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1. Backgr ound Consi derati ons

This paper surveys investnment provisions 1in regiona
integration agreenents (RIAs) with a view to highlighting
whether and how these have gone beyond WO nornms on

investnent. It is generally acknow edged that the Uruguay
Round went further than any previous GATT round in placing
i nvest nent issues on the nmultilateral trade agenda.

Concurrently, the pace of devel opnments with respect to the
negotiation of rules on investnent at the sub-nultilateral
| evel also accelerated during the early 1990s.

This dual evolution of the international policy franmework
for i nternational i nvest nent reflects t he gr owi ng
recognition of the role investnent has cone to play in
i nternational econom c devel opnment and integration. Just as
trade was perceived as one of the key drivers of gl obal
economc growh during the post-War decades, foreign
i nvestnent has since the 1980s cone to be perceived as an
i nportant ‘new node of gl obal economc |linkage. Statistics
indicating that flows of foreign direct investnent began
outstripping both global trade and GDP growh rates in the
1980s only reinforced the perception that it was tine for
the international policy framework to catch up with the new
i nternational econom c | andscape.

This review of investnent provisions in RIAs reveals that
one of the attractive features of negotiating investnent
rules at the sub-nultilateral level is the flexibility and
selectivity that countries with  historically simlar
approaches to investnent issues can bring to the process of
negotiation. This is an inportant point because it suggests
that any negotiation of investnent rules at the nultilatera
| evel would have to take into account the diversity of
experience with -and the practice of - internationa
i nvestnent policy that has evolved at the regional |evel.

Several themes emerge from this short survey of investnent
provisions in RIAs. First, the extent to which signatories
to an RIA attenpt to establish anbitious investnent rules,
with a broad definition of investnent, disciplines on TR M
that go beyond the illustrative list of prohibited neasures
found under the WIOs TRIMs Agreenent and binding dispute
settl ement mechani sns (both state-to-state and, inportantly,
investor-state), inter alia, would seem to be largely a
function of the <countries’ previous experience wth a
i beral investnment regine. Most countries that have entered
i nto agreenents containing high-standard rul es on invest nent
have either already been I|iberalising their investnent
regines unilaterally or have been experinenting wth
investnent rules in prior agreenments (e.g. a nunber of
agreements recently negotiated by the NAFTA signatories



contain provisions alnost identical to NAFTA's chapter 11).
Where countries have only recently begun to liberalise their
i nvestnent regines and where these have traditionally been
highly restrictive, the preference has typically been for
| ess enconpassing agreenents covering limted rights of
est abli shment (and often conferring only post-establishnment
rights subject to restrictions) and the novenent of capital.
In other words, the negotiation of investnent rules in RIAs
could be characterised as taking place at the investnent

policy margin. Countries at simlar levels on the
investnent |iberalisation ‘trajectory’ can scale their
i nvestnent rule-nmaking anbitions in line with historical

| ocal norns on international investnent.

A rel ated point concerns the objectives of investnment rules.
In nost cases these are ained at inproving economc
efficiency. This 1is indeed the stated purpose (often
explicitly couched in preanbular |anguage) of investnent
rules at the WO and in nost RIAs. However, sonme provisions
in RIAs are nore specifically geared towards the attai nnent
of devel opnent objectives, especially as concerns the
pronotion of local (national) firms. This is the case both
in agreenments that distinguish between the rights of |oca
and third-party investors as well as those agreenents that
provide discrimnatory incentives and preferences to
regi onal enterprises.

Another thenme to enmerge from this survey concerns the
apparent convergence of investnent provisions in RIAs
towards what m ght be described as an inplicit internationa
standard. Such a developnent may ultimately facilitate the
attai nment of a WIO regine for investnent. Such convergence
is occuring through two main channels. The first channel is
through ‘side-BITs’, separate agreenents on investnent but
nonet hel ess in the context of w der processes of trade and
econonic integration and co-operation.? \Wat this suggests
is that the traditional design of BITs is shifting beyond
the sole protection of FD from developed to devel oping
countries to conpl enenting broader and deeper liberalisation
initiatives.

The second channel is through the proliferating set of RIAs
that closely resenble or build upon NAFTA investnent
provi sions. Indeed, just as nost BlITs are based upon nodel
agreenents (US, European or Canadian FIPA nodels cone to
mnd), the NAFTA investnent provisions have in many
i nstances becone a sort of ‘nodel RIA investnent chapter’

The trend therefore seens to be towards a nore consistent
treatnment of investnment in RIAs, both in ternms of the
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In the context of a discussion of investnment provisions in RIAs,
this is an inportant devel opnent insofar as it beconmes necessary to
| ook beyond the content of RIAs thensel ves to determ ne whether they
‘contain’ investment provisions.



tendency of RIAs to include rules on investnent (or side-
BITs) and in terns of their content (e.g. broad definitions
of investnent, extensive disciplines on expropriation and
related investnent protection issues, nmechanisns for the
progressive |iberalisation of restrictions to entry and
post-entry operations, and dispute settlenment nechanisns
featuring both state-to-state and investor-state forns of
bi ndi ng arbitration.

Such a process of convergence is especially significant to
the extent that nobst BITs and NAFTA-based RI A investnent

provisions do not result in the sort of preferences that

RIAs typically give rise to with respect to trade. |ndeed,

because the rule of origin test adopted in Rl A investnent

chapters typically takes the formof a liberal “ substanti al

busi ness operations” test, third party investors enjoy the
same rights as investors based in the RIA area when they
have a substantial presence in one nmenber and, through this
presence, nmake an investnent in another signatory to the R A
Therefore, for exanple, a Japanese affiliate based in Canada
maki ng an investnent in the United States or Mexico enjoys
the same rights under the NAFTA as a Canadi an-based firm
making a simlar investnent. To the extent that BITs and
RI A i nvestnent provisions have increasingly conme to reflect

simlar (high) standards, the spread of such agreenments can
be seen as resulting in the de facto plurilateralisation of

investnent rules -- as long as these do not discrimnate
against third party investors.

However, the current patchwork of investnment provisions can
give rise to certain difficulties. ). Al t hough the nost
i nportant determnants of investnent activity remains the
country’s political stability, productivity and overal
macro economc policy stance, RIAs can affect investnent
patterns, whether through enhanced growth opportunities in
an expanded nmarket or through the maintenance of a nunber of
investnent-related trade neasures whose effects can be
discrimnatory for third country operators (e.g. the
mai nt enance of anti-dunping regines within an RIA sector-
specific discrimnatory rules of origin).

Finally, the growh of RIAs (and BITs) featuring investnent
di sci plines has gone hand in hand with a noticeable rise in
judicial activism in the investnment firld. For exanple,
between 1972 and 1999, 69 disputes were registered wth
ICSID, for an average of two and a half per year. Between
January 2000 and February 2002, 29 disputes were registered,
an average of about 13 per year. The WO dispute settl enent
nmechani sm has |i kew se experienced heavy traffic. It should
be noted however that the increasing nunber of disputes my
reflect the fact that the international nechanisns for the
settlement of disputes are gaining credibility anong
econom c operators by providing a set of clear and
predictabl e rul es.



2. A patchwork quilt: the current international framework
for trade and i nvestnent

The absence of a coherent franmework for internationa
i nvestnent has becone apparent as investnent, nore than
trade, has in recent decades been the driving force of
deepening integration in the world econony. As wth
multilateral conpetition policy disciplines, the tale of the
absent investnent regine has a long history, one that starts
with the failure to establish the International Trade
Organisation (ITO at the end of the 1940's. The Havana
Charter had proposed the inclusion of investnment as well as
trade provisions, though the forner were quite limted in
scope owing to fears of many countries, particularly
devel opi ng ones, of foreign control over natural resources
and strategic industries.

