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Preface

Environmental activists are widely credited with (or condemned for) launch-
ing the opposition that finally led to the abandonment of negotiations for a
Multilateral Agreement on Investment at the OECD in late 1998. It took
more than environmental opposition to stop the MAI in its tracks, but since
then it has been accepted wisdom that environmentalists are opposed to an
international investment agreement. This study takes a hard look at that
assumption. Its first conclusion is that an international investment agreement
should be a priority for those interested in the environment and sustainable
development. The question then is, what kind of an investment agreement?

The history of investment negotiations over the past 20 years reveals that the
MAT suffered from more shortcomings than just the widely advertised envi-
ronmental ones. With its focus on investor rights—certainly an essential part
of any investment agreement—the MAI perpetuated a polarization of the
process that consistently separated investor rights from investor obligations.
The need to strike a balance between private (investor) interests and public
goods must be at the heart of any international agreement, certainly when
viewed from the perspective of sustainable development.

An international agreement that facilitates a balancing of private interests and
public goods needs to look quite different from the MAI. Indeed, it must also
look different from the GATT. It represents a challenging undertaking, in
many respects as difficult as constructing a regime for the control of climate
change (itself an agreement that secks new private investment in areas of public
concern). This study draws lessons from the experience in building international
environmental agreements to suggest a new approach to an international
investment agreement. It proposes a framework agreement on investment
combined with a number of sectoral agreements (for example, on climate
change, forestry, or the provision of services for that matter), in which it
becomes possible to identify the public interest being served by providing pri-
vate investors with additional rights.

In publishing this study, the International Institute for Sustainable
Development hopes to help relaunch the debate on an appropriate interna-
tional investment regime. IISD is convinced that a great deal of useful work
needs to be done in this area, much of which will benefit the environment and
sustainable development.
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Executive summary

Investment is essential to the achievement of sustainable development. Much
existing infrastructure and many existing practices are unsustainable, and
investment will be needed to replace them. To promote this kind of invest-
ment an international investment regime will be needed.

Over the last few years, flows of foreign direct investment have increased dra-
matically so that they now dwarf bilateral and multilateral official develop-
ment assistance, for many years the mainstay of international investment
activities. At the same time, official development assistance has stagnated so
that it is now a much smaller proportion of developed-country GDP than it
was at the time of the United Nations Conference on Environment and
Development. Moreover, foreign direct investment is taking up many of the
economically viable infrastructure projects that have formed an important part
of the portfolio of official development assistance. This leaves official develop-
ment assistance the task of funding economically marginal projects, further
complicating the task of justifying it to the electorates of OECD countries.

Foreign direct investment is flowing to a few favoured countries, including
Argentina, Brazil, China, Chile and Mexico. Reliance on foreign direct invest-
ment to fund development leaves many countries without resources, includ-
ing those that most desperately need investment for sustainable development.

We must rethink long-held assumptions about the process of development
and the role of governments in it. It is essential that scarce resources—includ-
ing foreign direct investment—are allocated as efficiently as possible and in a
manner consistent with sustainable development. In particular, capital should
be flowing to less-developed countries and regions. An appropriate interna-
tional investment regime could help meet the public policy challenges that this
distorted pattern of investment represents.

This book reviews the long debate about an international investment regime.
It considers existing multilateral, regional and bilateral investment agreements
and secks to identify the need for a broad multilateral agreement. It also
reviews the two major streams of international debate in this area, one focus-
ing on investor rights and the other on investor obligations.

The central importance of investment to the development process has long
been recognized, but attempts to form an international investment regime
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have been defeated by the extreme polarization of the debate. While the
United Nations Conference on Trade and Development sought to negotiate
binding obligations for multinational corporations, the governments of
OECD countries focused primarily on securing additional rights for investors
so as to improve the security of their investments. The public-policy interest is
to achieve an appropriate balance between investor rights and obligations, and
between private interests and public goods, but none of the international
approaches to investment has tackled this task.

Balancing conflicting policy goals is still largely beyond the capability of most
international organizations, which are typically static in the sense that both the
ends and means are fixed. This requires much more dynamic and innovative
institutional arrangements capable of adjusting the means to changing condi-
tions to achieve certain ends. This can only be achieved if these arrangements
have the necessary legitimacy to undertake such tasks. Similarly, balancing pri-
vate interests and public goods remains outside the scope of most international
regimes. The international investment agenda (together with the need to move
toward a more sustainable economy and the institutions required to maintain
competitive markets) cannot be adequately addressed without institutions
capable of undertaking such a balancing at this international level.

Drawing on experience with international environmental regimes, this book
seeks to identify the structurally determining characteristics of an internation-
al investment regime. It argues that investment occurs in a long time frame
and that the relationship between the investor and host country is notably dif-
ferent from that between exporters of goods or services and the countries of
import. Investors acquire rights in the host country, and with those rights
come obligations.

The time frame of investment and the legal rights of investors in host coun-
tries argue for a dynamic regime. In particular the principles underlying the
process of trade liberalization—most-favoured nation and national treat-
ment—and the WTO dispute settlement system are inappropriate for an
investment regime unless they are adjusted to reflect the dynamic nature of the
issues that need to be addressed and are accompanied by a substantial institu-
tional architecture to ensure flexible yet effective implementation. This strong-
ly suggests that an international investment regime needs to be constructed
outside existing international organizations, possibly beginning with a frame-
work convention followed by a series of protocols addressing specific issues.

Vi
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_1—
Intfroduction: The need for an
international investment regime

The character of international investment has been changing. Twenty years
ago, most international investment was undertaken by a few large multina-
tional corporations that sought to secure their raw material supplies, or that
were establishing a market presence with production or sales units in the early
phases of globalization. Foreign investment was an important adjunct of trade
rather than an independent economic activity. Today most companies listed
on stock markets in OECD countries are technically multinational corpora-
tions, with investments and economic interests in more than one country.

It is now a mistake to view foreign direct investment simply as an adjunct to trade.
Capital is a scarce resource, particularly in developing countries. Efficient alloca-
tion of capital is critical to the achievement of economic growth and sustainable
development. Current patterns of capital allocation are counterintuitive, with the
largest flows converging on the most developed countries. Other things being
equal, capital should be secking the highest returns, which should be available
where capital is most urgently needed—in the developing world. High returns are
available in those countries, but the risks involved in such investments still make
them unattractive. One paramount task for an investment regime is to improve
efficiency in the allocation of capital by reducing uncertainty.

There have been encouraging trends. By the end of the century, foreign direct
investment was being undertaken by enterprises both large and small with a wide
range of concerns. The option of investing in another country has become a nor-
mal part of strategic growth plans for enterprises. Individual investors are now
seeking investment opportunities outside their own currency region as a matter
of course. And mutual funds make these kinds of investments available to small
investors.

