and in the institutional environment 

within which they operate.

In this context, UNCTAD has developed a compre-

hensive Investment Policy Framework for Sustainable 

Development (IPFSD), consisting of (i) a set of Core 

Principles for foreign investment policymaking, (ii) 

guidelines for investment policies at the national level, 

and (iii) options for the design and use of IIAs. The 

IPFSD has been updated in the summer of 2015 and 

will be published on UNCTAD’s Investment Policy 

Hub website (http://investmentpolicyhub.unctad.org/

ipfsd).

The Core Principles for investment policymaking aim 

to guide the development of national and internation-

al investment policies. To this end, they translate the 

policy challenges into a set of ‘design criteria’ for in-

vestment policies (Table 2). Overall, they aim to main-

stream sustainable development in investment policy-

making, while confirming the basic principles of 

sound development oriented investment policies, in a 

balanced approach.

The Core Principles are not a set of rules per se. They 

are an integral part of the IPFSD, which attempts to 

convert them, collectively and individually, into con-

crete guidance for national investment policymakers 

and options for negotiators of IIAs. As such, they do 

not always follow the traditional policy areas of a na-

tional investment policy framework, nor the usual ar-

ticles of IIAs. The overarching concept behind the 

principles is sustainable development; the principles 

should be read as a package, because interaction be-

tween them is fundamental to the IPFSD’s balanced 

approach.

The IPFSD’s national investment policy guidelines 

translate the Core Principles for investment policy-

making into numerous concrete and detailed guide-

lines that aim to address the ‘new generation’ chal-

lenges for policymakers at the domestic level. While 

national investment policymakers address these chal-

lenges through rules, regulations, institutions and ini-
tiatives, at the international policy level this is done 
through a complex web of IIAs (including, principal-
ly, BITs, FTAs with investment provisions, economic 
partnership agreements and regional integration 
agreements).

UNCTAD’s IPFSD comes at a time when the devel-
opment community is looking for a new development 
paradigm, of which cross-border investment is an es-
sential part; when most countries are reviewing and 
adjusting their regulatory frameworks for such invest-
ment; when regional groupings are intensifying their 
cooperation in terms of investment; and when policy-
makers and experts are seeking ways and means to 
factor sustainable development and inclusive growth 
into national investment regulations and international 
negotiations.

The IPFSD may serve as a key point of reference for 
policymakers in formulating national investment poli-
cies and in negotiating or reviewing IIAs. It may also 
serve as a reference for policymakers in areas as di-
verse as trade, competition, industrial policy, environ-
mental policy or any other field where investment 
plays an important role. The IPFSD can also serve as 
the basis for capacity-building on investment policy. 
And it may come to act as a point of convergence for 
international cooperation on investment issues.
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The NaTural resources 
INdusTry depeNds oN 
ForeIgN dIrecT INvesTmeNT: 
a plea For robusT 
INvesTmeNT proTecTIoN

maThIas WolkeWITz*

Introduction

The system of promoting and protecting foreign direct 

investment (FDI), which has developed in its modern 

form over the past seventy years through bilateral in-

vestment treaties (BIT) and certain multilateral instru-

ments, has become a focal point of harsh criticism. 

The controversy seems to have mainly unfolded in the 

context of the political initiative to negotiate an agree-

ment between the EU and the United States on free 

trade and investment, better known as the Transatlantic 

Trade and Investment Partnership (TTIP). Although 

TTIP as such shall not be the focus of the present anal-

ysis, this essay strives to discuss some key aspects cur-

rently at the core of the political and public debate. 

Before doing that, it seems appropriate to shed some 

light on the relevance of FDI – both for foreign inves-

tors and host States in which such investment takes 

place – focusing in particular on the international op-

erations of the oil and gas industry.

Relevance of FDI for the oil and gas industry

The experience of the European natural resources in-

dustry, particularly in its oil and gas producing sector, 

shows that FDI are increasingly imperative. Three 

main reasons can be identified for this development. 

Firstly and most prominently, oil and gas resources in 

Germany – but also in other European countries – are 

in decline. Statistics demonstrate that in Germany, for 

example, indigenous resources of both oil and gas are 

constantly decreasing.1 The United Kingdom, as a net 

exporter of oil and gas, has turned into a net importer 

with respect to oil since 2005 and to gas since 2004.2 

Secondly, the regulatory environment in a number of 

European States bans or may significantly restrict 

technologies like fracking, even in conventional reser-

voirs3 where such technology has been applied for four 

decades; and it could increase the resource base of hy-

drocarbons in Europe substantially.4 Thirdly, the costs 

in Europe of exploration for and the production of 

hydrocarbons out of the remaining resources have in-

creased substantially because such resources bear 

growing geographical (e.g. remote areas), geological 

(e.g. small size of reservoirs) and technical (e.g. water 

depth) challenges. As a result, exploration and pro-

duction of hydrocarbons increasingly has to be car-

ried out in resource-rich host States.

In practice, both the foreign oil and gas producing 

companies and the host State benefit from such FDI. 

German and other European companies do create 

revenue streams into their home States and support 

1 Cf. Bundesanstalt für Geowissenschaften und Rohstoffe (ed.), 
Energiestudie 2014 – Reserven, Ressourcen und Verfügbarkeit von 
Energierohstoffe, Hannover 2014, pp. 21 (oil), 23 (gas), http://www.bgr.
bund.de/DE/Themen/Energie/Downloads/ Energiestudie_2014.html; 
see also for production International Energy Agency (ed.), Energy 
Policies of IEA Countries – Germany Review 2013, Paris 2013, http://
www.iea.org/publications/freepublications/publication/energy-poli-
cies-of-iea-countries---germany-2013-review.html, pp. 19 et seq.
2 US Energy Information Administration (ed.), UK became a net im-
porter of petroleum products in 2013, 3 July 2014, http://www.eia.gov/
todayinenergy/detail.cfm?id=16971.
3 See the moratorium in France by LOI n° 2011-835 du 13 juillet 
2011 visant à interdire l’exploration et l’exploitation des mines 
d’hydrocarbures liquides ou gazeux par fracturation hydraulique et à 
abroger les permis exclusifs de recherches comportant des projets 
ayant recours à cette technique of 14 July 2011, JORF no 0162, p. 
12217, http://www.legifrance.gouv.fr/ affichTexte.do?cidTexte=JORF
TEXT000024361355&dateTexte=&categorieLien=id; see also for 
other EU Member States a report to the EU Commission by Milieu 
law & policy consulting (ed.), Regulatory Provisions Governing Key 
Aspects of Unconventional Gas Extraction in Selected Member States 
– Final Report, 1 July 2013, http://ec.europa.eu/ environment/integra-
tion/energy/pdf/Final%20Report%2024072013.pdf.
4 Bundesanstalt für Geowissenschaften und Rohstoffe (ed.), 
Abschätzung des Erdgaspotenzials aus dichten Tongesteinen 
(Schiefergas) in Deutschland, Hannover 2012, https://www.bgr.bund.
de/DE/Themen/Energie/Downloads/BGR_ Schiefergaspotenzial_ in_ 
Deutschland_2012.pdf? __blob=publicationFile&v=7, p. 29.

* The author is General Counsel Legal, Tax, Insurances of 
Wintershall Holding GmbH, Kassel/Germany, and Honorary 
Professor for International Law of Natural Resources, Energy and 
Environment at the Clausthal University of Technology. This essay is 
based on the presentation ‘The importance of FDI for Enterprises, 
Challenges and Expectations towards Politics’, held at the Ifo 
Institute’s conference on Foreign Direct Investment: Recent Challenges, 
Munich, on 14 April 2015, but includes recent developments since 
that date. The views expressed in the essay are those of the author and 
shall not necessarily be attributed to the organizations the author is 
working for.
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employment.5 With access to advanced technological 
know-how for sustainable resource extraction, host 
States, in turn, get the opportunity to monetize their 
natural resources at least through their share in pro-
duction, or alternatively through royalties and taxes, 
but often through local content requirements too. The 
benefit of FDI for host States has been questioned in 
the recent debate by South Africa, for example, which 
argues that such benefits do not exist at all.6 However, 
analyses by the Organization for Economic Coope-
ration and Development and by UNCTAD clearly 
show that host States – not automatically and to some 
extent depending on their national policies – may very 
well benefit from FDI.7

It is worth mentioning that other industry sectors are 
also increasingly using FDI to competitively obtain 
access to growth markets outside Europe, in particular 
Asia. One important driver for German and other 
companies in this respect is the use and optimization 
of global value chains.8 These FDI also support em-
ployment in the home State on the one hand, and con-
tribute to domestic demand for goods and services, as 
well as access to know how in the host State on the 
other.

In summary, it can well be said that FDI enables the 
host State to create value in economic areas where it 
otherwise could not do so by its own means, or at least 
not to the same extent or within the same time frame.

Established legal framework in flux

Despite the increasing relevance of FDI, particularly 
for the oil and gas industry, the legal framework that 
developed into a system of promotion and protection 
of FDI over the past seven decades seems in a process 
of flux, if  not disintegration. Over 3,000 BITs are in 

5 Deutsche Bundesbank (ed.), Bestandserhebung über 
Direktinvestitionen – Statistische Sonderveröffentlichung 10, April 
2015, Frankfurt 2015, http://www.bundesbank.de/Redaktion/DE/
Downloads/Veroeffentlichungen/Statistische_Sonderveroeffent 
lichungen/Statso_10/2015.pdf?__blob=publicationFile, p. 6.
6  Cf. Carim, X., Lessons from South Africa’s BIT Review, in: 
Columbia FDI Perspectives – Perspectives on topical foreign direct 
investment issues edited by the Vale Columbia Center on Sustainable 
International Investment, No. 109, 25 November 2013, http://ccsi.co-
lumbia.edu/files/2013/10/No_109_-_Carim_-_FINAL.pdf.
7  OECD (ed.), Foreign Direct Investments for Development – 
Maximising Benefits, Minimizing Costs, Paris 2002, http://www.oecd.
org/ investment/investmentfordevelopment/1959815.pdf.; UNCTAD 
(ed.), World Investment Report 2015, http://unctad. org/en/
PublicationsLibrary/wir2015_en.pdf, pp. 5 et seq.; cf. also Hallward-
Driemeier, M., Do Bilateral Investment Treaties Attract Foreign 
Investment? Only a Bit … and They Could Bite, Washington 2003, http://
www-wds.worldbank.org/ servlet/WDSContentServer/WDSP/IB/2003
/09/23/000094946_03091104060047/Rendered/PDF/multi0page.pdf.
8  Drysdale, D., “Global Value Chains and ECA Policies”, in: CESifo 
Forum 3/2014 (September), pp 5 et seq.; UNCTAD, ibid, pp. 8 et seq.

force worldwide (1,200 between EU member States 

and third States)9 and the Energy Charter Treaty of 

199410 has proven to be one of the most prominent ex-

amples of a multilateral instrument, not only for the 

promotion and protection of investments, but also to 

strengthen the application of the rule of law after the 

fall of the iron curtain. These bi- and multilateral in-

struments have created a reliable system for the pro-

motion and protection of FDI.

One significant reason for moving the system into flux 

notably seems the transfer of competence for foreign 

direct investment from EU member States to the EU 

institutions by the 2009 Lisbon Treaty.11 Despite early 

analysis that these transfers of competence raise sig-

nificant EU intra-institutional issues,12 the EU on pur-

pose decided not to develop a model BIT as many 

States like Germany13 and the United States14 have 

done. The argument not to do so was that a one-fits-all 

approach towards third States would neither be feasi-

ble nor desirable, and that the negotiation context has 

to be taken into account.15 In the meantime the EU has 

finally negotiated a free trade agreement, including an 

investment protection chapter, with Singapore and 

with Canada respectively (Compre hensive Economic 

and Trade Agreement – CETA).16 Despite the ongoing 

negotiations on TTIP, further stand-alone agreements 

and those with investment chapters are envisaged by a 

number of States like China and Myanmar as well as 

India, Vietnam and others.17 It might be argued that 

the absence of a model BIT, which could have been 

previously discussed and agreed upon in the European 

legislative process, creates a disadvantage in the ongo-

9 UNCTAD (ed.), ibid, p.106; EU Commission (ed.), Investment, 
http://ec.europa.eu/trade/policy/ accessing-markets/investment/index 
_en.htm.
10 http://www.encharter.org/fileadmin/user_upload/document/
EN.pdf.
11 Art. 207 of the Treaty on the Functioning of the European Union.
12 Tietje, C. (2009), “Die Außenwirtschaftsverfassung der EU nach 
dem Vertrag von Lissabon”, in: Tietje, C., G. Kraft and M. Lehmann 
(eds.): Beiträge zum Transnationalen Wirtschaftsrecht 83, http://tietje.
jura.uni-halle.de/sites/default/files/ altbestand/Heft83.pdf; Johannsen, 
S.L.E. (2009), “Die Kompetenz der Europäischen Union für auslän-
dische Direktinvestitionen nach dem Vertrag von Lissabon”, in: 
Tietje, C., G. Kraft and M. Lehmann (eds.): Beiträge zum Transna-
tionalen Wirtschaftsrecht 90, http://tietje.jura.uni-halle.de/sites/de-
fault/files/altbestand/Heft_90.pdf.
13 For text the German Model Treaty 2009 (German/English), see 
http://www.iilcc.uni-koeln.de/fileadmin/institute/iilcc/Dokumente/ 
matrechtinvest/VIS_Mustervertrag.pdf.
14 For text of the 2012 U.S. Model Bilateral Investment Treaty, see 
https://ustr.gov/sites/default/files/BIT%20text%20for%20ACIEP %20
Meeting.pdf.
15 Communication from the Commission to the Council, the European 
Parliament, the European Economic and Social Committee and the 
Committee of the Regions – Towards a Comprehensive European 
International Investment Policy, COM(2010)343 final, http://trade.ec. 
europa.eu/doclib/docs/2011/may/tradoc_147884.pdf, p. 6.
16 Cf. EU Commission (ed.), Comprehensive Economic and Trade 
Agreement (CETA), http://ec.europa.eu/trade/policy/in-focus/ceta/.
17 EU Commission (ed.), Investment, http://ec.europa.eu/trade/poli 
cy/accessing-markets/investment/index_en.htm.
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ing negotiations with the United States, but also in the 

future as this obliges the EU Commission to align in-

ternally within the EU with the competent bodies in 

the middle of the negotiation process, as well as in-

creasingly with the public, as shown by the consulta-

tion process launched by the EU Commission with re-

spect to TTIP.

During the recent negotiations on TTIP in particular, 

fundamental criticism on investment protection as such 

has been raised by politicians, non-governmental or-

ganizations and the public. The critics focus especially 

on the substantial standards of protection for foreign 

investors on the one hand18 and on legal protection 

through investor-state-dispute settlement (ISDS) on the 

other, whereby issues of the competence of national 

courts, transparency, the independence of arbitrators 

and public interest are raised.19 While debate on indi-

vidual aspects of this criticism is a natural requirement 

of political discourse in democratic societies, to funda-

mentally question the existence of a well-established le-

gal framework in international investment law seems 

too far-reaching. In particular, as BITs for the promot-

ing and protection of investments do provide benefits 

for all sides involved from the host State – by monetiz-

ing its natural resources contributing to the State’s 

budget, getting knowhow etc. – to the home State – by 

supporting employment and investors getting appropri-

ate protection for their investments, which are often sig-

nificant compared to the size of the company ranging 

from global players to small and medium sized enter-

prises.20 This would be even more inappropriate if such 

development were to be caused purely by changes in the 

competence for FDI within the EU.

