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Introduction

At the fourth Session of the WTO’s Ministerial Conference, held at Doha in November 2001, WTO Members agreed to launch negotiations on foreign investment after the 5th Session of the Ministerial Conference “on the basis of a decision to be taken, by explicit consensus, at that Session on modalities of negotiations”. In adopting this decision, Ministers recognized  “the case for a multilateral framework to secure transparent, stable and predictable conditions for long-term cross-border investment, particularly foreign direct investment, that will contribute to the expansion of trade, and the need for enhanced technical assistance and capacity-building in this area.”
 The decision identifies certain subjects that will be the focus of further work in the Working Group on the Relationship between Trade and Investment until the 5th Session of the Ministerial Conference
 and defines certain basic considerations that must be taken into account in negotiations on the envisaged multilateral framework.
   

It is not entirely clear what the implications are of the reference to “modalities of negotiations” on which a decision must be taken by “explicit consensus” at the 5th Session of the Ministerial Conference. It is possible that the term “negotiating modalities” was meant to refer to the idea of allowing WTO Members to opt out of the results of negotiations on investment, as had been suggested by the European Communities prior to the Doha Ministerial Conference.
  Many developing countries strongly opposed this proposal, and, especially in light of the principle of a single undertaking prescribed by paragraph 47 of the Doha Ministerial Declaration, it is doubtful whether this idea can be revived. Thus, the analysis of how best to promote the interests of developing countries with respect to investment negotiations in the WTO should proceed on the assumption that such negotiations will most likely result in a multilateral instrument that will bind all WTO Members. Of course, a multilateral framework that is part of a single undertaking can still provide for a variable geometry of levels of obligation.  

Although the recent decision by WTO Members to launch negotiations on foreign investment was adopted following a period of five years of analytical work in the Working Group on the Relationship between Trade and Investment that had been established at the first Session of the Ministerial Conference, it would be naïve to see this decision only as the product of a collective learning process resulting in a shared understanding among WTO Members of the benefits to be derived from the incorporation of multilateral investment rules into the WTO framework.  To do so would be to ignore the “strategic linkage”
 context in which this decision was adopted at the Doha Ministerial Conference and to underestimate the considerable extent of scepticism that continues to exist among some developing countries regarding the desirability of the creation of multilateral investment rules in the WTO.

It is also notable in this connection that the discussions on investment in the WTO that have taken place since 1996 have proceeded in the absence of strong intellectual support and involvement by a relevant “epistemic community.”  Thus it is difficult to discern a large body of academic research and analysis from which unambiguous, compelling conclusions can be drawn regarding the benefits and appropriate design of multilateral rules on investment in the WTO.  Indeed, renowned trade policy experts generally sympathetic to the pursuit of trade liberalization in a WTO context have sometimes taken a very critical stance on proposals to negotiate investment disciplines in the WTO.
    

It must therefore be acknowledged that attempts to construct multilateral rules on foreign investment envisioned in the Doha Ministerial Declaration are taking place against the backdrop of a significant degree of intellectual uncertainty. Illustrative in this regard is the fact that although the Declaration suggests that the objective of the envisaged multilateral framework is to enhance transparency, stability and predictability of the regulatory environment facing foreign investors,
 the notion that a multilateral framework on investment, by contributing to a more transparent and legally secure climate for foreign investment, will promote foreign investment flows to developing countries has been repeatedly questioned by some developing countries in discussions in the Working Group on the Relationship between Trade and Investment.  Similarly, differing views have been expressed on this issue in the academic literature.

Notwithstanding the work of the Working Group on the Relationship between Trade and Investment, uncertainty and indeterminacy also exist with respect to substance of a WTO multilateral framework on investment. There certainly has been a useful learning process in which a number of pertinent subjects have received relatively detailed attention, including, for example, the question of the definition of the term “investment”.  Furthermore, a sense of the overall direction of the proposed investment negotiations emerged when, following the collapse of the OECD negotiations on a Multilateral Agreement on Investment (MAI), proponents of WTO investment rules emphasized the difference between the MAI and the proposed WTO multilateral framework. In this connection, a “realistic approach” has been proposed, characterized by a narrow definition of the term “investment”, the exclusion of state-to-investor dispute settlement and a “positive-list “approach to obligations relating to the entry of foreign investment.  

While this has clearly served the immediate purpose of overcoming the resistance by developing countries to opening investment negotiations in the WTO, it has been accompanied by a tendency to refrain from frank discussion on certain controversial subjects in order not to complicate the process of building a coalition of WTO Members in favor of the launch of investment negotiations.  This explains, for example, the lack of clearly articulated conceptions of how a future framework on investment will relate to the investment-related provisions of existing WTO agreements and on whether or not the framework should incorporate rules on investment protection.  

This uncertainty regarding the rationale and appropriate design of multilateral investment rules in the WTO underscores the importance of research and analysis to inform the process of “clarification” mandated in paragraph 22 of the Doha Ministerial Declaration. Incorporating investment rules into the WTO framework WTO entails very significant systemic consequences in that it will dramatically expand the scope of WTO coverage of to “inside the border” measures relating the conduct of business by firms in an area where there already exists a large corpus of international law rules, including in WTO agreements.  In light of these implications, a genuine sense of shared intellectual ownership must evolve among WTO Members with respect to the basic substantive rules and institutional design of a future WTO multilateral framework on foreign investment. Although valuable studies have been conducted of various possible approaches to provide “flexibility” for developing countries in the context of a multilateral framework, particularly by UNCTAD,
 research aimed at assisting developing countries in preparing for the investment negotiations contemplated by the Doha Ministerial Declaration must in the first place focus on matters relating to the general content and structure of the envisaged multilateral framework.

This paper identifies a range of questions of an economic, political economy and legal nature that WTO Members should be considering in the current phase of discussions of the trade and investment interface, i.e. before deciding whether (or not) and how to embark more resolutely on a rule-making journey on investment in Geneva.

International Efforts to Promote Investment  

Any pro-development effort to coordinate investment policies has as its objective increasing the flow of investment, minimizing distortions among countries, and helping countries to participate in the potential gains from investment and investment-related trade.  For the most part, it is domestic policies that influence the quantity and productivity of all private investment.  Governments that provide stable macroeconomic policies, effective property rights for investors, predictable governance and pro-competitive regulation, and minimize policy barriers to competition have by and large enjoyed greater success in creating the conditions for sustained growth.   International efforts to support these policies can take several forms: bilateral, regional and multilateral.  They can be binding, as in the case of the WTO and regional agreements such as the NAFTA, or non-binding, as in the case of initiatives pursued under APEC and under a number of OECD-related instruments. The present regime is a mixture.

The ever-larger waves of foreign direct investment observed in recent decades have been accompanied by a steady rise in international agreements on investment.  Agreements are typically founded on the presumption that cross border investment provides benefits to both investing and recipient countries; that rules can minimize disputes and provide for their resolution; and that the existence of agreed rules can enhance both the quantity and quality of investment.   The Havana Charter designed to create the International Trade Organisation (ITO) at the end of the 1940s had proposed the inclusion of investment alongside trade provisions, though the former were quite limited in scope owing to fears of many countries—particularly developing ones—of foreign control over natural resources and strategic industries.
  Since then, a patchwork of differing bilateral treaties, regional arrangements, and multilateral instruments relating to cross-border investment has emerged.  This regulatory quilt stands in sharp contrast to the comprehensive system of norms and principles governing international trade.

Bilateral Agreements

Recent years have witnessed a surge in bilateral investment treaties (BITs, see  Box 1).  The number of BITs quintupled during the 1990s, reaching 2099 by end-2001. During 2001 alone, 97 countries (the largest number ever recorded) were involved in the conclusion of 158 BITs, literally one every two days that year. For much of the post-war period, BITs have tended to be negotiated on a North-South basis. More recently, however, there has been strong growth in the number of BITs entered into between developing countries. In 2001, for example, treaties between developing countries accounted for 42% of new BITs (UNCTAD, 2002). 

Box 1. What is a BIT?