Investment flows have increased dramatically. For many developing countries,
foreign direct investment has become the most important source of capital
inflows, overtaking both official development assistance and the funds made
available by multilateral development banks. In developing countries, between
a third and a half of private corporate investment is undertaken by affiliates of
foreign corporations.! Investment flows from OECD to non-OECD coun-
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tries have finally become positive, with large outflows from more developed to
less developed markets. Between OECD countries, traditionally the recipients
of the largest amounts of foreign investment, the number of enterprises that
participate and the range of projects being funded have grown dramatically.

The growing significance of foreign direct investment gives greater urgency to
long-standing debates about creating an international regime for investments.
Investment is not an act of nature. It represents a critical economic function
of great social significance. It also has major implications for the prospects of
achieving greater sustainability. Mature, strong economies generate and sus-
tain significant levels of investment, and policy intervention is necessary main-
ly to ensure that essential market disciplines are maintained.

Policy-makers in mature economies have grown accustomed to having their cake
and eating it too. Wealth creation has reached a point where many hard choices
can be avoided. In the United States alone, for example, tax receipts rose dramat-
ically between 1992 and 1998 as the government participated in an extraordinary
increase in the value of many forms of investment. With this wealth, the U.S.
government could celebrate the end of budget deficits, maintain a huge defence
budget, increase spending on some broadly based social programs, invest in infra-
structure, increase the endowment of its universities, and invest abroad—all at the
same time and without raising tax rates. Policy-makers in developing countries do
not have that luxury. There, the need for investment, including investment in
infrastructure and social development, is overwhelming but capital is scarce and
it is difficult to ensure that investment flows meet a range of policy objectives.

An international investment regime is ultimately about efficiency and fairness.
Insecure or severely distorted conditions of investment are risk factors, which are
reflected in expected rates of return. Countries perceived as high risk will only
attract investment for projects that offer exceptional rates of return. Under such
conditions, many important projects will remain unfunded, and funds that are
available will be used in ways that are not as efficient as they could be. Lack of
clear rules also creates an incentive for side-payments and corruption, which
again exacts an economic penalty on projects and investment flows.

Issues of fairness arise because of unequal power and conflicting goals of the
various participants in investment. Investors from countries that are perceived
as weaker will fear for the security of their investments in foreign countries. At
the same time, some governments are significantly weaker than many major
corporations and may find it difficult to impose their legitimate priorities. At
the very least, the effort required to defend less-secure investments is itself a
drag on investment and a source of economic inefficiency.

Investments are mostly private transactions aimed at generating positive rates
of return, but they can have far-reaching implications for the welfare of coun-
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tries, including prospects for sustainable development; use and protection of
natural resources; and employment, income and economic security. It is the
role of government to balance these sometimes conflicting public and private
interests, by promoting investment, by creating incentives to direct investment
to certain activities or regions, or by maintaining a system of taxes and fees that
contribute to public-policy goals.

Among the many measures confirming the recent growth of foreign direct
investment, those most likely to identify the interests at stake for various coun-
tries concern the “stock” of foreign direct investment relative to GDP and the

ratio of trade to GDP (See Tables 1-3).

Table 1. FDI to GDP ratio (stock).
(Inward + outward investment, divided by twice the GDP)

1980 1993

1. Netherlands 18.3 35.8
2. Belgium/Luxembourg 5.2 27.4
3. Switzerland 18.1 27.1
4. Malaysia 13.5 24.4
5. United Kingdom 13.6 24.4
6. Australia 4.9 20.1
7. Canada 14.4 17.9
8. Sweden 3.6 15.4
9. Spain 2.8 13.7
10. France 3.2 11.4
10.  Norway 1.2 114
11 Chile 1.7 10.6
12.  Germany 5.5 9.1
13. South Africa 13.4 8.3
14. Finland 1.2 8.2
15. United States 5.8 7.9
16. Venezuela 1.3 7.4
17. Hungary n.a. 7.0
18. Ity 2.0 6.4
19. Thailand 1.5 5.9
20. Austria 2.6 4.8

Source: John H. Dunning, “The advent of alliance capitalism,” in John H. Dunning and Kbalil A.
Hamdani, eds., The new globalism and developing countries, Tokyo: United Nations Press, 1997, p. 21.
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Table 2. Trade to GDP ratio.
(Exports + imports, divided by twice the GDP)

1980 1992
1. Hong Kong 104.1 126.6
2. Singapore 206.9 123.4
3. Malaysia 44.9 62.7
4. Belgium/Luxembourg 58.0 54.1
5. Ireland 55.2 54.1
6. Netherlands 42.8 44.9
7. Taiwan, Province of China n.a. 35.3
8. Thailand 23.5 29.7
9.  Portugal 32.0 28.7
10.  Hungary n.a. 28.6
11. Switzerland 32.5 27.3
12. Austria 27.3 26.6
13. Denmark 27.0 26.0
14.  Norway 30.9 24.9
15. Indonesia 23.4 24.2
16. Chile n.a. 24.0
17.  Korea, Republic of 34.2 23.9
18. Canada 24.2 23.7
19. Germany 23.2 23.4
20. New Zealand 23.3 22.9
21. Sweden 26.2 21.4
22. Venezuela 25.5 21.0
22. Greece 22.0 21.0
23. Finland 29.8 20.9
24. United Kingdom 22.5 19.8
25. France 18.9 17.8
33. United States 9.1 8.3
34.  Japan 12.7 7.8

Source: John H. Dunning, “The advent of alliance capitalism,” in John H. Dunning and Kbalil A.
Hamdani, eds., The new globalism and developing countries, Tokyo: United Nations Press, 1997, p. 20.
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Table 4. Stocks of inward foreign direct investment, by major host country and regions.
(billions of U.S. dollars)