Standards of protection at stake

Turning to the first area of criticism, namely protec-

tion standards for foreign investors, key arguments 

seem to be that the standards are drafted too vaguely 

in the bi- and multilateral instruments, providing too 

wide a scope for interpretation by arbitral tribunals, 

18 For reference see European Federation for Investment Law and 
Arbitration (ed.), A Response to the Criticism against ISDS, Brussels 
2015, p. 6, footnote 9.
19 Eberhardt, P., C. Olivet, T. Amos, and N. Buxton, ibid Profiting 
from Injustice: How Law Firms, Arbitrators and Financiers Are Fueling 
an Investment Arbitration Boom, Brussels/Amsterdam 2012, edited by 
Corporate Europe Observatory and the Transnational Institute http://
corporateeurope.org/sites/default/files/publications/profiting-from-
injustice.pdf.
20 For Germany, see the significantly increased applications for invest-
ment guarantees of small and medium-sized enterprises in 
PricewaterhouseCoopers (ed.), Investitionsgarantien der Bundesrepublik 
Deutschland – Direktinvstitionen Ausland, Jahresbericht 2014, Hamburg 
2015, pp. 26 et seq.

who decide on investment disputes and therefore fa-

vour foreign investors in an inappropriate way.21

There are a number of points to be raised in this con-

text. Generally looking at the criticism of the existing 

standards, it seems worthwhile to look – although 

painted with a broad brush – into the development of 

international investment law from its roots in custom-

ary international law combining economic activities 

with the rights of aliens, to its codification through bi- 

and multilateral instruments and the definitions con-

tained therein, which mark an important step forward 

in the development of a more specific legal fundament 

in this area of law. From its very early stages in mer-

chant concessions trough Treaties of Friendship, Com-

merce and Navigation to the codified system of bi- and 

multilateral investment treaties, standards for the pro-

tection of foreigners, including foreign investors, to-

wards the host State have become increasingly speci-

fied.22 The current debate on standards, however, is 

more reminiscent of the contradicting position to this 

development first published by the Argentine lawyer 

Carlos Calvo in 1868, which in essence allows the host 

State to reduce its protection of alien property when 

also reducing guarantees for property held by nation-

als.23 It is worthwhile to point out that enterprises as le-

gal entities (unlike natural persons) cannot always rely 

on other international legal instruments for the protec-

tion of their investments.24 Furthermore, analysis shows 

that the interpretation of arbitral tribunals of fair and 

equitable treatment standards, for example, are quite 

narrow, contrary to frequently raised criticism.25

Furthermore, from a practical perspective, experience 

shows that overly narrow definitions of fair and equita-

ble treatment, for example, do not only reduce the level 

21  For reference, see European Federation for Investment Law and 
Arbitration (ed.), ibid.
22  Instructive the recent study Tietje, C. and F. Baetens, The Impact 
of Investor-State-Dispute Settlement (ISDS) the Transatlantic Trade 
and Investment Partnership prepared for the Minister for Foreign Trade 
and Development Cooperation, Ministry of Foreign Affairs, The 
Netherlands, 24 June 2014, http://www.google.de/url?sa=t&rct=j&q=
&esrc=s&source=web&cd=1&ved=0CCEQFjAA&url=http 
%3A%2F%2Fwww.rijksoverheid.nl%2Fbestanden%2Fdocumenten-
en-publicaties%2Frapporten%2F2014%2F06%2F24%2Fthe-impact-
of-investor-state-dispute-settlement-isds-in-the-ttip%2Fthe-impact-
of-investor-state-dispute-settlement-isds-in-the-ttip.pdf&ei=8AaQVd
D6MemsygOh86fYAg&usg=AFQjCNHifS73ozoVZqoGjG8cirkrk-
XK2A, p. 15 et seq.; Dolzer, R. and C. Schreuer, Principles of 
International Investment Law, Oxford 2008, p. 11 et seq.
23  Cf. Dolzer, R. and C. Schreuer, Principles of International 
Investment Law, Oxford 2008, p. 12; cf. also Schill, S., From Calvo to 
CMS: Burying an International Law Legacy – Argentina’s Currency 
Reform in the Face of Investment Protection: The ICSID Case CMS v. 
Argentina, in: SchiedsVZ 2005, pp. 285 et seq.
24  Cf. BDI (ed.), Investitionsschutzabkommen und Investor-Staat-
Schiedsverfahren: Mythen, Fakten, Argumente, Berlin 2015, http://
www. bdi.eu/download_content/GlobalisierungMaerkteUndHandel/
Investitionsschutzabkommen_und_ISDS.pdf, p. 8.
25  Tietje, C, and F. Baetens, ibid, pp. 57 et seq.
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of protection; but also open up loopholes for host 

States to circumvent the rules established by interna-

tional treaties. In the oil and gas industries in particular, 

the examples demonstrate that host States either modi-

fy their legal framework, so that only foreign investors 

are affected like in Venezuela in 2006 und 2007;26 or 

they use quite some pressure to force foreign investors 

into renegotiating their investment agreements as the 

Libyan government did in 2008.27 This is not surprising, 

however, as the analysis of trends in the debate over 

permanent sovereignty over natural resources clearly 

indicates that producer States are more inclined to as-

sume rights, a phenomenon also described as resource 

nationalism.28 Interestingly, a recent example from a 

different area, namely from the current debate on the 

critical financial situation of Greece, also shows that 

States develop quite some creativity in resolving home-

made problems. Perhaps inspired by an Ecuadorian 

practice from 2007, a Committee of the Greek Par-

liament is reported to have declared that measures by 

the EU, the International Monetary Fund and the 

European Central Bank violate the Greek Constitution 

and are contrary to human rights and therefore 

illegal.29

Recent approaches like the draft document for a mod-

el investment protection treaty with investor-state-dis-

pute-settlement for industrial States taking into ac-

count the United States (Modell-Investitions schutz-

vertrag mit Investor-Staat-Schiedsverfahren für Indus-

trie staaten unter Berücksichtigung der USA) initiated 

by the German Federal Ministry of Economy seem 

quite astonishing.30 The preamble of the model treaty 

explicitly States that “this agreement does not provide 

a higher level of protection to foreign investors than 

provided by each Contracting Party to its own domes-

tic investors and investments”.31 The impression – al-

though maybe not the intention – is reminiscent of 

‘From Calvo with Love’. A closer look at the specific 

provisions of this draft document (which – as revealed 

26 See in particular Organic Law, Official Gazette No. 38.493, 
4 August 2006, text at www.ogel.org, L&R by Country, Decree 5.200 
with Rank and Force of Law Concerning the Migration of the 
Association Agreements of the Orinoco Belt and of the Exploration 
Risk and Profit Sharing Agreements into Mixed Companies, Official 
Gazette No. 38.632, 26 February 2007, text at www.ogel.org, L&R by 
Country.
27  Cf. Financial Times 13 June 2008, p. 18, “Oil Price Helps Libya 
Extract Better Terms from Eni”.
28  Dolzer, R., International Co-operation in Energy Affairs, in: Hague 
Academy of International Law (ed.), Recueil de cours, volume 372, 
Leiden/Boston 2015, pp. 399, 421 et seq. with further references.
29  Schoepp, S., Varoufakis’ Kreuzzug, in: http://www.sueddeutsche.de/
politik/griechenland-varoufakis-kreuzzug-1.2530549, 21 June 2015.
30  http://www.bmwi.de/BMWi/Redaktion/PDF/M-O/modell-investi-
tionsschutzvertrag-mit-investor-staat-schiedsverfahren-gutachten,pr
operty=pdf,bereich=bmwi2012,sprache=de,rwb=true.pdf.
31  Ibid, p. 4.

by the comments it features – are inspired by the draft 

of CETA32) indicates how narrowly definitions are 

drawn. For example, to establish ‘manifest arbitrari-

ness’ as a criterion for fair and equitable treatment33 

may very well be taking the standard ad absurdum. To 

qualify the measure of a State as arbitrary by most na-

tional laws requires a very high degree of State inter-

ference in the rights of an individual. So interpreta-

tion would probably be very challenging. Would an ar-

gument e contrario even lead to the conclusion that ar-

bitrariness, as long as it is not manifest, is legal? 

Such approaches do not seem to be in line with the rel-

evance of FDI for enterprises, nor do they reflect the 

approach towards a common international investment 

policy taken by the EU Commission that: “A compre-

hensive common international investment policy needs 

to better address investor needs from the planning to 

the profit stage or from the pre- to the post-admission 

stage”.34 It should be acknowledged that the standards 

of protection do not only protect foreign investors, but 

by the same token, promote investment in the host 

State. Enterprises do contribute to value creation in the 

host State with significant investments, which that 

State otherwise may not have been able to achieve in 

the same form in the respective economic area. It can-

not be denied that the level of protection is one factor 

considered by enterprises when taking investment deci-

sions, although it is not the only criterion.

The various reasons mentioned above justify that 

standards of protection have to be at a high level and 

flexible to cater for the variety of measures taken by 

host States in practice. Furthermore, while open dis-

cussion of reasonable improvements to the wording of 

certain standards is positive, criticism should not be 

lead to rotten compromises in this respect. Enterprises 

need predictability with respect to the international le-

gal framework relating to their investments as part of 

their investment decisions.

Investor-state-dispute-settlement blackmailed

The right of foreign investors to initiate arbitral pro-

ceedings against a host State in their own name under 

32 http://trade.ec.europa.eu/doclib/docs/2014/september/tradoc_152 
806.pdf.
33  http://www.bmwi.de/BMWi/Redaktion/PDF/M-O/modell-investi-
tionsschutzvertrag-mit-investor-staat-schiedsverfahren-gutachten,prop
erty=pdf,bereich=bmwi2012,sprache=de,rwb=true.pdf, pp. 11 et seq.
34  Communication from the Commission to the Council, the 
European Parliament, the European Economic and Social Committee 
and the Committee of the Regions – Towards a Comprehensive 
European International Investment Policy, ibid, p. 5.
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BITs, which is referred to as ISDS in the current debate, 

is another controversial issue. Critical voices claim that 

access of foreign investors to ISDS is too easy, lacks le-

gitimization, is non-transparent, raises independency 

concerns and inappropriately favors foreign investors 

towards unwelcomed measures by the host State.35

Initiating an arbitral proceeding against a host State 

from a practical point of view is far from easy. Often 

foreign investors, particularly in the oil and gas indus-

tries, invest on the basis of concessions or other invest-

ment agreements lasting for 30 to 50 years; and are 

almost tied to the host State. To sue that State can, in 

such a situation, be equivalent to exiting a country. 

Furthermore, there is no guarantee of success in the 

first place, especially given the uncertainties of any 

award being executed, despite all of the international 

obligations of host States, e.g. those parties to the 

New York Convention.36

Furthermore, we should remind ourselves that BITs 

or similar international instruments on a multilateral 

level containing ISDS have been negotiated by sover-

eign States and ratified in accordance with national 

law also involving national parliaments. There is a lot 

to be said about bargaining power in negotiations be-

tween States at different stages of development and re-

spective interdependency; and potentially even more 

about the State of the respective national laws.37 

However, what cannot be said, unless one believes in 

truly direct democratic concepts, is that the current 

system is not legitimized.

With respect to transparency, it is important to men-

tion that the International Center for the Settlement 

of Investment Disputes (ICSID) belonging to the 

World Bank, as well as the secretariat of the Energy 

Charter Treaty, publish on their websites the matter in 

dispute, the parties to the dispute and the members of 

the arbitral tribunal. In many cases the decisions are 

also published. To make such publication an obliga-

tion could well constitute an improvement. In going 

far beyond such elements, like the UNCITRAL Rules 

201438 do, those advocating this level of transparency 

should consider that the respective provisions incor-

porate ISDS instruments originate far more in Anglo-

35 Eberhardt, P. C. Olivet, T. Amos and N. Buxton, ibid.
36 Convention on the Recognition and Enforcement of Foreign 
Arbitral Awards dated 10 June 1958, http://www.newyorkconvention.
org/ texts.
37 Illustrative on this point the differentiate picture at Dolzer, R. and 
C. Schreuer, ibid, pp. 8 et seq.
38 UNCITRAL Rules on Transparency in Treaty-based Investor-State 
Arbitration, January 2014, http://www.uncitral.org/pdf/english/texts/ 
arbitration/rules-on-transparency/Rules-on-Transparency-E.pdf.

American concepts of procedural law than in 
European jurisdictions. From the perspective of ra-
tionally settling highly complex matters with certain 
links to political aims, the instruments introduced by 
the UNCITRAL Rules may even be detrimental to the 
independence of the arbitral tribunal and place wit-
nesses at risk. Certainly, emotions will be a serious ob-
stacle to reaching amicable settlement, which is fre-
quently important for all parties involved. In the light 
of the United Nations Convention on Transparency 
in Treaty-based Investor-State Arbitration adopted by 
the UN General Assembly on 10 December 201439 
making explicit reference to the UNCITRAL Rules, 
however, it seems that utmost transparency is on its 
way. It remains to be seen whether the advantages 
claimed by the advocates of such broad transparency 
will outweigh the disadvantages mentioned above.

Just as access to independent courts for aliens, a right-
fully praised achievement of the first half  of the 20th 
century, is a fundamental principle of the rule of law, 
in essence the maintenance of ISDS as an effective in-
strument of legal protection is important. Experience 
has proven that even in the 21st century, claimants of 
a foreign nation cannot be expected to be treated in an 
unbiased manner in front of national courts under all 
circumstances, and sometimes they are even denied 
access to national courts altogether. Additionally, in 
States with less developed legal and court systems, a 
differentiation may be considered by such States as 
improper and from the political perspective impracti-
cal, a systemic bias may add to the problem. Even in 
industrialized States the legal framework may contain 
deficiencies in the legal protection of aliens, e.g. to in-
voke violations of international legal obligations such 
as non-discrimination.40

However, the requests raised41 and the proposals re-
cently tabled, particularly by the EU Commission42, 
leave doubt as to whether this topic is addressed in a 
rational manner. The main issues seem to be the inde-
pendence of arbitrators on the one hand and the al-
leged lack of a review mechanism for arbitral awards. 
The first issue concerns potential conflicts of interest 
e.g. if  arbitrators being lawyers serve in other cases as 
counsel for parties to the dispute. In this respect a 
number of facts should be considered. Lawyers, which 

39 http://www.uncitral.org/pdf/english/texts/arbitration/transparen-
cy-convention/Transparency-Convention-e.pdf.
40 Cf. BDI (ed.), ibid, p. 8.
41 Eberhardt, P., C. Olivet, T. Amos and N. Buxton, ibid.
42 EU Commission, Concept Paper Investment in TTIP and beyond – 
the Path for Reform Enhancing the Right to Regulate and Moving from 
Current ad hoc Arbitration towards an Investment Court, http://trade.
ec.europa.eu/doclib/docs/2015/may/tradoc_153408.PDF, pp. 7 et seq. 
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in their national jurisdiction are often considered to 

be part of the national juridical system, are typically 

subject to regulatory obligations of impartiality and 

are prevented by law or respective law society rules to 

enter into conflicts of interest. As a legal consequence 

they may even risk their license to carry out their pro-

fession for non-compliance. Consequently, the Inter-

national Bar Association has enacted Guidelines on 

Conflicts of Interest, which are continuously updated 

and give clear guidance on situations of conflict.43 In 

practice the independence of an arbitrator is one of 

the most important criteria for choosing a party ap-

pointed arbitrator by a party to a dispute.44

Proposals made to establish lists of arbitrators and/or 

to have only judges or previous judges to be admitted 

would neither solve the alleged issue, nor would they 

provide a sensible solution. Experiences with lists of ar-

bitrators do exist in the context of ICSID. However, the 

notion of lists of arbitrators ensuring independence 

seems curious for at least one obvious reason. How 

should independence be established ex ante in any fu-

ture given case? Judges as only viable candidates will 

most probably be difficult to identify. Foremost the ex-

pertise of an arbitrator in ISDS requires know ledge of 

international investment law as a specialized area of 

public international law. National judges, however, are 

trained and do practice in their national laws. Typically, 

if a dispute in front of national court involves public in-

ternational law matters, the court has to refer to exter-

nal experts, which are often law firms or respective aca-

demics. Therefore, national judges are neither trained in 

this legal area, nor do they have experience.

In view of the alleged lack of a review mechanism, it 

should be noted that at least the ICSID Convention 

contains an annulment procedure whereby arbitral 

awards can be challenged for an enumerated number of 

reasons.45 However, the criticism also targets the incon-

sistency it finds in the landscape of international arbi-

tral awards.46 Of course, it has to be mentioned that in-

consistencies regularly result either from differences in 

facts between the cases, or differences in the underlying 

43 IBA Guidelines on Conflict of Interest in International Arbitration 
dated 23 October 2014 http://www.google.de/url?sa=t&rct=j&q=&esr
c=s&source=web&cd=1&ved=0CCEQFjAA&url=http%3A%2F%2
Fwww.ibanet.org%2FDocument%2FDefault.aspx%3FDocument 
Uid%3De2fe5e72-eb14-4bba-b10d-d33dafee8918&ei=Izi 
QVZ7aLMvLygOv_Ki4Dg&usg =AFQjCNFevNZgKiVw0CZPEmh 
TtW0tnS2QLA&bvm=bv.96783405,d.bGQ.
44 See also European Federation for Investment Law and Arbitration 
(ed.), ibid, pp. 18 et seq.
45 Convention on the Settlement of Investment Disputes between 
States and Nationals of Other States dated 14 October 1966, https://
icsid. worldbank.org/ICSID/StaticFiles/basicdoc/CRR_English-final 
.pdf, Article 52.
46 Tietje, C. and F. Baetens, ibid, pp. 112 et seq.

BITs. A standing appellate mechanism as proposed by 

the EU Commission47 seems to be a viable solution, but 

certainly remains a mid to long-term approach.

Summary

In short, from an industry perspective, and particularly 

in terms of the oil and gas industry, a robust system of 

protection for FDI is imperative. Invoking that robust 

investment protection only ‘makes the rich richer’ falls 

short of acknowledging the benefits that a host State 

can derive from FDI, be it through benefits for its econ-

omy, for its State budget or even for the improvement in 

the status of the rule of law. Therefore, FDI creates val-

ue and is mutually beneficial for the investor and the 

host State, so its protection should be in the interest of 

both.

Enterprises, in the interest of their stakeholders, have to 

strive to mitigate risk. Although, entrepreneurial risk 

remains residual, enterprises rely on a well-established 

legal framework for the protection of their foreign in-

vestments as one element of their investment decisions. 

The flux in the established legal framework, combined 

with fundamental criticism of existing standards, 

should neither lead to the abandonment of the entire 

system nor to a decrease in the level of protection. This 

does not mean that standards may not be reworded to 

prevent abuse or to correct demonstrated deficiencies. 

However, in the light of the above quote from the EU 

Commission with respect to a common international 

investment policy, they should require high compliance 

and flexibility, particularly in areas where knowhow or 

other immaterial assets are involved to serve as an effi-

cient and effective protection of European investors.

Access to independent arbitral tribunals is a funda-

mental principle of the rule of law granting effective 

legal protection. Evolutionary modifications to the le-

gal framework seem appropriate. While on transpar-

ency the framework already seems to have been modi-

fied substantially and foreign investors may have to 

adapt to it, the discussion on independence is still un-

folding. The current proposals raise concerns that 

modifying the composition of arbitral tribunals may 

even sacrifice existing expertise and independence. It 

would be more appropriate for a system that it ulti-

mately should be efficient and effective for the entities 

confronted with it in practice.

