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Why rich countries want a
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agreement

Despite an overcrowded agenda and the lack of progress on
matters crucial to development, rich countries, especially
members of the European Union, are pushing for the launch of
investment negotiations at the ministerial meeting of the World
Trade Organisation in Cancun in September 2003. When
properly regulated, foreign investment can contribute to
sustainable development. However, the proposed WTO
agreement on investment will establish rules that developing
countries do not need and cannot afford, enhancing investors’
‘rights’ while undermining governments’ capacity to pursue
pro-development policies. This is why Oxfam calls on WTO
members to reject the launch of investment negotiations in
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Executive summary

At the ministerial conference of the World Trade Organisation (WTO) in Doha in
2001, rich countries promised that the new round of WTO negotiations would
resolve issues of interest to developing countries and produce new, pro-
development trade rules. Against the will of many developing countries, the
European Union insisted upon discussing the inclusion of four new issues (also
known as Singapore Issues), including investment, on the WTO’s agenda.

While EU members and other rich countries are still failing to fulfil their promises,
as proven by the continuing deadlock of agricultural negotiations, they are
nonetheless pressuring developing countries to accept investment rules they do
not need and cannot afford.

In the context of an overcrowded agenda, this push for investment negotiations
distracts WTO members from more important issues and puts immense strain on
developing-country negotiators, who do not have enough time or information to
make informed decisions on the four new negotiation issues.

For the foreseeable future, the WTO’s mandate will remain narrowly focused on
liberalisation. Rich countries will continue to use their power in this institution to
promote the rights of investors, at the expense of developing countries’ interests.
As it stands, the WTO is not an appropriate forum for multilateral investment
negotiations. Such negotiations would result in a multilateral legal framework
whose impact on developing countries’ sustainable development could be very
damaging.

These are the reasons Oxfam is against the launch of negotiations on a WTO
investment agreement. WTO members should refrain from any action that would
lead to the launch of negotiations at the Cancun ministerial meeting, including
agreeing to procedural modalities with a target date for completion of the
negotiations. Oxfam believes that WTO members should concentrate instead on
negotiating pro-development rules on agriculture, intellectual property rights,
Special and Differential treatment, and other existing agenda items of interest to
developing countries.

The role of FDI and development

As shown by the experience of many developing countries, foreign direct
investment (FDI) has the potential to make an important contribution to sustainable
development. But whether it is beneficial or detrimental to development very much
depends on the type and quality of investment and the regulatory environment in
the host country. The key questions for sustainable development are what kind of
investment and how poor people will benefit.

WTO investment rules and development: a tenuous link

Proponents of an agreement have suggested that a WTO investment agreement
will help developing countries to attract more investment. However, the causal link
between liberalised investment rules and increased FDI is a tenuous one. There is
no evidence an international agreement will generate more investment, let alone
good-quality investment. In fact, rules are just one of the many factors determining
investment decisions.

Moreover, a consideration of how such an agreement will promote better-quality
investment to the poorest countries remains largely absent from current proposals
by rich countries. Instead of promoting better investment practices, the application
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of the core WTO national treatment principles to investment will most likely reduce
the capacity of developing countries to regulate foreign investment in the interests
of sustainable development, while failing to oblige investors to behave in a socially
responsible manner.

Not only will such a model fail to respond to developing countries’ needs for
financing for development, but it will increase risks of financial instability, failed
industrialisation, and harmful impact of FDI on the environment, human
development, and working conditions.

EU’s Investment for Development Framework: a slippery slope

The EU has argued that the proposed investment agreement at the WTO is very
different from the discredited OECD negotiations on a Multilateral Agreement on
Investment (MAI). The EU’s proposals, at least in their current form, are indeed
less ambitious.

However, rules currently proposed by the EU are still a major step in the wrong
direction. Despite the apparent flexibility provided by a GATS-type approach, the
impact of the proposed rules and negotiation process will be to reduce the flexibility
of developing countries to regulate foreign investors. Moreover, the EU’s proposal
fails to introduce binding obligations on investors and their home countries.

The precedent of the Agreement on Trade-Related Aspects of Intellectual Property
Rights (TRIPS) clearly shows that limited mandates can expand as negotiations
proceed. The current negotiations on TRIPS and public health also demonstrate
that the EU will most likely accommodate US concerns as they arise in the future.
In the case of investment, multilateralising US standards of investor protection
would be disastrous for development.

Power politics at the WTO

WTO ministers have agreed that in Cancun ‘negotiations on the Singapore issues
will only take place after explicit consensus has been reached over the modalities’.
Many developing countries are saying they do not want negotiations on the
Singapore issues to be initiated at Cancun. Unfortunately, the EU and other
developed countries continue to push for the opposite.

Due to the current lopsided balance of power at the WTO between rich and poor
countries, developing countries will be under enormous pressure to accept
negotiations on the Singapore issues. As they did in Doha, rich countries might use
heavy-handed tactics in Cancun in presenting investment and the other Singapore
issues as crucial elements of a negotiation package, or by threatening to frustrate
progress in key issues for developing countries, such as agriculture and TRIPS
and public health.

In order to restore trust and confidence in the current so-called ‘development
round’, rich countries should focus on the other, much more pressing, items
outstanding on the agenda. Developing countries, as they did in the case of TRIPS
and public health, should remain united in their opposition to the Singapore issues,
and not yield to the rich countries’ pressure.

Conditions for more sustainable investment practices

Given the lack of any benefit to developing countries of a WTO investment
agreement, and given the potentially devastating effects that such an agreement
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could have on their power to regulate investors, developing countries should
categorically oppose the launch of investment negotiations at the Cancun
ministerial meeting.

At the domestic level, host countries need to reform their regulatory framework to
ensure foreign direct investment contributes to sustainable development.

At the multilateral level, the debate must now take a new direction. Its starting point
should be to increase the quantity and improve the quality of investment in
developing countries. The current drive by developed countries to sign bilateral
and regional free-trade agreements with the developing world should be re-
examined in the light of the same principles.

The idea of a pro-poor investment treaty in the UN, or a free-standing agreement,
should be further explored. What is needed first and foremost is the demonstration
of a political commitment, in particular from the rich countries, to redress the
current imbalances between the rights and responsibilities of companies.

Given the plethora of existing pro-investor agreements, the emphasis should be on
creating binding obligations on companies to ensure that they behave in a manner
consistent with international human rights and development objectives.

Finally, existing investment-related rules at the WTO should be reformed to allow

governments the freedom to regulate foreign investment in a pro-development
manner.
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Introduction

At the insistence of the European Union and other industrialised countries,
developing countries agreed at the ministerial meeting of the World Trade
Organisation (WTO) in Doha in 2001 to start discussing the modalities of
potential negotiations on investment, competition, trade facilitation, and
government procurement. In September 2003, at the WTO Ministerial in
Cancun, Mexico, WTO members will have to decide whether to launch
negotiations on a crucial area for development: investment.

OXFAM believes in a rules-based multilateral trading system. However, as
long as the WTO remains dominated by rich-country interests and
narrowly focused on trade liberalisation, Oxfam can see no merit in
launching investment negotiations at the WTO. The evidence in this paper
shows WTO negotiations on investment would result in unbalanced rules
that would create a disaster for equitable development.

Rich countries, which less than two years ago promised to make this new
cycle of negotiations a development round, have broken all their promises.
Deadlines have been missed in key areas such as agriculture, Special and
Differential Treatment, and Trade-Related Aspects of Intellectual Property
Rights (TRIPS). Nonetheless, rich countries are still pushing to start
negotiations on new issues, including investment. Worse, they have failed
to demonstrate how such negotiations would lead to more and higher-
guality investment flows into developing countries. In this context, adding
complex issues such as investment will put unnecessary strains on an
already fragile negotiation process, increasing the risk of total breakdown
of discussions in Cancun and further loss of credibility of the WTO.