: See S. Ostry (1997), op. cit.; see also M Hart, “A Miltilateral
Agreenent on Foreign Direct Investnent: Wiy Now?” , in P. Sauvé and D.
Schwanen, eds. (1996), Investnment Rules for the dobal Econony:
Enhanci ng Access to Mrkets, Policy Study 28, Toronto: C. D. Howe
Institute, pp. 36-99.



The patchwork quilt of differing bilateral treaties, regiona arrangements and limited
plurilateral or multilateral instruments relating to cross-border investment that has
emerged in recent decades stands in sharp contrast to the comprehensive system of norms
and principles governing international trade. The absence of a coherent international
framework is al the more surprising in light of the sea-change in attitudes favouring
investment regime liberalisation that has taken root in developed, developing and
transition economies alike in recent years. In its wake, the world has witnessed an
unprecedented wave of foreign direct investment regime liberalisation, much of it
unilaterally decreed.

The past two decades has indeed w tnessed significant
changes in national and international policies towards
foreign direct investnment (FDI). These changes have been
both cause and effect in the ongoing integration of the
worl d econony and the changing role of FDI in it. Between
1991 and 2000, a total of 1185 reqgulatory changes were
introduced in national FDI reginmes, of which 1121 (or 95
percent) were in the direction of creating a nore favourable
environment for FDI (UNCTAD, 2001). Even at the | owest point
during the last decade — 1996 — the trend was still six
steps forward for every step backward. As Table 1 shows,
during 2000 alone, a total of 150 regulatory changes were
made by 69 countries, only three of which (or 2 percent)
were |ess favourable for foreign investors (UNCTAD, 2001).
Such devel opnments, which suggest the virtual absence of
policy backsliding once countries enbark on an FD
i beralisation path, paradoxically beg the larger question
of the rationale for, and potential value-added from a
multilateral framework for investnent.



Table 1. National regulatory changes in FD regines, 1991-
2000

Item 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000
Number of countries that

introduced changes in their

investment regimes 35 43 57 49 64 65 76 60 63 69
Number of regulatory 82 79 102 110 112 114 151 145 140 150
changes

Of which:

More favourable to FDI 2 80 79 101 108 106 98 135 136 131 147
L ess favourable to FDI P 2 - 1 2 6 16 16 9 9 3

Source: UNCTAD, based on national sources.

a

Including liberalizing changes or changes aimed at strengthening market functioning,
aswell asincreased incentives.

Including changes ainmed a increasing control as well
as reducing incentives.

b

3. Not exactly starting from scratch: existing |legal and
institutional arrangenents governing foreign investnent

The recent years have witnessed a rich variety of rule-
maki ng responses on investnent-related nmatters. Existing
i ntergovernmental arrangenents on foreign investnent feature
a range of bi | ateral, regi onal , plurilateral and
mul til ateral instrunents that differ in their [egal
character, scope and subject matter. Binding agreenents
exist mainly at the bilateral, regional and plurilateral
| evels, while instruments at the nultilateral |evel are,
with the obvious exception of the WO agreenents, nostly of
a non-binding nature. Some arrangenents are devoted
exclusively to foreign investnment. Qhers treat foreign
investnent as part of a wider set of issues relating to
econom c co-operation and integration. The subject matter of
exi sting arrangenents covers a broad spectrum of issues,
including adm ssion and treatnent of foreign investnent,
i nvestnent protection and pronotion, aspects of corporate
conduct, taxation, conpetition and jurisdictional matters,
and di spute settl enent procedures.

The discussion that follows makes clear how, compared to competition policy, the scope
of whose internationalisation remains significantly more limited, the international
community is hardly starting from scratch when it comes to collective action responses
on investment policy, both within and outside the WTO system. There is, accordingly, a
wealth of experience and lessons (and failures) to learn from and distil in charting the



future course of policy and rule-making. There is, as well, a range of policy instruments
and ingtitutional alternatives already at the disposal of developing countries in the
absence of an integrated multilateral framework for investment.

(1) Devel opnents at the bilateral |evel

At the bilateral |evel, key investnent concepts, principles
and standards have been devel oped through the concl usion of
treaties for the protection and pronotion of FDI. Bil ateral
investnent treaties (BITs) form a core element of the
evolving international framework for FDI. The recent years
has witnessed a literal surge in investnment treaty-naking
activity at the bilateral l|evel. The nunber of BITs
qui ntupled during the 1990’s, reaching 1941 by end-2000.
Duri ng 2000 al one, 78 countries concluded 84 BITs. For nuch
of the post-war period, Bl Ts have tended to be negotiated on
a North-South basis. Mire recently, however, there has been
strong growh in the nunber of BITs entered into by
devel oping countries. Thus, in the year 2000, the single
| argest nunber of new treaties was between devel oping
countries, which accounted for 43% of new BITs (UNCTAD,
2001). Simlar growth is in evidence as regards bilateral
treaties for the avoi dance of taxation agreenents.

BITs typically contain broad, open ended, definitions of

foreign investnent, inclusive of non-equity forns, various
types of investnent assets (including portfolio investnents)

as well as intangible assets such as intellectual property.

Investors covered are conpanies and individual nationals
conducting substantial business operations in a host country.
Wiile BITs encourage governnments to facilitate and wel cone
FDI, they generally avoid a direct regulation of the right

to establishnent, referring this nmatter to national |aws
(and thus recognising inplicitly the right of host countries
to regulate the entry of FD). Mst BITs also do not

explicitly address ownership and control issues. On the
ot her hand, sone operational restrictions are often covered,

for instance with regard to the adm ssion of key manageri al

personnel. However, only a few BITs discipline the use of

performance requirenents.

Most BITs prescribe national treatnment, MN and fair and
equitable treatnent, and treatnment according to customary
international |law. Such standards of treatnment are typically
stated in broad ternms and are often qualified by a nunber of
reservations or derogations. In addition, BITs prescribe
specific standards of investnent protection on, notably, the
transfer of funds, expropriation and nationalisation and the
settlement of disputes both 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 Settlenent of |nvestnent
Di sputes (or ICSID, affiliated to the Wrld Bank), UNCH TRAL
or the International Chanber of Commrerce (ICC).

The inportance of BITs stenms not only from the sharp
increase in their use, but also from the fact that nany
recent regional and plurilateral investnent arrangenents
i ncorporate concepts and standards derived from such
treaties. Intended to pronote investnent between the treaty
partners through their protection and predictability-
enhancing features, BITs are touted as sending inportant
signals concerning a country’'s investnment clinmate and the
per manency of its recent policy changes towards FDI

(i) Developments at the regional and plurilateral levels

I nvest ment rul e-maki ng has al so becone a central feature of
the proliferating set of regional integration agreenents
concluded since the late 1980's in all parts of the world.
At the regional level, a distinction can be nade between, on
the one hand, arrangenents that cover only foreign
i nvestnent and, on the other, those that integrate rules on
foreign investnent into a broader franmework of rules ained
at pronoting econom c cooperation and deeper integration.
Exanpl es of the latter include the Treaty establishing the
Eur opean Conmunity, the North Anerican Free Trade Agreenent,
the free trade agreenent |inking Mexico, Venezuela and
Col onmbia (G3) or the recently concluded free trade agreenent
bet ween Si ngapore and the nenbers countries of the European
Free Trade Association (EFTA). Exanples of the former
include the COCECD Codes of Liberalisation of Capital
Movenents, the Colonia Protocol on the Pronotion and
Reci procal Protection of Investnents within MERCOSUR and the
APEC Non- Bi ndi ng I nvestnent Principles.