Countries/Regions 1967 1973 1980 1990

Value % of % of Value % of % of Value % of  %of Value % of % of

Total GDP Total GDP Total GDP Total GDP

Developed Countries ~ 73.2 69.4 3.2 153.7 74.0 3.8 394.1 78.0 4.7 1,561.0 753 8.4
West Europe 31.4 29.8 4.2 79.9 38.4 56 211.6  42.0 4.8 880.2 424 125
United Kingdom 7.9 7.5 7.2 24.1 11.6 13.9 63.0 12.5 12.0 197.1 9.5 21.0
Germany 3.6 3.4 1.9 13.1 6.3 3.8 47.9 9.5 5.8 128.0 6.2 7.5
Switzerland 2.1 2.0 8.4 4.3 2.1 9.8 14.3 2.8 14.1 36.5 1.8 157
United States 9.9 9.3 1.2 20.6 9.9 1.6 83.0 16.4 3.2 4453 215 7.0
Other 31.9 30.2 4.2 53.2 25.6 4.2 99.5 19.7 6.5 251.8 12.1 7.0
Japan 0.6 0.6 0.3 1.6 0.8 0.4 3.3 0.7 0.3 16.9 0.8 0.4
Least Developed 32.3 30.6 64 544  26.1 54 1112  22.0 5.4 299.8  24.0 9.9
Countries
Africa 5.6 5.3 9.0 10.2 4.9 8.7 13.1 2.6 4.1 50.1 2.4 14.1
Asia 8.3 7.8 3.9 15.3 7.4 3.6 35.8 7.1 5.0 278.6 13.4 8.7
Latin America 18.5 17.5 15.8 28.9 13.9 12.3 62.3 12.3 8.4 167.6 8.1 11.4
TOTAL 112.3 100.0 40 211.1 100.0 4.2 5169 100.0 49 2,090.4 100.0 8.7

Source: John H. Dunning, “The advent of alliance capitalism,” in John H. Dunning and Kbalil A. Hamdani, eds., The new globalism and developing countries,
Tokyo: United Nations Press, 1997, p. 21.
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These tables clearly identify the range of interests governments may have in an
international investment regime. Small countries with a large involvement in
foreign investment—the Netherlands, Belgium and Switzerland in particu-
lar—and medium-sized countries whose prosperity depends on international
trade and investment—France, the United Kingdom and Canada—all have
an urgent interest in protecting their investors. The United States has an inter-
est in an investment regime mainly because the total amount of investment by
its citizens is large, even though it is relatively much smaller than those of most
other OECD countries. The United States is also more readily able to protect
investments made in other countries by its citizens.

Those concerned with sustainable development have a particular interest in an
investment regime. Many current economic activities, in developed and devel-
oping countries alike, are known to be unsustainable. Often, alternatives are
available but they require investment. In other words, without investment sus-
tainability is unattainable. With such an urgent need for investment, the move
toward sustainability requires that scarce resources be used efficiently—and
that the imperatives of sustainability are respected in the investment process.
Indeed, it can be argued that an investment regime, which does not actively
promote sustainable development, represents an important step back from the
widely endorsed principles of sustainable development.

Despite these fairly clear reasons for developing an international investment
regime, this goal has proven surprisingly elusive.

1 E.VK. Fitzgerald, ez al., “The development implications of the Multilateral
Agreement on Investment,” a report commissioned by the Department for
International Development (UK), Finance and Trade Policy Research Centre,
University of Oxford (manuscript, March 1998).
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o
Precursors of an international
investment regime

2.1 Multilateral approaches to an infernational
investment regime

It is possible to distinguish two fundamentally different approaches to devel-
oping a multilateral agreement on international investment.2 A series of ini-
tiatives dating to the origins of the trade regime have sought to define rules
governing the treatment of foreign investment by states, generally by the
“host” state in which the investment is made. These initiatives focus on the
rights of investors and a dispute settlement procedure to ensure that these
rights are respected. An alternative approach, based largely on the United
Nations Conference on Trade and Development and its United Nations
Centre on Transnational Corporations, sought to define the obligations of cor-
porations that invest in foreign countries. Both approaches have attracted
strong opposition, in the first instance mainly from developing countries, in
the latter from certain OECD countries and from the United States in partic-
ular, leading ultimately to the closing of the UNCTC.

The controversies surrounding these attempts to address the issues relating to
international investment have led to a situation where not even the questions
have been properly framed. To date, no attempt has been undertaken to draw
both approaches together and develop an agreement that encompasses both
the rights and the obligations of foreign investors. The most comprehensive
study of the law of international investment concluded that the, “multilateral
instruments, whether binding or non-binding, are difficult to construct in the
area of foreign investment.... A satisfactory code must address both the issue
of how foreign investors conduct themselves in host states as well as the treat-
ment of foreign investors by the host states. For historical reasons, the two
bodies that have produced recent instruments are identified with different
camps in the debate. If a code is to be produced it is better that the attempt is
made by other institutions or a new institution.”3

2.1.1 Trade negotiations. The United Nations Conference on Trade and
Employment, held in Havana in 1948, included encouraging the international
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flow of capital for productive investment as one of the objectives of the proposed
International Trade Organization.4 The assumption implicit in this approach—
that trade and investment regimes are essentially congruent—has never been
seriously challenged. Nevertheless, the negotiating history on international
investment measures demonstrates the complexity of the issue and indirectly
confirms that an international investment regime needs to take into account
many factors that go far beyond the concerns of trade in goods or services.

After the failure of the Havana Charter to attract significant ratifications, the
General Agreement on Tariffs and Trade became the forum for multilateral
trade negotiations. Not until after the conclusion of the Tokyo Round in 1978
were serious efforts made to include investment matters in the GATT. In 1982
the GATT Council agreed to establish a panel to deal with a dispute between
the United States and Canada concerning the Canadian Foreign Investment
Review Act. The panel developed an initial approach to identifying what has
later become known as “trade-related investment measures” or TRIMs—in
other words, those investment measures that have an impact on trade.

The Punta del Este Declaration that defined the negotiating mandate for the
Uruguay Round stated that “following an examination of the operation of
GATT Articles related to the trade-restrictive and distorting effects of invest-
ment measures, negotiations should elaborate, as appropriate, further provi-
sions that may be necessary to avoid such adverse effects on trade.” This man-
date was linked tightly to the trade-related aspects of investment, and the
resulting Agreement is correspondingly modest in scope.® Article 1 specifies
that it applies to investment measures related to trade in goods only (italics
added) and Article 9, which sets up a review of the Agreement no later than
five years after entry into force (2001), states that “in the course of this review,
the Council for Trade in Goods shall consider whether the Agreement should
be complemented with provisions on investment policy and competition policy”

(italics added).

The TRIMs Agreement extends the protections of Article III (national treat-
ment) and Article XI (quantitative restrictions) of GATT 1994 to trade-related
investment measures. In an annex, it includes five measures, which are “incon-
sistent with the obligations of national treatment,” as an “illustrative list” (in
practice a limitative list).” These are largely what are known as “performance
requirements” in the OECD context. The distinction between TRIMs and
“investment policy” as well as the inclusion of “competition policy” in Article
9 provide important guidelines on the limits of the Agreement and the essen-
tial differences between the TRIMs Agreement and a multilateral investment
regime.8 By distinguishing between TRIMs and “investment policy,” the
Agreement clearly implies that the two are different and may require entirely
different international disciplines.
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The Uruguay Round also revealed deep and abiding differences of opinion
between major participants in the negotiations. The United States and Japan
had the most expansive view of trade-related investment measures. The
European Union had a somewhat more restricted perspective. The Nordic
countries took a position that was even more restrictive. Key developing coun-
tries argued that investment measures are legitimate instruments in the con-
text of their economic situation and advocated a case-by-case approach to

TRIMs.