This paper will start by examining the relations between foreign direct
investment (FDI) and development, and assessing the current situation in
terms of existing bilateral, regional, and multilateral regulations on
investment. The next section examines the likely impact of the proposed
investment agreement at the WTO on development. The concluding section
makes proposals for pro-development FDI rules.
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The role of FDI in development

According to the United Nations Conference on Trade and Development
(UNCTAD), more than 65,000 transnational corporations are currently
driving the global expansion of FDI, through the creation of more than
850,000 foreign affiliates.t

Foreign investment has the potential to make an important contribution to
development. For instance, FDI can provide developing countries with
greater access to technology, research and development (R&D), and
marketing expertise, which are key elements in successful industrialisation.
This in turn can help to generate much-needed finance, employment, and
foreign exchange. FDI can also provide greater access to international
financial markets, which is crucial for countries whose domestic savings
and Official Development Assistance flows are insufficient to cover their
development needs.

The experience of China since the 1980s illustrates the role FDI can play
fuelling economic growth. In its drive to revive a stagnant economy, China
introduced a new economic regime in 1978, aiming to attract foreign
investment in order to stimulate growth. In less than two decades, the
country has quadrupled its GNP and is among the top recipients of FDI in
the world.2 By 2000, foreign firms accounted for almost half of China’s
exports. FDI has had both positive and negative impacts, but overall the
government has succeeded in controlling foreign investment and using it
for its macro-economic objective of integrating with global markets.3 For
instance, China’s car-manufacturing industry has taken off since the 1980s,
largely through joint ventures with foreign firms. Thanks to government
regulation, Chinese automobile firms have also become major players in a
booming domestic market.

Nevertheless, despite its spectacular economic growth, China faces many
acute problems in achieving sustainable development. Inequity,
environmental degradation, and unsatisfactory social development are
among the growing threats to poverty-reduction initiatives.

Available empirical evidence clearly shows there is no automatic
correlation between FDI, economic growth, and sustainable, equitable
development. A study using data from the IMF and the World Bank found
that ‘FDI inflows do not exert an independent influence on economic
growth’. 4 This is in part due to the fact that FDI, despite its impressive
growth, still represents a small portion of total investment, in developing
countries as well as in richer ones. According to the World Bank, FDI flows
to developing countries amount to about $160 billion. This sum is still
relatively small, compared with all domestic investment in developing
countries, now totalling about $1 trillion.5
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The absence of an automatic link between foreign investment and growth
also relates to the quality and type of investment and the domestic
regulatory environment. Whether FDI contributes positively to
development often depends on the ability of the national government to
adopt a sound and equitable regulatory framework.

On the other hand, foreign investors are interested in the maximisation of
profits in a relatively constraint-free business environment. While
weakening investor regulations may be beneficial from the perspective of a
multinational company, it is often damaging from the perspective of
national development. This is why many developed and developing-
country governments have resisted corporate pressure to deregulate
foreign investment.

If not adequately regulated, FDI can compound economic, financial, and
social problems. For example, FDI deregulation can exacerbate balance-of-
payments problems and financial instability created by repatriation of
profits, high levels of input-related imports, and transfer pricing. Many
multinational companies use developing countries as assembly or
distribution points, with limited backward linkages or technology transfer
to the local economy. The activities of multinational companies in
developing countries may also have adverse impacts on environment and
labour rights.

This does not mean that domestic regulations are a panacea for
development. In the absence of good governance and sound civil-society
participation, domestic regulations can result in adverse development
outcomes, such as the concentration of the benefits of FDI and prosperity in
the hands of élites.

However, the introduction of WTO investment rules would not address the

problem of governance. In fact, it would limit the ability of governments to
introduce a pro-development regulatory framework for investment.
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The current state of play

A brief examination of the current state of play of international investment
regulations shows the disturbing proliferation of binding pro-investor
agreements and a paucity of binding responsibilities for investors.

The multiplication of pro-investor rights agreements

According to UNCTAD, there were approximately 2,100 bilateral and
regional treaties covering investment in 2001, many of them involving
developing countries.s While earlier Bilateral Investment Treaties (BITS)
included economic cooperation clauses aimed at fostering development in
the host country, treaties signed during the 1990s were largely directed
towards reducing risk and costs for foreign investors. 7

Bilateral and regional investment agreements promoted by the USA all aim
to provide transnational corporations (TNCs) with the highest standard of
investor protection. The 2002 US-Chile Free Trade Agreement, for example,
which has been presented as a model for future US BITs, severely limits the
ability of the Chilean government to regulate the activities of foreign
investors.8 For instance, the agreement restricts the freedom of the
government to impose capital controls in financial crises. It also includes
the concept of ‘regulatory expropriation’, which was first introduced in the
North America Free Trade Agreement (NAFTA) and which has had a
negative impact on Mexico’s capacity to pursue pro-development policies
(See Box 4).

One-sided investment liberalisation and protection rules have also been
introduced into the WTO. During the Uruguay Round of (GATT) trade
negotiations (1986-1993), powerful business interests and Northern
governments managed to get three agreements included as elements of the
WTO trading regime. The TRIMs, GATS, and TRIPS agreements are
considered ‘the first milestones on a road in the wrong direction, which the
EU and others now want to build up even further’.®

e Based on US-style patent and copyright rules, the TRIPS agreement
prevents much-needed technology transfer to developing countries by
ensuring corporate control of knowledge and technology through
globally enforced minimum standards, including twenty-year patents.

e Applying the principle of national treatment to investment measures
having an impact on trade, the 1995 agreement on TRIMS (Trade-
Related Investment Measures) curtailed the freedom of governments to
demand that foreign investors use a minimum percentage of local
content as inputs, export a minimum percentage of their production, or
limit the level of profit repatriation.
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e Since investment is one of the four modes of delivering services, the
GATS agreement requires members to treat foreign services providers
no less favourably then domestic providers.

In 1997, rich-country governments attempted to consolidate and build on
these rules by creating a new Multilateral Agreement on Investment (MAI)
under the auspices of the Organisation for Economic Cooperation and
Development (OECD). The main objective of the MAI was to remove all or
most of the remaining restrictions on foreign investment, and ensure that
governments treated foreign investment no less favourably than they
treated domestic investment. The definition of investment for the
negotiation of this agreement was very broad, including intellectual
property and portfolio investment, ‘beyond the traditional notion of FDI to
cover virtually all tangible and intangible assets, applying both to pre-
establishment and post-establishment’.1® The agreement also included a
proposal for investor-to-state dispute mechanisms and a broad definition
of expropriation.1t

After an initial period of negotiations in secret, a draft of the MAI,
modelled on NAFTA'’s chapter 11 investment rules, was made public in
February 1998. However, OECD governments failed to reach an agreement
after widespread protests initiated by NGOs, a growing list of more than
600 exceptions put forward by OECD governments, and the French
government’s refusal to sign the agreement, in order to protect its cultural
sector.

The lack of investor responsibilities

While the protection of investors’ rights has increased world wide,
investors’ responsibilities have remained at a very low level — both
domestically and internationally — or have been weakened by governments
aiming to attract FDI into their countries.