47 EU Commission, Concept Paper Investment in TTIP and beyond – the 
Path for Reform Enhancing the Right to Regulate and Moving from 
Current ad hoc Arbitration towards an Investment Court, ibid, pp. 8 et seq.
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InternatIonal Investment 
treatIes – new 
Developments anD theIr 
effects on Germany

UrsIna KrUmpholz*

Investment protection is a very prominent in subject 

the current public debate. Hardly a day passes without 

an article on investment protection and investor-state-

dispute settlements (ISDS) appearing. The issue is 

raised either in the context of the Transatlantic Trade 

and Investment Partnership (TTIP) or the 

Comprehensive Economic Trade Agreement (CETA) 

between Canada and the EU. In its consultation on in-

vestment protection and ISDS in TTIP the European 

Commission received around 150,000 comments, 

140,000 of which opposed the inclusion of investment 

protection provisions in TTIP. ISDS proceedings initi-

ated by Vattenfall and Philipp Morris are cited by crit-

ics of ISDS as threatening the right of parliaments to 

regulate and as having a chilling effect on parliaments, 

which are encouraged to refrain from legislation be-

cause of fear of ISDS claims for damages. On the oth-

er hand, owners of Yukos were assigned damages of 

50 billion US dollars by an ISDS tribunal in 2014 after 

their expropriation by Russian authorities. Some 

countries such as South Africa and Bolivia have re-

cently repudiated at least some of their bilateral in-

vestment treaties, because they consider their national 

legislation as providing sufficient investment protec-

tion and are afraid that investment treaties may re-

strain their domestic economic development. On the 

other hand, other countries like China are continuing 

to negotiate and conclude investment treaties.

German companies and investors have always consid-

ered foreign investments as vital to securing new mar-

kets for the sale of their products or services, and to 

maintaining their competiveness in an increasingly 

globalized economy. In fact, foreign investments by 

German companies abroad secure employment in the 

country by increasing demand for German products 

in other countries and enabling German exporters to 

implement worldwide supply, retail and customer care 

networks. Foreign investments by German companies 

also ensure that raw materials and semi-finished prod-

ucts can be sourced in-house, rather than bought on 

the open market, thereby reducing the overall cost of 

German products.

The German government has accompanied German 

investors abroad since 1959 by concluding bilateral in-

vestment treaties with developing and emerging coun-

tries, as well as countries in transition. Since then, over 

130 treaties have been negotiated, the very first of 

them with Pakistan. Currently 129 bilateral invest-

ment treaties featuring Germany are in force, in addi-

tion to the multilateral Energy Charta Treaty, which 

also contains investment protection provisions. Since 

the 1980s these treaties have also provided for ISDS to 

deal with investment protection disputes. Earlier trea-

ties only provided for state-state-settlement proce-

dures, which led to a high level of politicisation of in-

vestment disputes. 

Germany only considers it necessary to sign bilateral 

investment treaties with countries that have deficits in 

legal protection at the time of the treaty’s negotiation. 

Thus no treaties were concluded with countries with 

rule of law systems. German bilateral investment trea-

ties, unlike, for example, US-American treaties, do not 

deal with market access for investments either, but 

only with the protection of investments made in ac-

cordance with the laws valid at the time the invest-

ments were made. Thus Germany has always respect-

ed the host state’s right to admit or refuse investments. 

German bilateral investment treaties also expect inves-

tors to respect the host country’s laws, unless those 

laws themselves constitute breaches of the treaty´s in-

vestment protection provisions.

For Germany bilateral investment treaties serve three 

aims. Firstly, they provide a basis for the German fed-

eral government to intervene on a diplomatic level on 

* Federal Ministry of Economic Affairs and Energy, Head of 
Division International Investments and Finance. This article reflects 
the personal opinions of the author.
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behalf  of German investments in need of protection. 

Secondly, they provide sufficient legal protection in 

the host country, which is a precondition for the 

German government’s agreement to grant investment 

guarantees for German direct investments against cer-

tain political risks in developing and emerging coun-

tries, as well as in countries in transition. Thirdly, if  

the treaty provides for ISDS, it is also the basis for in-

vestors to ensure the respect of the investment protec-

tion provision in ISDS proceedings. Up to now, only 

one ISDS case has been initiated against Germany on 

the basis of a bilateral investment treaty, whereas two 

procedures have been initiated against Germany pur-

suant to the Energy Charta Treaty.

The competence for foreign direct investments was 

transferred by the Treaty of Lisbon to the EU on 

1 December 2009. Since then the EU Commission has 

been negotiating agreements and provisions on invest-

ment protection on behalf  of the European Union 

and its member states, for example as part of CETA, 

TTIP, as well as the Free Trade Agreements with 

Singapore, Japan, Vietnam, the investment agreement 

with China and the investment protection agreement 

with Myanmar. Pursuant to Regulation (EU) No 

1219/2012 of the European Parliament and of the 

Council of 12 December 2012 establishing transition-

al arrangements for bilateral investment agreements 

between the member states and third countries (the 

so-called ‘Grandfathering-Regulation’), EU member 

states’ existing bilateral investment protection treaties 

remain in force until they are replaced by investment 

protection treaties of the EU and the EU member 

states with the relevant third country.

In the current debate the need for investment protec-

tion agreements is questioned. In the opinion of the 

German federal government investment protection is 

not necessary in relation to countries with a rule of 

law system, but only in relation to countries with defi-

cits in legal protection. Investors from the latter coun-

tries, when investing in Germany, benefit from the 

comprehensive legal protection and efficient legal 

remedies offered by our national and EU law. As a re-

sult, the German government seeks to ensure a com-

parable level of legal protection for German investors 

in those countries. However, other EU member states, 

third countries as well as the European Commission, 

are interested in including investment protection pro-

visions in all free trade agreements that are being ne-

gotiated. Therefore we need to decide what level of in-

vestment protection we aim to achieve and with which 

partner countries. Should the aim be a uniform level 

of investment protection in all treaties, regardless of 

the level of protection offered by the local legal system 

in the relevant partner country; or should the level of 

protection differ according to the country the EU 

Commission is negotiating with?

As for proposals for the reform of investment protec-

tion, one proposal is to exclude investments in certain 

sectors totally from investment protection (e.g. the fi-

nancial sector, rescheduling of public debts). To me, 

this approach is viable in agreements with countries 

with a strong rule of law-system. Other critics propose 

to limit investment protection to certain standards. 

For example in CETA, investments in areas that are 

subject to market access restrictions are excluded from 

protection against non-discrimination and most-fa-

voured-nation treatment. In my opinion, these limita-

tions are acceptable, if  the host country’s own legal 

system already provides for effective protection 

against arbitrary state actions and expropriations.

Other proposals are to have a general reservation al-

lowing states to limit investment protection in the 

public interest pursuant to relevant GATS provisions, 

provided such limitations are proportionate. To me, 

such a limitation would only be acceptable in treaties 

with countries with a high level of protection under 

national law. 

Another proposal is to limit investment protection to 

investors with substantial business activities in their 

original country. This is to avoid treaty shopping by 

setting up letter box-companies in one of the contract-

ing parties. In CETA such a limitation has already 

been introduced. 

Further proposals include lowering the level of pro-

tection under the standard of fair and equitable treat-

ment and against indirect expropriations and a confir-

mation that investors cannot expect the legislation in 

the host state, as valid at the time their investment, to 

remain unchanged. In addition, foreign investors 

should not benefit from better rights than domestic in-

vestors. To me, these proposals are acceptable in trea-

ties with countries with rule of law-legal systems. 

However, in treaties with countries with deficits in the 

legal protection for investors, the investment protec-

tion should continue to guarantee to investors from 

Germany a level of protection similar to the level of 

protection that investors from these countries enjoy in 

Germany pursuant to our national and EU law.
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As for proposals to include more transparency in 

ISDS-proceedings, the new UNCITRAL transparen-

cy rules of 2013 already provide for a very high level 

of transparency for new investment protection trea-

ties. CETA not only includes the new UNCITRAL 

transparency rules, but extends transparency obliga-

tions to publishing the annexes and exhibits of the 

parties’ submissions, for example. It is most likely that 

the EU Commission will request the insertion of these 

extended transparency rules in all future negotiations 

on investment protection. In my opinion, an obliga-

tion to disclose any third party financing could also be 

introduced.

The current discussion also focusses on the relation 

between national remedies and ISDS. It is considered 

unfair if  investors were to be allowed to challenge 

state measures in the host country’s administrative 

courts and initiate ISDS-proceedings at the same time. 

Investors are thus demanded to withdraw pending or 

waive future national remedies when initiating ISDS 

procedures (‘no-u-turn’-approach); or to make a final 

and binding choice between national remedies and 

ISDS before initialling any proceedings (‘fork in the 

road-approach’). In my opinion, both approaches are 

viable in countries with a high level of protection for 

foreign investors. In countries with a low level of in-

vestment protection, both approaches would probably 

lead to an increase in ISDS cases due to investors’ lack 

of confidence in the impartiality of the local legal sys-

tem. Therefore, for the latter countries, it might be 

preferable to allow access to ISDS if  local courts have 

failed to provide legal protection within a certain time 

period.

Further improvements in ISDS procedures could be 

introduced in the selection and work of arbitrators by, 

for example, setting up bilateral trade and investment 

courts with fixed lists of judges, preferably profession-

al judges and scientists, as well as rules for assigning 

cases to the judges. This could be complemented by a 

code of conduct to ensure that arbitrators remain free 

from conflicts of interests. To this end, the code of 

conduct could prohibit judges from acting as lawyers 

and vice versa.

In order to reduce the number of unjustified ISDS 

claims, the costs of the arbitration as well as the costs 

of legal representation of the winning party should al-

ways be borne by the unsuccessful disputing party. To 

limit the cost of ISDS-procedures, the refunding of 

the costs of legal representation by the unsuccessful 

party could be limited to certain amounts, e.g. a maxi-
mum daily amount or limit for costs per hour to be 
refunded. 

Finally, appeals or review mechanisms could be intro-
duced to ensure the coherence of jurisprudence, and 
the parties to the agreement could be given the au-
thority to issue binding interpretations of the agree-
ment in order to enhance consistent application of the 
agreement. In CETA these proposals have already 
been implemented to a large extent. The treaty pro-
vides for the parties’ right to issue binding interpreta-
tions of its standards of protection; and also asks the 
Committee on Services and Investment to discuss 
whether and how an appeal mechanism should be 
introduced. 

Conclusion

The current debate will undoubtedly have a profound 
effect on the content of future investment protection 
treaties. In this respect the next three years may change 
the content of investment protection treaties seen to 
date. In my opinion there will still be investment pro-
tection agreements, but they will probably provide for 
a lower level of protection, at least in treaties between 
states with a high level of investment protection pur-
suant to their national laws. Most of the treaties will 
provide for greater transparency in ISDS proceedings 
and limit parallel challenges of state measures before 
national courts of the host country and in ISDS. 
Stricter rules on the selection of arbitrators will prob-
ably be introduced to ensure their impartiality. We 
may also see unsuccessful disputing parties forced to 
shoulder greater responsibility for bearing the costs of 
arbitration. Finally, an appeal or review mechanism is 
likely to be introduced. It remains to be seen what ef-
fects this change in investment protection treaties will 
have on the ability of the German government to pro-
vide investment guarantees in its current form.
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Challenges for foreign 
DireCt investment in the 
solar energy seCtor

nikos lavranos*

Introduction

There are basically two main reasons for the impor-

tance of the renewable energy sector in general and 

the solar energy sector in particular. Firstly, the atten-

tion paid to climate change, and thus the reduction of 

CO2 emissions, has increased dramatically over the 

past decade. This has resulted in binding obligations 

(such as the Kyoto Protocol) for states to reduce their 

CO2 emissions. At the end of this year a UN confer-

ence on climate change will be held in Paris aimed at 

forging an agreement on further measures at a global 

level. As will be discussed below, specific binding tar-

gets have already been agreed upon within the EU. 

One obvious way to reduce CO2 emissions is by in-

creasing the extent of the production of renewable en-

ergy sources (RES).

Secondly, European states have recognised that high 

dependency on Russian gas and oil deliveries exposes 

the EU and its member states to great political and 

economic risks. In the past Russia has shown that it is 

ready to use gas and oil deliveries as a political tool to 

force its way, occasionally even by stopping deliveries. 

More recently, the annexation of Crimea and the war 

in Ukraine are further evidence of the unpredictability 

of Russia, which can have significant economic and 

political impact on the EU and its member states.

For these reasons, the promotion and support of RES 

within the EU has become a top priority and will con-

tinue to be of prime importance in the future in order to 

achieve both a reduction of CO2 emissions and a reduc-

tion of dependency on Russian gas and oil deliveries.

The EU law framework

With Directive 2009/28/EC, which is part of the EU’s 

climate and energy package, the EU and its member 

states agreed to the following targets to be achieved by 

2020:

• 20 percent cut in greenhouse gas emissions com-

pared with 1990 

• 20 percent of total energy consumption from re-

newable energy 

• 20 percent increase in energy efficiency. 

This Directive differentiates between the member 

states as to their individual targets. Accordingly, the 

targets range from 10 percent for Malta to 49 percent 

for Sweden. For Germany the target was set at 18 per-

cent. These aims should be achieved on the basis of 

national action plans, which each member state must 

submit to the European Commission for approval.

More recently, the EU and its member states agreed to 

the following even more ambitious targets to be 

achieved by 2030:

• At least 40 percent cut in greenhouse gas emissions 

compared with 1990 

• At least 27 percent of total energy consumption 

from renewable energy 

• At least 27 percent increase in energy efficiency. 

In order to achieve those targets, the EU member 

states implemented a number of different tools for the 

promotion of RES production. Generally, these tools 

consist of guaranteeing a fixed feed-in tariff  (FiT) per 

kwh of produced energy for a certain period of time, 

various forms of subsidies and different types of tax 

breaks. These tools have led to an enormous increase 

in investments in the RES sector. The following num-

bers illustrate the investment volumes involved.

Global investment volumes in RES

According to the Renewable 2014 Global Status 

Report, global new investments in renewable power 

* Head of Legal Affairs, Global Investment Protection AG and 
Secretary General of the European Federation for Investment Law 
and Arbitration (EFILA).
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and fuels – not including hydropower projects 

>50 megawatts (MW)-I – was an estimated 214.4 bil-

lion US dollars in 2013, down 14 percent versus 2012 

and 23 percent lower than the record level reached in 

2011. Including unreported investments in hydropow-

er projects larger than 50 MW, total new investment in 

renewable power and fuels was at least 249.4 billion 

US dollars in 2013. The second consecutive year of 

decline in investment – after several years of growth –  

was partly due to uncertainty over incentive policies in 

Europe and the United States, and to supporting ret-

roactive reductions in some countries.

Europe’s renewable energy investment was down 

44 percent from 2012. The year 2013 also saw an end 

to eight consecutive years of rising renewable energy 

investment in developing countries. Yet the global de-

cline also resulted from sharp reductions in technolo-

gy costs. This was particularly true for solar PV, which 

saw record levels of new installations in 2013, despite 

a 22 percent decline in dollars invested. Lower costs 

and efficiency improvements made it possible to build 

onshore wind and solar PV installations in a number 

of locations around the world in 2013 without subsidy 

support, particularly in Latin America. Considering 

only net investment in new power capacity, renewables 

outpaced fossil fuels for the fourth year running. 

The solar PV market had a record year, adding more 

than 39 GW in 2013 for a total exceeding 139 GW. 

China saw spectacular growth, accounting for nearly 

one-third of global capacity added, followed by Japan 

and the United States. Solar PV is starting to play a 

substantial role in electricity generation in some coun-

tries, particularly in Europe, while lower prices are 

opening new markets from Africa and the Middle 

East to Asia and Latin America. Although it was a 

challenging year for many companies, predominantly 

in Europe, the industry began to recover during 2013. 

Module prices stabilised, while production costs con-

tinued to fall and solar cell efficiencies increased stead-

ily. Many manufacturers began to expand production 

capacity to meet expected further growth in demand. 

More specifically, investment volumes have increased 

significantly in several EU states in recent years. For 

example, Greece’s photovoltaic capacity increased 

from 620 megawatts (MW) in 2011 to 2,600 MW in 

September 2013. Italy’s solar energy regulations result-

ed in an increase in subsidies from 750 million euros in 

2010 to 6.7 billion euros in 2013. Conversely, investors 

have invested over 50 billion euros in the Italian renew-

able energy sector in the past five years. In short, global 

investment volumes in the RES sector are huge. While 

investments are now dropping in the EU, they continue 

to grow in China, the United States and Japan.

The introduction of retroactive measures against RES

However, the overwhelming success of supporting 

schemes and the ensuing financial and economic crisis 

meant that many EU member states encountered seri-

ous budgetary problems. As a result, Spain, Italy, 

Greece, Rumania, Bulgaria, the Czech and Slovak 

Republics all decided to adopt retroactive measures 

for the reduction and ultimate abolishment of FIT 

tariffs, subsidies and tax breaks.

Since most investors in the solar energy sector are 

SMEs, the retroactive removal of the subsidies has 

created serious financial problems for many of them, 

pushing some into bankruptcy.

The benefits of international arbitration proceedings

As a result, a huge number of investment arbitration 

claims have been brought against those countries. As 

most of the affected investors come from other EU 

member states, they essentially have three avenues for 

pursuing their claims for compensation for damages 

suffered:

• International arbitration on the basis of the Energy 

Charter Treaty (ECT);

• International arbitration on the basis of Bilateral 

Investment Treaties (BITs);

• Judicial proceedings before the domestic courts of 

the host state.

However, judicial proceedings before the domestic 

courts of the host state entail serious disadvantages 

for the investor, and notably:

• Potential lack of independence of the courts;

• Potential political influence of the courts;

• Lack of investment law expertise at the courts;

• Long duration of proceedings;

• Lack of clarity as to the level of compensation of-

fered by domestic courts.

 

Accordingly, it makes sense for affected investors to 

select international arbitration as their preferred op-
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tion. The first option is the ECT, which is a multilat-

eral treaty specifically concerned with the promotion 

and protection of investments in the energy sector. It 

was signed in 1994 and entered into force in 1998. 

51 States and the EU are parties to the ECT. In addi-

tion, a variety of other non-EU member states are 

parties to the ECT, including Switzerland, Ukraine 

and several other former republics of the Soviet 

Union.

The second option is the BITs, which were concluded in 

the 1990s between the ‘old’ EU member states and the 

former Central and Eastern European States. There are 

currently about 190 so-called intra-EU BITs in force. 