As well as the TRIMs Agreement, the General Agreement on Trade in
Services—which was part of the Uruguay Round Agreements—contains an
embedded agreement on investment. In a sense this represents the counterpart
to investments related to trade in goods covered by the TRIMs Agreement.
But investment is so central to trade in services that the GATS needed to
address this issue as an integral part of the Agreement itself, rather than
through a plurilateral add-on.

The GATS is a complex structure revolving around both positive and negative
schedules. That is, countries can exempt certain service sectors (in principle
only temporarily) from certain general obligations, and can make a positive
commitment to apply the rules of the GATS to sectors that have been identi-
fied in a list. The GATS does not include productive investments or portfolio
investments, which are the predominant portion of all foreign direct invest-
ment, and does not create open-ended rights for investors. It foresees a two-
tiered dispute settlement process: the classic WTO procedure for complaints
between members about the fulfillment of their obligations under the
Agreement, and a purely domestic arbitration process open to individual serv-
ice providers concerned about the implementation of these obligations in
practice. While this represents a significant opening of the WTO toward
investment, the GATS, like the TRIMS Agreement, is carefully hedged so as
not to create new rights in international law and to focus on the specific invest-
ment needs of service providers.

Opver the past few years, however, attitudes of some developing countries to a
comprehensive multilateral investment agreement, within the WTO or else-
where, have changed. In part the countries that have been most successful in
attracting foreign direct investment have shown a much greater willingness to
embrace a regime based on the principles espoused by OECD countries.

2.1.2 World Bank initiatives. The World Bank has a long-standing interest in
international investment flows other than those it supports. In addition to var-
ious forms of co-operation with other multilateral development banks and
with bilateral development agencies, the World Bank has sought to promote
private investment flows to strengthen the impact of its own resources and to
support activities it may consider valuable but outside its own remit. To this

11
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end, it promoted the negotiation of the Convention Establishing the
Multilateral Investment Guarantee Agency.? Upon the Convention’s entry
into force in October 1985, MIGA became part of the World Bank Group.

The objectives of MIGA are “to encourage the flow of investments for productive
purposes among member countries, and in particular to developing member
countries, thus supplementing the activities of” the World Bank, the
International Finance Corporation and other international development finance
institutions (italics added).!0 It is not concerned with portfolio investment or the
sale and purchase of other instruments derivative from “productive investment.”
To achieve its objectives, MIGA issues guarantees against non-commercial risks
for investments in a member country, which flow from other member countries.
It also carries out “appropriate complementary activities to promote the flow of
investments to and among developing member countries.” Article 23 provides for
a research function with respect to investment activities in developing countries
and authorizes MIGA to “promote and facilitate the conclusion of agreements,
among its members, on the promotion and protection of investments.”

MIGA has limited programmatic means, involving the insurance of invest-
ments or guarantees for insurance (reinsurance) of investment and a technical
assistance program, which assists developing member countries in attracting
foreign direct investment. With a capital stock of 1 billion special drawing
rights,11 MIGA’s capacities are circumscribed.12 “A review of MIGA’s existing
portfolio indicates that about 30 percent of MIGA’s current contracts are not
project related, i.e., they are for investments in the financial sector. The remain-
ing 60 percent [sic] of MIGA’s contracts are for various types of investors in
projects.... In MIGA's case, the “typical client” may be best characterized as a
financial institution or a minority owner in a project” (italics deleted).!3

In 1965, before the creation of MIGA, the World Bank had already estab-
lished the International Centre for Settlement of Investment Disputes
(ICSID). The relevant convention entered into force in October 1966 and has
attracted 139 signatures.14 At the request of parties to the Convention, the
Centre establishes Conciliation Commissions or Arbitration Tribunals, draw-
ing upon two panels to which each member country may name four persons,
with the Chairman of the Centre’s Administrative Council adding a further
ten. Commissions and Panels consist of one or more members, provided the
number is uneven. The Tribunal shall decide a dispute “in accordance with
such rules of law as may be agreed by the parties.”!> In other words, the
Tribunals do not apply multilateral rules of law defined by the Centre, nor do
they create a body of precedents that can be binding upon the parties, except
insofar as they accept them at the time of the dispute.

ICSID has created the “ICSID Additional Facility,” which is available to coun-
tries not party to the ICSID Convention. The effect has been to make uni-
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versal the coverage of the Centre, located at the World Bank headquarters. The
Vice President and legal counsel of the World Bank is the Secretary General of

ICSID, so ICSID is in practice a multilateral facility of the World Bank with-
out the membership limitations of the Bank itself.

Opver the years, ICSID has become widely accepted. At first the countries of
Latin America were skeptical about arbitration in investment disputes in gen-
eral and the Centre in particular.!® Recent bilateral agreements in Latin
America have, however, also incorporated ICSID as a settlement mechanism,
as have the Mercosur investment protocols.

“To date, 41 cases have been registered by the Centre, 3 involving conciliation,
the remaining 38 arbitration. Ten of the arbitrations are currently pending
before the Centre. The majority of the other cases have concluded with settle-
ments by the parties coming to terms before the rendition of an award.”17 It
is generally assumed that the existence of ICSID, its inclusion in many bilat-
eral and regional investment agreements, and the fact that its arbitration
awards are not subject to judicial review have provided a powerful incentive
for dispute avoidance. That the Convention contains no rules of substantive
law and no rules of conduct has presumably contributed to the willingness of
parties to accept its jurisdiction.18

In July 1990 the Development Committee of the International Monetary
Fund and the World Bank published guidelines on the treatment of foreign
direct investment, specifying that “these guidelines are not ultimate standards
but an important step in the evolution of generally acceptable international
standards which complement, but do not substitute for, bilateral investment
treaties.”!” The guidelines articulate what may be deemed an interim consen-
sus, albeit not a negotiated one, on a number of critical issues that will inform
any broadly based multilateral investment regime. On the issue of “perform-
ance requirements,” in effect obligations of investors, the guidelines state that
“states will note that experience suggests that certain performance require-
ments introduced as conditions of admission (of investments) are often coun-
terproductive and that open admission, possibly subject to a restricted list of
investments (which are either prohibited or require screening and licensing),
is a more effective approach.” It clearly recognizes the need for exceptions
based on certain “sectors reserved by law of the State to its nationals on
account of the State’s economic development objectives or the strict exigencies
of its national interest.” Restrictions that apply to national investment on
account of public policy (ordre public), public health and the protection of the
environment will also apply to foreign investment.