To attract more investment, many developing countries have failed to
improve, or have weakened, existing domestic regulations that protect
labour rights. For example, in the 1970s and 1980s many developing
countries, including the Philippines, Sri Lanka, and China, set up export -
processing zones (sometimes also called free trade zones) with lower
labour standards — including limitations on unionisation — and weaker
social obligations for employers, in order to encourage FDI.12

Another example of the worldwide competition for FDI is tax incentives.
During the last decade, developing countries have systematically lowered
their corporate tax rates for foreign investors. This destructive tax
competition results in a loss of tax revenues available for development; the
figure has been estimated at US$50 billion.23 To give one example, the
multinational corporation Anglo American has secured a lower tax rate for
a large-scale investment project in Zambia, the Konkol Deep Mining
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Project: a tax rate of 25 per cent will be applied, compared with the normal
rate of 35 per cent for foreign-owned companies.t4 Even worse for Zambia,
Anglo-American has since withdrawn from the country, in response to a
fall in copper prices.

The problem of the ‘race to the bottom’ is not caused by foreign investors
alone, but also by the actions of governments in developing countries
competing for FDI. In some cases, national governments are primarily
responsible for failing to uphold international standards. In other instances,
governments have failed to deliver the benefits of FDI to the poor.

Meanwhile, the home countries of major investors have refused to impose
any binding obligations on their own companies regarding their activities
abroad. The OECD Guidelines for Multinational Enterprises remain
voluntary for companies, and enforcement by governments is still very
weak. For instance, many governments do not even want to oblige their
companies to report on their compliance with OECD guidelines or other
voluntary commitments, allowing companies to remain opague about their
activities in developing countries.

The WTO agreement on investment: the icing on the cake

In contrast to the OECD MAI, the current push for a WTO investment
agreement by the EU, the USA, Canada, Japan, and Korea is presented as a
limited endeavour focusing on transparency, and it is marketed as ‘pro-
development’.

In reality, a WTO agreement would represent another step towards the full
liberalisation of investment flows that was initiated during the Uruguay
Round. It would cover every country of economic importance in the world,
even those that have resisted bilateral and regional investment agreements,
and would cover all sectors, including sensitive sub-sectors such as
agriculture and food production (see Box 1).

Box 1: What the EU and the US want in a WTO investment
agreement®®

European Union:

= Scope: Limited to Foreign Direct Investment (direct investment enterprises
including investors engaged in these enterprises and direct investment capital
transactions)

= Most Favoured Nation in the pre- and post-establishment phases (with
possible exclusions)

= GATs-style approach including: a) a positive list for national treatment and
market access commitments at the pre-establishment phase, b) a general
standard of National treatment (with possible exclusions) for the post-
establishment phase, c) specific additional commitments of national treatment
in the post-establishment phase on a positive list basis

= Dispute settlement: the current WTO dispute settlement system should apply
(state-to-state only)

Oxfam International Briefing Paper 46: The Emperor’s New Clothes

11



= Free capital transfers. Balance of payments safeguards should only be used in
exceptional circumstances

United States:

= Scope: A broad definition of investment including portfolio investment

= Most Favoured Nation in the pre- and post-establishment phases (with
possible exclusions)

= Negative list approach both for pre-establishment commitments on market
access and national treatment and post-establishment national treatment (as in
NAFTA and BITs)

=  Free capital transfers, questions use of BOP exceptions

= Higher standards of investor protection, as in NAFTA or a future FTAA, should
prevail over WTO provisions

Worse still, under the guise of a pro-development, bottom-up approach,
WTO negotiations on investment would initiate a process of gradual
liberalisation, which would allow for a succession of WTO negotiating
rounds, aimed at obtaining the highest levels of investor protection.

This is clearly the end goal of important corporate lobbies such as the
International Chamber of Commerce (ICC), which would like to see
multilateral application of the high levels of investor protection included in
US Bilateral Investment Treaties (see Box 2).

Other corporate associations, such as the European Union Foreign Trade
Association, the European Services Forum, and UNICE, also actively lobby
the European Commission for a WTO investment agreement focused on
investors’ rights.

Box 2: ‘WTO rules on investment would benefit the developing
world...’*

‘WTO rules on investment would benefit the developing world... A multilateral
framework of WTO rules on investment would contribute to transparent, stable and
predictable conditions for long-term cross-border investment, particularly foreign
direct investment (FDI).’

According to the International Chamber of Commerce (ICC), which represents
thousands of companies from 130 countries, the aim of a WTO investment
agreement would be ‘to increase the quantity of investment, encourage its more
efficient allocation and create a level playing field for developing countries seeking
to boost inward investment to underpin their economic growth’. This claim was,
however, questioned by the Indian representative of the ICC, who disassociated
himself from this recent statement.

In reality, far from promoting a pro-development investment framework, the ICC
has declared support for a WTO investment agreement that would include high
levels of investor protection, including national treatment for foreign investors, the
freedom to transfer all payments related to their investments, an investor-to-state
dispute-settlement mechanism and the principle of progressive liberalisation.
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WTO rules on investment and
development: atenuous link

WTO investment rules will not lead to increased levels of
investment

Proponents argue that a WTO investment agreement will enable
developing countries to attract more FDI. However, there is no evidence to
support this claim.

According to available studies, liberalisation through binding treaties, at a
bilateral or regional level, has not led to any significant increase in
investment flows. Proponents of a WTO agreement have failed to show
why more of the same medicine would produce a different effect.
Analysing a single year of investment, an UNCTAD study examined
whether the amount of investment received by the host country correlated
with the number of BITs signed.” Its conclusion was that there was little
evidence to prove that BITs led to increased FDI inflows. Another study,
which applied the same test to 20 years of data, covering bilateral flows
between OECD members and 31 developing countries, found that
countries with BITs were no more likely to receive additional FDI than
those without such agreements (Hallward-Driemeier, 2002).18

Moreover, proponents have not provided any evidence that a WTO
investment agreement would lead to a more equitable sharing of FDI flows
among developing countries. FDI remains highly concentrated. During
2001, the five largest developing host countries received 62 per cent of total
inflows, and the 10 largest received three-quarters (see Figure 1).

What is worse, the 49 least-developed countries (LDCs) who have signed
close to 300 BITs,!¢ so far remain marginal recipients of FDI, with only 2 per
cent of all FDI flowing to developing countries.20 FDI in the LDCs increased
from a flow of $573 million in 1990 to an average of $3.9 billion between
1996 and 2001. However, these amounts are not sufficient to cover LDCs’
most urgent financial needs. As of 2000, LDCs had a total debt burden of
$143 billion and annual debt-service payments of $4.6 billion. Moreover,
FDI flows in LDC are extremely concentrated, with the four oil-exporting
countries receiving more than 50 per cent of total inflows in 1999 and
2000.2
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Figure 1: Global inflows of FDI 1993-2001, US$ billion, by groups of
countries
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One reason for the tenuous link between liberalised investment rules and
increased flows of FDI is that the primary motives of companies investing
abroad have little to do with investment regulations. In its Global Economic
Prospects 2003 , the World Bank indicated that other factors, such as
political stability or market access into developed countries, were much
more important determinants.22 These conclusions are confirmed by a
survey by the Multilateral Investment Guarantee Agency (MIGA),
analysing how firms make their investment decisions. According to this
survey, the two main objectives of investing abroad are improved market
access and the reduction of operating costs. The choice of a particular
country is driven primarily by access to customers and by a stable social
and political environment. The greatest perceived risks in FDI are physical
insecurity of staff, war or civil disturbance, currency inconvertibility, and
breach of contract.23

WTO investment rules will undermine governments’ ability to
regulate FDI in a pro-development manner

The impact of FDI on development partly depends on governments’ ability
to regulate investors, domestic and foreign alike. As the World Bank
suggests, international agreements should not hinder the freedom of
governments to adopt appropriate reforms. ‘Countries get most of the
positive growth stimulus from domestic unilateral reforms tailored to local
strategy and conditions, and these reforms should not be held hostage to
international agreements,’ the World Bank says.24

First of all, governments need to be able to minimise the possible negative
side-effects of the activities of both domestic and foreign investors on a
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country’s human and sustainable development. They also need to be able
to achieve macro-economic balance through appropriate regulatory steps.