Both the ECT and the BITs feature comparable sub-

stantive investment protection standards such as:

• Fair & Equitable Treatment (FET)

• Most Favoured Nation treatment (MFN)

• National Treatment (NT)

• Umbrella clause 

• Compensation for indirect and direct expro - 

priation

• Sunset clause 

In terms of procedural rights, the ECT and the intra-

EU BITs offer the following advantages:

• The dispute is dealt with outside the jurisdiction of 

the host state, which excludes the possibility of in-

fluencing or pressurizing the tribunal;

• Two of the three arbitrators are selected by the dis-

puting parties, which ensures equality between the 

parties;

• The investment law expertise is ensured in the arbi-

tral tribunals;

• The level of compensation for damages is clear as it 

is based on the actual damages suffered;

• The proceedings are concluded on average within 

4 years with a final and binding award;

• Arbitral awards are – normally – recognised and 

enforceable.

Moreover, as mentioned above, the ECT and the BITs 

offer investors access to international arbitration. In 

most cases, investors can select from several arbitration 

rules, including ICSID, UNCITRAL, ICC und SCC 

Arbitration Rules. Therefore, it is not surprising that 

investors have been using the ECT and the BITs to try 

to obtain compensation for damages suffered. Since all 

cases are still pending, it remains unclear whether and 

if  so, to what extent they will be successful.

Currently, the Czech Republic is facing at least 7 inter-

national arbitration cases in the solar energy sector, 

while Spain is involved in at least 11 disputes. Italy has 

just been hit by its first cases, while Greece and 

Rumania are also likely to face claims due to their ret-

roactive measures. Most of those cases were initiated 

either on the basis of the ECT, or in combination with 

intra-EU BITs. Both ICSID and UNCITRAL arbi-

tration rules are applied in those cases. 

The failure of the European Commission and EU law 
to protect RES investors

The graphic on the next page illustrates that EU mem-

ber states are now among the top countries that have 

been faced with arbitration disputes, instead of devel-

oping countries as used to be the case in the past.

The high number of arbitration cases against EU 

member states proves that the EU internal market has 

failed to prevent member states from introducing ret-

roactive measures. In fact, the European Commission 

has never started proceedings against member states 

for breaches of EU law. In addition, investors do not 

have direct access to the European Court of Justice in 

order to challenge the measures of the member states. 

Moreover, the FET-standard and the umbrella clause 

are unknown concepts in EU law. Thus, compared to 

EU law, the ECT and the BITs offer a significantly 

higher level of investment protection.

Finally, the European Convention of Human Rights 

is also only of very limited use, since it can only be in-

voked after the exhaustion of local remedies, which 

means after 5–10 years of proceedings before national 

courts. As a result, many investors will be bankrupt by 

the time they can bring their case before the European 

Court of Human Rights. In short, the high number of 

disputes in the solar energy sector illustrates the value 

and importance of the ECT and BITs for European 

investors.

Despite the obvious necessity of the BITs and the 

ECT for European investors to protect their invest-

ments, the European Commission has been pushing 

for several years for the termination of the intra-EU 

BITs and, more recently, also against the ECT. Indeed, 

recently the European Commission started infringe-

ment procedures against 5 member states before the 

European Court of Justice. In short, the European 

Commission is of the opinion that the intra-EU BITs 
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have been replaced by EU law or are no longer appli-

cable because of the supremacy of EU law. Moreover, 

the European Commission considers that internation-

al arbitral tribunals are not compatible with the exclu-

sive jurisdiction of the European Court of Justice re-

garding EU law. Indeed, in order to push through its 

views, the European Commission has repeatedly inter-

vened as amicus curiae in many intra-EU and intra-

ECT disputes, but fortunately none of the arbitral tri-

bunals has followed its line of argumentation to date.

More recently and in light of its unsuccessful attempts 

to date, the European Commission has changed its 

strategy by focusing on the issue of illegal state aid. 

This new strategy was applied for the first time in the 

Micula case, which concerns an international arbitra-

tion dispute based on the BIT between Sweden and 

Rumania (this case is not energy related).

In short, the case can be summarized as follows. As of 

1999 Rumania paid Micula a substantial amount of 

subsidies for a period of 10 years to stimulate invest-

ments in a poorly developed area of Rumania. During 

the accession process of Rumania to the EU, the 

European Commission came to the conclusion that 

the subsidies that were granted to Swedish investor 

Micula were not compatible with EU state aid law and 

therefore had to be terminated. Rumania terminated 

the subsidies accordingly, which prompted Micula to 

bring an international arbitration claim against 

Rumania. Micula won an award of 250 million US 

dollars. The Micula award was issued based on the 

ICSID arbitration rules, which require automatic rec-

ognition and allow for direct enforceability of the 

award. 

However, during the investment arbitration proceed-

ings, the European Commission had already intervened 

as amicus curiae and stated that any compensation to be 

paid to Micula would be considered as illegal new state 

aid, which would be incompatible with EU state aid 

law. Indeed, after the arbitral tribunal awarded Micula 

250 million US dollars, the European Commission pro-

hibited Romania from paying the compensation be-

cause its view was that this would violate the EU state 

aid rules. In the meantime, the European Commission 

formally confirmed its initial view, thus requesting 

Romania not to pay out the award. Micula, in turn, has 

now appealed against the European Commission’s de-

cision. Accordingly, the European Court of Justice, 

that is, in the first instance the General Court, will es-

sentially rule on the legality of arbitral awards within 

the European legal order and, more generally, on the 

compatibility of intra-EU BITs with EU law.

The fact that the Micula award is an ICSID award, 

which does not allow any review by domestic courts, is 

totally neglected by the European Commission. Thus, 

the European Commission basically places Rumania 

before a conflict of laws: either Rumania violates its 

obligation stemming from the BIT and ICSID, or it 

violates EU law. This outcome, which is the result of 

Figure 1 
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the actions of the European Commission, is not ben-
eficial for any of the parties involved.

Outlook

Clearly, the biggest challenge is to maintain a high lev-
el of investment and investor protection in Europe. As 
long as EU law and the European Commission fail to 
provide that protection, the ECT and the intra-EU 
BITs must remain fully applicable. Access to interna-
tional arbitration remains of absolute importance for 
European investors.

Instead of dismantling investor protection, the 
European Commission and the European Court of 
Justice should clearly state that retroactive measures 
are, in principle, incompatible with European consti-
tutional law and European legal principles; and 
should thus be prohibited and should in any case re-
sult in full compensation for affected investors.

It is clear that in order to achieve climate change tar-
gets and the reduction of energy dependence from 
Russia, the production of renewable energy sources in 
Europe must be further expanded. This can only be 
achieved through the continued application of sup-
port mechanisms such as FIT, subsidies and tax 
breaks. At the same time, it is important to think 
about ways of making subsidies more flexible and ap-
plying them more intelligently to ensure that they con-
tinue to benefit investors and provide them with legal 
certainty for their investment planning, while giving 
states the flexibility to adjust them in a legally accept-
able, non-retroactive manner.
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Investment Guarantees of 
the federal republIc of 
Germany 

mIchael huber-saffer*

The German government has mandated a consortium 

formed by PricewaterhouseCoopers Aktiengesellschaft 

Wirtschaftsprüfungsgesellschaft (PwC) and Euler 

Hermes Aktiengesellschaft to manage its Export 

Credit and Investment Guarantee Schemes, as well as 

the Untied Loan Guarantee Scheme. All cover provid-

ed as part of these promotion schemes is underwritten 

on behalf  and for the account of the Federal Republic 

of Germany. The German government sets itself  over-

all limits for the maximum liability accepted in the an-

nual Federal Budget Law. These limits currently stand 

at 160 billion euros for Export Credit Guarantees and 

65 billion euros for Investment Guarantees and 

Untied Loan Guarantees combined.

In the context of the Investment Guarantee Scheme 

PwC is tasked with handling contacts with those 

German investors seeking support and guiding them 

through the application process. Part of the process is 

a review of the eligibility for support and the tenabili-

ty of providing cover with regard to the risk profile of 

the project. PwC summarizes the conclusions from the 

project review in an expert’s opinion and presents the 

findings to the decision-making body, which is known 

as the Interministerial Committee (IMC). This com-

mittee is composed of representatives from the Federal 

Ministry of Economic Affairs and Energy – lead func-

tion –, the Federal Ministry of Finance, the Federal 

Foreign Office and the Federal Ministry for Economic 

Co-operation and Development.

The Interministerial Committee meets in person at 

regular intervals in Berlin to discuss the applications 

and to decide on granting cover for individual pro-

jects on a case-by-case basis. The provision of  insur-

ance is subject to German budget law. In addition, 

specific cover policies apply for each country. A dis-

tinctive feature of  the German decision-making pro-

cess is the inclusion of  industry, banking and country 

experts. They support the evaluation conducted by 

the IMC in an advisory capacity. This is considered to 

be an important factor in ensuring that the decisions 

taken by the committee are reasonable and 

well-founded. 

Why offer and use an investment guarantee scheme? 

Investment guarantees are a risk management tool for 

German investors doing business in developing and 

emerging countries. The objective of the insurance 

scheme is to support German FDI, which is consid-

ered to have a positive impact on both the host coun-

try and Germany too. 

Investment guarantees protect German businesses 

and their direct investments abroad against political 

risks, which can present serious obstacles to an econo-

my heavily engaged in the international arena such as 

that of Germany. Political risks eligible for cover are 

nationalization, acts equivalent to expropriation, war 

as well as moratoriums and convertibility and transfer 

problems. Breach of contract by authorities and iso-

lated and subject to specific provisions acts of terror-

ism can be included in the cover on request. 

The following recent examples from our crisis man-

agement and claims activities illustrate the forms a 

covered political risk can take for a German investor:

• Court decisions that put investors at a dis - 

advantage

• The arbitrary refusal to pay tax rebates to the pro-

ject company

• The unlawful refusal by the authorities to grant 

crucial approvals

• The introduction of capital and exchange controls 

in conjunction with the impossibility of converting 

or transferring funds

* PricewaterhouseCoopers Aktiengesellschaft, Wirtschaftsprüfungs-
gesellschaft, Director, Division Project & Investment Finance in the 
German ECA.
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• The deprivation of business premises due to unlaw-

ful resolutions passed by municipal authorities

• The withdrawal of licenses and concessions by 

governments. 

If  an insured project company is affected by any such 

event, the German investor may be entitled to claim 

an indemnity based on the cover provided by the 

German government. However, investors generally 

prefer to ensure the survival of their project – if  at all 

possible –rather than to receive compensation from 

the political risk insurer.

Thus, one of the key benefits of using investment guar-

antees as a risk management tool is the possibility of 

loss prevention, or a reduction of its consequences. The 

German government is able and prepared to supply all 

the flanking instruments of political crisis management 

for the policy holder at the right time. In our experience 

the number of cases, in which compensation is paid, is 

rather low compared to the number of crisis manage-

ment initiatives started during any given year.

Since established German company law requires ade-

quate measures to limit and manage risks, the use of 

guarantee schemes is a crucial element of entrepre-

neurial provision for risks within the risk manage-

ment. In addition the guarantee can be used as a col-

lateral for the (re)financing of the investment abroad. 

Claims under guarantees may be assigned to the banks 

forming part of the security measures.

What are the basic rules? 

The investor applying for cover has to be German. 

This is defined as an enterprise or natural person dom-

iciled in Germany. Portfolio investments and export 

transactions are not eligible for cover. The investment 

should also involve long-term entrepreneurial activity 

by the German investor.

The investment can take the form of equity participa-

tion, endowment capital and other rights and assets, 

such as bonds or concession agreements. Another im-

portant form is the so-called investment-like loan, 

which has to meet specific requirements regarding its 

similarity to equity. The criteria used include long-

term duration, moderate interest rates or the appro-

priate form of contract stipulating the subordination 

or special controlling rights. Potential applicants may 

be shareholders or third parties like banks.

According to German budget law, an investment has 

to enjoy sufficient legal protection in the host country 

in order to be eligible for cover. This requirement is 

considered fulfilled if  a bilateral investment protection 

treaty (so-called BIT) between Germany and the re-

spective host country is in place. The treaties provide 

comprehensive legal protection for investments on the 

basis of international law. This makes it easier for in-

vestors – and particularly for small and medium-sized 

enterprises – to enter foreign markets despite the often 

weak and unpredictable local legal systems. The most 

important elements of such treaties are usually:

• Mutual treatment of foreign investors like resi-

dents and most-favoured-nation treatment in re-

spect of investments in either country,

• Guarantee of the free transfer of capital and 

earnings,

• Protection of property, fair compensation in the 

case of expropriation and the guarantee to take le-

gal action,

• International arbitration in case of disputes be-

tween the investor and the host country.

With almost 130 bilateral investment protection trea-

ties in force, the German government has established a 

dense network of binding provisions for protecting 

German investments abroad. With the coming in force 

of the Lisbon Treaty in December 2009, competence 

for foreign investment – including investment protec-

tion regulation – was transferred from the EU mem-

ber states to the European Union.

If  there is no BIT in place with a host country, the nec-

essary legal protection may be ensured by the legal 

system in the particular host country. Subject to verifi-

cation at the time of a decision by the IMC on a guar-

antee application, this presently applies to investment 

in, for example, Brazil, Dominican Republic, Colom-

bia and Taiwan.

In addition to legal protection, the German authori-

ties also review and determine the current economic 

and political situation of a country for the purpose of 

defining the requirements to be fulfilled by investors 

and the terms of coverage. Embassies and consulates 

are regularly included in the evaluation of the current 

situation of a country. 

Projects also have to pass a review of their environ-

mental and social impacts in the host country, as well 

as their effects on Germany, in order to be eligible for 
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cover. Positive effects in the host country with regard 

to employment, transfer of technical know-how and 

economic and social development are essential pre-

conditions for an approval of guarantee applications. 

German investors usually aim to open up new market 

opportunities abroad by expanding their service out-

lets and production facilities in the host country. 

Direct investments abroad strengthen the competitive-

ness of German enterprises and thus support the safe-

guarding, or even an increase in employment in 

Germany. 

How are the environmental and social impacts of 
projects reviewed? 

Every project is subject to a formalized assessment 

procedure. Firstly, the projects are screened for their 

potential environmental and social impacts and cate-

gorized accordingly:

• Category A denotes projects assumed to have 

strong environmental and/or social impacts that 

mostly appear to be not locally limited and/or irre-

versible. This particularly applies to projects affect-

ing nature reserves or settlement areas of indige-

nous peoples or entailing large-scale resettlements.

• Category B projects are assumed to have limited 

environmental and social impacts that usually ap-

pear to be locally limited and reversible.

• Category C includes all projects for which no or 

only insignificant environmental and social im-

pacts are to be expected.

The scope of information required for a successful re-

view is then tailored to the specific project and may 

include environmental and social impact assessments 

by a third party. The minimum requirement is that all 

local environmental standards, regulations and laws 

are observed. The German Government also expects 

international standards to be adhered to. IFC 

Performance Standards and EHS Guidelines of the 

World Bank Group are used as benchmark for this as-

sessment. Environmental and social aspects in relation 

to an investment project are subject to regular moni-

toring over the lifetime of the guarantee provided. 

During the application process, the German investors 

are also made aware of the OECD guidelines on mul-

tinational enterprises and the German Sustainability 

Code adopted by the ‘Council for Sustainable 

Development’ (Deutscher Nachhaltigkeitskodex). 

These non-binding recommendations provide an im-

portant benchmark for corporate conduct relating to 

foreign investment. They can make a significant con-

tribution to the general benefits deriving from direct 

investment and to sustainable development, particu-

larly in developing countries. 

Provided that there is a bilateral investment protection 

treaty in place, a standard premium rate of 0.5 percent 

p.a. applies for the investment guarantee (expropria-

tion, political violence and transfer/inconvertibility). 

From this starting point the premium and scope of 

cover are adapted to the specifics of each investment 

considered for cover by limitation or exclusion of par-

ticular risks and/or the calculation of a risk-related 

top-up premium rate, for example. If  there is no treaty 

in place with the host country, the starting point for 

the premium calculation would be a minimum premi-

um of 0.55 percent p.a. The usual term of a cover pol-

icy is 15 years, which can be renewed for additional 

terms of 5 years. Investments of any size can be cov-

ered. For example, in 2014 guarantees were assumed 

for amounts ranging from some 21,500 euros up to 

2.1 billion euros.

Crisis management experience

The German Investment Insurance Scheme focuses on 

the avoidance of claims through early identification of 

problems and close cooperation with the investor con-

cerned. Active crisis management kicks in after the in-

itial notification of problems by the policyholder. This 

may consist of supporting the project company in ne-

gotiations with the competent authorities in the host 

country, sending trial observers to legal proceedings 

or discussions as well as letters and notes verbales up 

to and including the highest diplomatic levels. In addi-

tion, the federal government may participate in the 

costs of litigation or similar measures undertaken by 

the investor or the project company abroad to prevent 

losses. 

In recent years crisis management has become an even 

more substantial part of the work of the IMC. One of 

the insights we gained from our experience with the 

different problems of German investors is that the oc-

currence of political risk events does not necessarily 

correspond with risk indicators like the OECD coun-

try risk categories or external country ratings. Instead, 

our experience shows that political risk events tend to 

occur all across the country portfolio of an investor. 
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The federal government successfully averted impend-

ing claims in 2014 through active crisis management. 

The parties involved found a consensual settlement of 

problems in the case of two projects in Russia by in-

tensive ongoing support for the policyholders. In one 

of these cases, a local authority took over the project 

itself  following a compensation payment to the 

German investor for the fair value of the investment. 

In another case, support was given to the policyholder 

to exit the project in an orderly fashion by selling the 

investment to a local company. The federal govern-

ment was also active in preventing losses in a project 

in Ukraine, which was experiencing difficulties due to 

inappropriate administrative action by government 

agencies. While a recovery case against Ukraine is still 

pending, negotiations with the Bulgarian government 

on the recovery of amounts indemnified in respect of 

a project were also brought to a successful 

conclusion.