Rel ative to BITs, these agreements show greater diversity.
The main objective typically pursued at this level is the
i beralisation of restrictions to entry and establishnment of

FDI , followed by the elimnation of di scrim natory
operational conditions. Protection and pronotion dinmensions
are of nore recent vintage. FDI liberalisation proceeds
mai nly t hr ough a gr adual el imnation of exi sting

restrictions, a system of reporting on existing regulations
and changes to ensure transparency of neasures and
nmoni toring nmechanisnms to follow up on the inplenentation of
schedul es for further |iberalisation.

A pattern emerging in a growng nunber of regiona
agreenents is to conbine in one instrunent (chapter) an
expanded set of di sci pli nes gover ni ng bot h t he
i beralisation and protection of FDI, conplinmented wth



di spute settlenent provisions that mrror those found in
BITs (i.e. providing for both state-to-state and investor-
to-state settlenent of investnent disputes).

The structure of the npbst advanced regional free trade and
integration agreenents reflects the interrelations between
i nvestnent, trade, services, intellectual property rights,
conpetition policy and the novenent of business people.

O her inportant issues dealt wth in sonme regional
agreenments relate to technology transfers, environnental
protection, t axati on, conflicting requirements, and

standards for the conduct of nultinational enterprises.

An important development to note at the plurilateral level concerns the decision of OECD
countriesto craft a Multilateral Agreement on Investment (MALI). 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, revedled 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.

(iii)  Developments at the multilateral level

Some of the nobst significant advances in nultilateral rule-
maki ng on investnent were nade during the course of the
Uruguay Round and are found in the WIO. Wiile the current

treatment of investnment wunder the WO |acks overall
coherence, several WO agreenents already deal, directly or
indirectly, wth investnment issues. These include the

Agreenent on Subsidies and Countervailing Measures (ASCM,
the Agreenment on Trade-Related I|nvestnent Measures (TR M
Agreenment), the GCeneral Agreenment on Trade in Services
(GATS), the  Agreenent on Trade-Related Aspects of
Intellectual Property Rights (TRIPs Agreenent), t he
plurilateral Governnment Procurenent Agreenent (GPA), and the
Di spute Settlenment Understanding (DSU).

Meanwhile, an important pedagogical journey began with the establishment at the
WTO's First Ministerial meeting in Singapore in late 1996 of a Working Group on the
Relationship between Trade and Investment. As is discussed below, progress in the
Working Group played a mgjor role in underpinning 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.

That the WO already enbodies certain investnent-rel ated
di sciplines holds an obvious and inportant inplication,
particularly in the wake of the decision taken by trade
Mnisters in Doha to aim to craft a nultilateral set of
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i nvestnent rules. Any expansion of investnent disciplines at

the WO wll have to be shaped to ‘fit into the
architectural space that currently exists for such rules.
Conversely, this architectural space will probably need to

be re-shaped in sone instances to accommobdate any new
multilateral investnment disciplines at the WO

The post-Uruguay period has also seen a number of important (and non-WTO) efforts at
international co-operation that could have positive overall effects on domestic investment
climates. This has notably been the case in the realm of bribery and corruption (OECD,
OAYS); the conduct of multinational enterprises (OECD Guidelines on Multinational
Enterprises, UN Global Compact); corporate social responsibility and corporate
governance (OECD, World Bank); as well as best practices in investment promotion
activitiesStUNCTAD, World Bank).

4. Characterising the Dversity of Developnents at the
Peri phery

As the above section has docunented, at the sub-nultilatera

| evel, investnent issues have been addressed through RIAs,

bi | at eral investnent treaties (BITs) and a range of

plurilateral arrangenents specifically ained at dealing with
I nvest nent issues. Were investnment protection is concerned,
RIAs are not typically the main vehicle for negotiating
i nternational investnent rules. Rather, BITs constitute the
nost popular instrunent in this regard. Wereas the nunber
of BITs reached 1941 at the end of 2000, close to 200 RIAs
are currently in force and only a small (albeit grow ng)

mnority of these deal with investnent issues. * Gven the
focus of this survey on how RIAs deal with investnent issues,
it is inportant to keep in perspective that these only
represent one of several institutional settings at the sub-
multilateral |evel in which investnent-rul e making has taken
pl ace.

Rul es on investnent have been linked to w der processes of
trade and economc integration and cooperation in various
ways. The follow ng sub-sections deal respectively with: i)
agreenents that focus on the right of establishnent and the
free novenent of capital, ii) agreenments that build upon
treatment and protection principles typically found in BITs,
iii) agreenents that distinguish between the rights accorded
to local and third-party investors and iv) agreenents that
i nclude provisions on the status of regional enterprises.

Thi s classification of RTAs accor di ng to gener al
characteristics is inperfect insofar as the conplexity of
many agreenents neans that they could be included in several

¢ Al t hough, as noted, many of these now have ‘side-BITs’.
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cat egori es. I ndeed, the only perfectly exclusive
categorisation of agreenents is at the level of the
i ndi vi dual agreenents thenselves since no two agreenents are

exactly alike. However, in order to give the discussion
some structure and to avoid sinply listing agreenents and
their investnent provisions a rough characterisation

according to broad objectives ains at rendering the ensuing
di scussion nore reader-friendly.

Finally, all of the agreenents discussed below constitute
exanples of efforts to go beyond existing provisions on
investnent at the WO, either in ternms of substance or
obj ectives. |Indeed, even the nost nodest rules on investnent
found in Rl As usually contain sone sort of provisions on the
right of establishnent, sonething that does not exist in any
WO agr eenent .

(1) Rul es on right of establishment and the free novenent
of capital

Early efforts at introducing rules on investnent at the
regional |evel enphasised the issues of establishnment and
the free novenent of capital. One of the nobst conprehensive
exanples of this approach was the Treaty Establishing the
European Conmmunity (1957) (revised by the Treaty of
Anst erdam which entered into force on 1 May 1999). The EC
Treaty addresses investnent primarily through provisions on
freedom of establishment and free novenent of capital.

Article 52 of the original treaty prohibits restrictions on
the freedom of establishnment of nationals of a nenber State
in the territory of another nenber State and on the setting
up of agencies, branches or subsidiaries by nationals of any
menber State established in the territory of any nenber
State.® Freedom of establishment includes the right to take
up and pursue activities as self-enployed persons and to set
up and manage undertakings under the conditions laid down
for its nationals by the law of the country where such
establishnent is effected. By virtue of Article 58° this
right of establishnment applies to conpanies or firns fornmed
in accordance with the law of a nenber State and having
their registered office, central adm nistration or principa

pl ace of business within the Conmunity.

The reference in the original text to the progressive abolition of
restrictions on the right of establishnent in the course of the
transitional period was deleted and replaced by the concept of
prohibition in anmendnents nade by the Treaty of Amsterdam Article 43.
Oficial Jour nal of the European Conmunities, No. C 340,
10 Novenber 1997, p.61

Treaty of Anmsterdam Article 48.
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Since the end of the transitional period on 31 Decenber 1969,
Article 527 has been directly applicable in the sense that
it can be invoked by individuals before the national courts
of menber States. EC Treaty rules on freedom of
establishnent are not only addressed to the nenber States
but also require the adoption of neasures by the Community
institutions wth respect to a wde range of nmatters
specified in Articles 54 and 57 in order to facilitate the
i npl enentation of the freedom of establishment.® Pursuant
to these provisions, directives have been adopted inter alia
with respect to standards in specific sectors, conpany | aw,
governnent procurenent, and the nutual recognition and
acceptance of diplomas, certificates and other evidence of
formal qualifications.