Furthermore, governments might need to discriminate between domestic
and foreign investors. For instance, domestic firms might need specific
support to develop and compete against foreign firms, through measures
such as tax incentives, government procurement, or targeted subsidies. FDI
cannot substitute for the development of domestic investors and savings,
which still form the backbone of the economy in most countries.2s As
UNCTAD notes, ‘there may be no substitute for the promotion by host
countries of domestic industries to ensure economic development and, in a
world marked by stark inequalities in economic power, technical
capabilities and financial strength, a certain differentiation between
national and non-national firms may be necessary precisely in order to
bring about a degree of operative equality’.2

WTO investment negotiations could undermine the ability of developing
countries to put such regulations in place. The WTO’s main mandate is
liberalisation, which aims to reduce barriers imposed by governments on
trade flows. In this context, any regulation that has an impact on trade
flows (such as performance requirements) constitutes a target. Moreover,
the core principles of the WTO’s Most Favoured Nation status (which
requires countries to treat equally all foreign investors) and ‘national
treatment’ (which requires countries to treat foreign investors and their
investments no less favourably than domestic investors) would directly
circumscribe the ability of governments to discriminate among investors.

As shown below, the full liberalisation of investment flows and the
application of national treatment to investment regulations could have
negative consequences for development, including the risk of financial
instability, failed industrialisation, and threatened human development.

The risk of increased financial instability

National governments’ ability to regulate capital inflows and outflows can
be a determining factor in maintaining financial stability in a country.
However, a WTO investment agreement could endanger the ability of
governments to regulate inflows and outflows of capital through screening,
performance requirements, or balance-of-payment safeguards.

Even though the Doha mandate mentions only FDI, some WTO members
would like to create disciplines applicable to all types of investment. In
discussions at the WTO’s Working Group on Trade and Investment
(WGTI), the USA is proposing a broader definition and scope of investment
that covers all assets, including portfolio and short-term capital flows.??

Even if the USA fails to achieve the broad coverage that it is seeking, WTO
disciplines might still unduly limit countries’ capacity to control disruptive
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capital inflows and outflows. Proponents of a WTO investment agreement,
including the EU, insist that any agreement should provide for freer entry
of foreign capital into an economy. For instance, they agree on the
desirability of providing pre-establishment rights for investors.

In order to keep their balance of payments in check, governments must be
able to use screening criteria — for instance, to ascertain if the investment
involves the construction of new capacity or the purchase of existing
capacity, or if backward linkages into the domestic economy are created,
with the aim of limiting foreign-exchange costs for imported inputs.

Moreover, for investors who are already established, governments might
need to put in place various performance requirements regarding the use
of local content (to limit input-related imports), the repatriation of profits,
or the proportion of output dedicated to exports.

Finally, if faced with a balance-of-payments crisis, governments might
need to apply special measures to re-establish macro-economic balance.
The EU, Canada, Japan, the USA, and South Korea all insist on limiting the
rights of governments to use balance of payments (BOP) safeguard
provisions. According to the EU, the future WTO agreement on investment
should allow the use of BOP safeguards only in exceptional circumstances.
This demand is clearly incompatible with the so-called pro-development
approach that the EU claims to be taking.

A WTO agreement limiting governments’ ability to control all types of
financial flows could be disastrous. In fact, the high level of FDI stock and
the delicate balance between capital inflows and outflows in developing
countries warrant extreme caution. Both short-term and FDI-related
capital outflows have played a decisive role in recent financial crises
affecting developing countries.

At the time of the debt crisis in the 1980s, direct investment, which grew
dramatically in the 1990s, was seen as an alternative source of financing for
developing countries. By 2000, combined with portfolio equity investment,
FDI represented overall financial flows to developing countries of more
than 4 per cent of GDP, above the level of indebtedness at the time of the
debt crisis. FDI stocks in developing countries are now very high (on
average 30 per cent of GDP in 2000) and are continuing to grow. This
means that, in the case of investor panic, decreasing export revenues, or
world economic downturn, countries could face severe balance-of-payment
crises.
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Figure 2: Financial Flows to Developing Countries, 1970-2000
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These FDI and portfolio investment inflows have not come free of cost. Far
from it. For every $1 transferred in the form of FDI in developing
countries, around 0.3 leaves in the form of repatriated earnings (1991-1997
average). In sub-Saharan African countries, profit repatriation represents
three quarters of FDI inflows.28

High levels of profit repatriation reflect high rates of profit associated with
FDI. In national accounting terms, the profit rate of return can be thought
as equivalent to an interest charge. For developing countries, that interest
charge averaged around 15 per cent in the second half of the 1990s (and
twice that level for Africa). This is twice as high as the rate of interest on
sovereign loans (UNCTAD, 2000). It follows that FDI can be a very
expensive source of financing. 29

Short-term capital outflows or profit repatriation have played an important
role in the financial crises that afflicted developing countries in the 1990s.
One of the catalysts of the 1997 financial crisis in Asia was a huge outflow
of short-term funds, as commercial banks and institutional investors called
in loans. The resulting losses were equivalent to more than 10 per cent of
GDP for some countries.3® In response to such crises, even the supreme
defender of free markets, the IMF, has changed its approach and
recommended caution to developing-country governments in the matter of
capital-account liberalisation.

Box 3: Argentina, BITs, and foreign investors’ rights®

In the 1990s, Argentina opened its financial markets, privatised its public assets,
and pegged its currency to the US dollar through a currency board. As part of a
strategy to attract investment, Argentina signed at least 53 bilateral investment
agreements, many of them with developed countries, including the UK, the USA,
France, Spain, Italy, Belgium, Germany, Switzerland, and Canada.

For some time, the strategy paid off: non-inflationary economic growth returned,
fuelled by enormous capital inflows in the form of FDI, loans, bond issues, and
portfolio investment. But with the crises in South East Asia (July 1997), Russia
(August 1998), and Brazil (January 1999), things changed radically.
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Argentina’s net transfer of resources became negative, to the order of US$13
billion in 2001, leading to the government’s failure to service its debt and a severe
economic crisis with devastating social impacts.

Argentina is now faced with investment disputes brought by investors under the
provisions of several BITs. Foreign firms which signed contracts with the Argentine
government to supply services such as gas, electricity, or water claim that they
have suffered revenue shortfalls because of the elimination of peso/US dollar
parity, the repeal of adjustment and indexation clauses in governments’ contracts,
and the 25 per cent tax imposed on oil and gas exports.

The cost to Argentina of defending these cases is already huge, as the world’'s
leading lawyers are involved. If Argentina is found to have indirectly expropriated
investors’ assets, the costs could be enormous for a country that is still facing a
crippling financial crisis.

Less volatile than portfolio investment flows, FDI flows can still lead to
serious financial problems. Declining equity prices, corporate debts, and
uncertainty about profitability have a restrictive effect on foreign
investment. As a result, FDI tends to dry up when developing countries
need it the most in order to boost economic activity. 32 FDI-related
transactions may also contribute to current-account deficits. For instance,
Malaysia had very large inward stock of FDI (48 per cent of GDP at the
start of the crisis). Whereas FDI inflows in 1990-93 were sufficient to cover
the deficit related to FDI-related transactions (imports, profits and
royalties), in 1994-96 they fell dramatically behind. This suggests that the
overal effect of FDI in these years was to increase the need for other capital
inflows by between about 4 and 9 per cent of GDP. 3

Existing bilateral investment agreements, such as the US-Chile Free Trade
Agreement, have already started to place undue limitations on countries’
ability to regulate capital flows. The example of Argentina clearly
illustrates the adverse impact that such restrictions have in practice (see
Box 3).