Bilateral Investment Treaties (BITs) have surged during the 1990s. These agreements typically contain broad definitions of foreign investment, inclusive of non-equity forms, various types of investment assets (including portfolio investments) as well as intangible assets such as intellectual property.  BITs generally avoid a direct regulation of the right to establishment, referring this matter to national laws  (and thus recognising implicitly the right of host countries to regulate the entry of FDI). Most BITs also do not explicitly address ownership and control issues, though some operational restrictions are often covered, for example with regard to the admission of key managerial personnel.  Only a few BITs discipline the use of performance requirements. 

Most BITs prescribe national treatment, MFN and fair and equitable treatment, and treatment according to customary international law. In addition, BITs prescribe specific investment protections.  These cover topic such as the transfer of funds, expropriation and nationalization.  They typically provide for the settlement of disputes between the treaty partners and between investors and the host state. Provisions for so-called investor-state arbitration normally refer to pre-existing arbitration rules, notably those under the International Centre for the Settlement of Investment Disputes (or ICSID, affiliated to the World Bank), the United Nations Commission on International Trade Law (UNCITRAL) or the International Chamber of Commerce (ICC).
Regional Arrangements

Investment disciplines have also figured prominently in regional trade and integration agreements, particularly the newest generation ones. Some of these agreements embed foreign investment into a broader framework of rules aimed at promoting economic cooperation and deeper integration.  This includes the European Community, the North American Free Trade Agreement (NAFTA), the free trade agreement linking Mexico, Venezuela and Colombia (G3), or the recently concluded agreements that Singapore has entered into with Japan and the members countries of the European Free Trade Association (EFTA).  Others regional agreements, such as the OECD Codes of Liberalization of Capital Movements, the Colonia Protocol on the Promotion and Reciprocal Protection of Investments within MERCOSUR and the APEC Non-Binding Investment Principles, are less comprehensive as regards their treatment of the trade-investment interface. 

 A key distinguishing feature of regional agreements featuring investment disciplines is their tendency to address both investment protection and liberalization (i.e. entry/pre-establishment) issues, together with disciplines on post-establishment operating conditions and means to settle investment disputes (both state-to-state and investor-state).  The architecture of the most advanced regional free trade and integration agreements have increasingly come to reflect the complex interrelations between investment, trade, services, intellectual property rights, competition policy and the movement of business people. Other important issues dealt with in some regional agreements include  technology transfers, environmental protection, taxation, conflicting requirements, and standards for the conduct of multinational enterprises.
 

Multilateral accords

Significant advances in multilateral rules for investment were made during the Uruguay Round. The Agreement on Subsidies and Countervailing Measures (ASCM), the Agreement on Trade-Related Investment Measures (TRIMs), the General Agreement on Trade in Services (GATS), the Agreement on Trade-Related Aspects of Intellectual Property Rights (TRIPs Agreement), and the plurilateral Government Procurement Agreement (GPA), all address key investment issues, either directly or indirectly.
 

Numerous multilateral agreements and arrangements concluded outside the WTO also affect investment and can make a positive contribution to enhancing investment climates in developing countries.  These include, among others, efforts to curb bribery and corruption (OECD, OAS); rules governing the conduct of multinational enterprises (OECD Guidelines on Multinational Enterprises, UN Global Compact); guidelines on corporate social responsibility and corporate governance (OECD, World Bank); as well as cooperation on best practices in investment promotion activities (UNCTAD, World Bank).

Box 2:  The Ill-Fated Multilateral Agreement on Investment

Since investment regulations extend beyond tariffs into domestic regulation, the political difficulties of enticing large groups of countries to harmonize their domestic rules are nontrivial. This was evident in the latest, and failed, attempt at crafting a multilateral accord when  developed countries pushed to establish a Multilateral Agreement on Investment (MAI) within the OECD in 1995, with the objective of setting “state of the art standards for the liberalization of investment regimes and investment protection with effective dispute settlement procedures”
  One reason for the MAI’s demise was the waning  of support within the business community as it became apparent that the level of investment protection afforded to MAI signatories would almost certainly be lower than that on offer in BITs and that prospects for significant investment liberalization would be held back by concerns of free-riding by non-OECD WTO members (who stood to receive the benefits of the MAI by virtue of the GATS without making any reciprocal concessions) and by the reluctance of OECD countries to open up sensitive sectors to foreign investment (e.g. air and maritime transport, audio-visual services). Labor and environmental groups objected that the MAI would provide globally-active firms with extensive rights to challenge domestic regulatory conduct before international arbitration panels.  Meanwhile, developing countries, left out of the discussions because of the MAI’s venue in the OECD, protested their unwillingness to accept rules that they had no voice in designing (Gilpin, 2000).
  By the fall of 1998, negotiations on an MAI were formally abandoned, offering sobering insights on the complexity and political sensitivities involved in attempts at comprehensive investment rule-making.

NEW EFFORTS AT COLLECTIVE ACTION ON INVESTMENT 

The rising tide of foreign direct investment around the world has been in part a consequence of a progressive receptivity of host countries to FDI flows.  Much as tariffs have fallen, so too have restrictions on incoming investments been progressively lifted, particularly in manufacturing.  Governments once hostile to multinational enterprises  now actively seek out their participation – and even compete for it.  One indicator is the change in investment regulations. Between 1991 and 2001, a total of 1393 regulatory changes were introduced in national FDI regimes, of which 1315 (or 95 percent) were in the direction of creating a more favourable environment for FDI (Figure 1). During 2001 alone, a total of 208 regulatory changes were made by 71 countries, only 14 of which (or 6 percent) were less favourable for foreign investors (UNCTAD, 2002).   This opens up the question of whether this evident domestic political willingness to improve investment regimes could be leveraged to achieve some additional benefits through collective action in reciprocal market access negotiations.  
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Figure 1:  National regulatory changes in FDI regimes, 1991-2001

The potential -- and challenges -- of collective action on investment policies become clearer if it is broken down into four core sub-agendas .  These relate to: liberalizing investment to facilitate access and entry; establishing clear property rights and investor protections as an incentive to invest; curbing investment distortion policies that affect trade and investment location; and international co-operation in areas likely to promote improvements in governance.  

Investment liberalization and market access for investment

The inclusion of investment in international negotiations may lead to greater liberalization of investment regimes than can be accomplished unilaterally.  If investment is not negotiated in isolation, but as part of broader set of trade negotiations, then the traditional mechanism of reciprocal access concessions can help generate support for greater openness at home and abroad.  For example, exporters in developing countries who obtain improved access to foreign agricultural markets can be a countervailing force against those who resist the elimination of investment barriers in financial or transportation services.  At the same time, the need to fight these domestic political economy battles makes a country a credible negotiator for improve access.  The process, if successfully harnessed, can produce a double benefit:  liberalizing countries would gain from increased competition associated with foreign direct investment, and their firms would enjoy improved access to foreign markets.  

Even though most foreign investment originates in rich countries, there may well be some scope for reciprocal bargaining even within the narrower confines of investment.  This is because a growing number of developing countries are themselves becoming more active outward investors, and so have a a growing interest in a rules-based regime for investment.   They tend to invest primarily in other developing countries. Estimates suggest that nearly one third of foreign investment flows to developing countries originated in other developing countries, up from negligible amounts in the early nineties (GDF 2002)
 

Figure 2:  FDI flows to developing countries
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Figure 3:  Share of South-South FDI in total FDI is rising
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Box 3:  South-south flows:  Who Invests and who Receives

The majority of  FDI flows between developing countries take place within  the ASEAN region, and recently among the Latin American countries as a result of MERCOSUR (WIR 1999). Outward FDI from developing Asia fell to $32 billion in 2001, due to a fall in outflows from the largest traditional investor, Hong Kong, China; which was replaced by Singapore (WIR 2002). Most of the investment from Taiwan (China) was also directed towards China. According to MOFTEC, China attracted $3 billion of investments from 22 developing countries in 1998. In addition, Chinese MNCs are becoming prominent in world markets. Nearly a third of Korea’a direct investment went to developing countries (Korean EXIM Bank). Malaysian FDI has expanded its boundaries from East Asia to Latin America and parts of Africa. India has also been the recipient of investment from Mauritius, Malaysia and South Korea.

Source:  Aykut and Ratha, 2002

These facts suggest that the potential for positive externalities through reciprocity merits examination.  Coordinated efforts to liberalize investments can subsume three key issues:   transparency, non-discrimination and addressing a host of traditional investment-related trade measures. All three issues feature prominently in the ministerial mandate agreed at Doha.