Wth respect to novenent of capital, Article 73(b) of the EC
Treaty, which was added by the 1992 Treaty on European Uni on,
provides for the prohibition as of 1 January 1994 of
restrictions on novenents of capital and paynents between
the nenber States and between the nmenber States and third
countries. ° Capital novenents covered by this provision
include direct investnents, defined as investnents of all
kinds which serve to establish or to maintain l|lasting and

direct links between the person providing the capital and
the undertaking to which the capital is nmade available in
order to carry on an economc activity. Thi s general

prohibition is subject to "grandfather”™ and transition
clauses in respect of certain existing restrictions,
exceptions (e.g. relating to taxation and prudential
nmeasures) and a safeguard clause applicable in case of
difficulties for the operation of economc and nonetary
uni on caused by capital novenents to or fromthird countries.

Agreements involving countries that have historically restricted capital movements have
also tended to emphasize establishment and capital movement issues but much less
comprehensively than the EC Treaties. For example, the Europe Agreements concluded
in the early and mid-1990s between the European Community and Central and Eastern
European countries, also focus primarily upon establishment issues by providing for
national treatment with regard to the establishment and operation of companies and
nationals. The term "establishment"” is defined in each of these Agreements as meaning
the right to take up and pursue economic activities by means of the setting up and
management of subsidiaries, branches and agencies.

The Treaty Establishing the Caribbean Community (CARI COV)
(1973), as anmended by a Protocol adopted in July 1997,
prohibits the introduction by nenber States of any new
restrictions relating to the right of establishnent of

Treaty of Ansterdam Article 43.
’ Treaty of Ansterdam Articles 44 and 47, respectively.
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nationals of other nenber States (Article 35b). Menber
States are also required to renove restrictions on the right
of establishnent of nationals of other nenber States,
including restrictions on the setting up of agencies,
branches or subsidiaries by nationals of a nenber State in
the territory of another nenber State (Article 35c).

Li kewi se, the Treaty Establishing the African Economc
Community (1991) and the Treaty Establishing the Conmon
Mar ket for Eastern and Southern Africa (COVESA) (1993)
i nclude anong their objectives the renoval of obstacles to
the free novenent of capital and the right of residence and
establ i shment. Finally, the Revised Treaty of the
Economi ¢ Community of West African States (ECOMS) (1993)
i ncludes anong its objectives the establishnent of a conmon
mar ket involving, inter alia, the renoval of obstacles to
the free novenent of persons, goods, services and capital
and obstacles to the right of residence and establishnment
(Article 3(2)). The Treaty Establishing the Economc and
Monetary Union of West Africa (1996) provides for freedom of
nationals of one nenber State to provide services in the
territory of anot her menber State and proscri bes
restrictions on novenent of capital

(ii) Rules building on treatnent and protection principles
of bilateral investnent treaties

A nunber of RIAs have gone beyond issues relating to
establi shnment and the free flow of capital. For exanple, the
North Anmerican Free Trade Agreenent (NAFTA) (1994) contains
generic provisions on investnent in Chapter 11 * .
“Investnment” is defined in Article 1139 through a broad |i st
of assets along with a negative list of certain clains to
noney, including clains arising fromcomercial transactions,
which are not considered to be investnents. Each Party is
required to accord the better of national treatnment and MN
treatnent to investors of another Party, and to investnents
of investors of another Party, wth respect to the
est abli shnment, acquisition, expansion, nanagenent, conduct,
operation, and sale or other disposition of investnents
(Articles 1102-1104).%

1 See, respectively Article 4(2)(i) of the Treaty Establishing the
African Economic Community and Article 4(4)(c) and 4(6)(e) of the
COVESA Treaty.

In addition to Chapter 11, separate provisions dealing wth
i nvestment issues are contained in Chapter 14 on financial services,
Chapter 15 on conpetition, nonopolies and state enterprises, and
Chapter 16 on tenporary entry for business persons.

11

2 The NAFTA adopts the negative |ist approach such that the actual
coverage of the agreenent’s investnent provisions is determ ned by
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The provisions of the NAFTA concerning performance
requirements apply to both investnments of investors of a
Party and investnents of investors of a non-Party.
Article 1106(1) proscribes the inposition or enforcenent of
mandat ory requirenments and the enforcenent of any
undertakings or commtnents: (1) to export a given |evel or
per cent age of goods or services; (2) to achieve a given
| evel or percentage of donestic content; (3) to purchase

use or accord a preference to goods produced or services
provided in the territory of a Party or to purchase goods or
services from persons in its territory; (4) to relate the
vol ume or value of inmports to the volune or value of exports
or to the anmount of foreign exchange inflows associated with
i nvest nent ; (5) to restrict sales of goods or services
produced or provided by an investnent in a Party's territory
by relating such sales to the volunme or value of exports or
forei gn exchange earnings of the investnent; (6) to transfer
technol ogy, a production process or other proprietary
know edge; and (7) to act as the exclusive supplier of the
goods produced or services provided by an investnent to a
specific region or world market. Wth the exception of the
first and the last two requirenents, these requirenments are
al so prohibited if applied as conditions for the receipt of
an advantage (Article 1106(3)).

NAFTA  Articles 1115-1138 provi de for i nternational
arbitration of disputes between a Party and an investor of
anot her Party. An investor may submt to international

arbitration a claim that another Party has breached an
obligation under Chapter 11 or under certain provisions of
the chapter on nonopolies and state enterprises and that the
investor has incurred |loss or damage by reason of, or

arising out of, that breach. Article 1122 contains the
uncondi ti onal consent of the Parties to the subm ssion of a
claim to arbitration. The investor can elect to proceed

under the International Centre for Settlenent of |nvestnent
Di sputes (ICSID) Convention, the Additional Facility Rules
of ICSID or the United Nations Conm ssion of Internationa
Trade Law (UNCI TRAL) Arbitration Rules. Detailed rules are
contained in these provisions on mtters such as the
constitution of arbitral tribunals, consolidation of clains,
applicable law, nature of renedies, and finality and
enforcenent of arbitral awards.

A nunber of nore recent RIAs (and proposed RI As), especially
those involving NAFTA signatories, have been broadly
nodel l ed after the NAFTA with respect to investnent rules.
This is the case, for exanple, in the Canada-Chile Free
Trade Agreenent (1997) and in the draft text for the Free
Trade Area of the Anericas. A structure and content broadly

the exceptions and reservations contained in the annexes to the
agr eenent .
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simlar to that found in the NAFTA investnment provisions is
also reflected in the Vaduz Convention, the revised

Conventi on establ i shing t he Eur opean Free Tr ade
Associ ation®™ (2001) and the Japan-Singapore New Econonic
Part nership Agreenent. One interesting point to note is

that sone recent bilateral RIAs do not cover investnent for
the stated reason that a BIT already exists between the
signatories. This is the case, for exanple, in the Canada-
Costa Rica Free Trade Agreenent (2000).

O her Rl As have sought to incorporate BIT-1ike provisions on
i nvest ment but have eschewed the strict enforcenent
standards (e.g. binding dispute settlenment nechanisns) and
the levels of protection and I|iberalisation found in
agreenents |ike the NAFTA In the context of the Asia-
Paci fi c Econom c¢ Cooperation (APEC), norns of a legally non-
bi nding nature relating to the adm ssion, treatnent and
protection of foreign investnent have been adopted in the
APEC Non- Bi ndi ng I nvestnent Principles (1994). Principles of
a general nature state that Menber economies wll ensure
transparency with respect to |aws, regulations and policies
affecting foreign investnent; extend MN treatnment to
i nvestors fromany econony with respect to the establishnent,
expansion and operation of their investnents; and accord
national treatnment to foreign investors in relation to the

establi shnment, expansion, operation and protection of
foreign investnent, wth exceptions as provided for in
donmestic laws, regulations and policies. More specific
Principles provide that Menber economes wll not relax

heal th, safety and environnental regul ations as an incentive
to encourage foreign investnent; mninmse the use of
performance requirenments that distort or limt expansion of
trade and investnent; and permt the tenporary entry and
sojourn of key personnel for the purpose of engaging in
activities connected with foreign investnent, subject to
rel evant | aws and regul ati ons.