The fundamental issue of most-favoured nation and national treatment is
addressed with caution, reflecting the range of practice to be observed in bilat-
eral investment agreements. The key obligation is for each state to “extend to
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investments established in its territory by nationals of any other State fair and
equitable treatment according to the standards recommended by these guide-
lines.” Rather than further developing the principles to be applied, the guide-
lines proceed to cover a number of key issues, such as issuance of licences,
transfer of funds and access of personnel. An entire section deals with expro-
priation and unilateral alterations or termination of contracts, with a focus
mainly on the issue of compensation.

2.1.3 UN Centre for Transnational Corporations Draft Code. The UNCTC
Code is a defensive document. Its purpose has been defined as “to maximize
the contributions of transnational corporations to economic development and
growth and to minimise the negative effects of the activities of these corpora-
tions.”20 The Code is a reaffirmation of the sovereignty of the receiving coun-
try. As so often, when a general principle such as sovereignty needs reaffirma-
tion in this form, the underlying reality is that it no longer has the universal
application that is being claimed. The Code attempts to strengthen the posi-
tion of (weak) developing countries with large multinational corporations by
defining a range of obligations, which would effectively transfer control over
the investments to the receiving state. No investor is likely to undertake invest-
ment under such a regime.

The draft Code does not include the principle of most-favoured nation. It
articulates as a basic principle that “transnational corporations should receive
[fair and] equitable [and non-discriminatory] treatment [under] [in accor-
dance with] the laws, regulations and administrative practices of the countries
in which they operate [as well as intergovernmental obligations to which the
governments of these countries have freely subscribed] [consistent with the
international obligations] [consistent with international law].” The principle
of national treatment is severely hedged by an introductory statement:
“Consistent with [national constitutional systems and] national needs to [pro-
tect essential/national economic interests,] maintain public order and to pro-
tect national security, [and with due regard to provisions of agreements among
countries, particularly developing countries,] entities of transnational corpora-
tions should be given by the countries in which they operate [the treatment]
[treatment no less favourable than that] [appropriate treatment (end of sen-
tence)] accorded to domestic enterprises under their laws, regulations and
administrative practices [when the circumstances in which they operate are
similar/identical] [in like situations].... [Such treatment should not necessari-
ly include extension to entities of transnational corporations of incentives and
concessions granted to domestic enterprises in order to promote self-reliant
development or protect essential economic interests].” The proliferation of
square brackets in this text—some on minor points—is an indication of the
distance that remained to be covered when the effort was broken off.
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The UNCTC Code addresses a number of important issues, including the
long-term nature of investments, the obligations of investors, the need to
respect national laws, and several issues relating to environmental manage-
ment. Nevertheless, it has addressed these issues in a fashion that has served to
further polarize the relationship between investors and the receiving countries.
It does not adequately reflect the obligations already accepted by many devel-
oping countries in bilateral investment agreements. Moreover, its focus on
multinational corporations no longer corresponds to the complex reality of
foreign direct investment.2! It cannot be viewed as the basis for a multilateral
regime, or even as setting the agenda for negotiations leading to such a regime.

2.1.4 Framework Convention on Climate Change. The FCCC is in fact a
multilateral regime on structural economic change and investment. How this
affects the application of WTO principles, such as most-favoured nation, will
be discussed later. It is, however, essential to keep in mind that the FCCC is
establishing a complex set of rules governing international investments that
reduce greenhouse gas emissions. These rules can be viewed as the nucleus of
a specialized international investment regime, organized according to princi-
ples that are very different from those which govern trade regimes.

The FCCC is currently in a state of development. The Clean Development
Mechanism, introduced through the Kyoto Protocol, establishes a new set of
rules that are applicable to international investments. It is premature to spec-
ulate on the full extent of the FCCC’s development. Should indications of
serious climate change on a global scale prove well founded, the FCCC may
yet become a comprehensive regime for screening investments to ensure that
their impact on global climate change remains as limited as possible.22

2.2 Bilateral investment agreements

The number of bilateral investment treaties is remarkable. By one count, more
than 900 such agreements had been concluded by July 1995.23 No bilateral agree-
ments have been concluded, however, between members of the OECD, with the
exception of developing countries and those that have recently joined the organi-
zation (Korea, Turkey, Yugoslavia and Mexico in particular). In other words, bilat-
eral investment agreements have typically been concluded between an OECD
country and a developing country, or between developing countries. It is reason-
able to assume that the motivation of one party is generally to attract investment,
while the other is seeking to gain some additional protection for that investment.

The bilateral agreements are generally concluded based on “prototype” bilat-
eral investment treaties, which have been elaborated by a number of countries.
A complete list of these prototypes is not available, but it must be presumed
that the instrument that is ultimately used will reflect the relative power and
interests of the two parties.24
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The prototypes elaborated by OECD countries (France, Germany,
Switzerland, the United Kingdom and United States) base the agreement on
the principles of most-favoured nation and national treatment. The prototypes
from Chile and China enunciate a more general principle of “fair and equi-
table” treatment, which is subsequently embedded in what might be termed a
most-favoured nation framework. Chile includes a reference to national treat-
ment whereas China does not. These differences suggest that some significant
differences remain between countries, even at the level of the underlying prin-
ciples. “Fair and equitable” treatment is a relative standard, which not only
requires interpretation but can also clearly involve different treatment in dif-
ferent situations. Most-favoured nation and national treatment imply an
absolute standard, particularly in light of their significance in the trade regime.
In practice the remaining need for interpretation and adjustment is to be
found in the phrase “under like circumstances™ which applies to both most-
favoured nation and national treatment.

Bilateral investment agreements include dispute settlement provisions, in
accordance with generally accepted international legal practice. Most of these
provisions draw, in one way or another, on the International Centre

for Settlement of Investment Disputes. Alternatively, they incorporate the
UNCITRAL arbitration rules.2>

The common characteristic of these bilateral agreements is that they do not
“internationalize” the investment process. The agreements seek to use existing
national law in a framework accessible to nationals of the other country. The
international regimes created are minimalist, lacking individuality or any insti-
tutional or organizational capabilities. They generally rely on ICSID for dis-
pute settlement. ICSID in turn remains embedded within the World Bank,
sharing facilities and, to a certain extent, personnel.

It is tempting to view multilateral efforts to establish an international invest-
ment regime as little more than extending bilateral agreements to the multi-
lateral level. Such a view misses the essential institutional differences between
a regime that draws on existing national law and one that seeks to create new
international law. In practice, these are entirely different regimes. The differ-
ence between bilateral and multilateral investment regimes is even more dra-
matic than the transformation brought about through the Uruguay Round
Agreements, which took the General Agreement on Tariffs and Trade—an
international institution without organizational existence—and transformed it

into the World Trade Organization, an international organization which
incorporates the GATT.