The risk of failed industrialisation

Many governments and development banks see FDI as an effective tool for
industrialisation in developing countries. FDI can contribute to providing
access to technological and R&D expertise.

But none of these benefits is guaranteed, if the right policies are not in
place. For instance, in the absence of government intervention, FDI does
not necessarily guarantee technology spill-over, due to the unwillingness of
foreign firms to share knowledge or grant licences to local firms.34 Like-
wise, the benefits of FDI can remain limited to the specific sector, region, or
town where they occur, with limited backward linkages to the local
economy. Many foreign firms use only local labour inputs, importing all
other inputs, including low-technology items that could be produced by
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local firms. This is why open-door investment policies devoid of
performance requirements, like those incorporated in NAFTA, have had
disappointing development results (see Box 4).

Box 4;5The disappointing results of Mexico’s open-door investment
policy

The Mexican government created the Maquiladora Program in 1966 to generate
employment, to boost the Mexican trade balance, and to promote technology
transfer. Despite an apparent success— maquilas’ output increased by more than
200 per cent between 1968 and 1998 --, the maquiladora sector has failed to fulfil
expectations in several critical areas:

=  Foreign-exchange revenues: While maquilas are often portrayed as
representing 40 per cent of the Mexico’s exports, the net contribution to
foreign-exchange revenues is actually much lower, as imports represented
between 75 and 85 per cent of total maquila production between 1988 and
1998. Net exports are actually only 20 per cent of total maquila exports. Net
maquila exports — worth $8.8 billion -- represented only around 8 per cent of
the country’s total exports in 1997.

=  Employment: By 1998, the maquila sector employed more than one million
workers. However, wages remain low and working conditions unsatisfactory. In
fact, real wages declined by 70 per cent between 1966 and 1998. The
minimum wage, which many maquila employees receive, is insufficient to
cover households’ basic needs. In 1997, it amounted to less than one third of
the minimum wage in Taiwan or Korea. The low level of wages cannot be
explained by low levels of productivity. According to estimates, the wage gap
between Mexico and the United States is much greater than actual differences
in productivity levels. Instead, low wages are the result of the weakening of
labour rights and deep rural poverty, which provides a steady supply of labour,
even at poverty-wage rates.

= Industrial development: Due to the fact that most maquila operations are
assembly plants, local value-added remains low, only $900 million in 1998,
compared with overall output. Forty-nine per cent of the value-added comes
from labour, 30 per cent from machinery and real estate, and 7 per cent from
raw materials. Backward linkages with the rest of the economy are limited.
Only 3 per cent of inputs for the maquila sector are produced locally, most of
them, such as office-cleaning services, not even linked with the production
process. Moreover, the maquila sector’'s contribution to building human capital
in Mexico remains limited. While many firms have now introduced training
programmes for their workforce, the proportion of skilled labour in the maquilas
is still extremely low: 7.2 per cent in 1998, compared with 26.6 per cent in the
rest of the economy.

These disappointing results are the effect of corporate strategies reliant on cheap
labour and assembly plants and the lack of pro-development regulatory framework.
For instance, the Mexican government has failed to develop a credible national
strategy to support technological upgrading, promote linkages between TNCs and
local firms, and to train the workforce and protect their rights.

On the contrary, interventionist policies have allowed many developing
countries to climb the development ladder, industrialise, and increase
exports of high-added value as part of a coherent development strategy.
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Such policies, for instance screening of investors or limits on foreign
ownership, would be severely limited by WTO rules on investment. The
case of Mauritius shows how these policies can be beneficial for
development (Box 5).

Box 5: The Mauritian Miracle, or how not to use Washington
consensus policies®

"It is going to be a great achievement if Mauritius can find productive
employment for its population without a serious reduction in the existing
standard of living ... The outlook for peaceful development is poor.’
James Meade, Nobel Prize Winner, 1961

Contrary to the sombre predictions of James Meade, Mauritius is one of the few
African countries that have moved decisively to the next stage of development.
Real GDP growth averaged 6 per cent per annum between 1985 and 1999.
Poverty and inequality have dramatically declined. In three decades, the annual
income of the average Mauritian increased tenfold, as the economy successfully
diversified away from sugar and into manufacturing and services.

Among other factors, growth was spearheaded by export-processing zones
(EPZs), high levels of domestic savings and investment rates -- exceeding 20 per
cent of GDP -- and pro-development policies. The EPZ sector now provides 26 per
cent of GDP, 38 per cent of employment, and 66 per cent of exports. Foreign
Direct Investment played a significant role in the development of the EPZs as well
as the tourism sector. Annual FDI inflows averaged between $10 million during
1980-1989 and $38 million in 1990-1999.

Mauritius did not apply policies recommended by the Washington consensus. In
fact, Mauritius was classified in the 1990s as one of the least open countries in the
IMF trade-restrictiveness Index. While the government provided tax incentives for
foreign investors, it carefully screened their entry by limiting openness to priority
sectors such as the EPZs, tourism, and banking, and by putting constraints on
foreign ownership. For instance, the government, concerned with over-capacity in
hotel rooms in the 1990s, restricted the entry of foreign investors, especially in the
sector of small hotels. Unlike other countries, domestic investment in EPZs was
strongly encouraged. In fact, most investors in Mauritian EPZs are national
companies. Moreover, the government fostered the establishment of strong links
between the export-processing zones and the rest of the economy.

While guaranteeing fair and equitable treatment to foreign investors through
various BITs, Mauritius does not necessarily provide national treatment or
contractual stability for specific measures of investor protection (such as funds
repatriation). Labour regulations have been made more flexible, but minimum-
wage provisions are still applied in export-processing zones, as in the rest of the
economy37. As a result, the rising levels of productivity associated with export
production were reflected in raising real wages. However, these achievements are
currently threatened by the growing use of foreign workers in EPZs, who have little
choice but to accept lower pay and longer working hours.

The claims of developed countries about the virtues of open-door policies
are a stark example of hypocrisy, given their recent past. When they were
still net recipients of foreign investment, today's developed countries
imposed strict regulations on foreign investment. Industrialised countries
changed these policies only when their economic structure and external
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conditions changed.38 Apparently suffering from memory loss, these very
same countries would like now to prevent rising industrial powers such as
Brazil, India, China, and Malaysia from using the means that they
themselves used to climb the development ladder (see Box 6).

Box 6: How the use of industrial policies has allowed rich countries to
become today’s free traders®

South Korea used the carrot-and-stick method through providing extensive
financial incentives to TNCs, while at the same time imposing extensive
performance requirements.

The most important policy measure was a restriction on entry and ownership, with
the result that in the 1980s around 50 per cent of all industries and around 20 per
cent of manufacturing industries were still ‘off-limits’ to FDI. Other policy measures
were also used, such as screening the technology of the TNC, and prescribing
local-content requirements. Investors who were more willing to transfer
technologies were selected in preference to other potential investors. The
investment regime of Korea was drastically liberalised after 1996, in part due to the
pressure of International Financial Institutions.

The risk to human development

‘Not all FDI is in the best interests of host countries. Some can have an adverse
effect on development’ — UNCTAD, World Investment Report 1999

Granting full market access for foreign investors, especially in sensitive
sectors, could have a devastating impact on sustainable development and
on poor people.

Investment in the extractive sector in poor countries, for example, can
generate important export earnings, but is also associated with abuses of
the environment and human rights, such as the pollution of water supplies,
displacement of local communities, and abuses of the rights of indigenous
peoples. Economic growth and unregulated investment in the extractive
sector can exacerbate existing unsustainable patterns of development,
unless effective domestic regulations are in place.4

Because land and mining have a strategic role to play in ensuring food and
energy security, governments may need to screen or restrict foreign
investment in certain sectors, to ensure that the resources are properly
managed to benefit local people, or they may need to impose
environmental regulations. If investment negotiations were launched,
developing countries would come under pressure to grant market access to
investors in protected areas, or to limit the freedom of local and national
governments to introduce regulations that would have an impact on
already-established investors. With such rules in place, the Shuar people of
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Ecuador might not have been able to prevent a potentially destructive
investment project on their land (Box 7).