Development of the German investment insurance 

scheme

Based on the dynamics of FDI over the past decade 

and the important share that German investors hold 

in global FDI stock – particularly in areas that are 

perceived to have significant political risk – the portfo-

lio of German investment guarantees has more than 

doubled from about 16.5 billion euros at the end of 

2005 to a new all-time high of 36.3 billion euros at the 

end of 2014. 

The regional breakdown of the guarantee portfolio – 

ranked by number of guarantees issued – sees China 

topping the ranking ahead of Russia, India, Ukraine 

and Turkey. 

In 2014 applications worth a total of five billion euros 

were approved for cover. This is a substantial increase 

compared to the previous year’s figures. An analysis 

of the changes in guarantees during the year 2014 re-

vealed that one of the crucial factors responsible for 

this development was increased risk awareness due to 

the ongoing political crises and armed conflicts in dif-

ferent parts of the world. This led to a general increase 

in demand for investment guarantees, especially 

among small and medium-sized companies that ac-

count for over 25 percent of guarantees issued. Fur-

ther more, in 2014 over 30 percent of guarantees were 

issued in favour of investors using Investment 

Guarantees for the first time. The regional focus of 

covered investment was America and Asia. Due to a 

single major project, Mexico led the list of countries 

with the highest cover volume for the first time. 

Not only developed countries, but also a growing 

number of developing and emerging countries are of-

fering public investment insurance schemes. Alongside 

these guarantee schemes, a number of multilateral in-

vestment guarantee agencies, such as MIGA as part 

of the World Bank Group, and private insurance com-

panies also offer political risk insurance for invest-

ment projects.

The German Investment Guarantee Scheme is repre-

sented through membership of PricewaterhouseCoopers 

Aktiengesellschaft Wirtschaftsprüfungsgesellschaft at 

the International Union of Credit & Investment Insur-

ers (Berne Union) with its headquarters in London. 

This organisation brings together public and private ex-

port credit and investment insur-

ers from all over the world. Besides 

fostering cross-border contacts, 

the meetings of Berne Union 

members primarily serve the pur-

pose of creating internationally 

recognised standards and promot-

ing cooperation with regional and 

international financing institu-

tions and development banks.

In 2014 the German investment 

guarantee scheme maintained its 

leading position in terms of the 

guarantee portfolio among all 

members of the Berne Union 
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worldwide. With its associated organisation ‘Prague 
Club’, the Berne Union has a dedicated network for 
information exchange between new and maturing in-
surers of export credit and investment. The Prague 
Club was started in 1993 by the Berne Union with 
funding from the European Bank for Reconstruction 
and Development (EBRD). The group was named af-
ter the city where its inaugural meeting was held. 
Prague Club members were initially Central and 
Eastern European agencies; with membership subse-
quently expanded to include members from Asia and 
Africa.
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Subtotal 2014:   4 786.0  (94.9%)
Total 2014:        5 043.4   (100%)

Figure 2 Conclusion

According to a poll carried out by 
the DIHK in the spring of 2015 
an increasing number of German 
industrial companies plan to in-
vest abroad. 47 percent of re-
sponding industrial enterprises 
want to make use of funds for this 
purpose in 2015, which is a higher 
number than ever before. A signif-
icant share of German FDI is in-
vested in emerging economies, ex-
posing investors to a significant 
level of – at least perceived – po-
litical risk. International political 
crises and armed conflicts put 

‘political risk’ back on top of the agenda for investors 
and banks involved in the financing of FDI. Hence, 
the question on how to mitigate and manage invest-
ment risk becomes increasingly important for all com-
panies with substantial investment exposure abroad. 
Against this background, investment guarantees of 
the German Government will continue to make a cru-
cial contribution to supporting German companies 
abroad.
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The Tension beTween self-
reliance and solidariTy 
wiThin a MoneTary Union

sebasTian Müller-franken*

European monetary union: the next step

There is a consensus in political debates across Europe 

that European monetary union has to be further de-

veloped in order to resolve the European sovereign 

debt crisis. However, leading politicians hold differing 

opinions on how to best approach this issue. Lately, 

these opinions have begun to diverge more strongly 

once again, just as they did at the beginning of the de-

bate. On the one hand, there is the concept of federal 

government, which includes, for example: broad regu-

lation of the financial markets aimed at guaranteeing 

sustainable stabilisation of the financial system, a new 

economic governance to strengthen growth in Europe, 

and most importantly, a new system of fiscal monitor-

ing designed to control national budgets and with the 

power to oblige member states to make adjustments at 

an early stage in the future (Merkel 2012; Schäuble 

2012). 

There is another concept put forward by France and 

the Southern EU member states and recently outlined 

in the ‘Five Presidents Report’ (Juncker 2015). This 

concept does not chiefly rely on budgetary discipline 

and competitiveness, or the self-reliance of member 

states; but is primarily based instead on (further) fi-

nancial transfers from economically strong EMU 

members to their economically weak counterparts. 

The theoretical principles underpinning these con-

cepts differ when assessing the principle of solidarity, 

and therefore the idea of the transfer union – or in the 

case of the self-reliance principle, the concept which 

the EU takes priority.

Self-reliance in relation to solidarity

There is a relation between self-reliance and solidarity, 

which can be appropriately described as ‘tension’ in 

law. This refers to the relation of addition, alteration 

and objection (Schmidt-Aßmann 2004, recital 91): on 

the one hand, states not only need to be self-reliant, 

but there must also be solidarity between them. For a 

monetary union in an association of states requires 

that all members pursue an economic, fiscal and budg-

etary policy, as well as assuming responsibility for its 

results. The consisting radius of effect may be supra-

national and limited in international law; however, the 

parties involved have to take responsibility for a mini-

mum of substantial decisions in this field, if  they are 

to be considered as ‘states’ (BVerfGE 123, 356, 358, 

362, 406, 408). 

At the same time, a monetary union cannot be organ-

ised on the principle of self-reliance alone: for exam-

ple, in emergency situations that can neither be fore-

seen nor controlled (Art. 122 AEUV), members inevi-

tably have to provide aid to afflicted states. Without 

solidarity, understood as “standing by each other” 

(Isensee 1998, 7), self-reliance would lack a basis, 

whereas in the case of receiving this aid, the ability to 

decide independently is reduced naturally (Di Fabio 

2012a). The principles of self-reliance and solidarity 

thus reinforce and alter one another.

‘Too much’ solidarity, on the other hand, leads to the 

reduction of self-reliance, because adaptions to 

changed situations (in short: ‘Reformations’) cannot 

be carried out politically from a certain point onwards 

(Sinn 2012a): hence solidarity cannot contradict self-

reliance. Therefore, a monetary union needs both 

principles; however, it has to put them into perspective 

so as to reach its goal of establishing a sustainable sta-

bilisation of the monetary area.

Incentive compatibility as a decisive factor

It stands to reason to certify this ideal association for 

the concept of the federal government: capacity build-

ing, self-reliance as priority, preventing dependency 

* Philipps-University of Marburg. The article is an updated version of 
a lecture published in Blanke and Pilz (2014) under the German title 
Das Spannungsverhältnis zwischen Eigenverantwortlichkeit und Soli
darität in einer Fiskalunion.
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on the solidarity aid from other states via a control 

function exercised by the capital market. However, 

those who support the concept of a transfer union 

claim that their model of partial joint liability un-

doubtedly also preserves incentives (Juncker 2015).

Thus, no statement on self-reliance and solidarity in a 

monetary union can be made without addressing the 

issue of how budgetary discipline in the respective ar-

rangement (‘incentive compatibility’) can be ensured. 

Indeed, incentive compatibility is the determining fac-

tor. The central question is whether the law can ensure 

discipline of its own accord (model of the ‘Five 

Presidents’), or, if  additional supervision by uncon-

trollable markets is required (model of the stability 

union with federal government).

Experience as safest reference point for making a 
prognosis

Given that the above-mentioned statements relate to 

future effects of laws, valuations of the different con-

cepts are effectively prognoses. The safest reference 

point for the effects of intended laws is always experi-

ence, gained nationally and abroad with similar regu-

lations (BVerfGE 50, 334). The legislator has to take 

these experiences into account when making progno-

ses (BVerfGE 77, 109). By this measure, it is unlikely 

that the concept of the ‘Five Presidents’ can preserve 

its incentive compatibility, given experiences with 

European budgetary rules since the launch of the 

monetary union in general, and since the beginning of 

the numerous arrangements for the support of un-

competitive and highly indebted Eurozone member 

states (Issing 2012).

As to the demands of solidarity, experience has shown 

that every mechanism protecting the debtor states 

tends to be exploited by all available means (Mest-

mäcker 2012). Conversely, it has become apparent, as 

far as rules on the protection of self-reliance are con-

cerned: “experience alone has proven to be reliable, 

that every radical rule or bond is mitigated, converted 

or abandoned, when it is supposed to exert a disciplin-

ing and integrating effect on politics of sovereign deci-

sion makers” (Grimm 1974, 59).

This latter statement was not made by an observer of 

the efforts to resolve the current sovereign debt crisis, 

but is a direct quote of a comment made by the senior 

official of the ‘EC-basic issues’ department within the 

Department of Commerce of Bonn from the year 

1974. The statement also constitutes a fitting descrip-

tion of past experiences with the rules of the mone-

tary union (Kirchhof 2012). The history of the mone-

tary union can be described as a history of its viola-

tions (Handelsblatt of 2 December 2011). EU Com-

missioner for Economic and Monetary Affairs Olli 

Rehn abstained from sending a warning to France 

(‘pink slip’) early in November 2012, even although 

France had committed itself, within the scope of an 

excessive deficit procedure under the terms of a tight-

ened stability pact, to drop its national deficit in the 

year 2013 below the limit of three percent of its GDP 

and, even although, according to the latest forecast by 

the European Commission, it is highly unlikely that 

France will still be able to achieve this goal (FAZ of 

8 November 2012).

The reason for changing the original concepts

Nonopen hostility towards other legislations

However, the reason for this is not an open law-hostil-

ity. The states, as well as the European Union itself, 

are aware of the fact, that the Union would not be able 

to claim to be a ‘legal community’ (Walter Hallstein) 

when transitioning into the method of an open breach 

of law. The Union would basically question its own le-

gitimacy. Rather, the states as well as the political enti-

ties of the Union, did and will do everything they can 

to justify the existence of an emergency situation and 

the intended deviation from the agreed by contractual 

amendments, additions and interpretations, so as to 

claim that they remain within the confines of law by 

modifying the original concept (EuGH, C-370/12, re-

citals 29).

Failure to accept budgetary discipline enacted by law

The reason why the promised restrictions of budget-

ing are not implemented lies in the basic fact that leg-

islators have to take note of the preconditions, on 

which the efficiency of the intended laws depends. 

However, these preconditions must include the reality 

in the first place (Schneider 2002, marginal no. 56). 

Here it becomes apparent that the law alone is barely 

able to unfold directional force when it comes to the 

spending behaviour of states. The reason for this is 

that the requirement, which the efficiency of law de-

pends on, is lacking; in other words, there is no accept-

ance and hence no willingness of the norm addressee, 
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i.e. the member states, their governments, and eventu-

ally their peoples, to permanently comply with the 

limited rules for budgeting (Henkel 1977, 492 and 546; 

Isensee 2010, marginal no. 107).

The modern state as a finance-state, which exercises its 

reign by deprivation and the allocation of money, sees 

itself  deprived of its opportunity to have an impact 

and its citizens see themselves as deprived of the abil-

ity to shape their own democracy, if  the parliament 

cannot decide financially on its own terms. This asser-

tion applies to the level of the national state, the su-

pranational community, as well as to the intergovern-

mental agreement; the willingness to comply with the 

rules concerning fiscal and budgetary policy is always 

lacking.

At a European Union level, be it in the context of its 

actions in the form of the supranational community 

or in the form of the intergovernmental agreement 

(Schorkopf 2012), the difficulty is that budgetary dis-

cipline, in contrast to national states concerned with 

sovereignty, is not supposed to be enforced in constit-

uent states within a federal state (Beckert and Streeck 

2012). If  the enforcement of budgetary discipline 

within a federal state by means of law is not possible 

– here the German financial adjustment or the finan-

cial relations between Northern and Southern Italy 

can be cited- it becomes clear that the endeavour will 

be even less successful within an association of states.

For the European Union there is also the fact, that 

those states attached to monetarism, can still only im-

agine a monetary union, which per se obliges econom-

ically strong states, especially the economically strong-

est, to support weak states with transfers (Beckert and 

Streeck 2012; Wirsching 2012; Sinn 2012b). This atti-

tude is expressed in repeated demands for the intro-

duction of Eurobonds.

Ultimately, it comes down to the mentality and life-

style habits of the people in the various states. If  the 

European Union and its members are considered from 

this point of view, it basically emerges that two incom-

patible attitudes have been brought together by Union 

law, to take on the role of state and society within one 

national economy. The differences culminate in the 

question of whether the inflationary trend is to be 

avoided or accepted:

The Northern states of the monetary union insist on a 

culture of stability, which rejects inflation in principle. 

The stability culture is characterised by the inclusion 

of unions in the constitutional frame and by its result-

ing prohibition of political strikes (Blankart 2011). 

Unions are only allowed to strike if  the aim is to 

achieve a pay rise, but not for the sake of politically 

pressuring the government. The central bank is to be 

independent from the government, in order to prevent 

it from being forced to finance government debt by 

purchasing government bonds and by the increase of 

broad money. Wage increases depend on increases in 

labour productivity and on the generation of profits. 

Prices only rise moderately; while inflation is minor. 

Thus the economies of these states stay competitive 

and grow.

By contrast, Southern Europe and France possess an 

inflation mentality. Strikes are not limited to the 

achievement of tariff  aims, but are also used to achieve 

independent political goals (see again Blankart 2011). 

The wage claims of the unions do not orientate them-

selves towards productivity, but aim to distribute what 

has not even been earned. The state, in its role as pub-

lic entrepreneur, has to accept the claims of the unions 

at the end of a conflict. This results in additional ex-

penditure, which the state has to pay for by increasing 

government debt.

Sooner or later, the state even has to provide private 

businesses (that are affected in their competiveness by 

the union’s tariff  policy) with employment by assign-

ing them public contracts, which again are debt fi-

nanced. In order to prevent paying ever-increasing in-

terest on state debts in the capital market, the central 

bank, dependent upon the will of the government, has 

to increase the broad money and is obliged to pur-

chase the state’s debt instruments. The price increases 

that this causes lead to a deficit in the balance of ac-

tivities, which the government can eventually only 

compensate for by currency depreciation. This is 

where the unions make their appearance again. A cy-

cle of inflation and devaluation arises, which deprives 

these states of their competitiveness and of their 

growth potential. 

This core conflict between economistic and mone-

tarist states about how the principles of  self-reliance 

and solidarity can be counterbalanced in a mone-

tary union, finds its equivalent in the attitude of 

these states concerning the question of  inflation: 

those states that adopt the economistic stance and 

emphasise the principle of  self-reliance of  the part 

member states of  the monetary union, maintain a 
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culture of  stability; while those that support the 

monetarist position and prioritise solidarity be-

tween the states of  the monetary union, accept infla-

tion in principle.

Consequences

Impossibility of finding a solution solely by the law

Thus, the guarantee of  ‘incentive compatibility’ with-

in a transfer union is no question of  perfecting imma-

ture legal protections; one just cannot argue that the 

different stability pacts ‘simply have to be sharpened’ 

so as to reach the goal of  a stable monetary union. 

Experience has shown that the law alone cannot 

reach this goal due to a lack of  acceptance by its ad-

dressees (Di Fabio 2012b). Instead, there is the need 

for a corrective which exists independently of  the will 

and acceptance of  the states. However, within 

Europe’s monetary union only the market can play 

the part of  the corrective, which reacts to escalating 

debt levels and a state’s lack of  competitiveness with 

rising interest rates, thus forcing that state to make 

adjustments that are within its responsibility 

(Hentschelmann 2009).

The need for regulation to deal with state insolvency 

If  one is willing to accept this reality, European mon-

etary union requires a whole new dimension: namely 

the establishment of  rules to govern orderly insolven-

cy and withdrawal from the monetary union for those 

members that are unable or unwilling to implement 

necessary reforms in the form of a state insolvency 

regulation (regarding the necessity of  a state insol-

vency statute – see Zeitler 2012; Issing 2011; Sinn 

2011). As long as these rules are missing, ‘incentive 

compatibility’ cannot be established within a regula-

tory union, because states benefiting from aid, al-

though unwilling to implement reforms, cannot be 

pressured. In other words, support, in whatever form 

it may take, cannot be declined, if  insolvency coupled 

with withdrawal from the monetary union is to be 

ruled out. There is a clear lack of  consistency, if  

Union law establishes a monetary union for which it 

excludes any obligation and hence only allows the ac-

cession under the provision of  meeting certain crite-

ria on the one hand, and, on the other hand, fails to 

regulate the loss of  membership status in the event of 

a violation of  the above mentioned criteria (Müller-

Graff  2010).

The hazard of a transfer union without acceptance

When categorically excluding the possibility of insol-

vency and of a subsequent withdrawal of member 

states from the monetary union, one inevitably creates 

a monetary union that has to force economically 

strong states to undertake unlimited transfers for the 

benefit of economically weak states; which is exactly 

what supporters of a transfer union demand. Such 

transfers cannot be organised permanently, because 

they lack a crucial requirement: the acceptance of the 

citizens of economically strong countries to show soli-

darity towards economically weak states to such an 

extent. 

The principle of solidarity has been the basic idea of 

the European integration from the start and is not 

merely understood as the ideal obligation to respect 

the legislation of the Union and thus the balance be-

tween the advantages und encumbrances affiliated to 

the membership (EuGH, Slg. 1973, 101, marginal no. 

25), but is also substantially exercised by redistribu-

tion between economically strong and weak states 

(Calliess 2011, recital 2).