It is generally difficult to predict the impact of institutional changes when
most other factors are kept constant. Thus the transformation of the GATT
into the WTO could appear as a relatively modest fix to a practical problem.
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Yet the results have transformed the trade regime and placed it at the centre of
the debate about globalization. Certainly, the new agreements signed at the
conclusion of the Uruguay Round contributed to the emergence of the WTO.
But it is now also recognized that the change in organizational character
changed perceptions in subtle ways, resulting in an increasing misfit between
the organization’s traditional practices and the expectations it faced.

The tendency is to assume that the same words will always produce the same
results, but it has often been shown that this assumption is false. In interna-
tional society, the struggle of the European Union to achieve proper imple-
mentation of its directives, particularly its environmental directives, is perhaps
the most enduring example. In international investment regimes, the use of
commercial arbitration procedures to review regulatory measures provides a
recent example.

The difficulties in actually predicting the impact of institutional changes
induce many observers to discount their significance. Sometimes dramatic
changes can have subtle impacts; at others times apparently minor adjust-
ments have major consequences. Much more needs to be known about these
processes in international society.26

2.3 Regional investment agreements

A 1996 compendium lists 31 regional instruments dealing with investment
and eight free trade and regional economic integration instruments that con-
tain investment-related provisions.2” The variety of instruments is large, rang-
ing from the Treaties establishing the European Union to OECD instruments,
and from the Community Investment Code of the Economic Community of
the Great Lakes Countries (1982) to the APEC Non-Binding Investment
Principles. Their common characteristic is that they rely on an existing organ-
ization to provide the means of implementation, rather than attempting to
create an institutional framework of their own. A number of examples may
serve to illustrate the approaches that have been chosen.

2.3.1 Arab investment regime. A series of agreements have been concluded
that seek to promote investment between Arab (or Islamic) states, beginning
with the Agreement on Arabic Economic Unity in 1957, which guaranteed
free movement of persons and capital in Article 1.1 and free exchange of goods
in Article 1.2.28 They are an outgrowth of the Organisation of the Islamic
Conference. These agreements contain many of the provisions on security of
investment and investor rights that are found in other international invest-
ment agreements. Their principal purpose is, however, to give preference to
investors from Arabic (or Islamic) countries. No information is available on
the effectiveness of these agreements.
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2.3.2 ASEAN industrial joint ventures. The Association of South East Asian
Nations is a loose multilateral grouping. Its approach to investment is singu-
lar, focusing on the concept of joint ventures and “Industrial Joint Venture
Products.”?? This agreement is not intended to create a comprehensive invest-
ment regime but rather creates tariff preference for certain kinds of enterpris-
es, comparable to the maquiladora principle in Mexico. There are several indi-
cations that the agreement actually benefits a number of specific regionally
operating enterprises, for example the extension of the deadline for raising
minimum ASEAN equity ownership in a joint venture from 40 to 51 per cent.
First limited to projects that applied for joint-venture status by the end of
1990, two subsequent protocols extended this deadline to the end of 1993 and
then to the end of 1996.

2.3.3 The North American Free Trade Agreement. NAFTA has gone further
than any other regional trade agreement in developing a set of specific rules for
investment.30 It is based on the bilateral agreements developed by both
Canada and the United States. Chapter 11 of NAFTA applies to foreign
investors and investments (i.e., those from the other Parties) and its prohibi-
tions on performance requirements and the injunction against encouraging
investment by relaxing “domestic health, safety or environmental measures”
apply to all investments, both foreign and domestic.3! The investment chap-
ter articulates three principles: national treatment, most-favoured nation and
a “minimum standard of treatment.” National treatment and most-favoured
nation require that a country’s treatment of NAFTA partner investors be “no
less favorable than that it accords, in like circumstances,” to domestic
investors, or to investors of any other country. The minimum standard is
defined as “treatment in accordance with international law, including fair and
equitable treatment and full protection and security.” This language effective-
ly incorporates two standards of treatment that are used as alternatives in some
bilateral investment agreements, thereby circumventing the need to chose. It
suggests that the combination of MFN and national treatment represents a
stronger standard although this need not be the case. “Fair and equitable”
introduces the need for interpretation, which can ultimately lead to much
more significant and balanced conclusions.

Dispute settlement between Parties under the chapter on investment falls under
the general provisions of NAFTA governing the settlement of disputes between
the Parties. The chapter on investment contains a further set of rules governing
the settlement of disputes between a Party and an investor of another Party.32
These proceedings are based on the ICSID Convention (and the UNCITRAL
Arbitration Rules).33 In this regard, NAFTA explores new territory.

NAFTA, completed in 1992 by Canada, Mexico and the United States, was
the first regional or multilateral investment agreement to grapple with these
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issues. The focus in those negotiations was on enhancing investor security.
Where the environment was considered, the focus was mainly on the enforce-
ment of environmental laws and assuring that NAFTA would not lead to the
creation of so-called pollution havens or a general “race to the bottom” for
environmental standards.

In contrast, during the negotiations and over NAFTAs first two years, little
attention was given to the scope and interpretation of the investment protec-
tion provisions contained in NAFTAs Chapter 11, and how they relate to
environmental protection by the host state. The past few years” experience
demonstrates, however, that this is a critical area to consider. The investor pro-
tections provided in Chapter 11 have been used repeatedly to challenge the
host country’s environmental laws and administrative decisions. As a conse-
quence the provisions designed to ensure security and predictability for
investors have now created uncertainty and unpredictability for regulators.
This in turn has impacts on a broad range of public values and threatens to
colour the public’s perception of the entire agreement.

Table 5 sets out the known Chapter 11 cases initiated to date. The absence of
any transparency requirements means this list may be incomplete. The bolded
cases are those with a known environmental angle.

Table 5. NAFTA Chapter 11 cases to date.

Company Party Issue

Halchette Distribution Mexico Unknown

Services

Signa S.A. de C.V. Canada Impact of administrative drug

approval process on an investor
Ethyl Corp. Canada Import ban on gasoline additive
MMT for environmental purposes
Metalclad Corp. Mexico State and municipal actions allegedly
preventing the location of a hazardous
waste facility

Desona de C.V. Mexico Alleged breach of contract to operate a
landfill

Marvin Feldman Mexico Unknown

USA Waste (“Acaverde”) Mexico Believed related to landfill activities

S.D. Myers Canada Temporary ban on PCB waste exports

Loewen Group Inc. United States ~ Award against company following

allegedly biased civil court proceeding
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Company Parry Issue

Sun Belt Water Inc. Canada Allegedly biased treatment by
provincial government of U.S. partner
in a joint water export venture

Pope & Talbot Canada Allegedly discriminatory export quotas
to implement the U.S.-Canada
Softwood Lumber Agreement

Methanex Corporation  United States ~ Claim for $970 million for breaches
arising from California’s adoption of a

ban of the fuel additive MBTE

Mondev International United States  Real estate in Boston

NAFTA has an extensive investor—state dispute resolution process, which gives
foreign investors the right to directly challenge host governments on their
compliance with the Agreement. This mechanism was sought by the U.S. and
Canada to protect their investors in what was then a suspect Mexican system,
and was welcomed by Mexico as a tangible guarantee, sure to increase the flow
of investment from the North. As a result of this confluence of economic
interests, Chapter 11 contains the most extensive set of rights and remedies
ever provided to foreign investors in a multilateral investment agreement.