(i) Transparency

Transparency involves making relevant laws and regulations available to the public; notifying parties when changes have been undertaken in these laws; and ensuring their uniform administration and application.  In addition, transparency can be enhanced – with likely commensurate gains in the quality of overall governance - by offering affected parties the opportunity to comment prior to the enactment of new regulatory measures, which implies communicating the policy objectives of proposed changes, allowing time for public review, and providing means to communicate to relevant authorities.
       

A non-transparent host country business environment raises information costs, diverts corporate energies toward rent-seeking activities and often gives rise to corrupt practices. This weighs down both domestic and foreign businesses, though in many cases it may be particularly discouraging to foreigners who are usually less privy to locally available information.  This heightens the risk of operating in the host country business environment, which either translates into higher risk premiums (in the case of the pricing of corporate assets, discounts) or imposes additional information costs on enterprises. 

Case studies suggest that companies may for example be willing to invest into countries with legal and regulatory frameworks that would not otherwise be considered as "investor friendly" provided they are able to obtain a reasonable degree of clarity about the environment in which they will be operating. Conversely, there appears to be certain threshold levels for transparency beneath which the business conditions become so opaque that virtually no investor is willing to enter, regardless of the extent of the inducement.  

Chan-Lee and Ahn (2001) found that “better functioning legal systems and governance and better enforcement appear to be more important than legal origins per se in terms of their impact on development”.. This study of the informational quality of financial systems and economic development, constructs indices for various aspects of transparency for 55 developed and developing countries. Of particular relevance in the context of FDI is the measure of institutional governance
 (Figure 4).

Figure 4:  The relationship between inward FDI and the quality of institutional governance
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Currently proposed rules for increasing transparency in the WTO context focus exclusively on governmental measures and conduct, but tend to remain silent about increased disclosure obligations for investors (see Moran, 2002).  This stands in contrast to provisions under the OECD Guidelines for Multinational Enterprises and the UN Global Compact. Many non-binding activities to increase corporate transparency are occurring outside of the WTO context.  Moran (2002) reports that some 85 percent of large US and Canadian companies have adopted guidelines on corporate social responsibility; that 60 percent of British firms have published codes of conduct; and that Japanese companies are moving in the direction with the Keidanren’s recent promulgation of a Charter for Good Corporate Behaviour.  

Transparency is a high priority for developing countries and is a policy that is likely to be requited with new investment. However, these policies involve little scope for reciprocal externalities and do not lend themselves well to sanction-based dispute resolution procedures in legally binding agreements, so that international collaborative efforts on this front should perhaps take other forms, such as by increasing developing participation in non-binding best-practice instruments, strengthened capacity building for institutional development. To the extent that transparency obligations are anchored in WTO agreements, monitoring via multilateral peer review and surveillance may provide less coercive means for promoting governance-enhancing reforms in host countries.  

(ii) Non-discrimination

The practice of placing   all foreigners and domestic sellers on an equal competitive footing is a hallmark of trade agreements. This objective is no less important in the investment field, and is indeed the guiding principle behind attempts, so far conducted primarily at the bilateral and regional levels (with the important exception of the GATS at the multilateral level) at progressively liberalising the entry and post-entry operating conditions of foreign investors in host countries.  Promoting liberalisation in international investment essentially boils down to securing non-discriminatory outcomes. This has both a most-favoured nation (MFN) (non-discrimination as between all foreign entities) and national treatment (non-discrimination between “like” domestic and foreign entities).  

Departures from non-discriminatory treatment essentially take two forms in the investment field, affecting the pre-establishment phase of an investment (i.e. prior to entry) on the one hand and post-establishment operating conditions in the other. Governments everywhere have been reluctant to extend full pre-establishment privileges - to all potential new entrants in every sector.  This would be tantamount to achieving the investment equivalent of free trade fro the outset. . No country affords such an unfettered right of establishment, and an important purpose of investment liberalisation negotiations is to progressively reduce the range of sectors in which the right to establish is currently restricted. 

Securing non-discriminatory conditions of treatment is equally important in the post-establishment phase, as foreign investors will typically have important sunk costs and will be highly averse to sudden, unanticipated, changes in regulatory conditions that may tilt competitive conditions in favour of local competitors. Non-discrimination commitments in the post-establishment phase can thus send powerful signals to foreign investors on the credibility of host country reform efforts. Here again, however, international negotiations can be designed so as to allow countries to move (including through pre-commitments to future liberalisation as has been done successfully under the GATS) in the direction of post-entry non-discrimination in a manner and at a pace commensurate with local competitive conditions and capabilities.     

By far the most contentious aspect of liberalization is the pre-establishment commitment to openness, given the tendency to maintain restrictions on entry in a few sensitive sectors and the desire of many host country governments to see to it – through discussions on performance requirements, investment incentives and associated policy instruments – that foreign investment generates positive spillovers and creates greater linkages, both domestic and foreign.

Most countries around the world now permit liberal access to foreign investors in manufacturing. The same holds true, if to a slightly lesser extent, in mining and agriculture. Indeed, owing to various investment incentive schemes not available to domestic firms, foreign investors in manufacturing often enjoy better than national treatment. Most governmental measures that discriminate overtly against foreign investors and restrict FDI inflows are maintained in the services area, and concern key industries such as telecommunications, broadcasting and related audio-visual services, satellite services, energy services, financial services (especially banking and insurance), civil aviation and maritime transport.
 Sauvé (2002) estimates that some 80-85 percent of restrictions affecting international investment are maintained in service sectors.  Perennially amongst the most dynamic sectors of the global economy, services are also where some two-thirds of cross-border FDI has been directed in recent years.

One telling proxy of the investment liberalization potential of services is provided by the negative lists of measures drawn up by prospective signatories of the MAI identifying the sectors in which they wished to restrict access by foreign investors (see Figure 5).  A similar trend obtains under the NAFTA.  Simply put, the market access or liberalization agenda for investment is largely services-centric (Hoekman and Saggi, 1999; Sauvé and Wilkie, 2000).    

Figure 5: Revealed preferences: Governments shield services more often than manufacturing from the winds of investment competition

Lists of non-conforming measures reserved under the draft Multilateral Agreement on Investment 
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There already exists a multilateral vehicle for realizing the positive externalities potentially arising from the liberalization of investment in services, namely the General Agreement on Services (GATS).  The agreement has several features attractive to countries that potentially make it a useful tool to widen non-discriminatory access in a reciprocal framework.  By featuring a postive list approach – in which countries voluntarily undertake, subject to listed reservations, sectoral commitments to liberalization – governments enjoy considerable flexibility to carve-out sectors they deem of special national interest or not able to withstand too rapid market opening (see Box 4 below).

Box 4 The GATS and investment

The GATS distinguishes between various “modes” of supplying services internationally. The third of the four so-called “modes of supply” covered by GATS refers to service supply in a Member country by a supplier from another Member country via a commercial presence. This may take place, for example, through the establishment of a branch office or a subsidiary of the foreign company. Services trade via this mode often takes place in conjunction with the fourth mode – the presence of natural persons – given that directors, managers, specialists and other key personnel often need to be deployed abroad (at least initially) in order to manage a foreign operation.

Services trade through foreign direct investment (FDI) is particularly important given the need for proximity between suppliers and consumers of services and the need to tailor service offerings to host market conditions. It is the area where by far the largest amount of liberalisation commitments was undertaken by WTO members in the Uruguay Round. This suggests the importance countries attach to reaping the positive benefits – high paying jobs, human resource training, technology transfers, quality upgrading – typically associated with greater doses of foreign direct investment whilst also retaining the freedom to regulate such activity. There is no denying that FDI raises many sensitive issues for host governments, in part because establishment involves foreign companies in a range of national rules and policy issues. Still, as the data depicted in Figure above reveals, the direction of change in host country FDI regimes has been strongly liberalising during the last decade. More often than not, such policy changes were enacted in a unilateral manner [Sauvé and Wilkie (2000)].