A nunber of regional and pluril ateral agreenents exist which,
instead of directly incorporating the full range of
investnent protection and dispute settlenent provisions
typically found in bilateral investnent treaties, envisage
the conclusion of such bilateral treaties between the
parties. Al though not part of the RIAs thenselves, these
‘side-BlITs’ are explicitly recognised as contributing to the
wi der process of liberalisation between the parties. An
exanple of this approach is the Cotonou Agreenent between
the European Union and the ACP Countries.' This agreenent
sets forth general principles regarding the treatnent of
foreign investnent, such as the requirenent to accord fair
and equitable treatnent, and envisages that nore specific

13

The original Stockhol m Convention was signed in 1960.
¥ Signed in June 2000.
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regul ation of policies on foreign investnment will be dealt
with through the negotiation of bilateral agreenents between
the Contracting Parties. Already in the Lomé Convention VI,
whi ch the Cotonou Agreenent replaces, a Joint Declaration in
Annex LIIl of the Convention provided that the Contracting
Parties would undertake a study of the main clauses of node
bilateral investnment agreenents. Various recent agreenents
of the European Union with third countries also refer to the
possi bl e conclusion of bilateral investnent treaties between
nmenber States of the European Union and the third countries
in question.®

(ii1) Rules that distinguish between local and third-party
i nvestors

I nvestment rules on establishnment, the free flow of capital
and those that build upon issues usually covered in BITs all
have as their wunderlying purpose the pronotion of a nore
efficient international allocation and use of capital.

However, not all investnent rules in R As have economc
efficiency as their prine objective. Sonme agreenents
contain i nvest nent provi si ons whose aim is nor e
devel opmental in nature. For exanple, 1in August 1994,

Menber States of the MERCOSUR adopted a Protocol on
Promotion and Protection of Investnents from States not
Parties to MERCOSUR The signatories to the Protoco
undertake not to accord to investnents of investors of third
countries nore favourable treatnent than that provided for
in the Protocol. |In respect of the treatnent of established
i nvestnents, the Protocol |ays down general standards of
treatnent which are simlar to those contained in the
Col oni a Protocol '°, except that the parties to the agreenent
enj oy discretion to deci de whether or not to accord nationa
treatnent and MFN treatnent to established investnents of
investors of third countries. The Protocol on Pronotion and
Protection of Investnments from States not Parties to
MERCOSUR cont ai ns no provi sions on performance requirenents.

15

In addition to the Europe Agreenments and the Partnership and
Cooperation Agreenents, references to the future conclusion of
bilateral investnment treaties appear in, for exanple, the Cooperation
Agreenent between the European Community and the Kingdom of Nepal
(1995), Article 10; the Interregional Framework Cooperation Agreenent
bet ween the European Community and its Menber States, of the one part,
and the Southern Conmmon Market and its Party States, of the other
part (1995), Article 12, and the Franework Cooperation Agreenent
leading ultimately to the establishnent of a political and economc
associ ati on between the European Community and its Menber States, of
the one part, and the Republic of Chile, of the other part (1996),
Article 15

The Colonia Protocol governs the treatnment of regionally based
i nvestors and their investnents.
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O her agreenents dealing wth investnments from third
countries have sought to reduce restrictions traditionally
aimed at these. For exanple, in the context of the Andean
Community, rules aimng at the harnonization of investnent
policies of nmenber countries towards investnment from third
countries were first adopted in 1970. The currently
applicable reginme appears in Decision 291 of the Comm ssion
of the Cartagena Agreenent -Common Code for the Treatnent of
Foreign Capital and on Trademarks, Patents, Licences and

Royalties (1991). This Decision provides that foreign
investors shall have the same rights and obligations as
national investors, except as otherwise provided in the

| egislation of each nenber country, and elimnates the
previously exi sting requi rement to subj ect foreign
i nvestnent to an authorization procedure. It also renoves
restrictions contained in the previous rules on the transfer
of funds by obligating nenber countries to permt foreign
investors and sub-regional investors to remt abroad in
convertible currency the verified net profits derived from
foreign direct investnment and the proceeds fromthe sale or
iquidation of such investnent. A third inportant change
effected by the Decision is the renoval of restrictions on
access of products produced by foreign enterprises to the
benefits from the trade |iberalisation under the Cartagena
Agr eenent . Prior to the adoption of this Decision, such
products could benefit from this trade |iberalisation only
if the foreign enterprise undertook to convert into a joint
or national enterprise.

(iv) Rules extending preferences to regional enterprises

Several regional agreements aim at fostering co-operation
between firns of nenber States by establishing a special
legal reginme for the formation of a regional form of
busi ness enterprise. For exanple, the Uniform Code on
Andean Mul tinational Enterprises established by Decision 292
of the Commission of the Cartagena Agreenent provides for
the formati on of Andean Muiltinational Enterprises. One of
the conditions for the creation of such an enterprise is
that capital contributions by national investors of two or
nore nmenber countries nmust nmake up nore than 60 per cent of
the capital of the enterprise. Anong the privileges which
the Decision requires nenber countries to grant to such
enterprises are national t r eat ment with respect to
governnent procurenent, export incentives and taxation, the
right to participate in economc sectors reserved for
nati onal conpanies, the right to open branches in any nmenber
country, and the right of free transfer of funds related to
i nvest nent s. Li kewi se, the Basic Agreenent on the ASEAN
I ndustrial Cooperation Schene (Al CO Schene) was concl uded by
menbers of ASEAN in 1996 to pronote joint manufacturing
industrial activities between ASEAN- based conpani es.
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5. Collective Action on the | nvestment Front

Regardless of the negotiating setting (i.e. regional or multilateral), the international
investment agenda can be described as breaking down into four core sub-agendas. These
relate to: (i) investment protection; (ii) investment distortions; (iii) investment
liberalisation; and (iv) international co-operation efforts in areas likely to enhance
domestic investment climates and promote good governance.

(i) Protecting investnent and investors

A sdient feature of international investment arrangements is that they generally embody
not only relative treatment standards, such as national treatment and most-favoured-
nation treatment, but also absolute, minimum standards of treatment and protection of
foreign investment. Should such absolute treatment and protection standards form one
component of a WTO framework of rules on investment? Looked at from the periphery,
an affirmative answer seems entirely possible.

One argument in support of the creation of a multilateral framework on investment in the
WTO is that there are potentialy significant economies of scale to be reaped from
agreeing on one accepted international standard of investment protection. Such a process
would likely promote the adoption of international best practices (arising from the
convergence around NAFTA-like norms described earlier) and encourage worldwide
harmonization around such a standard. It would also economize on scarce negotiating
resources, a problem developing countries are far likelier to encounter than governments
from capital exporting countries. A multilateral set of disciplines on investment
protection would arguably send a positive signal to potential foreign investors regarding
the permanency of policy changes and the expected standard of trestment afforded to
foreign investors.

A multilateral regime for investment protection might also likely help to counter-balance
the economic and political asymmetries that are rooted in much investment treaty-making
activity conducted along North-South lines. Despite the recent rise in bilateral investment
agreements concluded among developing countries, the fact remains that the most
economically significant agreements — those that encompass the greatest volume of FDI
directed towards developing countries — remain those which developing countries
conclude with capital exporting countries from the OECD area.