Yet solidarity in this sense has only occurred to date in 

terms of the rules of structure- and cohesion – as well 

as the rules of European social funds (Volkmann 

1999), and this only on a scale that is complained 

about (but ultimately considered bearable) by the ‘net 

contributor’ states and in a volume that also has to be 

repeatedly renegotiated (Zeitler 2012).

However, the member states of  the European Union 

did not promise a financial adjustment, similar to the 

federal financial adjustment of  the constitution. 

Such a promise would not be compatible with the ba-

sic principles of  European integration in several 

ways. Firstly, the federal financial adjustment of  the 

constitution depends on the concept that there has to 

be an overarching authority that can be held ulti-

mately responsible (Korioth 1997). If  a federal state 

is unable to perform a task due to financial difficul-

ties and a ‘federal crisis’ arises as a result, the ‘Bund’ 

has the final responsibility for the finances of  the 

state as ultima ratio (BVerfGE 86, 264, 116, 387). 

However, the member states have not bestowed the 

power on the European Union to cope with such a 

responsibility. More specifically, they still refuse to 

hand the power of  taxation over to the European 

Union.
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Secondly, the responsibility of the countries for one 

another, as a part of the constitutional financial ad-

justment, is based on the idea of federal equality 

(Korioth 1997). A federal state, which intends to pro-

vide every citizen of every state with public services to 

the same extent and quality (Wendt 2008, marginal 

no. 95), is only imaginable, if  the states are mutually 

obliged to support one another (Korioth 1997). But 

the representatives have not agreed to create such fed-

eral equality in all member states of the European 

Union (Häde 1996).

Not only major differences in the economy, society, 

law and culture of the member states prevents the 

mere consideration of achieving this goal. But also 

bringing about federal equality within the Union by 

transfer payments between member states, similar to 

the adjustment payments within the constitutional 

federal state, would contradict the principle of Euro-

pean integration:

The contracts are borne by the idea, that the member 

states remain politically autonomous and independ-

ent, retain their national identity and are committed to 

the Union (Art. 4 II EUV). The economic and social 

conditions within the member states are supposed to 

be improved and adjusted by a mutual market, the eco-

nomic- and monetary union, communitarisation of 

further policy fields (Art. 3, 4 AEUV) and by the dif-

ferent redistribution mechanisms of the cohesion poli-

cy (Häde 1996); a permanent alimentation of one state 

by the other would not harmonize with these ideas.

A feeling of togetherness between Europeans, which 

would carry redistribution over the monetary union 

and form the premise for it, may arise one day; there 

may even be an a ‘shape shift from national citizen sol-

idarity towards a citizen solidarity between strangers’ 

(Habermas) by legal means; however, such a feeling 

of togetherness does not exist at the moment.

The Union cannot enforce such redistribution by legal 

means (‘major coup’) (Fischer 2011) without a far 

stronger sense of community (Isensee 1998; regarding 

Europe – see Tomuschat 1987) among the member 

states of the Eurozone. Sooner or later, the population 

of formerly economically strong states would refuse to 

give those states their allegiances that are substantially 

overwhelmed by the process of such a policy (Di Fabio 

2012c). Such a development would not only endanger 

the ‘monetary union’ project, but would also destabi-

lise unity in Europe as a whole (Sinn 2012b).

Thus the claim by supporters of a transfer union, that 
only a monetary union that rules out the possibility of 
a member’s withdrawal is a strong monetary union 
that enjoys the financial market’s trust, is short-sight-
ed. On a permanent basis, this claim is dangerous, be-
cause the exact opposite is true: only a monetary un-
ion that grants solidarity in order to strengthen the 
self-reliance of its members, but does not rule out the 
possibility of insolvency and of withdrawal for states 
unwilling to implement reforms, can be expected to re-
main stable in the long run.
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SwiSS Role – what the 
euRozone Could leaRn 
fRom SwitzeRland

ChaRleS Beat BlankaRt*

The EU has tried to impose fiscal discipline on 

Eurozone members. However, this will not work un-

less it is very clear that Eurozone members getting into 

trouble will not be bailed out. The example of 

Switzerland demonstrates this.

Tax competition, but no debt-funded race to the bottom

Tax competition among Swiss cantons and municipal-

ities puts downward pressure on taxation. But canton-

al and municipal governments will not allow them-

selves to be steered towards a low-

tax policy at any price. Cantons 

will not incur debt to reduce tax-

es. Why is that? Why are Swiss 

cantons prudent while in other 

countries governments accumu-

late large debts? 

Often the budgetary responsibili-

ty is attributed to ‘debt brakes’ (or 

fiscal rules) that limit the annual 

and total indebtedness of central 

and many local governments. But 

debt brakes have been adopted 

also by the European Union for 

its member states in the Stability 

and Growth Pact of 1997 and in 

the subsequent Fiscal Compact. 

Compliance is, however, far from 

complete in the EU. 

Tables 1 and 2 summarise the fiscal performance of 

Swiss cantons and the Swiss federation, and compares 

it with that of the larger euro member states. In 

Switzerland, the annual deficits of federal, state and 

local governments were low, leading to a declining 

debt burden between 2002 and 2012 (Table 1). In the 

euro average, debt has increased from 2002 to 2014 

from 68.0 percent of GDP to 95.9 percent (see 

Table 2). 

Debt breaks plus bailout in the Eurozone

Why are debt brakes disregarded in the European 

Union and observed in Switzerland? Overspending is 

a general problem of democracies as they have a ten-

dency to spend too much and to postpone taxation 

into the future via government debt. 

Before the euro, EU member states had very different 

public debt accounts. Some had balanced budgets, low 

* Humboldt University Berlin and 
University of Lucerne. This article was 
firstly published by the Institute of 
Economic Affairs, London in 2015.

Table 2 
 
 
 

Deficits and surpluses in the EU according to Maastricht definition  
in larger euro countries 

 Government debt Annual financial balances 
2002 2014 2002 2014 

France  59.0 96.7 – 3.3 – 3.7 
Germany 60.6 76.1 – 3.8 + 0.2 
Greece 101.7 181.3 – 4.8 – 2.2 
Ireland 31.8 118.5 – 0.3 – 5.0 
Italy 105.4 133.2 – 3.2 – 2.8 
Netherlands 50.5 77.0 – 2.1 – 3.0 
Portugal 56.8 127.4 – 3.4 – 4.6 
Spain 52.6 98.0 – 0.3 – 6.1 
Euro area 68.0 95.9 .. .. 

Source: OECD Economic Outlook November 2013. 
 
	  

Table 2

Table 1 
 
 
 
 

Deficits and surpluses in Switzerland according to the Maastricht definition 

 2002 2007 2012 
Debt (% of GDP) 52.9 41.8 36.4 
Deficits and surpluses (% of GDP)  
   Total government – 0.1 1.3 0.0 
   Federal government – 0.7 – 0.5 0.1 
   Cantons 0.2 0.4 – 0.1 
   Local government 0.5 1.0 0.5 
   Social security 0.5 1.0 0.5 

Source: Swiss Federal Statistical Office. 

Table 1
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public debts, were reliable borrowers, were unlikely to 

devalue their currencies and therefore had low interest 

rates. However, others had large deficits, depended 

heavily on public borrowing, depreciating currencies 

and were less reliable borrowers facing higher interest 

rates. Though the latter governments were unreliable 

as borrowers they did not tend to renege on debt – 

they tended to relax monetary policy and allow their 

exchange rate to fall. The situation of these two 

groups of countries concerning interest rates is illus-

trated on the left hand side of Figure 1. Countries 

with good records such as Germany had low interest 

rates. Countries with lower ratings such as Greece had 

higher interest rates.

From the beginning of 1999, a number of EU member 

states irrevocably fixed their exchange rates and de-

clared the euro as their common currency. Any ex-

change rate risk seemed to be eliminated and few ex-

pected a member state to default on its debt. Therefore 

all government bonds had low interest rates which 

were very close together, see middle part of Figure 1.

As, however, the banking crisis appeared in the United 

States and spilled over to Europe, European investors 

began to ask: who is responsible if  one of the large 

banks in the EU falls into bankruptcy? The ecofin 

ministers wanted to calm the markets and decided on 

5 October 2008 that each member state was responsi-

ble for its own banks. Investors then correctly con-

cluded that Southern euro countries such as Greece, 

Italy, Spain, Portugal and, perhaps, France might be 

unable to carry the debt of their distressed banks in 

addition to their own government debt. Interest rates 

in these countries rose as can be seen on the right hand 

side of Figure 1.

After a series of meetings and initiatives, the ECB 

found a way of, in effect, guaranteeing the debts of the 

heavily indebted Eurozone countries. The joint bail-

out fund of the euro nations was too small to calm the 

market. However, eventually, the President of the 

ECB, Mario Draghi, proposed the ‘Outright 

Monetary Transaction Programme’ in 2012 which ef-

fectively guaranteed a full bailout to each government 

in fiscal distress regardless of whether it complied with 

the debt rules. This calmed the government bond mar-

ket. As a consequence interest rates of the heavily in-

debted countries fell (see the far right of Figure 1). 

The conclusion for individual euro members was 

clear: why should they comply with the debt rules 

brakes when a bailout would be available from the 

deep pocket of the ECB spending, in effect, taxpayers’ 

money?

Switzerland – the land of ‘no bailout’

The situation of Switzerland is different. While the 

ECB and some euro governments are large and have 

deep pockets to bailout smaller indebted members, 

Switzerland is a small country. The Swiss National 

Bank (which is Switzerland’s Central Bank) cannot af-

ford to act as a lender of last resort. It cannot afford to 

finance credibly a programme to bailout distressed 

federal and cantonal governments: it would lose its 

credibility. The external value of the Swiss Franc 

would decline on international markets and interna-

tional investors would stop buying Swiss federal and 

cantonal bonds or want higher interest rates. The fed-

eral and cantonal governments in Switzerland cannot 

count on the Swiss central bank bailing them out.

The no-bailout principle in 

Switzerland has the character of 

what can be called a ‘dynamically 

developing credence capital 

good’. This means that the belief  

that the policy will be followed 

grows through its application 

over time, and debases itself  when 

it is disregarded. Each application 

of the no-bailout rule strengthens 

the expectation that it will contin-

ue to be applied in the future. 

Therefore it is important that the 

no-bailout principle is continu-

ously applied. Once a bailout 

takes place it takes time for the 
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markets to believe that it will not happen again and 

borrowing costs rise. When the cantons of Bern, 

Solothurn, Geneva, Waadt, Appenzell Ausserrhoden 

and Glarus ran into severe financial difficulties due to 

the losses of their cantonal banks in the 1990s, they 

were left to their own devices. The question of whether 

the federal government would provide a financial in-

jection was not even raised. Instead, both the federal 

and cantonal governments acted on the assumption 

of the no bailout principle, according to which each 

canton is responsible for its own finances.

If  a financially distressed cantonal government ap-

proaches the federal government with a petition for a 

bailout, the federal government would simply reply: 

“we have both to survive as borrowers on the interna-

tional credit market. We both enjoy fiscal autonomy, 

you as a cantonal, and I as a federal borrower. We are 

free to choose, but we are responsible for our choices. 

If  I fail as federal government, nobody will come to 

rescue me. If  I bail you out, my creditworthiness is un-

dermined and I would have to pay interest at higher 

rates”. Fiscal autonomy buttresses the no bailout re-

gime. The cantons know that they take their own deci-

sions and are responsible for the consequences. 

The key to fiscal responsibility in Switzerland does not 

rest with balanced budget rules as such, but with a 

credible no-bailout position. The causality runs the 

other way. The fact that cantons will not be bailed out 

encourages them to have fiscal rules to stop the build-

up of debt. This sends a signal to capital markets and 

allows them to borrow on more favourable terms. 

Debt brakes have no value for their own. They are 

only helpful if  they are linked to a credible no bailout 

position. In the euro area the no-bailout clause of the 

Lisbon Treaty has gone. Therefore debt brakes cannot 

be credible and they contribute little to budget 

stability. 

It is not possible to substitute the no-bailout position 

by a better set of budget constraints and fiscal rules 

such as the Fiscal Compact. Both are necessary.

The problem that Eurozone faces now is that once ex-

pectations of ‘no-bailout’ have disappeared it is diffi-

cult to convince markets that the principle will be fol-

lowed again. Credit markets in systems with bailouts 

do not differentiate between good and bad borrowers. 

As such, the good borrowers, such as Germany, will 

suffer because of the weakening of the no-bailout po-

sition. Investors have no incentive to discover which 

jurisdiction is more and which is less reliable. 

Governments also have little interest in building up a 

good reputation. Disinterest on both sides of the mar-

ket drove interest rates towards convergence at a low 

level as represented on the right hand side of Figure 1.

No-bailout in practice

The significance of the no-bailout principle can hardly 

be illustrated more clearly than with the example of 

the bankruptcy of Leukerbad in 1998, a 1,400-inhab-

itant municipality in the Wallis canton. After a series 

of expensive investment projects mainly in the tourism 

industry, for which it ran up high debts, Leukerbad’s 

municipal council declared that it had run out of 

money: it could no longer service its debt.

Just as cantons in Switzerland cannot count on feder-

al support, local government cannot count on bail-

outs by cantons. Otherwise the Wallis canton would 

have had an incentive and an obligation to keep an eye 

on Leukerbad. Instead, it is the role of creditors – not 

higher levels of government to exert due diligence and 

monitor the loans. Given the unusually large volume 

of the debt (346 million Swiss francs) and the layered 

nature of the credit relationships (eight to ten credi-

tors), the control problem turned into a public-good 

problem. None of the creditors wanted to bear alone 

the costs of monitoring, so each creditor left the task 

to the next. Leukerbad’s financial situation deteriorat-

ed and led in 1998 to its insolvency.

What should the creditors do in such a situation? They 

could not break up the municipality as in a private 

bankruptcy procedure: only a few assets could be sold. 

Thus, they tried to have the Wallis canton assume the 

debt. The cantonal government, however, rejected any 

responsibility. The federal court in Lausanne, which 

was called upon to hear the matter, upheld the posi-

tion of the Wallis canton and dismissed the case filed 

by Credit Suisse First Boston and other creditors. The 

no bailout principle was applied unambiguously.

With this ruling, the court sent a clear signal. It is the 

responsibility of the creditors to perform due dili-

gence regarding their prospective borrowers’ actual 

creditworthiness. But how could the creditors access 

information regarding the borrower? This gap has 

been filled by the establishment of private rating agen-

cies which developed as a consequence of the Leuker-

bad judgement. The agencies assess the creditworthi-
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ness of municipalities on the basis of the state of their 
finances and possible bailout or no-bailout expecta-
tions as inferred from the constitution of the cantons. 
Ratings are also prepared regularly to give informa-
tion on the cantons’ fiscal state. This reduces the infor-
mation asymmetry between creditors and borrowers, 
which in turn contributes – and this is the key aspect 
– to overcoming the previous market failure and im-
proving the efficiency of the credit market. The can-
tons have an incentive to improve their ratings so that 
they can borrow at lower interest rates and, indeed, 
this has happened. Out of 26 cantons, seven have an 
AAA rating and fifteen an AA rating. If  the court had 
forced the Wallis canton to assume the Leukerbad 
debt, the ability of the market to allocate capital effi-
ciently would have been eroded, and the incentive to 
balance budgets would have been eliminated. 

Lessons for the Eurozone

The lessons for the Eurozone are clear. Fiscal disci-
pline is not possible without a strong no-bailout con-
stitutional provision which is observed and upheld. 
Creditors must know that when they lend to particular 
EU governments they bear the risk which is deter-
mined by the credit-worthiness of that government. It 
is from this starting point that fiscal discipline will fol-
low. There is no point directly imposing fiscal disci-
pline from above through limits on debt and borrow-
ing. Apart from the resentment this creates, it has not 
been and will not be effective in promoting sound fis-
cal policies.
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InnovatIons In World-WIde 
expert survey ‘Ifo World 
economIc survey’ – neW 
QuestIon on medIum-term 
InflatIon expectatIons

Johanna GarnItz and 

tImo Wollmershäuser*

In light of growing concerns about deflation in the 

euro area and amid debate over the present anchoring 

of inflation expectations, the Ifo Institute decided to 

extend the inflation-related questions in its worldwide 

expert survey ‘Ifo World Economic Survey’ (WES) 

last year. The quantitative question on the expected 

inflation rate in the current year and the qualitative 

question on the likely development in the next six 

months, which have both been asked since 1991 on a 

quarterly basis, were complemented as of the 4th 

quarter of 2014 by an additional quantitative question 

on the expected inflation rate in three to five years. The 

results of this question, which – like all other ques-

tions in the WES – refers to the country in which the 

experts surveyed are located, are published as individ-

ual data on countries, as well as aggregated data for 

important economic areas (like the euro area). This 

study aims to present the first results of the newly in-

troduced question.

New question on medium-term inflation expectations in 
the Ifo World Economic Survey

Since 1981 the objective of the Ifo World Economic 

Survey (WES) has been to draw as accurate a picture 

as possible of the current economic situation and out-

look in around 120 industrial, emerging and transfor-

mation countries. The 1,100 survey participants work 

for research institutes, universities, think tanks or fi-

nancial institutions like banks or insurance compa-

nies. Some respondents are affiliated to (industrial) 

companies or are representatives of associations or 

chambers of industry or trade. The WES panel is 

highly heterogeneous in terms of the institutions that 

its experts are affiliated to. However, this heterogenei-

ty, combined with widespread economic monitoring 

in a large number of countries, gives the WES results a 

certain added value compared to other business and 

expert surveys, which are either more homogenous in 

terms of the participating experts (due to the fact that 

only financial analysts are surveyed, for example) or 

because the focus lies only on certain countries or ag-

gregated data for economic areas (like the euro area, 

for instance). 