The argument is often heard that the GATS is principally an investment agreement, designed to promote the interests of large multinationals. While the GATS can be described as a multilateral agreement that covers FDI in the services trade context, it is not an agreement on investment per se – it does not, for instance, feature the traditional panoply of provisions on investment protection found in bilateral investment treaties. Accordingly, it cannot be portrayed, as many GATS critics have alleged, as a means of resurrecting the Multilateral Agreement on Investment (MAI). The GATS bears no resemblance to the MAI. This should not come as a surprise since its provisions predate those of the latter and in light of the significant differences in membership between the OECD and the WTO.

While WTO members may, via their GATS commitments, accord market access to foreign investors, they are not obliged to do so. In addition, governments are free, if they choose to make commitments on commercial presence, to maintain existing discriminatory or quantitative restrictions. The Agreement affords no automatic right of establishment to foreign investors. The only obligations of WTO members are to schedule any existing restrictive measure they wish to maintain in sectors where liberalisation commitments are voluntarily undertaken, and to ensure freedom of payments and transfers relating to investments in such sectors.

Governments can use the GATS selectively to encourage investment in sectors of their choice, subject to the conditions they wish to impose or retain, including with respect to technology transfers and the employment of local workers. The Agreement also permits governments to maintain foreign ownership restrictions in sectors where they have made commitments. The GATS promotes greater predictability through the permanency of commitments, an important element in attracting investment for developing countries. The GATS framework also allows governments to impose conditions that may be important to national development objectives, including with respect to technology transfers and the employment of 

The flexibility described above helps explain why the GATS tends to be viewed as the most developmental-friendly agreement brokered in the Uruguay Round, and why a large number of WTO members feel that the GATS offers the greatest scope for incrementally beefing up the WTO’s treatment of investment. Two important considerations of a factual nature to bear in mind in this regard are that services make up close to 70 per cent of global annual FDI flows, and account for an even greater proportion of discriminatory measures affecting cross-border investment activity (Sauvé, 2001a).

Source: OECD (2002).

Investment-related trade measures 
An important further challenge developing countries face on the liberalization front is to use regional and multilateral negotiations to address a range of investment-related trade measures, both at home and, in many instances, in OECD countries, whose lessened incidence could help improve domestic investment climates. Such measures range from tariff peaks and tariff escalation, to the combination, especially potent in a large number of regional trade agreements, of discriminatory sector-specific rules of origin and the continued deployment of anti-dumping regimes beyond the achievement of free trade in goods; as well as the lack of convergence in standards-related issues.  There is much that progress in tackling the WTO`s traditional market access agenda and in strengthening multilateral disciplines over regional trade agreements (foreseen under the Doha Agenda) can do to improve the investment climate in developing countries and to help realign global investment activity along the lines that the forces of comparative advantage should normally dictate.

Protecting investment to increase flows  

A foundation of any country’s investment climate is protection of property rights for investors.  Arriving at an agreement that encourages countries to improve investor protections has the potential of improving investment flows from abroad and at the same time might contribute to eliciting more domestic investment as well.  The international community in general, and developing countries in particular, might find three benefits from multilateral disciplines on investment protection.  First, an agreement on common standards would promote efficiency by carrying potentially significant economies of scale in rule-making: one multilateral agreement could become a “one-stop shop” substitute for the complex and legally divergent overlapping web of existing BITs.  Second, a multilateral regime for investment protection could help to counter-balance the bargaining asymmetries built into BITs and regional agreements conducted along North-South lines.  The negotiating asymmetries that are common to bilateral agreements have in some cases led to treaties in which developing countries have taken on substantive obligations without any reciprocity other than the promise of increases in future private investment.  However, an important caveat to this argument suggests caution: to the extent the power imbalance is redressed in a multilateral agreement in favour of weaker states, constituencies within the global business community may well, as was the case in the MAI negotiations, prefer the stronger level of investment protection flowing from BITs and lose interest in a multilateral agreement.  

Third, a multilateral set of disciplines on investment protection would arguably help developing countries send a positive signal to potential foreign investors regarding the permanency of policy changes and the expected standard of treatment afforded to foreign investors.

While the above factors suggest that investment flows might increase as a consequence of a multilateral set of investment protection disciplines, care should be taken not to overstate the response of investors.  Five facts argue for caution.  First, the absence of a body of multilateral disciplines on investment protection and liberalization has hardly deterred cross-border investment activity.  Indeed, FDI has far outstripped trade and output growth over the last decade and a half (see Figure 6).  Second, the absence of an agreement has not prevented substantial unilateral liberalization (see above and Figure 1).      

Figure 6:  FDI is growing faster than exports and output

World:  Trends in merchandise exports, output and FDI and outflows 1980-200

(average annual growth rates in parenthesis)

[image: image6.wmf]…

..and towards greater liberalization

0

50

100

150

200

250

1991

1992

1993

1994

1995

1996

1997

1998

1999

2000

2001

More favorable to 

fdi

Less 

favorable 

to 

fdi


[image: image7.wmf]South

-

South FDI is rising....

-20

0

20

40

60

80

100

120

1991

1992

1993

1994

1995

1996

1997

1998

1999

High OECD (north

-

south)

High non

-

OECD

South

-

south

Developing countries:  Trends in merchandise exports, output and FDI inflows 1980-2000

(average annual growth rates in parenthesis)

Source:  UNCTAD (2001), Handbook of Statistics; World Bank (2002), World Development Indicators; and World Trade Organisation (2001), International Trade Statistics.

Third, a more precise indicator is the historical experiences of the bilateral investment treaties in eliciting new investment.  Does the signing of bilateral investment treaties increase the flow of FDI? Hallward-Dreimeir (2002) finds no positive association between the signing of BITs and subsequent increases in investment (see Box5).  

Box 5:  Do BITs Increase Investment Flows?  Only a bit…

Bilateral Investment Treaties (BITs) are instruments used by home countries to protect their foreign investors, while host countries view them as a positive signal of their investment climate and an important means attracting foreign investors.  BITs can provide the basis for the resolution of disputes; they can also impose potentially extensive obligations on host country governments. Against this backdrop, the question of whether BITs actually increase FDI is important. 

Surprisingly little empirical work has been done to test BITs’ role in attracting FDI.  In one recent study, UNCTAD found little evidence that BITs increased FDI (UNCTAD, 1998).  That work looked at a single year of investments and tested if the number of BITs signed by the host was correlated with the amount of FDI it received.  Hallward-Driemeier (2002) redid such a test but  applied it to twenty years of data, looking at the bilateral flows of OECD members to 31 developing countries.  This covers the vast majority of FDI flows and covers those relationships that were historically the bulk of such treaties.  Overall, the evidence is at best weak that BITs increase the amount of FDI.  By the end of the 1990s, there were many more BITs and FDI had increased dramatically.  However, controlling for a time trend, there was little independent role for BITs in accounting for the increase in FDI; countries that had concluded a BIT were no more likely to receive additional FDI than countries without such a pact.

Another question is whether a BIT would draw attention to a location, leading to an increase in flows in the aftermath of negotiations.  However, comparing flows in the 3 years after a BIT was signed to the 3 years prior, there was no significant increase in FDI.  A second question is whether the relative amount of FDI a source country allocated to a particular host was affected by the presence of a BIT.  The evidence here is that the conclusion of a BIT is positively associated with receiving a larger share of a source country’s FDI outflows, but the result is not statistically significant.    

Some countries have looked to BITs as a way of signalling their respect for property rights.  Particularly if their reputation for protecting such rights is weak, they have seen the signing of a BIT as a way of assuaging the concerns of foreign investors.  On the other hand, the credibility of such a signal may not be that strong.  It may be that the domestic rule of law may need to be sufficiently strong before foreigners’ are willing to consider the terms of the BIT as being enforceable.  To test between these hypotheses, regressions were run that included measurements of the rule of law, government effectiveness and regulatory quality.  These measures were then interacted with the presence of a BIT.  The results indicate that in weak investment climates, the BIT does not serve to attract additional FDI.  However, in countries with stronger investment climates, the presence of a BIT does weakly increase the amount and relative share of FDI the host receives.  

Source: Hallward-Driemeirer, 2002

Fourth, multilateral investment disciplines— are likely to embody investment protections that are weaker than those on offer in bilateral investment treaties.  In the case of the WTO, this is because the Doha Ministerial Declaration reflects a significantly more limited approach that clearly does not view a multilateral framework on investment as a substitute for bilateral and regional arrangements.
 An open question therefore is whether new multilateral investment disciplines that are less encompassing in protection matters than existing bilateral or regional treaties will be seen by home country investors as adding rule-making value and indeed induce new investment flows. 