The use of national treatment or the prohibition of performance
requirements in the mining sector could also cause many economic
problems. Mining by large TNCs tends to crowd out local companies.
Through performance requirements, such as the participation of local
firms, countries are trying to retain more of the processing industries and
other spin-offs from extraction within their own economies.

Box 7: FDI and the rights of indigenous communities**

In the lowlands of northern Ecuador, the discovery of oil has brought about
devastating environmental damage. The Shuar and Achuar people of this region
denounced the tactics of the US oil company Arco Oriente, Inc., which used offers
of employment, water supplies, health care, and air travel to pressure the Shuar
into granting permission to explore and extract oil from their traditional lands. At the
request of the Federacion Independiente del Pueblo Shuar de Ecuador (FIPSE),
an Oxfam partner, lawyers from the Center for Economic and Social Rights
brought a suit to prohibit Arco from directly approaching FIPSE individuals, rather
than consulting with the organisation’s legitimate leadership about the potential
investment project.

On 8 September 1999, a judge ruled that Arco had violated the rights of the Shuar
people to organisational integrity, and ordered the company to refrain from
approaching or negotiating with individual members of the FIPSE community
without court authorisation. The court decided that Arco had forced the Shuar to
decide between the alleged benefits of the investment project and the harm that
would be done to their ancestral lands by oil-industry development. It was
acknowledged that this was a clear violation of the collective rights of the Shuar
people to determine how to manage their own natural resources independently, as
they had done for centuries.

Because the constitution of Ecuador permits indigenous people to decide how to
manage their own natural environment, the Shuar people were able to challenge
the Arco Corporation successfully. But multilateral rules on investment might
supersede such rights and limit the powers of the courts.

WTO investment rules and the risk to working conditions

Many developing countries have attracted FDI on the basis of cheap labour
and weak protection of workers’ rights. A WTO investment agreement
could make the improvement of labour standards more difficult, by
pressuring countries to compete in a regulated ‘race to the bottom’.

While most jobs created through FDI, in particular by large TNCs, are
generally better paid than other available employment, rates of pay are still
dismally low in most countries, and working conditions tend to be harsh.
In many cases, the wages paid to workers in export industries are close to
poverty-line levels — for instance, in Mexico (see box 4).42
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A WTO investment agreement could make the improvement of labour
standards more difficult. Discriminatory practices — such as screening
investors on the basis of their worker-compensation packages, obliging
foreign investors to train workers, or obliging them to hire a given
percentage of nationals in leadership structures — could be prohibited.

Moreover, if there were WTO negotiations on investment, there would be a
push for the inclusion of regulatory or indirect expropriation, and
minimum standards of treatment for foreign investors, as well as for an
effective enforcement system, such as an investor-to-state dispute-
settlement mechanism. This would have a disastrous impact on the many
countries that have provided labour and environmental exemptions on a
case-by-case basis to foreign investors, freezing domestic regulation at a
damagingly low level (see box 8). And even though existing agreements
like the NAFTA and the US-Chile Free Trade Agreement contain very
weak provisions on labour laws, asking countries ‘to strive not to relax
their existing labour laws in order to attract investment’, this does nothing
to ensure that countries will harmonise their labour laws upwards in (for
instance) the direction of ILO standards.

Box 8: The Metalclad case, or how pro-development policies have been
outlawed in Mexico

Since the entry into force of NAFTA, private investors have used its investment
provisions to challenge public health and environmental rules and policies at the
national, state, and local levels on the basis of ‘regulatory expropriation’. The
example of Metalclad is instructive.

A Mexican company called Coterin wanted to expand a transfer station for
hazardous waste to a hazardous-waste landfill site, but it was denied a municipal
construction permit in both 1991 and 1992 by the local municipality of
Guadalcazar. Under Coterin’s management, the site was contaminated with
20,000 tons of toxic, and potentially explosive, waste.*® In 1993, Metalclad, a
California-based corporation, bought Coterin and the transfer station.** The
municipality declared the area an ecological reserve.

On 2 January 1997, Metalclad sued the government of Mexico for $90 million
under NAFTA's investment provisions. Metalclad claimed that the actions of the
municipal government amounted to expropriation without compensation. In
addition, the company claimed that the government of Mexico had failed to provide
fair and equitable treatment in accordance with international law.

On 30 August 2000, a special NAFTA tribunal awarded Metalclad $16,685,000.
The tribunal held that the denial of the construction permit, as well as the creation
of an ecological reserve, constituted ‘indirect’ expropriations in violation of NAFTA
Chapter 11. *° The tribunal decided that the actions at all levels of government
failed to allow Metalclad to continue operations, thus failing to provide ‘a
transparent, clear, and predictable framework for foreign investors’. 46
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The EU’s investment-for-development
framework: a slippery slope

So far the European Union, actively supported by Japan, Canada, and
South Korea, has played the role of front-runner in trying to convince the
WTO’s membership to launch negotiations on investment and other
‘Singapore issues’ at, or even before, the ministerial meeting in Cancun in
September 2003. The EU has presented its new push to create a WTO
agreement on investment as a very limited exercise (in contrast with the
OECD MA), focusing on non-discrimination, transparency, and the
predictability of domestic investment laws.

It is true that the EU proposal —in its current form — is less ambitious than
the MAI. Unlike the MAI, the EU proposal aims to cover FDI only (not
portfolio investment as well). It proposes a bottom-up approach and does
not include an investor-to-state dispute mechanism. According to speeches
and WTO proposals made by the European Commission, the right of
governments to regulate would be fully protected, and developing
countries would be given ample policy flexibility to pursue their
development policies.#” In fact, the EU recently went so far as to call the
future WTO investment agreement ‘an investment for development
framework’.

However, the clever use of semantics by the EU falls far short of making its
proposal pro-development.

The assurances given by the EU about the capacity of developing countries
to retain ‘policy space’ are not only unconvincing but also irrelevant. The
fundamental debate in the WTO Working Group on Trade and
Investment should not be about the benefits and costs of FDI. Instead, it
should consider whether WTO disciplines would contribute to increased
FDI flows and ensure that they promote the sort of investment that leads
to sustainable development.

Apart from making blanket statements, none of the EU’s submissions has
included any serious evidence on this crucial point. In fact, the EU
recognises that ‘it has never been suggested that the establishment of such
rules was key to enhancing the attractiveness of host countries to FDI.
Rather they would make a limited but valuable contribution by enhancing
legal certainty for investors.’¢ Instead, the EU has made a tactical move to
shift the burden of proof on to opponents of such an agreement, requiring
them to prove why a WTO investment agreement would not be pro-
development.

It is far from evident that the EU’s current proposals would indeed protect
the ability of developing countries to regulate foreign investors. First, the
EU keeps questioning the need for policy space in developing countries.
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For instance, the EU stated that ‘If flexibility is understood as the right of
governments to discriminate among investors, it will not be effective as a
means to enhance development’.4® The recent paper presented by the
European Union on policy space criticised the use of joint ventures and
performance requirements as development tools:

‘We believe that the intended objectives of these instruments are better achieved
through means other than performance requirements (paragraph 7).’

‘Most countries are removing joint venture requirements because they have
realised that these policies do not work’ (paragraph 12).50

Moreover, the EU presents the GATS-type approach as a ‘silver bullet’ that
would ensure policy space for developing countries. Unfortunately, this is
far from the reality.