The negotiating asymmetries that are common to such agreements have in some instances
led to negotiated outcomes in which host country governments (typically developing
countries, as there are virtually no investment protection agreements among capital
exporting countries) have taken on substantive obligations, notably in the ream of
expropriation-related disciplines, towards which governments (and other voices in
parliaments and in civil society) in OECD countries have expressed increasing disquiet.
Such asymmetrical outcomes have been possible largely because, in practice, the
incidence of such rules falls solely on host (e.g. developing) countries, the latter having
no significant foreign investments in OECD countries, hence no real capacity to direct the
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agreements’ provisions against potentially adverse policy measures taken by home
country governments.

The case for a multilateral regime on investment protection implicitly assumes that a
multilateral framework would embody the kind of protection and treatment principles
typically provided for in bilateral investment treaties.” However, 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.”® Some WTO Members do not interpret this omission as precluding
consideration of investment protection as a possible element of a multilateral
framework.™®

In any case, investment protection has not been the subject of in-depth analysis and
debate in the WTO Working Group on the Relationship between Trade and Investment.
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“The objective of WO negotiations would be to establish a comon
set of binding nultilateral rules providing a sinplified, secure and

predictable framework for international investnment enconpassing
existing bilateral agreements and practices.” “1 nternational
I nvest nent Treaties and Devel oping Countries”, Trade and I nvestnent

Background Briefing No. 9....

Interestingly (and perhaps revealingly in the light both of the
failure of the MAI and of recent controversies surrounding the
operation of investnment protection disciplines under the NAFTA), the
i ssue of investnent protection does not expressly figure anong the
el enents enunerated for clarification by the Wrking Goup in the
preparatory phase of the negotiations. The | ast sentence of paragraph
22 provides that “[a]ccount shall be taken, as appropriate, of
existing bilateral and regional arrangenents on investnent.” It
could perhaps be argued that this provides a basis for considering
i nvestment protection matters, but the words “as appropriate” nmake
it clear that there is no presunption that WO negotiations wll
build on the rules contained in existing bilateral and regional
i nvest ment arrangenents. Texts that were considered during the
preparatory phase for the Seattle Mnisterial Conference in 1999
contained nore explicit references to investnent protection as a
matter for consideration.

Thus, for exanple, in an evaluation of the results of the Doha
M nisterial Conference issued on 14 Novenber 2001, the European
Conmmi ssion specifically stated that the European Comunities woul d
raise the issue of i nvest nent protection and i nvestors’

responsibilities during the 2-year preparatory phase. 1In April 2002,
Korea submitted a paper on the definition of “investnent” which
also explicitly raises the question of whether and how to
incorporate investment protection disciplines into a multilateral

framewor k. The subm ssion suggests three possible approaches wth
respect to the treatment of investnent protection in a multilateral

framework: exclusion of protection; incorporation of investnent

protection provisions reflecting the |owest comopn denoni nator of

the extant bilateral investnent treaties with a provision for MN
exenptions for higher levels of protection in bilateral treaties;

and the introduction of a general obligation of protection.

Wrking Goup on the Relationship between Trade and Investnent,

Comuni cation from Korea, W/ WGTI/W 114, 15 April 2002, Scope and
Definitions of “lnvestment”.

A paper subnmitted by Korea in Cctober 2000 on the difficulty of
interpreting the concept of indirect expropriation attracted little
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Virtually no attention has been paid to the question of how a body of absolute treatment
and protection standards contained in a WTO agreement on investment would cohere
with existing WTO rules on trade in goods, services and intellectual property rights; and
how WTO dispute settlement proceedings and remedies would apply to disputes
involving investment protection issues.*

One reason for expressing some measure of caution with respect to investment protection
in the context of WTO rules on investment is that inclusion of absolute standards of
investment protection and treatment could be seen as symbolic of the pro-business
orientation of WTO rule-making. Thiswould likely generate strong pressure for inclusion
of legally binding rules on corporate social responsibility.?

On the other hand, the question must be raised how a WTO multilateral framework on
investment can meaningfully contribute to the stated objective of enhancing transparency,
stability and predictability if it does not incorporate at least some absolute protection and
treatment standards. Merely requiring governments to accord non-discriminatory
treatment to foreign investors may not be sufficient to ensure adequate legal security of
the regulatory environment facing foreign investors. For example, the issue of the right
of transfer of investment-related payments may not adequately addressed through a mere
non-discrimination requirement.

Looked at from the perspective of multinational firms, it is debatable whether multilateral
responses are likely to provide the highest possible degree of protection to investors (and
their investments) from FDI originating countries..”® Precisely because of the political

attention. Wrking Goup on the Relationship between Trade and
I nvest ment, doc. WI/WGTI/W91, 11 Cctober 2000, Contunication from
Korea, “Investnent Protection: Expropriation and Conpensation”.

2 VWile it is clear by now that there is no support for the inclusion
of investor-state arbitration provisions, WO rules on investnent
protection could create conplications even when adm nistered through
state-state dispute settlenent. For example, what would be the
nature of the appropriate remedy in an instance of unlawful
expropriation of foreign investnent?
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As observed by Charnovitz, “J[I]f the WO decides to wite rules on
investment, it nmay prove politically difficult to focus on the
rights of investors, while giving no attention to their socia
responsibilities.” Charnovitz, supra note....

#  The absence of a strong rationale for pursuing an anbitious
multilateral agenda on investnent protection significantly |essens
the need to consider providing investors with direct recourse to the
mul til ateral trading systems di spute settl enent machi nery.
Investor-state arbitration, a key conponent of BITs and of RTA's
addr essi ng i nvest ment protection and l'iberalisation in a
conpr ehensi ve nmanner and, when properly designed and circunscribed,
a good way of taking intergovernnental and foreign policy
considerations out of investnent disputes, is indeed an unlikely
candidate for inclusion in any future WO agreenent on investnent.
There are both political and technical reasons to believe that this
will remain so for the foreseeable future. On political grounds,
perhaps the greatest difficulty in justifying the need for investor-
state arbitration lies in the fact that it would inplicitly affirm
in the continued absence of a commensurate desire on the part of WO
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and economic asymmetries alluded to above, MNCs may be expected to prefer the higher
level of investment protection likely to flow from bilateral or regional treaties over
potentially weaker disciplines embedded in a multilateral instrument.

Finally, while bilateral investment protection treaties are widely seen as an important
means for capital-importing countries to enhance domestic investment climates, there is
little empirical evidence to suggest that developing countries reap significant “signaling”
effects (in the form of sustained net increases in the level of FDI) from entering into BITs.
(see Box 1). Nor is there much evidence to suggest that BITs exert significant impacts on
the sectoral composition of foreign investment flows. Meanwhile, evidenceis scarce asto
the economic significance of the recent proliferation of BITs concluded among
developing countries. The potential benefits flowing from such agreements have to be
measured against their negotiating, implementation and/or enforcement costs. They must
also be measured against the potential signaling properties (and enforcement costs) of a
single multilateral instrument.

In sum, despite the absence of an explicit reference in the Doha Ministerial Declaration to
investment protection, thereis clearly aneed for careful analysis of the possible merit and
implications of incorporating certain aspects of investment protection and treatment
standards in aWTO framework on investment.

Box 1: The Signaling Properties of Bilateral Investment Treaties

A preliminary overview of the literature on bilateral investment treaties reveals a dearth of empirical
information on the impact of such agreements on FDI inflows. BITs clearly provide a signa to
foreign investors that the host country is serious about conforming to international laws. For example
Brazil, the main recipient of FDI in the LAC region, signed 11 bilateral investment treaties between
1994-95, after decades of pursuing policies that were averse to international foreign investment
treaties.