Finally, developing countries have to weigh the potential benefits flowing from any new multilateral disciplines on investment protection against the enforcement costs and possible financial liabilities they might entail.
 This is an area that has received little systematic study to date despite the sharp sudden rise in litigation and where greater empirical evidence could do much to underpin sound policy choices.   

Dispute settlement is another critical – and as yet unresolved issue – that will influence the content of any multilateral agreement to strengthen investor protections.  Most BITs contain dispute resolution mechanisms that allow investors to challenge government rulings before arbitration panels or international courts. In the context of the WTO, however, the issue raises several complex legal issues. While there is generally little support for the inclusion of investor-state arbitration provisions in a prospective multilateral investment agreement, WTO rules on investment protection could create complications even when administered through state- to-state dispute settlement.  For example, what would be the nature of the appropriate remedy in an instance of unlawful expropriation of foreign investment?  These issues have also yet to be resolved at the regional level, notably in FTAA discussions and other regional agreements featuring a comprehensive body of investment rules. 

Minimizing beggar-thy-neighbour investment distortions

Governments routinely adopt policies with a view to affecting the location and performance of multinational investment.  This policy arsenal typically takes two basic forms: investment incentives—usually through tax breaks or direct transfers from the state to attract FDI—and performance requirements to compel multinational companies to locate a greater part of the value-added chain in the domestic market.  Even when these benefit the domestic economy, they both have the potential for adversely affecting trade and investment flows with neighbours. Therefore further international cooperation to curb their negative effects has potential for creating positive benefits for all.   

Unlike barriers to entry that primarily affect investment in services, investment incentives and performance requirements arise almost exclusively in manufacturing.  In general, performance requirements have been the instrument of choice for developing countries seeking to ensure that the activities of multinational enterprises generate the greatest possible spillovers for their economies.  OECD countries have been the predominant users of investment incentives to attract investment, though in recent years a growing coterie of developing countries have followed suit.   

The trade distorting effects of performance requirements—termed trade-related investment measures or TRIMs—have for some time been subject to negotiated disciplines at both the regional and multilateral levels. In contrast, disciplines on investment incentives are, with the exception of the European Union’s comprehensive set of disciplines on state aids, considerably more limited. The Uruguay Round Agreement on Subsidies and Countervailing Measures (ASCM) introduced limited disciplines on the granting of investment incentives.  These disciplines are largely indirect because they apply solely to export subsidies and other goods-related transactions; that is, a government may invoke the agreement’s provisions only when certain types of investment incentives used by certain types of members can be shown to distort trade in goods. 

Agreeing to disciplines on investment-distorting incentives could benefit developing countries as it would reduce the scope for potentially zero-sum tax competition.  However, progress in crafting a set of multilateral disciplines on investment incentives has been negligible to date.   One reason for this stalemate is that in large federal governments, many investment incentive programs originate at the sub-national level as instruments to promote regional development.  Another reason is that many emerging developing countries have themselves become heavy users of incentives in recent years.  For these reasons, investment incentives have not figured prominently among topics to be discussed in international forums, such as the WTO.  The ill-fated discussions in MAI were also unsuccessful in broaching investment incentives, undermining the benefits of the prospective multilateral agreement among countries that are heavy practitioners of such distortive policy instruments. 

Nonetheless, competition among governments over FDI incentives is becoming endemic in many parts of the world. While developing countries often find themselves in competition with each other, few examples can be found of direct competition with developed countries.  Also, competing developing countries are often middle-income countries.   Four reasons seem to explain these patterns. First, studies show that the bulk of incentive bidding activity among governments takes places within regions, rather than on a global scale (Oman, 2000; Charlton, 2002). An important lesson potentially flowing from such a trend is to situate best rule-making responses at the regional, rather than the multilateral, level. Only a handful of developing countries situated close to developed nations are therefore likely to be concerned by such practices.  The case of Mexico’s auto industry under NAFTA is perhaps the most prominent example.
 Second, locational competition tends to be strongest between close neighbours with similar economic conditions, factor endowments, and policy regimes. Competition is also strongest in high-skill, technologically-intensive industries, particularly among firms producing goods for export.  Carmakers, silicon chip producers, and pharmaceutical firms are among the most sought after investments.  Only a limited number of higher-income developing countries are likely to fit such a category. Third, competition is only likely where investors are somewhat indifferent between alternative locations. This implies that only the more relatively advanced economies (emerging or transition economies) could have cause to bid against developed nations.
  Fourth, overt bidding wars between countries are relatively rare – even as they may be intense within particular countries, and are typically limited to a few sectors. They generally occur where individual projects are exceptionally large and the sectors in question are considered as a high priority for national or regional economic strategies, as in autos or electronics (Charlton, 2002).  

To be sure, striving for international agreements that ban investment incentives entirely may be counterproductive because in some cases they can offset local disadvantages or be used to capture spillovers from inward FDI (see Hoekman and Saggi, 2000).  In the case of Ireland and Portugal, for example, investment incentive programs played a significant role in attracting investment to less developed regions. In the case of Brazil, there is some evidence that incentives competition may have contributed to reducing regional disparities, since FDI in some sectors (particularly automobile manufacturing) is increasingly located outside the traditional industrial heartland around Sao Paolo (Cano, 1993).  While it is highly probable that stories of failures and excessive expenditures outnumber successes, international agreements have to contain some elements of flexibility.  A first step in this regard is to address the information gap that plagues careful analysis of the trade and investment distorting consequences and stands in the way of sound policy advice.

Disciplines on performance requirements came into place multilaterally with the Agreement on Trade-Related Investment Measures in 1995.  Among performance requirements, the most prevalent measures relate to local content, joint ventures (or domestic equity participation), exports, technology and employment requirements.  Export and local content requirements are commonly intended in part to reduce the risk that inward investment leads to a deterioration of the current account. Moreover, export content requirements may also be part of government efforts at boosting the long-term competitiveness of the host country’s business sector, while local content requirements are designed to maximize vertical linkages and the development of local skills.   

By the end of 2003, all WTO members will have to have phased out performance requirements that were in place and grandfathered through a notification process at the time of the agreement’s entry into force.  All 27 notifications of measures not consistent with the agreement were from developing countries.  Almost half of notified measures relate specifically to the automotive sector. Many of these have already been phased out during the transition period.
 Ten developing country WTO Members formally requested an extension of their transition periods before non-conforming measures were repealed. Six of these had restrictions in the automotive sector

Even as the prevalence of performance requirements affecting trade may be limited (in sectoral terms) and declining (in quantitative terms), the developmental effects of existing WTO disciplines on performance requirements, and the broad scope of prohibited measures to which such disciplines apply, have received scant attention in negotiating circles. Performing a development audit of such rules could prove useful for purposes of future policy initiatives (Rodrik, 2002). 

Discussions of possible changes to the TRIMs agreement can be associated with the review process that is mandated under Article 9 of the Agreement. WTO Members face two basic choices in this regard.  First, they could agree to re-open the agreement. Such a scenario seems most unlikely. Second, they could seek clarifications on the scope of Agreement’s Illustrative List of Prohibited Measures or elaborate on the length of permissible transition periods. The issue is that, even though both notifications and disputes have to date have centered primarily on measures covered by the illustrative list, (notably local content and (less so) on trade-balancing requirements), the Agreement arguably prohibits a greater range of as yet unspecified performance requirements (See Box 6 below). Introducing greater specificity in the language could enlarge or contract the coverage of the agreement.  At present, such debates are not foreseen under the Doha Agenda. 

Box 6. Disputes under the TRIMs Agreement

The WTO jurisprudence on TRIMs is very limited. In total there have been four cases in which the TRIMs has been invoked before panels but only two cases in which panels have actually made findings under that agreement. The first case concerned Indonesia's National Car program; the second, more recent, case involved certain TRIMs applied by India in the automotive sector. 