Under the GATS-type approach,st there would still be enormous pressure
on developing countries to make ambitious commitments and to get rid of
a whole new raft of so-called ‘discriminatory’ regulations. As mentioned
above, the EU continues to label measures that form part of the policy
space as trade-restrictive. Moreover, the progressive liberalisation built into
the current GATS negotiation clearly demonstrates that the regulatory
conditions listed by developing countries in the most recent round of
negotiations are now being targeted for removal (see Box 9)

Box 9: Six examples of developings-country investment regulations currently
targeted in the GATS negotiations™

= Botswana: Giving nationals priority in purchasing assets owned by foreigners.

= Cameroon: Specifying that for every CFA 5 million (equivalent to US$10,000)
of foreign investment, at least one job must be created.

= El Salvador: Placing a 50 per cent ceiling on the remittance of profits abroad.

= Honduras: Ensuring that foreign investment is authorised on the basis of an
economic-needs test.

= Pakistan: Requiring maximum foreign equity participation of 51 per cent and
authorising the acquisition of real estate to foreigners on a case-by-case basis.

= Philippines: Requiring foreign investors buying real estate to have 60 per cent
local capital.

The EU also advocates a GATS-type ‘positive list’ approach of national
treatment for the entry of investors (pre-establishment). At present only
BITs signed with Canada and the USA, along with NAFTA, go as far as
including pre-establishment clauses. A WTO investment framework would
therefore go further than the common practice in most BITs.53 The EU’s
proposal on post-establishment rights would include a general standard of
non-discrimination. The EU claims that this would not hinder domestic
policies® — a statement that again is based on the presumption that
‘discrimination is not an effective development tool’.
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With regard to possible exceptions to national treatment, the EU refers only
to the possibility of retaining existing measures in a country, not
introducing measures in the future.s® This would in effect freeze a country’s
regulatory framework at its current level, constituting a serious limitation
to its policy space, because future governments would be bound by choices
made before their arrival. This argument is often dismissed by proponents
of a WTO investment agreement because the GATS has a procedure
allowing for the withdrawal of commitments. A closer look, however,
reveals that this procedure is so cumbersome that in practice it would be
extremely difficult for future governments to withdraw from such
commitments.s6

Finally, the EU presents a multilateral framework as an alternative to the
multiplication of BITs and Regional Trade Agreements (RTAS). But neither
the EU nor the USA has made a commitment to refrain from negotiations
of BITs or RTAs in the future. Instead, they intend to keep negotiations
open on two tracks. Moreover, it is quite clear that the USA, which so far
has been sitting on the fence, would not accept a WTO investment
agreement that lacked the very high levels of investor protection that the
US government has obtained in the Chile and Singapore Free Trade
Agreements.

There is no guarantee that the EU would not tilt towards the US position in
the hope of securing an agreement. In fact, the precedent of TRIPS and
public health clearly shows that the EU is willing to stray far from its initial
positions in order to accommodate US concerns.5” Worse, the need for the
EU to ‘save face’ by obtaining the launch of investment negotiations in
return for concessions on agriculture means that it might be willing to
accommodate concerns from the USA and other players, who want to
promote a WTO framework based on high levels of investor protection
similar to the model of NAFTA.
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The danger of current WTO politics

In the run-up to the Doha ministerial meeting, developing-country
governments expressed many times their opposition to the inclusion of the
Singapore issues. However, during the Doha negotiations pressure
mounted on developing-country negotiators to withdraw their opposition,
to the point that many countries yielded entirely to pressure from the
industrialised countries. An exception was India, which opposed the
inclusion of new issues until the end.

Ambassador Chidyausiku of Zimbabwe said afterwards: ‘They [developed
countries] said that if you don’t agree to the inclusion of new issues, you don’t get
the TRIPS and Health Declaration and the ACP waiver. The other source of
pressure was that no minister was prepared to be blamed for the failure of Doha, or
standing in the way of fighting terrorism. There was so much pressure during the
negotiations that [developing country ministers] did not have the guts to say, as
far as my national position is concerned, this is not in our interest.’s8

It seems we are faced today with a second episode of the same saga.

In Doha, ministers instructed the Working Group on Trade and Investment
to work on clarifying issues in the period up until the fifth ministerial in
Cancun.5® As of today, there is still no consensus among members of the
group on any of these issues. In these discussions the special development,
trade, and financial needs of developing and least-developed countries
should also be taken into account as an integral part of any framework. To
date, the Working Group’s discussions have not shed any light on the
reasons why a WTO agreement on investment would be beneficial to
developing countries.

Finally, ministers are committed to developing an agreement that balances
the rights of host and home countries. However, a paper on home-country
and corporate obligations, put forward in the WTO Working Group
discussions by a group of developing countries, including China, India,
Cuba, Kenya, and Zimbabwe, has still not been properly addressed. For
instance, the EU opposes in principle the inclusion in a WTO investment
agreement of binding obligations on investors and home countries.

Unfortunately, past experience shows that negotiations could still be
launched in Cancun if the EU, the USA, and other rich countries join forces
to put pressure on developing-country ministers. Because of the lack of
consensus on the content of modalities, the fear is that countries would
agree only on procedural modalities similar to those proposed by the EU,
and establish a target date for the completion of negotiations without a
clear mandate. This would amount to signing a blank cheque. As shown by
the TRIPS precedent, agreeing to procedural modalities would be a
dangerous and slippery slope.s0
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Conclusion

Given the lack of benefit to developing countries of an investment
agreement at the WTO and the potentially devastating effects that such an
agreement could have on their power to regulate investors, developing
countries cannot, and should not, risk moving towards investment
negotiations at the WTO. This is why they should categorically oppose
the launch of investment negotiations at the Cancun ministerial meeting.

Developing countries need to strengthen their domestic regulatory
framework to ensure FDI contributes to sustainable development — for
instance, by screening foreign investors on the basis of their likely
contribution to sustainable development, by encouraging technology
transfer, or fostering backward linkages with the rest of the economy.
Developing-country governments should resist the temptation to give tax
exemptions or weaken their labour or environmental regulations for the
sake of winning more poor-quality investment. They should instead work
on strategies that genuinely improve the attractiveness of their country to
high-quality investors (domestic and foreign alike), through sound macro-
economic policies, good governance, education and training of their
workforce, and better productive infrastructure.

At the multilateral level, the debate must now take a new direction. Its
starting point should be the drawing up of multilateral rules on investment
that could facilitate both the quantity and quality of investment to
developing countries.

The current drive by developed countries to sign bilateral and regional
free-trade agreements with the developing world should be re-examined in
the light of the same principles. Rich countries should not impose on
developing countries provisions, such as the prohibition of capital controls
or indirect expropriation, that have been clearly proved to be anti-
developmental.

At the global level, the idea of a pro-poor investment treaty at the UN or a
free-standing agreement should be further explored. Such an agreement
would aim to provide a better business environment for domestic and
foreign investors and address crucial development issues, such as more
secure and decently paid jobs, technology transfer, and taxation with
proper enforcement mechanisms.

Moreover, rich countries need to take much more responsibility for
ensuring that their companies operating in developing countries behave
according to international standards and contribute to poverty reduction.
As a first step, the existing OECD Guidelines for Multinational Enterprises
could be strengthened - for instance, by home-country governments
making export credits, investment guarantees, and eligibility for tendering
conditional upon a company’s respect for the guidelines. OECD
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governments and inter-government organisations could also agree a policy
of withdrawing benefits (such as export credits and investment guarantees)
from companies found to be paying bribes, and a policy of making conflict-
impact assessment a precondition for receiving these benefits. To make
TNCs more accountable, much tougher international standards are needed
for reporting or disclosure of information. A first step could be a
multilateral agreement obliging TNCs to make public disclosures of all
payments made to governments.