But BITs do not seem to attract FDI by themselves. Sub-Saharan Africa, for example, has had
difficulties in attracting FDI, though it has tried to improve the environment for FDI by entering into
various agreements to protect the interests of investors. This has led to diversification of FDI into non-
traditional sectors such as light manufactures and utilities. FDI tends to flow to countries that offer the
prospects of a reasonable rate of return, which in turn is a function of the market situation, and other
political, social and ingtitutional factors. Countries that have long-term stability (of rules and
procedures, and offer equal competitive opportunities) and can provide adequate protection tend to be
preferred.

Menbers to provide equivalent rights to other private stakehol ders
(e.g. environmental groups or |abor unions), the superior rights of
hol ders of capital within the trading system On technical grounds,
quite apart fromthe thorny (and politically-charged) aspect of how
adverse investor-state rulings mght affect the delicate bal ance of
benefits brokered between WIO Menbers under various agreenents, one
of the main problems would lie in the inability of the WIO s current
institutional mnmachinery to accommpdate the proliferation of cases
that could arise should private party recourse to dispute settl enent
be al | owed.
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Summing up, mixed views remain as to whether investment decisions are influenced by the existence
of BITs. The existence of such rules could make a difference at the margins to companies decision to
invest -- the discount rate of the expected cash flow related to the envisaged investment is improved
when the host country is committed to international rules. BITs can remove legal obstacles to the free
flow of investment, and their presence can tilt the balance in investors' location decisions. It must be
noted, however, that no evidence indicates that the investors would refrain from investing in a country
if that country did not conclude a BIT with their home country. For instance, the US is the biggest
investor in China behind Hong Kong, Macao and Taiwan. However a Sino-US BIT has not been
concluded yet. Three of the largest five FDI originating countries in Indonesia did not have BITs with
Indonesia. Though the major recipients of Japan's FDI are to be found in Southeast Asia and China,
Japan has only concluded a BIT with the latter (it signed a BIT with Koreain January 2002).

(ii) Dealing with investrment distortions

The investment distortion agenda concerns primarily investment incentives and
performance requirements (TRIMS). Its predominant focus therefore lies with investment
in manufacturing. The distorting effects of TRIMs have for some time been subject to
negotiated disciplines at both the regional and multilateral levels. In genera the
disciplines on performance requirements, principally tools of developing countries, are
greater than those on investment incentives, used most extensively by industrial countries
and, to a lesser extent, a growing coterie of developing countries (many of which in
South-East Asia).

Some multlateral discipline has come to bear on investment incentives as a result of the
Uruguay Round's Agreement on Subsidies and Countervailing Measures (ASCM). The
SCM Agreement governs the conditions under which a range of subsidy practices —
including investment incentives — may be actionable under the WTO. Yet, such
disciplines are largely indirect in nature when it comes to investment, apply solely to
goods-related transactions (hence only to about one-third of global FDI activity; no
equivalent disciplines exist under the GATS), and can be invoked solely in instances
where a prejudice to trade in goods arising from an actionable subsidy practice can be
demonstrated.

Bringing disciplines to investment incentives would help rebalance the TRIMs agreement
in a way that would promote development. However, there continues to be limited
political appetite, particularly in countries with federal systems of governance (where
investment incentive programmes are actively used as instruments of industria or
regional development) to address the distortive effects of locational competition at the
global level. Only a handful of proposals along these lines have been made to date within
the WTO Working Party on the Relationship Between Trade and Investment, and
investment incentives did not make the short list of issues to which the Working Group is
devoting priority attention in the ru-up to the Cancun Ministerial.

Moreover, the question arises as to whether the inherently regional dimension of much

competition over incentive bidding makes it desirable in the first instance to try to tackle
this issue at the multilateral level. Indeed, it may be advisable on subsidiarity grounds to
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encourage parties to regiona trade and investment agreements to tackle such an issue
(OECD, 2001).

Meanwhile, more research is needed to assess the developmental effects of various types
of performance requirements, particularly since empirical studies revea that some
performance requirements, notably those linked to export performance or loca training
requirements, can exert positive developmental effects. Absent some rebalancing through
the adoption of multilateral disciplines aimed at curbing the trade- and investment-
distorting effects of investment incentive programmes, consideration could be given in
the current round to limiting the scope of prohibited performance requirements to those
measures — local content rules and trade balancing requirements — specifically identified
in the TRIMs Agreement Illustrative List of Prohibitive Measures. While both
notifications and disputes under the Agreement have to date have centered on the above
two types of measures, the Agreement arguably prohibits a greater range of performance
requirements, including possibly measures whose effects on promoting industrial
linkages and boosting the longer-term competitiveness of indigenous firms is
significantly more benign or indeed positive from a development point of view.

(iii) Investnent liberalisation (nmuch ado about services)

Most restrictions — perhaps 80-85 percent — on FDI flows are found in the service
economy. And services congtitute nearly two-thirds of total investment flows and are
arguably the most dynamic aspect of the global economy. One proxy indication of this
was the negative lists of reserved (or non-conforming) measures lodged under the NAFTA
and the draft negative list drawn up by OECD countries in 1998 in the context of their ill-
fated MAI (see Figurel).

The great majority of presence-impeding measures maintained by governments in the
investment area (including by developed countries), concern key service industries. This
includes telecommunications, broadcasting and related audio-visua services, saellite
services, energy services, financial services (especidly securities), civil aviation and
maritime transport.**  Simply put, the global investment liberalization game is principally
about services™ Thisin fact isthe market access dimension of the investment debate.
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For a cogent description of the predom nance of services in the
NAFTA reservation lists, see Alan M Rugman and M chael Gestrin
(1994), "NAFTA's Treatnent of Foreign Investnent”, in Alan M Rugnan,
ed., Foreign Investnent and NAFTA, Colunbia: University of South
Carolina Press, pp. 47-79. See also Mchael Gestrin and Alan M
Rugman (1993), "The NAFTA's Inpact on the North American |nvestnent
Regi me", C.D. Howe Commentary No. 42, Toronto: C.D. Howe Institute,
(March).

»®  See Hoekman and Saggi (1999), op. cit.
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(iv) Governance-rel ated issues

A wide range of non-WTO forms of collective action, some of alegally binding nature,
others more hortatory in scope, can yield useful benefits in helping developing countries
address weaknesses in their investment climates. Good governance is vital to economic
and socia progress. In an increasingly globalized economy, reform of governance is no
longer an issue of nationa or local concern. There is now a need for strengthened
international cooperation efforts to ensure that growth is sustainable and has a beneficial
impact on the greatest number of people. Corporate practices that encourage transparency,
accountability and ethical values contribute to sound governance and to battling
corruption.

Severa initiatives addressing governance-related issues have in recent years been
initiated at the national, regiona and international levels. All are complementary to the
three WTO-centric agendas described earlier. And all can be expected to exert positive
overall effects on domestic investment climates. This includes the promotion of
heightened transparency in investment rule-making; international cooperation on bribery
and corruption, disciplines on the conduct of multinational enterprises, promoting
corporate social responsibility and corporate governance; as well as adopting best
practices in investment promotion efforts. All are areas where deepened international co-
operation has produced important and innovative results in recent years and where the
scope to deepen and broaden such initiatives could usefully complement WTO-based
attempts at addressing the trade-investment interface.
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Annex

Getting to Yes: The Conplexities of Generic Rules on |nvestnent

An agreement on a generic non-discriminatory regime for investment under the WTO
extending, subject to permissible reservations, to al areas covered by WTO rules (i.e. goods,
services and intellectual property) would constitute a significant achievement. Such an
outcome is certainly what Paragraph 22 of the Doha Development Agenda seems to be
pointing towards, with doses of variable geometry being envisaged with regard to the
definition of investment (limited to foreign direct investment or broadened to other types of
assets); disciplines on pre- and post-establishment; and flexible, GATS-like modalities in
respect of nationd treatment and market access commitments.