One reason for limited jurisprudence is that a number of cases have been handled through the transition clause route of Article 5. Another reason is that the TRIMs Agreement does not add much value to the GATT 1994. In consequence, in some cases panels have concluded that, having determined that a particular measure (e.g. a local content requirement) is inconsistent with Article III of GATT 1994, there is no need to examine the same measure also under the TRIMs Agreement. This explains why in the disputes pitting the United States and the European Union over bananas and Canada and the United States over the terms of the 1965 Auto Pact linking the two countries, no findings were made under the TRIMs Agreement even though that agreement was invoked by the complainants. The limited recourse to dispute settlement under the TRIMs Agreement is perhaps also due to the existence of conflicts of interest among industries in affected countries. Brazil's TRIMs introduced in 1996 are a case in point. They were manifestly inconsistent with the TRIMs Agreement but the United States chose not to act because of the differing interests of US firms exporting to Brazil and relative to those US firms that had invested in Brazil.

Taken together, the WTO Agreements do provide limited discipline on certain types of beggar thy neighbour policies currently in use around the world. It seems unlikely that these disciplines will be broadened or strengthened in the near future.  For curbing incentives, even though potential benefits for countries exist from a multilateral accord, the regional pattern of possible tax competition and trade effects suggests that regional arrangements may offer more promising opportunities for international collective action initiatives. Multilateral efforts to improve information on investment incentives, perhaps as part of the IMF surveillance process, could help remedy the data lacunae that obscures adequate analysis of the extent of investment distortions.  

Improving governance: a non-WTO agenda?

Improper corporate behaviour can undermine weak institutions and perpetuate corrupt systems.  The global community – and developing countries in particular -- have an interest in creating standards of corporate conduct that will produce cleaner competition around the world and greater social accountability.   

To help combat bribery and corruption, the Organization of Economic Cooperation and Development (OECD), culminating a decade of work, established the Convention on Combating Bribery of Foreign Public Officials in International Business Transactions.  The Convention entered into force in 1999, currently includes all 29 OECD Members and five non-Members (Argentina, Brazil, Bulgaria, Chile and the Slovak Republic) as signatories.  Signatories make bribing a foreign public official a criminal offense. The Convention also encompasses non-criminal rules for prevention, overall transparency and co-operation between countries; and it ends the practice of allowing the tax deductibility of foreign bribes.

Regional forums of cooperation have also helped.  For example, the Inter-American Convention against Corruption was established in the Organization of American States (OAS) in 1996; the Summit of Americas in April 2001 created an implementation mechanism for the Treaty. 

For anti-corruption initiatives to be effective, experience shows that participation by civil society, private agencies and the general public is critical. In this context, cooperative efforts by NGOs (Transparency International, Global Coalition for Africa, Novartis Foundation, Public Affairs Centre), international organizations/banks (World Bank, IMF, ADB, UNDP, USAID), in developing approaches to counter corruption are noteworthy.

To promote corporate social responsibility amidst concerns about the effects of globalization on the developing world, the United Nations adopted the Global Compact in July 2000. The Compact calls on companies to embrace nine universal principles of human rights, labour standards and the environment.  It aims, in the words of Secretary-General Kofi Annan, to contribute to the emergence of “shared values and principles, which give a human face to the global market.”  About 100 major multinationals and 1000 other companies across the world’s regions are currently engaged in the Global Compact.  In a similar vein, in 2000, the OECD significantly revamped its Guidelines on Multinational Enterprises with a view to promoting greater social responsibility and sounder governance (including for instance in terms of environmental or labour practices) on the part of corporations headquartered within the member states of the Paris-based organisation.

Other multilateral programs have a more technical focus.  World Bank work on corporate governance emphasizes disclosure, transparency, the rights and treatment of shareholders and stakeholders, and the duties of board members. Using the OECD Principles of Corporate Governance as a benchmark, the Bank prepares country corporate governance assessments for its client countries to assess their institutional frameworks for corporate governance.  Moreover, the World Bank and the IMF initiated the Financial Sector Assessment Program (FSAP) and the Reports on the Observance of Standards and Codes (ROSC).  Fifteen such assessments, including ones for Brazil, India, Turkey, Poland, the Philippines and Georgia have been completed under the auspices of the FSAP and the Reports on the Observance of Standards and Codes (ROSC).

These international activities do not involve trade-related disciplines or sanctions, but can have significant impact in ensuring that corporations as well as governments receive some oversight in the development process.  These activities are proving effective, and deepening of monitoring and enforcement of existing treaties and agreements is more likely to be effective than efforts to create new ones in the WTO. 

Concluding Remarks

Fast-growing developing countries have typically been successful in setting up investment regimes that facilitate private investment and marshal competition to ensure growth in productivity.  As with trade reform, most of the benefit from new sound investment and competition policies comes from unilateral reforms of domestic policies.  However, developing countries may be able to obtain additional benefits from collaborative collective actions. These can take several forms.  Participating in international agreements can help lock-in reforms, strengthen their credibility, and give investors an additional positive signal.  Participating in international negotiations may simultaneously strengthen the hand of domestic reformers by holding out the prospect of tangible external results of new market access in exchange for good domestic policies, and elicit reciprocal reforms among partners that create new market access opportunities. 

Similarly, international collaboration can strengthen competition and thereby create positive spillovers that benefit all countries through lower prices (see Finger and Winters, 2002).  Finally, international collaboration can enhance domestic reforms by fostering transparency generating information, and mobilizing resources. This essay has  explored the potential of international collaboration to help developing countries consolidate positive investment climates and create positive externalities through joint action on investment and competition policy.    

WTO Ministers provided one example of potential collaboration when they decided in Doha, Qatar in November 2001 to consider launching negotiations on a multilateral framework covering foreign investment and competition.  Its purpose was “to secure transparent, stable and predictable conditions for long-term cross border investment” that will expand trade. Two questions therefore face the international community and developing countries in particular:  What types of new multilateral initiatives on investment and competition policy can promote more – and more productive -- investment and hence more rapid development? And, more specifically, which issues are best tackled through voluntary initiatives and which are best handled through legally-binding and enforceable commitments, such as those found in the WTO and in regional arrangements?  An overall purpose of coordinating investment policy is to expand the flow of investment around the world, minimize distortions that hurt neighbours, and help improve economic performance. Coordination might contribute to achieving these goals through four channels: (i) liberalizing investment flows to permit enhanced access and competition; (ii) protecting investors’ rights to ensure incentives to invest; (iii) curbing policies that may distort investment flows and trade at the expense of neighbours; and (iv) enhancing governance by reducing bribery and increasing corporate social responsibility.   

Analysis suggests several broad conclusions. First, as with trade policy, unilateral reforms to liberalize foreign direct investment are likely to have the greatest and most direct benefit to the reforming country.  Second, participation in collective agreements may indeed have benefits, but these benefits would be substantially greater than unilateral reforms if they are accompanied by expanded reciprocal market access in areas of importance to developing countries.  Third, available research suggests that international agreements to protect investor rights cannot be predicted to expand markedly the flow of investment to new signatory countries. Much protection is already afforded to home country investors through bilateral investment treaties (BITs), and yet these do not seem to have contributed to expanding flows of investment to developing countries. For this reason, expectations of significantly enhanced FDI inflows resulting from a new set of multilateral disciplines on investment protection should be tempered. Fourth, international agreements to curb “beggar-thy-neighbour” trade-distorting investment policies can also benefit developing countries.  One area deserving particular attention relates to heightened competition among countries to lure foreign investment. Information on the extent of investment incentives is generally inadequate to assess their effects, and so a high priority for international collaboration is to compile such information more systematically.   Finally, collective actions to discourage improper corporate practices, such as bribery, and improve corporate social responsibility are already the subject of a broad range of cooperative international initiatives, and these can entail substantial benefits.  Doubts may arise however as to whether the WTO is the most appropriate forum in which to tackle governance- and best practice-related issues.

An important element of the upcoming Cancun Ministerial will thus be whether WTO Members can reach agreement on the negotiating modalities required to launch a formal set of negotiations on investment (and competition) at the WTO.

Much useful work of a pedagogical nature has been pursued in the WTO Working Group on the Relationship between Trade and Investment (WGTI) since its inception at the WTO’s first Ministerial gathering in Singapore in 1996. Such work has for the most part been rooted in the considerable range of investment rule-making activity that has taken place around the world at the bilateral and regional levels. This work accelerated since the Doha Ministerial, with more focused attention devoted to seven core elements of a possible multilateral framework on investment (MFI). 