Although much of the cause for environmental concern derives from the way
the provisions have been argued in the cases to date, two characteristics of the
dispute resolution process compound the substantive concerns.

First, the process allows foreign investors to sidestep procedural or public-
interest safeguards in favour of a non-transparent, secretive system of arbitra-
tion with no right of appeal. Although common in purely commercial areas
where money is the only issue, Chapter 11 is unprecedented in its reach into
critical areas of public policy-making as the cases to date demonstrate. The
Ethyl case involved the ban of a fuel additive (a suspected carcinogen), a deci-
sion that had been controversial between the Canadian federal government
and the provinces. The Methanex case deals with a comparable decision by
California, but it also seeks to deter other states from following California’s
lead. The Sun Belt case is concerned with unequal treatment of Canadian and
American companies, but on an issue of great political saliency in Canada, the
possibility of initiating bulk water exports.

Second, the right to initiate cases is unfettered by any need for consent from
the Parties. The result is a growing and alarming strategic use of the provisions
by investors to further private interests, often threatening environmental pro-
tection and other public-policy goals. It is clear from the history of Chapter
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11’s use to date that this strategic tool will be employed both before and after
regulations have been adopted. This has changed the investor—state provisions,
from their intended role as a defensive investor protection mechanism to an
offensive strategic tool.

Initiating such suits is virtually cost-free for major companies, costing literally
just a few thousand dollars to prepare a notice of intent to arbitrate that starts
the process and produces privileged access. Without clarity on how to interpret
the provisions (what constitutes expropriation? what is meant by national treat-
ment?), this is a modest cost to business but a large potential cost to government.

There might be less cause for concern about the dispute resolution mechanism
if there were greater certainty about the scope and interpretation of the provi-
sions on which it rules. The scope of the provisions is alarmingly broad; the
definition of “measures” subject to review includes both legally binding and
non-binding acts, and even such things as court decisions. This leaves a wide
range of measures open to potential challenge, certainly including environ-
mental and other public welfare laws, regulations, policies or administrative
actions. The Ethyl case, settled out of court, argued that government state-
ments about the dangers of the investors product constituted actionable
“measures.” The government reversed these statements in the settlement.

The definitions of investor and investment are equally broad, including virtu-
ally any form of equity participation, debt security, any loans to an enterprise,
property acquired in the expectation of an economic benefit, other interests
arising from a commitment of capital, and so on. Minority shareholders in a
company, certain bond holders, and other “passive” investors can exercise the
rights of an investor under Chapter 11, in some cases without having the con-
sent of the company itself. It is foreseeable that a foreign component might be
strategically added to an otherwise domestic investment simply to have access
to the extraordinary rights and remedies found in Chapter 11, since they go
far beyond the rights available to purely domestic investors.

The Parties must adhere to five disciplines:
e national treatment;
¢ most-favoured nation treatment;
¢ minimum international standard of treatment;

*  prohibitions against certain performance requirements on investors;
and

*  provisions governing expropriation.

The best known of these in the environmental community are the provisions
on expropriation. But the other provisions are also troubling from a sustain-
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able development perspective. The existing Chapter 11 challenges against
Canada alone have already raised all five of these disciplines in seeking dam-
ages for Canadian environmental measures. As will be argued below, each dis-
cipline is fraught with uncertainties that have significant detrimental effects on
sustainable development.

Articles 1102, 1103: National Treatment and Most-Favoured Nation. These
are comparative standards that require a host country to treat a foreign
investor in a manner that is “no less favourable” than the way in which they
treat their own investors or investors from any other country. This seems
straightforward, but its actual application raises a number of questions. First,
what does “no less favourable” mean to an environmental regulator? Does it
mean that a foreign investor must receive the best treatment of any other com-
pany? Does it require average treatment, if this can be measured? Can the
comparison be against a domestic company receiving the least favourable
treatment of all domestic companies? A pending case argues that the investor
has received less favourable treatment than some domestic firms, since it is
subject to softwood lumber export quotas in its province of operation (as are
domestic firms in that province), but such restrictions are not present in some
other provinces. In another case, an investor argued that even though no
domestic firms were producing its product (MMT, a gasoline additive), an
import ban violated its rights since it amounted to treatment less favourable
than a domestic producer would have received.

Second, it is unclear whether there may be some legitimate reasons for treat-
ing a foreign investor differently. The “no less favourable” treatment to be
accorded to foreign investors is to occur “in like circumstances,” a phrase
which has been defined in laws covering trade in goods. But defining it in the
context of long-term investments is altogether different. If a foreign investor is
denied permission to build a polluting plant because emissions from the exist-
ing plants in that area have already reached regulatory thresholds, are the
potential investor and the existing firms in “like” circumstances? And, while
“like circumstances” for goods producers has come to be judged by the com-
mercial substitutability of the goods, such a test may be too limited for envi-
ronmental regulators, who will also need to consider the environmental
impacts of production, consumption and disposal of the goods.

Article 1105: Minimum standard of treatment in accordance with interna-
tional law. This discipline requires minimum standards of “international law,
including fair and equitable treatment and full protection and security,” to be
met. The existing cases that cite this provision argue a fairly consistent theme
of lack of due process or a denial of justice, or both. From a sustainable devel-
opment perspective, this is the least worrisome of the five Chapter 11 provi-
sions.
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Article 1106: Performance requirements. This discipline prohibits certain
types of requirements that governments might try to impose on investors. For
example, governments may not demand that firms source their inputs domes-
tically, or export a certain percentage of their output. Nor may they demand
that investors transfer a particular technology or proprietary knowledge as a
condition of investment. There is an environmental exception, for measures
“necessary” to “protect human, animal or plant life or health” or for the con-
servation of natural resources, but the traditional interpretation of “necessary”
in trade law exceptions suggests this may be a tough hurdle to clear.