Very few surveys on medium-term inflation expecta-

tions have been launched to date. Since 1999, the 

Survey of Professional Forecasters (SFP) of the Euro-

pean Central Bank (ECB) asks quarterly for a point 

forecast of inflation over specific time horizons. This 

survey offers no data on individual member countries, 

but only for the euro area as a whole. The survey par-

ticipants are similar to WES, as they include experts 

from both financial and non-financial institutions. On 

average, the survey receives 58 responses, of which 

mean, median and a frequency distribution of the 

point forecasts are published. Consensus Economics 

also publishes a survey-based indicator of inflation ex-

pectations. The survey respondents are prominent fi-

nancial and economic forecasters. The survey is con-

ducted on a monthly; however long-term forecasts are 

only available as special surveys on a bi-annual basis 

in April and October respectively. The content of 

these surveys are point forecasts on inflation for indi-

vidual countries, but also for the euro area as a whole 

for several time horizons (current year, as well as five-

year horizons). Unlike the SPF, Consensus provides 

an additional time horizon after the fifth year as a 

long-term projection for the 6–10 year period average. 

The number of institutions polled varies across coun-

tries and ranges from 14 to 30. The Consensus survey 

covers about 85 nations in industrialised countries, 

Eastern Europe, Asia Pacific and Latin America. 

However, these data are difficult to access. As far as 

data providers like Reuters’ Datastream is concerned, * Ifo Institute.
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an additional fee-based subscription is necessary to 

obtain detailed data. 

This overview highlights the need for additional sur-

vey-based indicators for medium-term inflation dy-

namics: 1) for a wider range of countries, 2) on a high-

er frequency and 3) available to a wider public. With a 

very broad-based expert panel, which includes all 

Eurozone countries and covers all regions of the 

world, the Ifo Institute hopes to be able to successfully 

fill this gap and to provide added value to the existing 

survey-based indicators for medium-term inflation 

expectations.

The relevance of medium-term inflation expectations

Interest in the quantification of medium-term infla-

tion expectations has increased significantly over the 

past two decades. One of the reasons for this might be 

the decision of many central banks worldwide to focus 

their monetary policy on price stability, the so-called 

inflation targeting framework. The idea of this strate-

gy is to make public the objective of monetary policy 

by defining a definite target value for the inflation rate. 

The Bank of New Zealand, which already concentrat-

ed its mandate to achieve a quantitative inflation tar-

get in 1990, is one of the pioneers of such inflation 

targeting. Canada successfully implemented this strat-

egy one year later; while Britain, Sweden and Finland 

followed suit in 1992 and Spain in 1994. The European 

Central Bank has also oriented its monetary policy to-

wards the objective of price stability since the begin-

ning of its activity in 1999. The ECB’s Governing 

Council sees such stability as guaranteed if  the in-

crease in consumer prices is below, but close to 2 per-

cent. In the United States and in Japan public an-

nouncements of a definite target for the inflation rate 

were first introduced in the years after the recent world 

financial crisis. According to an overview of the web-

based platform ‘Central Bank News’ (http://www.cen-

tralbanknews.info/), central banks in 55 countries or 

monetary areas (EMU, West African Economic and 

Monetary Union) are currently pursuing inflation tar-

geting frameworks.

Besides an orientation of monetary policy towards a 

definite target for inflation, an additional element of 

the inflation targeting frameworks is the notion that 

inflation does not need to be held at the target rate at 

each point in time, but that short-term deviations are 

in line with the central bank’s mandate. The idea be-

hind this is that central banks are simply unable to en-

counter unexpected changes in the level of consumer 

prices, which might for example be caused by sudden 

changes in commodity prices. For this reason, many 

central banks define a ±1.0 percentage target range, 

within which the inflation rate is allowed to float. 

Others, like the ECB or the Bank of England for ex-

ample, limit their monetary policy to a definite target 

value, but explicitly state that this target has to be 

achieved only within a certain time horizon, due to the 

fact that monetary measures have a lagging effect.1 

The ECB, in particular, highlights, that its mandate 

consists of achieving an increase in consumer prices in 

the European Monetary Union of below, but close to 

2 percent, over the medium term (European Central 

Bank 2011). What is not clear is how long the medium 

term actually is in the central bank’s view.

In light of this medium-term element of the inflation 

target, the evaluation of central bank’s monetary poli-

cy is carried out by using medium-term inflation ex-

pectations. They serve as an indicator of the credibili-

ty of a central bank’s inflation target. By studying the 

ECB’s bulletins, the most likely definition of a medi-

um-term time horizon is consistent with a five-year 

horizon. In its communications, for example, the ECB 

emphasises the inflation expectations in five years, 

which are part of its own Survey of Professional 

Forecasters (European Central Bank 2012). As long 

as the expectations of economic agents are well an-

chored at the value of the inflation target, the inflation 

target is implicitly included as an expected price in-

crease in the setting of perennial nominal contracts 

(wage, rental or credit agreements). The more such 

contracts are concluded, the higher the probability 

that the inflation rate in the medium-term indeed 

meets the inflation target. Should inflation expecta-

tions be out of line with the central bank’s target over 

longer periods of time, nominal contracts would be 

adjusted accordingly and the realised inflation rate 

would move away from this target. The central bank 

would have to react with rigorous and probably costly 

measures to this kind of de-anchoring process to re-

gain its credibility.

1 The Bank of England states on its website: “a target of 2 percent 
does not mean that inflation will be held at this rate constantly. That 
would be neither possible nor desirable. Interest rates would be chang-
ing all the time, and by large amounts, causing unnecessary uncertain-
ty and volatility in the economy. Even then it would not be possible to 
keep inflation at 2 percent in each and every month. Instead, the 
MPC’s [Monetary Policy Council’s] aim is to set interest rates so that 
inflation can be brought back to target within a reasonable time peri-
od without creating undue instability in the economy” – see http://
www.bankofengland.co.uk/monetarypolicy/Pages/framework/frame-
work.aspx. 
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Selected results of medium-term inflation ex pec tations

In the Ifo World Economic Survey of the 4th quarter 
2014 experts were asked for the first time about their 
medium-term inflation expectations. The question, 
mainly answered by the experts in the first two weeks 
of the first month in the respective quarter, is as fol-
lows: “The expected rate of inflation in 3 to 5 years 
will be _ percent”.2 The country results (mean, medi-
an, number (N) of respondents for each country, mini-
mum and maximum, as well as standard deviation) of 
the medium-term inflation expectations of both sur-
veys can be found in Table 1. The euro area aggregate 
was calculated as a weighted average by using the 
share of foreign trade in the total world trade, as usual 
in the WES. 

Medium-term inflation expectations for individual 
countries in the euro area are very heterogeneous and 
range from just above 1 percent in Greece, Cyprus 
and Portugal to way over 2 percent in the Baltic 
States in the most recent survey. On average, experts 
expect the inflation rate to be 1.6 percent in the euro 

2 To ensure a better comparability with other surveys, the observed 
time horizon will be five years as of the 2nd quarter 2015: “The ex-
pected rate of inflation in 5 years will be _ percent”.

area in the years 2018 to 2020 and thus broadly in the 
target objective of  the European Central Bank of  be-
low, but close to 2 percent. In short, future price in-
creases will be lower in the euro crisis’ most afflicted 
countries than in the core and in Eastern European 
member countries. These different inflation dynam-
ics make an important contribution to restoring the 
relative price competitiveness within the currency 
union. 

Out of the 250 experts’ responses in euro member 
countries, a frequency distribution for the expected in-
flation rate in the euro area can be constructed. In a 
first step, a relative frequency distribution for each 
member country is generated. In a second step, this 
distribution is weighted with the respective share of 
foreign trade, which, in a last step, is aggregated to a 
frequency distribution for the euro area. On the one 
hand, this procedure provides information on the un-
certainty of survey participants with regard to future 
inflation rates. The wider (or flatter) the distribution, 
the more widespread the average deviation of the re-
sponses from the average expected inflation rate 
(1.6 percent) and thus the more hesitant experts are 
about the rates in three to five years. The degree of this 
uncertainty is the standard deviation of the distribu-

Table 1 
Medium-term inflation expectations for selected countries in % 

  
  

Mean Median N (Number) Min Max 
Standard 
deviation 

IV/14 I/15 IV/14 I/15 IV/14 I/15 IV/14 I/15 IV/14 I/15 IV/14 I/15 
Austria 1.8 1.8 1.9 1.8 16 13 0.9 1.5 2.6 2.5 0.4 0.3 
Belgium 1.5 1.4 1.5 1.3 17 18 0.5 0.5 2.0 2.0 0.5 0.5 
Cyprus 1.3 1.3 1.3 1.3 2 2 1.0 1.0 1.5 1.5 0.4 0.4 
Estonia 2.4 3.3 2.4 3.3 2 2 1.7 3.0 3.0 3.5 0.9 0.4 
Finland 1.6 1.5 1.6 1.5 23 22 0.6 0.2 2.5 2.0 0.4 0.4 
France 1.4 1.4 1.3 1.0 14 12 0.8 0.8 2.5 3.0 0.5 0.7 
Germany 1.8 1.7 1.8 1.5 48 43 0.5 1.0 5.0 5.0 0.6 0.6 
Greece 1.5 1.2 2.0 1.1 11 11 – 1.0 – 1.0 3.0 2.0 1.1 0.9 
Ireland 1.4 1.7 1.5 2.0 4 3 1.0 1.2 1.6 2.0 0.3 0.5 
Italy 1.5 1.4 1.5 1.2 21 17 0.7 0.6 3.0 2.5 0.7 0.5 
Latvia 2.9 2.6 2.3 2.3 13 12 2.0 1.0 6.0 7.0 1.2 1.6 
Lithuania 2.2 2.6 2.0 3.0 7 6 1.0 1.5 3.5 3.0 1.0 0.7 
Luxembourg 1.9 1.9 2.0 1.8 4 4 1.5 1.5 2.0 2.4 0.2 0.4 
Netherlands 1.8 1.6 2.0 1.5 16 18 1.5 1.0 2.0 2.0 0.3 0.4 
Portugal 0.9 1.3 1.0 1.5 12 15 – 0.5 – 1.0 1.8 2.0 0.7 0.8 
Slovakia 2.2 2.2 2.0 2.0 12 12 1.0 1.5 5.0 5.0 1.1 0.9 
Slovenia 1.7 1.9 1.7 1.7 6 6 1.0 1.0 3.0 4.0 0.8 1.1 
Spain 1.6 1.6 1.5 1.5 32 35 0.5 0.5 3.0 4.0 0.6 0.7 
Euro area 1.6 1.6 1.6 1.4 260 251 – 1.0 – 1.0 6.0 7.0 0.6 0.6 
Japan 1.7 1.3 1.6 1.5 29 27 0.5 0.0 5.0 3.0 0.9 0.6 
UK 2.4 2.1 2.1 2.0 11 10 1.8 1.1 4.0 3.0 0.6 0.6 
USA 2.4 2.3 2.1 2.0 24 24 1.0 1.4 5.0 3.3 0.9 0.5 
Switzerland 0.9 1.0 0.9 1.0 16 16 0.4 0.0 2.0 2.0 0.4 0.6 
Note: For Malta, which is member of the European Currency Union since 2008, no survey responses are available.  

Source: Ifo World Economic Survey (WES) IV/2014 and I/2015. 
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tion, which resulted in 0.6 percentage points in both 

survey waves. On the other hand, the frequency distri-

bution also contains information on the asymmetry of 

the distribution. Figure 1 shows that the distribution 

of medium-term inflation expectations is steeper on 

the left-hand side of the middle interval (1.4 percent to 

1.8 percent) than on the right-hand side, compared to 

a symmetric normal distribution. Two conclusions 

can be drawn from this left-steep (or right-skewed) 

distribution. On the one hand, a majority of experts 

expects inflation rates in the range between 0.5 percent 

and 1.3 percent to be more likely than rates ranging 

from 1.9 percent to 2.3 percent. This information is 

certainly highly relevant to the European Central 

Bank, which justifies its decision to make monthly as-

set purchases worth a total of 60 billion euro with in-

creasing downside risks for its price stability objec-

tive.3 On the other hand, there are more survey re-

sponses at the higher end of the distribution (above 

2.9 percent) than at the lower end (up to 0.3 percent). 

Even if  any deflation expectations are of no impor-

tance, there are still some experts who expect inflation 

rates to be far higher than the inflation target of the 

ECB. 

For Japan experts assume, that the deflation that stub-

bornly prevailed between 1999 and 2013 will not per-

sist. After the inflation rate reached positive ground by 

rising to 2.7 percent last year, economic experts seem 

3 The decision to announce an expansion of the asset purchase pro-
gramme on January 22, 2015, was justified by the ECB as follows: 
“The Governing Council took this decision in a situation in which 
most indicators of actual and expected inflation in the euro area had 
drifted towards their historical lows. As potential second-round ef-
fects on wage and price-setting threatened to adversely affect medi-
um-term price developments, this situation required a forceful mone-
tary policy response” (see European Central Bank 2015).

to be convinced that the policy 

change of the Bank of Japan in 

2013 will lead to a sustained 

increase in inflation rates. The 

Bank of Japan introduced an 

inflation target of 2 percent in 

January 2013 and announced a 

considerable expansion of its 

asset purchase programme in 

April 2013. According to the 

latest WES results, inflation 

expectations for 2018–2020 are at 

1.3  percent (after 1.7 percent in 

October 2014) and none of the 27 

experts surveyed expect negative 

inflation rates in the medium 

term. 

In Britain and the United States the risk of a de-

anchoring of the medium-term inflation expectations 

seem to be low. WES experts expect the inflation rate 

to be 2.1 percent (UK) and 2.3 percent (US) in the 

period 2018–2020. These expectations are in line with 

the quantitative inflation target of 2 percent, which is 

pursued by the central banks of both countries.4 For 

Switzerland WES participants expect inflation rates 

of around 1 percent in the medium term. This 

expectation is closely aligned with the Swiss Central 

Bank’s inflation target, whose definition is an increase 

in consumer prices of less than 2 percent per year. 

While in many industrialised countries the danger of 

deflation was apparent in the years after the world 

financial crisis, a series of central banks in emerging 

markets are concerned about inflationary tendencies. 

Figure 2 shows that survey participants mainly in 

Russia and Ukraine have medium-term inflation 

expectations that are significantly higher than the 

respective central bank’s inflation targets. The 

situation is similar in Uruguay, Kenya, Sri Lanka and 

Turkey. In Russia and Ukraine deep uncertainty over 

the conflict between these countries plays a major role, 

which is also reflected by a high standard deviation of 

the inflation expectations in 2018–2020 in both 

countries. Not quite as pronounced is the deviation 

from the inflation target in South Africa, the Philip-

4 Contrary to common practices, the Federal Reserve in the United 
States has expressed an inflation target for the deflator of private con-
sumption. Conceptually, this inflation measure lies on average 0.4 per-
centage points below the inflation rate, which results from the basis of 
the consumer price index (McCully et al. 2007). Due to the fact that in 
all countries covered by WES the changes in the consumer price index 
are of interest, a reduction of the WES inflation expectations of 
about 0.4 percentage points would be necessary by comparing them 
with the inflation target of the Federal Reserve. 
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pines and Mexico. Here, inflation expectations are 
about one percentage point above the inflation target 
of the respective central banks. India is currently the 
only country in which the medium-term inflation 
expectations are more than one percentage point 
below the central bank’s inflation target. The objective 
was introduced by the Reserve Bank of India in the 
beginning of last year. 

Concluding remarks 

By introducing the new question on medium-term in-
flation expectations in its WES the Ifo Institute is 
making an important contribution to the economic 
policy debate. The survey is conducted on a quarterly 
basis and covers about 120 industrialised, emerging 
and developing countries, including nearly all member 
countries of the euro area. In contrast to the ECB’s 
Survey of Professional Forecasters, data for the euro 
area is aggregated from the individual member coun-
tries. Thus, the WES provides additional country-spe-
cific information, which is of great economic policy 
importance, given the high degree of heterogeneity in 
the common currency area. A comparable informa-
tion basis is only provided by the survey of Consensus 
Economics, which offers country individual and medi-
um-term forecasts for about 85 countries. However, 
the data for medium-term inflation expectations are 
only available on a bi-annual basis and results are lim-

ited to the participants or only accessible by addition-
al fee-based subscriptions. The WES also provides ad-
ditional information in so far as that it covers develop-
ing countries in Africa.
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The Foolhardy QuesT For a 
european GooGle 

sami mahroum*

In a recent article in The Wall Street Journal,1 it was 

said that every time California-based Apple sells an 

iPhone, Japan-based Sony makes a profit. Sony, as the 

world’s largest supplier of image sensors, generates 

revenues through other vendors of mobile devices fit-

ted with digital cameras. And Sony is not the only 

Japanese company to benefit from the sales of Apple 

products; every time Apple sells an iPad device, 

Toshiba, a Japanese company, that makes the hard-

drive for the iPads, generates revenues too. These types 

of technologies are enabling technologies, i.e. technol-

ogies that allow third parties to innovate and design 

solutions that are not possible without their inputs. In 

fact, according to some calculations, Apple captures 

only 30 percent of the direct value generated from the 

sale of one iPad.2 According to this research, while 

Apple is the biggest beneficiary of the sales of its 

products, Korean companies LG and Samsung come 

second.

This value does not have to be integrated into the ac-

tual supply-chain of the device’s design and manufac-

ture to benefit from its sales. TomTom, the Dutch sat-

ellite navigation company, provides Apple with its 

maps, and hence also turns a profit every time an iP-

hone or iPad is sold. Skype, another Europe-based 

company that is part of US-based Microsoft, now has 

its fortunes tied to the sales of Microsoft products. 