Recent experience - the failed MAI experiment, the public policy controversies arising under Chapter 11 of the NAFTA, evolving jurisprudence under BITs - has revealed the complexity of devising binding disciplines for investment. It bears noting that the bulk of such policy controversy has arisen in the field of investment protection, a subject matter that does not feature on the menu of post-Doha discussions.

The cumulative experience and skills in negotiation and implementation acquired over the past decade by officials in a large number of key WTO countries suggests that reaching agreement on forward movement in Cancun (without any certainty as regards the ultimate destination) is likely to rest more on political grounds, and notably be a function of the substantive contents of negotiating bargains on offer in other key areas of the Doha Agenda, than on more purely technical grounds.

The challenge, accordingly, is to figure out what it is Ministers should be seeking agreement on in the investment field when they meet in Cancun.

While discussions in the WGTI have seen a traditional alignment of forces on opposite sides of the policy interface, with the EU, Japan, Korea and Chinese Taipei leading the charge in favor of a WTO MFI, and India, Malaysia and Pakistan providing greatest resistance, the broad parameters of possible investment disciplines have nonetheless begun to emerge.  While still evolving, one can still speculate that an MFI may likely feature the following core elements:

1. An exclusive focus on investment in primary and manufacturing industries, thus complementing existing investment disciplines for services under modes 3 and 4 of the GATS. While incoherent, the resulting dual architecture (separate investment rules for goods and services) would match the outcome recently secured in the EU-Chile FTA.

2. A GATS-like hybrid approach to investment regime liberalization (i.e. positive commitments subject to negative reservations preserving existing non-conforming measures in scheduled sectors).

3. Key disciplines to include: (i) transparency
; (ii) national treatment; (iii) market access; (iv) MFN (subject to reservations to protect BITs and investment provisions in RTAs a la GATS Article V); (v) domestic regulation and the right to regulate for a public purpose; (vi) exceptions (general and BoP-specific); (vii) movement of key personnel (intra-company transferees); and (viii) development provisions (including up-front pledges from OECD countries for greater capacity-building funding/training on best-practice investment policy-making).

4. State-to-state dispute settlement under existing DSU provisions.

5. No changes to either the GATS or the TRIMs Agreements arising directly from the negotiation of an MFI.

6. No disciplines on investment protection (left to BITs or to RTAs), nor on the distorting effects of investment incentives (the incidence of which tends to occur mostly at the regional level and more rarely involves bidding activity along North-South lines).
 Meanwhile, the absence of disciplines on investment protection would largely obviate the need for investor-state arbitration in a WTO setting.

7. Key unresolved issues on which it is still hard to speculate include the definition of covered investments and investors (narrow or broad?; FDI only or other types of assets, including portfolio investment?) as well as the treatment of possible commitments on pre-establishment matters.

This paper has attempted to make sense of what is and should be on the table so as to enable Ministers to make informed judgments in Cancun. Such judgments must seek not only to raise the bar as high as possible, given the clear importance all WTO Members attach to enhancing domestic investment climates and the strongly liberalizing trend observed in domestic investment regimes in recent years (a WTO MFI would largely be about the terms of payment for locking in and giving greater permanency to the virtue practiced on the investment policy front in recent years, providing developing countries with negotiating leverage they tend collectively to underestimate) but also to seek an outcome that adds value over existing arrangements and is coherent (i.e. reflective of how trade and investment interact with one another in a globalising environment).

There are grounds to believe that the negotiating bargain currently on the table fails to meet the criteria described above. Because Cancun lies only a few months ahead, it is essential that careful consideration be given to a broader range of issues than those currently being contemplated in the WGTI. Work in the run-up to Cancun will likely be constrained by the elements featured in the Doha mandate.

A consideration of a broader range of issues than those currently under discussion in Geneva might thus prove useful in securing a bigger and better overall bargain for the WTO membership as a whole. In particular, it could help developing countries achieve genuine progress in an area of significant export interest (movement of natural persons) in return for consolidating investment policy reforms that have been strongly liberalizing in recent years, with little evidence of policy reversal.

To contribute to such a discussion, policy makers will need to devote greater attention to issues that have to date largely been cast aside in Geneva and in national capitals. These include:

· What should a multilateral framework of investment disciplines tackle in a WTO setting? What is best left to bilateral or regional settings as well as to non-binding and/or non-enforceable policy initiatives?

· What architecture of rules is most likely to add value to existing disciplines while being pro-development?

· What scope exists for crafting a set of disciplines that would affirm the equivalence (in both economic and juridical terms) between the movement of capital (investment) and the movement of labour?

· Could such a negotiating secure reciprocal gains for all WTO members? What complexities would need to be overcome in achieving such an outcome?

· Should the TRIMs Agreement and elements of the SCM Agreement be collapsed into an integrated MFI?

· What scope exists for embedding greater doses of variable geometry into a WTO MFI, e.g. as between investment protection and liberalisation; pre- and post-establishment; narrow vs. broad definitions of investment;  developed and developing countries?

· Are current negotiating proposals up to the task? Are overall coherence in rule-design and levels of ambition at risk of being sacrificed on grounds of political expediency?

· Is it desirable to have separate investment rules for goods and services? Is there a constituency for such rules outside of bureaucratic circles?

· How significant is the market access (entry) agenda in manufacturing?

· Can multilateral rules match the level of protection afforded to investors in bilateral and regional investment agreements?

· Should a WTO MFI feature recourse to investor-state arbitration?

· Can Cancun survive without a resolution of these matters?  
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�	Ministerial Declaration, adopted on 14 November 2001, doc.  WT/MIN(01)/DEC/1, 20 November 2001, paragraph 20.


� 	These subjects are: scope and definition; transparency; non-discrimination; modalities for pre-establishment commitments based on a GATS-type, positive list approach; development provisions; exceptions and balance-of-payments safeguards; consultation and the settlement of disputes between Members. WT/MIN(01)/DEC/1, paragraph 22.


� 	Paragraph 22 of the Doha Ministerial Declaration states in relevant part: “Any framework should reflect in a balanced manner the interests of home and host countries, and take due account of the development policies and objectives of host governments as well as their right to regulate in the public interest.  The special development, trade and financial needs of developing and least-developed countries should be taken into account as an integral part of any framework, which should enable Members to undertake obligations and commitments commensurate with their individual needs and circumstances.  Due regard should be paid to other relevant WTO provisions.  Account should be taken, as appropriate, of existing bilateral and regional arrangements on investment.”


� 	The draft Ministerial Declaration, dated 27 October 2001, prepared by the Chairman of the WTO General Council in cooperation with the WTO Director-General, for transmission to the Ministerial Conference, identified as one issue to be clarified in future work on investment  “negotiating modalities, including the question of participation”.  See   JOB(01)/140/Rev.1, para.20.


� 	On the concept of “strategic linkage” as applied to the WTO, see David W. Leebron, “Linkages”, American Journal of International Law, Vol. 96, No.1, January 2002,  pp. 5-27.  


� 	See, e.g., Bernhard Hoekman and Michael M. Kostecki, The Political Economy of the World Trading System (2nd ed.) (Oxford: Oxford University Press, 2001), pp. 418-425.  But see James R. Markusen, “Multilateral Rules on Foreign Direct Investment:  the Developing Countries Stake” […]


�	In this regard, the text on investment in the Doha Ministerial Declaration reflects a  “Risk Reduction” conception of the function of WTO rules. Steve Charnovitz, “Triangulating the World Trade Organization”, American Journal of International Law, Vol. 96, No.1 (January 2002), pp. 28-55, pp.42-43.    