Existing investment-related provisions and intellectual property rules at
the WTO should be amended to ensure that rules do not impede progress
towards sustainable development. Under the WTO TRIMs agreement,
among other reforms, ‘trade-balancing’ measures such as imposing export-
performance and local-content requirements on foreign investors should be
allowed.

The TRIPS agreement should give developing countries greater flexibility
in deciding how and when to introduce higher levels of intellectual
property protection, and should clarify that countries can insist on local
manufacturing of patented products. Rich countries should also make
binding commitments to provide incentives for technology transfer to
developing countries.

Finally, there should be a moratorium on GATS negotiations until the
impact of the liberalisation of services on developing countries is fully
assessed. Public services must be fully protected in the essential sectors of
water, health, education, social services, culture, the audio-visual sector,
environment, communications, transport, energy, and social housing. Rich
countries should not insist on liberalisation in these essential development
areas.

In the run-up to Cancun, the WTO is facing a crisis of legitimacy. It has
shown itself incapable of representing the interests of the majority of its
membership and has so far failed to resolve issues important for
sustainable development. Until it is radically reformed and becomes a
truly development friendly organization, it cannot and should not house
any multilateral agreement on investment. Instead of pushing for unfair
investment rules rich countries should fulfil their promises of a
development round in key issues of interest to developing countries, such
as TRIPs, agriculture and Special and Differential treatment. It is time to
Make Trade Fair in Cancun.
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Glossary

Balance of Payment provisions (BOP): Or balance of payment safeguards. This
refers to the use of temporary and exceptional emergency measures to protect a
country’s balance of payments, restricting the outflow of money from the country.

Dispute Settlement Understanding (DSU): The DSU is part of the WTO
Agreements. It sets out the procedures for resolving trade disputes among WTO
members. One of its most important characteristics is that only governments have
access to the dispute procedure. Additionally, there is no monetary compensation;
rather, the DSU requires the losing member to bring its domestic law into
compliance with the obligations of the WTO. According to the rules, the dispute-
settlement processes should aim both to solve the dispute in question and to clarify
the existing provisions of the WTO Agreements.

Foreign Direct Investment (FDI): An investment is considered direct when the
investor’'s share of ownership is sufficient to allow control of the company. It is a
type of investment generally made with the purpose of establishing lasting
economic relations.

GATS: The General Agreement on Trade and Services was originally agreed at
the conclusion of the Uruguay Round of trade negotiations in 1993. GATS aims to
remove any restrictions or internal government regulations that are considered to
be ‘barriers to trade in services’. The services sector covers many different areas of
economic activity, including libraries, schools, hospitals, banks, waste collection,
and the provision of water.

GATS-type approach: Also known as the ‘bottom-up’ or ‘positive list’ approach to
scheduling a country’s commitments. To date, the ‘positive list’ approach has
applied to GATS-specific obligations, i.e. market access and national treatment.
However, a GATS-type ‘positive list’ approach has also been suggested as an
element of future WTO investment rules, specifically for pre-establishment
commitments. While at first glance this approach appears to grant countries
considerable flexibility to decide in which sectors and sub-sectors, and in which
modes of supply, they want to be bound by specific obligations, there has been
increasing criticism that the politics of trade negotiations effectively nullify such
flexibility.

Investment: There are several approaches to the definition of this term. Various
bilateral investment treaties, as well as regional and multilateral agreements on
investment, adopt different approaches. The two main approaches may be
generally characterised as either ‘enterprise-based’ or ‘transaction-based’:

Enterprise-based approach: Investment is defined as the establishment or
acquisition of a business enterprise, or a share in a business enterprise that
gives the investor control over it. This definition is also used to describe Foreign



Direct Investment. However, distinguishing it from the ‘asset-based’ definition is
not without difficulties.

Asset-based approach: This definition of investment is a wide-ranging one that
includes both portfolio and real estate investment. There is room for variation in
this category, such as the treatment of short-term capital regulations or
exclusion of the movement of capital based on speculative financial
transactions.

Market access: Refers to the conditions and the extent to which a country’s
products or services can enter another country’s markets. The most common
barriers to market access are tariffs and quotas, the latter being a clear case of
quantitative import restrictions. WTO rules aim to eliminate such quantitative
limitations on trade both in goods and services. The main GATT provision is Article
Xl and, in the case of the GATS, Article XVII.

Non-discrimination: Non-discrimination is the core principle of the WTO
agreements. It includes the Most Favoured Nation (MFN) and the National
Treatment (NT) principles. It was originally applied only to the trade of goods under
GATT, but it has been extended to cover trade in services, intellectual property
rights (IPR), government procurement, and trade-related investment measures
(TRIMSs), as the scope of the WTO agreements has expanded. In the context of
investment, a provision on non-discrimination obliges members not to discriminate
between foreign investors/investment and domestic investors/investment, or
between foreign investors/investment from different countries.

Most Favoured Nation treatment (MFN): an international trade principle which
states that the most favourable trade policy that a country offers to the products,
services, or producers (depending on the coverage of the agreement) of one
country must be offered to all other countries that are members of the respective
agreement.

National Treatment (NT): a principle included in GATT, requiring that foreign
goods and services, once they have entered a country and satisfied any formalities
that are required, are treated no less favourably than goods, services or persons of
the host country. With regard to investment, national treatment can be defined as a
principle whereby a host country extends to foreign investors treatment that is at
least as favourable as the treatment that it accords to national investors in
comparable circumstances, both in the pre-establishment and the post-
establishment phases of investment.

Negative list: In contrast with the positive list, in an international agreement this is
a list of those items, entities, or products to which the agreement, or a specific
provision thereof, will not apply.

Portfolio investment: Type of investment that provides the investor with a return,
but not control over the company. (See ‘Investment’ above.)

Positive list: In an international agreement, a list of those items, entities, or
products to which the agreement will apply, with no commitments to apply unless
otherwise specified.
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Post-establishment phase: The period following pre-establishment, when the
investment has been made. WTO rules preserve the host country’s right to treat
domestic and foreign investors differently at the point of entry, e.g. through
screening laws and operational conditions on admission.

Pre-establishment treatment: Refers to the laws and regulations of a host
country governing the entry of foreign investment. Such rules determine whether
admission (access) of foreign investment is possible at all and, if so, on what terms
and conditions. A series of policy decisions by the host-country government is
involved, concerning in particular which categories of foreign investment it is
prepared to admit (FDI, portfolio investment, etc.); how it selects specific foreign
investments to admit (on an ad hoc basis, through systematic screening policies, or
through an ‘open-door’ policy); whether it permits foreign investment only in certain
sectors and industries, or economy-wide; whether and how it applies Most
Favoured Nation (MFN) and national treatment; and what conditions it attaches to
the entry of foreign investment and its subsequent activities, for example through
investment incentives, foreign-ownership limitations, performance requirements,
and so on.

Transparency: Clarity, openness, and comprehensibility (used with regard to
individual trade-related regulations and operation of institutions).

TRIMs: Agreement on Trade-Related Investment Measures, negotiated during the
Uruguay Round. The TRIMs applies only to investment measures that affect trade
in goods. Recognising that certain investment measures can have trade-restrictive
and distorting effects, the Agreement states that no member shall apply a measure
that is prohibited by, or inconsistent with, the provisions of GATT Article Il (national
treatment) or Article XI (quantitative restrictions). Examples of inconsistent
measures include requirements on local content or trade balancing.

TRIPS: Agreement on Trade-Related Aspects of Intellectual Property Rights.
Negotiated as part of the Uruguay Round, this is to date the most comprehensive
multilateral agreement on intellectual property. It prescribes minimum standards
and periods for which protection should be granted to different intellectual property
rights.
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