Rovio, Supercells, and other gaming companies that 

use mobile devices as their platforms are another 

breed of companies that create value indirectly 

through the sales of US, Korean and other manufac-

turers of mobile devices. Similarly, UAE-based 

Mubadala, which owns GlobalFoundries, a semi-con-

ductor company that reportedly has 13,000 employees 

1  See www.wsj.com/articles/how-sony-makes-money-off-apples-iphone- 
1430274602.
2  See www.pcic.merage.uci.edu/papers/2011/Value_iPad_Iphone.pdf.

across three continents, makes money every time its 

chips are loaded onto computer devices, regardless of 

their country of manufacture. Alcatel, Ericsson, 

Nokia and Siemens are all companies that continue to 

benefit from and make money from the sales of mo-

bile devices, even if  they no longer manufacture the 

devices themselves. 

These examples are manifestations of two increasingly 

dominant and complementary developments. Firstly, 

as technology-driven competition intensifies, large 

high-tech companies ironically become more – as 

Pavitt (1984) put it – supplier-dominated. In these in-

dustries big dominant companies grow to benefit from 

economies of scale and, in due course, become more 

production-intensive. While they continue to generate 

their own process and design innovations, they also 

grow bigger in their dependence on external sources of 

technology and innovation suppliers. The latter makes 

it necessary for companies to look outside to source 

new knowledge and technologies from around the 

world, subsequently globalizing their supply chain. 

The automotive industry was perhaps the first to pay 

attention to the changes underway and has led the de-

velopment and integration of global value chains. As 

supply chains become more integrated with supplier-

producers beginning to co-design and co-develop the 

necessary components, they become value-adding 

chains. Today, such global value chains tie the eco-

nomic fates of countries and regions together. A re-

cent paper by Amador and Cabral (2014) provides an 

excellent review of this phenomenon. The authors de-

scribe global value chains as “mostly about combining 

value added from different sources” and that they are 

a phenomenon that “cannot be perfectly understood 

under the classical concept of comparative advantages 

applied to countries and broad sectors”. From an in-

dustrial policy perspective, now largely referred to as 

innovation policy, the most relevant question is, there-

fore, what should be done to maximise the integration 

and contribution of local economic agents to global 

value chains? Some companies have grown so big that 

they now represent global value chains to a greater ex-

tent than mere domestic firms. Companies like Apple, 

Google, and Microsoft are like football clubs, affiliat-

* INSEAD Innovation and Policy Initiative, Abu Dhabi
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ed with certain places, but composed of different na-

tionalities. The smaller supplier companies that make 

up a significant part of their global value chains come 

from different countries and play an equally, if  not 

more important, role in sustaining the competitive 

edge of the larger companies.

Policymakers concerned with the question of eco-

nomic competitiveness would do well to think of ways 

to increase the integration of their regions into global 

value chains, rather than aiming to create home-grown 

ones. The latter point is particularly relevant for the 

ongoing policy debate outside the United States, espe-

cially in Europe, in terms of the necessity to breed 

home-grown Googles and Apples. The unrelenting de-

sire of European policymakers to create European 

Googles and Apples has eclipsed the continent’s enor-

mous success over the past decade in terms of plug-

ging itself  into emerging global value chains in ICT, 

while preserving its traditional home-grown global 

value chains in automotive, chemicals, pharmaceuti-

cals, aviation, and luxury products. In fact, Europe 

has being doing rather very well in the division of la-

bour along global value chains. According to the 

European Tech Exits Report (2014), in 2014 alone, 

there were 385 European high-tech exits totalling 80 

billion euros, with US companies Google, Facebook, 

and Microsoft as the top acquirers (37 percent of total 

acquisitions).3 The biggest acquisition was made by 

Google, of UK-based tech company DeepMind. 

Germany and Britain represented the bulk of the ex-

its, which comes as no surprise given that they are two 

of the three largest economies in the EU. Interestingly, 

only a minority (130 vs 228) of these firms were ven-

ture capital-funded, suggesting that the lack of VC is 

not detrimental to the successful emergence of tech 

start-ups. 

Adopting a global value chain approach to economic 

competitiveness will elicit a different judgement of the 

performance of European high-tech start-ups. The 

latter’s acquisition by global players indicates that 

they are now successfully integrated in global value 

chains and are operating as conduits for value capture 

for their home locations. As European businesses can-

not compete internationally on the basis of cost, nor 

on the basis of a large-scale domestic lead market (like 

the United States), Europe’s best bet is on small to me-

dium-size, knowledge-intensive, specialised supplier 

companies. Policy thinking therefore needs to adapt to 

the new reality of economic performance. Locations 

3  http://tech.eu/inside/4367/tech-eu-european-tech-exits-report-2014/.

are no longer home bases, but points of integration in 
global assembly lines. 

From a locational perspective, a greater emphasis is 
therefore needed on identifying new pillars of compet-
itiveness. In some places, these pillars will be the cost 
of doing things, in others they will be the convenience 
of living and working, or the calibre of institutions, 
workforce, and infrastructure, or the prowess of the 
creative talent; or simply the presence of a particular 
legacy community of users or producers of some sort. 
These five pillars, which I refer to as the 5Cs in my 
forthcoming book: The Black Swan Start-Up: 

Understanding the Success of Technology Business in 

Less Likely Places (Palgrave MacMillian, March 

2016), can individually, collectively, or configured in 
multiple formations, generate what some have called a 
place surplus (see e.g. Bolton 2002): namely the extra 
utility an individual or a firm accrues from being ac-
tive in a particular locality after deducting all the costs 
associated with being there. This surplus can be ac-
crued in the form of a cost saving, the convenience of 
business operations, superb calibre, unique creativity, 
and/or community embeddedness. 

So why try to recreate new world-class football clubs 
when you can have many of your players play on some 
of the best teams in the world? Technology firms are 
more like football clubs than national football teams. If  
you want to beat the competition, send your players to 
play on top teams. As the last world cup showed, 
Brazilian football is more famous for its individual bril-
liance than for its collective team. In the technology 
business, the situation is increasingly the same. Top au-
tomotive, space and ICT companies depend on the bril-
liance of component suppliers from around the world. 
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Fiscal consolidation in 
Germany: Gain without 
Pain?

christian Breuer*

The mystery of fiscal consolidation

10 years ago, when Angela Merkel came to power, 

Germany was seen as the ‘sick man of  Europe’ (see 

Sinn 2007; Dustmann et al. 2014). In 2005, when oth-

er countries like Spain achieved fiscal surpluses and 

public debt in Spain stagnated at a level of  40 percent 

per GDP, Germany missed the Maastricht fiscal tar-

get to keep its deficit at a level of  3 percent of  GDP 

for five consecutive years. Recently, with a large share 

of  the Eurozone stuck in a fiscal crisis, Germany bal-

anced its budget at the general government level for 

the third time since 2012 and in 2014 its government 

shows a structural surplus of  approximately one per-

centage point of  GDP (Figure 1). In 2014 the 

German finance minister Wolfgang Schäuble even 

reported the first balanced federal budget since 1969. 

The suddenly balanced German government budget 

in the midst of  the European fis-

cal crisis was surprising from the 

point of  view of  other countries 

that are struggling with excessive 

deficits and debt levels. Other 

European countries have not 

been able to cut deficits even with 

harsh consolidation measures 

and in cases where they have at-

tempted to do so, GDP has de-

creased, leading to a vicious cir-

cle of  increasing debt to GDP ra-

tios. How did Germany consoli-

date its public finance? Did 

Angela Merkel enact harsh con-

solidation measures?

Gain without pain

Recent contributions highlight the fact that public fi-

nances in Germany are currently benefiting from vari-

ous extraordinary factors that are predominantly re-

lated to temporarily low expenditure and windfall 

profits. For instance, low interest expenditure on 

German government debt, the favourable labour mar-

ket conditions during an extraordinary cyclical situa-

tion, low expenditure on government investment, as 

well as low expenditure on monetary transfers as a re-

sult of a temporarily supporting demographic situa-

tion (See also Breuer 2012; Boysen-Hogrefe 2013). It 

is possible to assess the quantitative effect of these ar-

guments with a view to the general government budg-

et in Germany.

Since 2002, the German government has reduced its 

deficit by approximately 5 percentage points as a ratio 

to GDP. This corresponds to a slow, but long-lasting 

consolidation of 0.4 percentage points per year. It is 

conceivable that this improvement is related to cyclical 

factors, however, the cyclically-adjusted budget bal-

ance also improved by 5 percentage points (Figure 1).1 

1  Standard methods to adjust for cyclical effects control for the ef-
fect of the output gap on the government budget, however, the output 
gap is estimated to be relatively low in 2002 as well as in 2014. In this 
article I use the strategy proposed by Girouard and André (2005) and 
Mourre et al. (2013) to adjust for cyclical effects. Estimations for po-
tential output are obtained from BMWI/BMF (2015). Structural ex-
penditures are corrected for one-offs in 1995, 2000, and 2010.

* Ifo Institute

-10

-8

-6

-4

-2

0

2

1991 1993 1995 1997 1999 2001 2003 2005 2007 2009 2011 2013

Government budget balance

Cyclically-adjusted government budget balance, adjusted for one-offs

General government budget balance as a ratio to GDP

 

Source: Destatis; own calculations.

% 

Figure 1



51 CESifo Forum 2/2015 (June)

Spotlight

A number of studies suggest that the German govern-

ment profited from the reduced expenditure on inter-

est payments on its government debt. Interest expend-

iture on German government debt decreased from ap-

proximately 3 percentage points in 2002 to 1.8 percent 

in 2014, while debt per GDP increased from 59 to 75 

percent of GDP. This bird’s eye view suggests that – in 

comparison to the pre-crisis interest rates in 2002 – the 

government budget balance improved by approxi-

mately 1.5–2 percentage points of GDP or 45 to 60 

billion euros. Nevertheless, interest rates are only one 

contributing factor and may explain only a share of 

the reduction in structural government deficits.2

Reforms of the welfare system 

The structural primary surplus, excluding interest ex-

penditure and controlled for cyclical effects, has also 

improved by approximately 4 per-

centage points. It changed from a 

deficit of 1.1 percent of GDP in 

2002 into a surplus of 2.9 percent 

in 2014. The predominant share 

of this structural consolidation is 

related to expenditure, rather 

than revenue (Figure 2). On the 

one hand, tax revenue increased 

slightly, particularly the ratio of 

direct taxes per GDP increased 

since 2010, however, the ratio of 

social insurance contributions per 

GDP decreased (Figure 3), so 

2 See also Boysen-Hogrefe (2012); and 
Breuer et al. (2012) on how decreasing in-
terest rates affect federal interest expendi-
tures in Germany.

that cyclically adjusted total gov-

ernment revenues have increased 

only slightly (by approximately 

1 percent of GDP since 2002). 

The predominant share of fiscal 

consolidation is related to de-

creasing government expenditure. 

Figure 4 shows the structural 

components of government ex-

penditure as a ratio to potential 

GDP. Monetary transfers in par-

ticular decreased from a level of 

18 percent of GDP in 2002 to 

15.3 percent in 2014, which can be 

traced back to reforms of the wel-

fare system made during the peri-

od 2001 and 2005. These reforms were constructed to 

reduce expenditure on long-term unemployment (over 

one year) and pension benefits.3

It is obvious that the reduction in social spending be-

tween 2002 and 2014 is influenced by these reforms. 

For example, the cuts in unemployment benefits for 

the long-term unemployed (above one year) lead to an 

immediate reduction in transfer payments and the 

subsequent reduction in unemployment decreased so-

cial expenditure once again.

The reforms made in the pension system have also 

been effective in the long-run.4 After the reforms, the 

3 See Breuer, Gottschalk and Ivanova (2011) for a discussion of the 
fiscal consolidation program in 2003. 
4 A number of reforms were enacted during 2001 and 2007, see e.g. 
the introduction of a ‘sustainability factor’, the taxation of pension 
benefits, the introduction of the ‘Riester factor’, as well as the increase 
in the regular pension age.
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adjustments of nominal pension 

benefits did not exceed inflation 

rates for a long time, leading to a 

negative adjustment of real pen-

sion benefits for ten consecutive 

years (Figure 5).5 Beyond these 

discretionary measures other fac-

tors might matter to the recent 

development of pension benefits, 

like, for example, the cyclical situ-

ation and the weak development 

of wages and salaries since – ac-

cording to the German pension 

formula – the nominal adjust-

ment of pensions is based on the 

development of wages and sala-

ries during the preceding years. 

As a result, pension benefits de-

creased during 2002 and 2015 by 

1.2 percentage points as a ratio to 

potential GDP, while the old-age 

dependency ratio as a natural 

proxy for pensions increased by 

3½ percent (as a ratio to total 

population), pointing to a large 

scale cut in average pensions dur-

ing this period (Figure 6).

Concluding remarks

Different factors contributed to 

the recent favorable state of pub-

lic finance in Germany. Firstly, 

low interest rates extensively con-

tributed to the improvement in 

the German government budget. 

Property income paid by the 

German general government de-

creased by approximately 1½ to 

2 percent of GDP or 45 to 60 bil-

lion euros per year. Secondly, be-

yond beneficial interest rates, a 

substantial share of recent fiscal 

consolidation in Germany is 

achieved by reductions in mone-

tary social transfers that are relat-

ed to reforms made in the period 

2001 to 2005. Altogether, mone-

5  The inflation-adjusted increase in pension 
benefits is the nominal increase in July of 
year t net of the annual inflation rate in the 
previous year t-1.
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tary social transfers decreased by approximately 3 per-
centage points as a ratio to GDP or by 80 billion eu-
ros. It is inappropriate to assume that Germany did 
not enact reforms at all, even though, the reforms 
made in Germany were implemented a long time ago. 
These reforms have a few similarities with the recent 
consolidation episodes in Southern Europe. For ex-
ample, the reforms were accompanied by a political 
crisis in which the governing social democratic party 
faced an inner-party conflict, a new left-wing party 
was established, and the prematurely arranged elec-
tion in 2005 led to a deselection of the red-green cabi-
net of chancellor Schröder. Angela Merkel benefited 
from the loss of the social democrats and in 2005 she 
received a narrow majority in the new established 
grand coalition. In this sense Angela Merkel can be 
regarded as a product rather than an executer of 
austerity. 
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The annual growth rate of M3 increased to 5.3% in April 2015, from 4.6% in March 
2015. The three-month average of the annual growth rate of M3 over the period from 
February 2015 to April 2015 also increased to 4.7%, compared to 4.2% in the period 
from January 2015 to March 2015.

Between April 2010 and July 2011 the monetary conditions index remained rather sta-
ble. This index then continued its fast upward trend since August 2011 and reached its 
peak in July 2012, signalling greater monetary easing. In particular, this was the result 
of decreasing real short-term interest rates. In April 2015 the index continued its up-
ward trend, initiated in May 2014.

In the three-month period from March 2015 to May 2015 short-term interest rates 
decreased: the three-month EURIBOR rate declined from 0.03% in March 2015 to 
– 0.01% in May 2015. On the other hand the ten-year bond yields increased from 0.19% 
to 0.49% in the same period. The yield spread reached 0.50% in May 2015, up from 
0.16% in March 2015.

The German stock index DAX decreased in May 2015, averaging 11,414 points com-
pared to 11,454 points in April 2015. The Euro STOXX also declined from 3,616 to 
3,571 in the same period of time. On the other hand, the Dow Jones International in-
creased, averaging 18,011 points in May 2015, compared to 17,841 points in April 2015.
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* The industrial confidence indicator is an average of responses (balances) to the questions on pro-
duction expectations, order-books and stocks (the latter with inverted sign).
** New consumer confidence indicators, calculated as an arithmetic average of the following ques-
tions: financial and general economic situation (over the next 12 months), unemployment expecta-
tions (over the next 12 months) and savings (over the next 12 months). Seasonally adjusted data.

In May 2015, the industrial confidence indicator increased by 0.4 in the EU28 and by 
0.2 in the euro area (EA19). On the other hand, the consumer confidence indicator de-
creased by 1.8 in the EU28 and by 0.9 in the EA19.

Managers’ assessment of order books reached – 10.7 in May 2015, compared to – 10.0 
in April 2015. In March 2015 the indicator had amounted to – 11.1. Capacity utilisa-
tion reached 81.2 in the second quarter of 2015, slightly increased from 81.0 in the first 
quarter of 2015.

According to the second Eurostat estimates, GDP grew by 0.4% in both the euro area 
(EA19) and the EU28 during the first quarter of 2015, compared to the previous quar-
ter. In the fourth quarter of 2014 the growth rates were 0.4% in both areas. Compared 
to the first quarter of 2014, i.e. year over year, seasonally adjusted GDP rose by 1.0% in 
the EA19 and by 1.5% in the EU28 in the first quarter of 2015.

In May 2015 the Economic Sentiment Indicator (ESI) remained unchanged in both the 
euro area (at 103.8) and the EU28 (at 106.4). In both the EU28 and the EA19 the ESI 
stands above its long-term average.
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Euro area (EA19) unemployment (seasonally adjusted) amounted to 11.1% in April 
2015, down from 11.2% in March 2015. EU28 unemployment rate was 9.7% in April 
2015, stable compared to March 2015. In April 2015 the lowest unemployment rate was 
registered in Germany (4.7%), while the rate was highest in Greece (25.4%) and Spain 
(22.7%).

Euro area annual inflation (HICP) was 0.3% in May 2015, up from 0.0% in April 2015. 
A year earlier the rate had amounted to 0.5%. Year-on-year EA19 core inflation (ex-
cluding energy and unprocessed foods) increased to 0.86% in May 2015, from 0.65% 
in April 2015.

The Ifo Economic Climate Indicator for the euro area (EA19) sharply grew to 
129.2 points in the second quarter of 2015 from 112.7 points last quarter. The index 
rose to a level last seen prior to the outbreak of the world financial crisis and signifi-
cantly above its long-term average of 106.1 points. Both assessments of the current 
economic situation and the six-month economic outlook brightened considerably. The 
euro area’s economy is experiencing a clear upturn.

The exchange rate of the euro against the US dollar averaged approximately 1.09 $/€ 
between March 2015 and May 2015. (In February 2015 the rate had amounted to 
around 1.12 $/€.)
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