Incorporating a generic set of investment rulesinto the WTO framework would, however,
entail significant systemic consequences, in that it would significantly expand the scope
of WTO coverage to a range of “inside the border” measures. Yet, much as the Doha
agenda on investment represents a credible option for WTO members to consider, it is
not altogether devoid of problems. For one, its focus on an agenda of generic rule-making
on investment appears to assume a degree of architectural overhaul that WTO Members
have not yet begun to address in earnest, let aone reached consensus on. Given the
complex legal issues and policy sensitivities involved, it is open to question whether such
consensus could be achieved before the WTO's Fifth Ministerial meeting.

Itis, indeed, quite unclear how existing WTO disciplines would relate to and cohere with
any de novo set of investment rules. Would the TRIMs Agreement be incorporated by
reference? Would its scope automatically be deemed to extend to investment measures
affecting trade in services and trade in IPRs? Would the TRIMs Agreement’s scope of
prohibited measures be modified, expanded, clarified?

Similarly, how would the treatment of commercial presence in the GATS co-exist
alongside a potentially generic set of de novo investment disciplines? In particular, how
would the definition of commercial presence contained in the GATS (focusing on both
matters of pre- and post-establishment) cohere with the adoption of a possibly narrower
definition in anew WTO investment instrument?

Much as with NAFTA, the launch of negotiations on investment disciplines in the WTO
could provide an opportunity for crafting a separate agreement on the movement of
people (alongside generic rules on movement of investment and cross-border trade in
services). By giving greater prominence to labor mobility issues, such a revamped
architecture of rules would offer greater scope for addressing an issue area where
developing countries enjoy strong comparative advantages and offensive negotiating
interests. Here again, however, the architectural and negotiating implications of such
changes will likely require considerable attention . Indeed, are WTO members prepared
to contemplate a GATS covering solely cross-border trade in services, with investment
(commercia presence) in services treated alongside in a generic manner? Could a case be
made in such circumstances to also treat labor mobility issues (mode 4 of GATS) in a
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generic fashion, thereby affirming the equivalence - which is well rooted in economic
theory if not in political preference - between movements of capital and labor within the
trading system? Would a stand-alone WTO agreement on labor movement increase the
likelihood of meaningful commitments of benefit to developing countries? All are
questions WTO Members will need to confront and find satisfactory answers in both
political and policy terms before a decision to launch a generic rule-making journey on
investment can be made.

A nodest approach: A GATS-centric approach to investnent regine
l'i beralisation

Given these complexities and in light of the preponderance of services to investment
liberalisation, rooting the investment liberalisation agendain existing WTO agreements —
namely GATS - rather than on new rule-making initiatives may be a more promising
approach. Developing countries, in particular might find this attractive, both because they
have by now become familiar with the GATS and its modus operandi and the fact that the
Agreement is arguably the most development-friendly set of disciplines agreed to in the
Uruguay Round (OECD, 2002).

From a development point of view, particular attention would need to be paid under a
GATS-centric approach to improving the investment climate in host countries by
encouraging WTO members to commit (or to pre-commit in a progressive manner) to
liberalising entry conditions in the key enabling sectors of finance, telecommunications,
transportation (maritime and air), professional services and energy, given their impact on
economy-wide performance. All are sectors where developing countries (inclusing in
Asia) generally made fewer commitments than their developed country counterparts in
the first round of GATS negotiations.

In many instances, the GATS commitments of developing countries were scheduled at a
level below the statutory or regulatory status quo, i.e. a a level below that already
afforded to established foreign operators. Such practices are not likely on balance to send
- or be perceived as sending - a reassuring signal to foreign investors. There is,
accordingly, much that the current set of negotiations can do to strengthen the investment
protection and liberalisation properties of the GATS.

A services-centric push on investment at the WTO can usefully tackle two core issues:
making existing rules more "investor-friendly”, and achieving a higher degree of
investment regime liberalisation than was possible in the first round of services
negotiations.
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Some basic facts about the trade-
Investment Interface

 FDI istoday the largest source of external
finance in LDCs

e But 10 countries recelve >70% of FDI directed
to LDCs; 49 LLDCs < 2% of FDI flows

o Pattern of policy change: unilateral liberalisation
(9.5 to 1 ratio)

*Explosion of BITs since 1990, many of which
between LDCs

L arge number of RTAs with comprehensive
Investment provisions

*No evidence that BITs generate extra FDI flows




Basic Facts, continued

e 70% of FDI flows arein services
e 4 out of 5 FDI restrictions are in services

 \Who discriminates against foreign investorsin
manufacturing (national treatment plus the norm)?

» Services offer the real theater of investment
regime liberalisation: much room for enhanced
commitments under GATS,; rule changesto lock In
the status quo/ratchet autonomous liberalisation




Investment rule-making:
4 sub-agendas

1. Investment protection
2. Investment liberalisation
3. Investment Distortions
4. Good Governance




1. Investment Protection

Much progressin recent years, in BITsand RTAs (MAI a
revealing outlier)
Nafta model extended in Western Hemisphere/FTAA, with

some scaling back on expropriation/investor-state/right to
regulate continuum

Not on Doha agenda

Challenge: reconciling competing needs of home
(investors) and host countries (LDCs)

Economies of scale in rule-making for LDCs (one stop
shopping rather than asymmetrical North-South
bargaining)




2. Investment Liberalization

e Much ado about services (70% of flows; 80% of barriers)

 Little more than status quo achieved in most RTAS; often
large gap between bound and applied liberalization, but no
evidence of policy reversal to date. Is the political
economy of FDI liberalization different from that of trade?

Negative vs. positive listing: negotiating modalities matter
In governance, if not liberalization, terms




2. Investment Liberalization
(continued)

« Architectural implications: X-b trade in services (modes 1/2
of GATS) + generic rules on investment + generic
agreement on temporary entry of people: iIsWTO ready for
such a configuration or will we have parallel rules on
Investment in services and manufacturing?

Liberal rule of origin (substantial business operations test)
means de facto non-discrimination viz third country
Investors (Mercosur/Andean Pact exceptions)

« What Isthe market access agenda in non-services?




3. Investment Distortions

e Much ado about manufacturing

 TRIMs:. extensive prohibition in RTAS, but similar scope
under WTO (broader than commonly assumed); how
development-friendly isthe TRIMs Agreement (“End of
History” rules)

Investment incentives. clear revealed preference of policy
Inaction across all negotiating settings (is regional
treatment preferable?; feasible?)




3. Investment Distortions
(continued)

 |IRTMs:. treatment of AD in RTAS; sectoral discriminatory
rules of origin in FTAS; tariff escalation; incentives; all
distort FDI flows away from what forces of comparative
advantage should otherwise dictate

Not aone way street: there is much LDCs can do to attract
better investment, integrate more fully in international
production networks viatariff liberalization; streamlining
of red tape/administrative barriers in pre-establishment
mode; adoption of international standards




4. Good governance

Towards a GAGG? Need a better acronym!

Transparency: prior consultations, how to enforce a key
Issue, viaDSU or TPRM?. In or out of WTO? Should a
GAGG replace ongoing talks on fairness in public
purchasing?

Bribery/corruption: OAS Convention (how successful ?);
OECD instrument

Corporate social responsibility: need to respond to NGO
concerng/equity in rule-making; UN Global
Compact/OECD MNE Guidelines

Best practices in investment promotion (WB/UNCTAD)