�	Thus, for example, Fitzgerald observes: “The upgrading of domestic law, institutions, and regulation required by MFI accession would have a strong positive effect on domestic and expatriate investors as well as on multinational companies.  An MFI would represent a considerable advance over the existing pattern of bilateral investment treaties (BITs) both because it would create a transparent international standard understood by all investors and because it would reduce regulatory uncertainty by being difficult to withdraw from.  The benefits would be gained by the smaller vulnerable economies in particular, which, unlike the larger developing economies, are not in a strong negotiating position.”   Citation from E.V.K. Fitzgerald, “Developing Countries and Multilateral Investment Negotiations” in E.C. Nieuwenhuys and M.M.T.A. Brus (eds.), Multilateral Regulation of Investment ( The Hague, London, Boston:  Kluwer Law International, 2001), p.64.  By contrast, Hoekman and Kostecki have questioned the value of a multilateral agreement on investment as a mechanism to enhance the perceived credibility of foreign investment policies, arguing that there are many existing instruments that can be used for this purpose.  Bernhard M. Hoekman and Michel M. Kostecki, The Political Economy of the World Trading System (2nd ed.), (Oxford: Oxford University Press, 2001), p. 422.   


� See, e,g, UNCTAD, International Investment Agreements:  Flexibility for Development, UNCTAD Series on issues in international investment agreements, (New York and Geneva: United Nations  2000).


� See S. Ostry (1997), op. cit.; see also M. Hart, “A Multilateral Agreement on Foreign Direct Investment: Why Now?”, in P. Sauvé and D. Schwanen, eds. (1996), Investment Rules for the Global Economy: Enhancing Access to Markets, Policy Study 28, Toronto: C.D. Howe Institute, pp. 36-99. 


� An important development to note at the plurilateral level concerns the decision of OECD countries to craft a Multilateral Agreement on Investment (MAI). Following several years of preparatory work, negotiations on the MAI began in May 1995 with a view to reaching agreement by May 1997 on an agreement featuring high-standards provisions on investment protection and liberalisation matters. The MAI negotiations, which were abandoned in the Fall of 1998, revealed the complexity of negotiating far-reaching investment disciplines among countries with highly developed regulatory regimes and significant two-way trade and investment relations. Such a failure is a sobering reminder of the difficulties that attempts to craft an ambitious set of investment disciplines in the significantly more diverse context of the WTO could likely encounter


� The formation of a Working Group on the Relationship between Trade and Investment at the WTO’s First Ministerial meeting in Singapore in late 1996 has proved to be an important catalyst of  progress.  Its work underpinned the decision, taken at the WTO`s December 2001 Ministerial gathering in Doha, Qatar, to launch negotiations on investment by the time of the WTO’s Fifth Ministerial meeting, to be held in Cancun, Mexico in September 2003, subject to agreement on negotiating modalities.


� United States (1998) Economic Report of the President Washington: US Government as cited in Gilpin (2000: 184).


� See Hindley (2001) and Elizabeth Smythe (1998), "Agenda Formation and the Negotiation of Investment Rules at the WTO: The History of a Campaign", Paper presented at the Annual Meeting of the International Studies Association, Washington, D.C. (18 February). 





� South-south FDI is calculated by comparing developing countries’ FDI inflows with recorded outflows from other regions. This may be more accurate since developing countries often under-report FDI outflows. In addition, round-tripping of own capital can over-estimate the FDI figure. (GDF 2002) 





� Providing for such ex ante transparency obligations is not however without implementation costs, particularly in countries with already weak institutional capacities.


� he index is calculated as a weighted average of various estimates of the extent to which the rule of law prevails in each country, the efficiency of the judicial system, corruption, enforcement, ownership concentration (as a proxy for political obstacles to transparency), and finally shareholders’ and creditors’ rights.


� nly those countries with cumulative inflows of less than $60 billion since 1995 are considered so as to focus on the developing and small country context.





� For a cogent description of the predominance of services in the NAFTA reservation lists, see Alan M. Rugman and Michael Gestrin (1994), "NAFTA's Treatment of Foreign Investment", in Alan M. Rugman, ed., Foreign Investment and NAFTA, Columbia: University of South Carolina Press, pp. 47-79. See also Michael Gestrin and Alan M. Rugman (1993), "The NAFTA's Impact on the North American Investment Regime", C.D. Howe Commentary No. 42, Toronto: C.D. Howe Institute, (March).


� .	A number of general principles common to international investment agreements (and other Agreements such as the GATT) govern the provision of services via a commercial presence under the GATS. Non-discrimination – provided for by most-favoured nation treatment and national treatment obligations - and transparency are two fundamental GATS principles. Free transfer of payments and policy lock-in (where commitments are scheduled) are also contained in the GATS. However, the GATS does not deal with some important disciplines that are traditionally included in investment agreements, such as investment incentives, performance requirements, protection against expropriation, or compensation. Nor does it allow private parties direct recourse to the WTO’s dispute settlement provisions, an issue that has garnered considerable attention in the NAFTA context, as it had in the MAI negotiations. 





� Interestingly (and perhaps revealingly in the light both of the failure of the MAI and of recent controversies surrounding the operation of investment protection disciplines under the NAFTA), the issue of investment protection does not expressly figure among the elements enumerated for clarification by the Working Group in the preparatory phase of the negotiations. Nor does it focus on investor-state arbitration as a means of resolving investment conflicts in a WTO setting, a topic towards which many WTO Members have professed considerable reservations in post-Doha discussions within the WTO Working Group on Trade and Investment. The last sentence of paragraph 22 provides that “[a]ccount shall be taken, as appropriate, of existing bilateral and regional arrangements on investment.” It could perhaps be argued that this provides a basis for considering investment protection matters, but the words “as appropriate” make it clear that there is no presumption that WTO negotiations will build on the rules contained in existing bilateral and regional investment arrangements.  Texts that were considered during the preparatory phase for the Seattle Ministerial Conference  in 1999 contained more explicit references to investment protection as a matter for consideration


� The size of potential liabilities are  illustrated by cases filed under NAFTA’s Chapter 11 that provides similar terms as other BITs. Under the investment protection provisions of the NAFTA , the signatory governments have opened themselves to investor-state suits for changes in regulatory policies deemed tantamount to an indirect expropriation. . For example, Metalclad Corporation, a US waste-disposal company, brought suit against the Mexican Government in 1996, seeking US$90 million in damages when the state of San Luis Potosi refused it permission to re-open a waste disposal facility after a geological audit showed the facility would contaminate the local water supply.  Ultimately, Mexico paid Metalclad $16 million in compensation. In another case, Methanex, a Vancouver-based maker of MBTE, a gasoline additive, is suing the US government for $1 billion after California decided to phase out MBTE use because of evidence of it as an environmental hazard.  In another case, Ethyl Corp. filed a $250 million US lawsuit to pressure Canada to eliminate the planned ban on the fuel additive MMT, whose usage is prohibited due to environmental and health concerns. 





� Within the framework of the ASCM the scope for discipline lies in the challenge of an investment incentive that can be shown to be specific, within the meaning of the agreement, and contingent on export or having an "adverse effect" on the trade of another member.  The difficulty of such a challenge depends on the specific types of policies that are in question.  One of the key factors in determining a subsidy is "financial contribution" that could cover the range of fiscal and financial incentives that are used by developed and developing countries.   These disciplines have yet to be tested. In the case of Services the GATs provides a mandate for developing  "necessary multilateral disciplines to avoid such trade-distortive effects". The work has progressed slowly.


� There is also evidence of significant investment diversion away from the Caribbean Basin countries and towards Mexico, though the country’s adherence to the NAFTA has almost certainly been a more important motivating factor than the use of fiscal or financial incentives which Mexico can generally ill-afford.


� This is not to deny the potential risk of “investment-poaching”, including within developing countries. Studies have indeed documented the negative welfare implications that derive from incentive packages that merely transfer investment from oner location to another witout creating new jobs or improving productivity.  In the case of Brazil, for instance, the consensus view among among researchers is that heavily indebted states have granted very large tax breaks to car companies to build factories which they had intended to buld somewhere in Brazil anyway (Rodriguez-Pose and Arbix, 2001).


� The transition periods foreseen under the TRIMs Agreement vary according to the level of development of WTO Members: two years for OECD countries; five years for developing countries and seven years for least-developed countries.


� One could however imagine a best endeavours clause and/or a financial services understanding formula-type outcome on additional prior consultation disciplines and possibly also on issues such as a broader definition of investment, including portfolio investment; pre-establishment commitments; investment protection, etc).


� An attempt at securing greater transparency on the sectoral incidence and on the trade, investment and overall economic effects of incentive programs would be most useful in informing future policy- and rule-making initiatives.
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