It is not certain whether this provision might be used against 7y measure that
restricts the import or export of goods, or imposes any quotas or tariffs, whether
or not related to a specific firm or as a condition of investment. With Canada’s
import ban on MMT, for example, the complainant argued that the ban had the
effect of a performance requirement, since it effectively forced the firm to pro-
duce the product domestically rather than import it. Canada protested that this
argument would make every border measure a performance requirement, but
conceded that the issue could be decided on the merits. The case was settled out
of court in the complainants favour, perpetuating the uncertainty.

Article 1110: Expropriations. The provisions on expropriation have received
the most public attention, given their significant potential impacts on envi-
ronmental regulation. Article 1110 states in part:

“No Party may directly or indirectly nationalize or expropriate an invest-
ment of an investor of another Party in its territory or take a measure tan-
tamount to nationalization or expropriation of such an investment
(“expropriation”), except: (a) for a public purpose; (b) on a nondiscrimi-
natory basis; (c) in accordance with due process of law and Article
1105(1); and (d) on payment of compensation...”

This article serves a valuable purpose: foreign investors need protection from
unfair expropriation of their physical property. They also need protection from
less extreme or obvious actions with the same intent, such as the removal of
directors or excessive taxation. Most of the disputes brought to arbitration
under this article will be of the latter type, complaining that some government
measure, by constraining the commercial activity of the investor, constitutes
indirect nationalization or expropriation, or is antamount to it. The concern
is that this article may be interpreted to prevent governments from regulating
commercial activity to protect the environment, or human health and safety—
exercising the “police powers” that are not traditionally considered expropria-
tion under international law.

In the United States, this question has become a heated issue under the title
of “regulatory takings.” This is a constitutional issue arising from the protec-
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tion of private property, and one that has particular significance for environ-
mental laws because of their impact on land and property use. If Article 1110
(1) is successfully used to challenge government actions, it will amount to a
short-circuiting of the ongoing U.S. process for resolving this still controver-
sial issue.

In the NAFTA context there are no clear guidelines to help distinguish
between regulatory takings that are subject to compensation and regulation
that is not. Analysts of the present state of international law generally hedge
their bets on the distinction, even for measures of general application and
without any discriminatory or abusive factors. This is in part because increas-
ingly, even where the intent or purpose of a measure is laudable, the measure’s
actual effect is the test used in determining liability. This “effects test” creates
even more uncertainty given the changing nature of environmental regulation,
which necessarily involves targeted measures, based on site-specific activity.
Such regulations, permits or administrative decisions are bound to be uneven
in their economic effects across the regulated sector.

The uncertainty that prevails in general international law on this question is
compounded in the NAFTA context by a number of provisions unique to the
Agreement. These include the expansive definition of “measures,” discussed
earlier, and a specific exception for certain measures of general application
(implying a willingness to contemplate a broader range of application than
normally prevails). The Agreement also breaks new ground in applying the
Chapter 11 provisions to general measures of taxation, and in including three
separate threshold tests for compensability: expropriation, indirect expropria-
tion, and measures tantamount to expropriation.

It is difficult to predict which of the broad range of existing or proposed envi-
ronmental measures in the NAFTA countries might be found to amount to
expropriation. This has troubling implications for environmental policy.
Foreign direct investment, unlike trade in goods, is a long-term process, often
extending over several decades. The prospect of paying compensation for
changes in environmental regulation over the life span of a foreign investment
has the potential to create a “regulatory freeze.”

The initiation and conduct of investor—state disputes is carried out in private.
There are few requirements to provide the public with information at various
stages of the process—and such requirements as exist have been rendered
inoperative by the Parties’ failure to establish the Trade Secretariat provided for
under NAFTA. The secrecy has begun to be reversed by at least two of the
three governments, but the process of change remains ad hoc.

This lack of transparency is aggravated by at least two key factors in the
NAFTA case. First, the scope of the measures covered by NAFTA and the
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uncertainties of interpretation of the provisions, mean that many cases will go
beyond narrow commercial disputes to core issues of public policy. Second,
Chapter 11 allows negotiations on such issues to take place solely between the
government and foreign investors in a privileged and secret context.

2.3.4 APEC Non-Binding Investment Principles. In 1994 the Sixth Ministerial
Meeting of APEC endorsed the APEC Non-Binding Investment Principles.34
As is often the case with APEC declarations, this statement of principles clear-
ly defined the boundaries of current consensus within the broader trade con-
text. APEC includes many major countries, both members and non-members
of the WTO, in particular Canada, China, Indonesia, Japan, Mexico and the
United States. Without a culture of negotiation comparable to that of the
WTO, APEC can articulate consensus positions on issues that have proven
intractable in other fora, yet leave scope for necessary negotiation.

The APEC investment principles set out, with remarkable clarity, the agenda
for an international investment regime: transparency, non-discrimination
(most-favoured nation and national treatment), investment incentives, per-
formance requirements, expropriation and compensation, repatriation and
convertibility, settlement of disputes, entry or sojourn of personnel, double
taxation, investor behaviour and the removal of capital exports. On the cen-
tral issues, the APEC principles introduce significant qualifications. Thus,
most-favoured nation treatment is promised “in like situations, without prej-
udice to relevant international obligations and principles.” National treatment
is accorded “with exceptions as provided for in domestic laws and policies.”
Signatories will “minimize the use of performance requirements that distort or
limit expansion of trade and investment.” The principles include a clear state-
ment that “member economies will not relax health, safety, and environmen-
tal regulations as an incentive to encourage foreign investment,” a statement
presumably more assertive for being non-binding. They include the observa-
tion that “acceptance of foreign investment is facilitated when foreign
investors abide by the host economy’s laws, regulations, administrative guide-
lines and policies, just as domestic investors should,” identifying the need to
address investor obligations along with investor rights.

2.3.5 The Multilateral Agreement on Investment. The Organisation for
Economic Co-operation and Development has a long-standing interest in for-
eign direct investment. This is readily understandable since the preponderance
of such investment has occurred between member states of the OECD, and
foreign direct investment that has occurred in developing countries tends to
have originated from OECD countries.3? Despite this fact, there are few bilat-
eral investment agreements between OECD countries, nor, until very recent-
ly, has the OECD itself sought to develop a multilateral agreement on this
issue.
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The OECD is not normally a negotiating forum. Its principal activities con-
cern compiling and exchanging of information between its member states.
The OECD is the source of much information on foreign direct investment,
some of which is further incorporated into the relevant UN documentation.
As well, the OECD has published a number of analytical studies on the issue.

The OECD Council can adopt decisions and declarations, whose binding
force remains a matter of debate. Certainly, decisions must be viewed as sig-
nificant, even though they are not subject to a ratification procedure and even
though there is no tradition of enforcement. Over the years, the OECD has
adopted a declaration and a number of decisions on international investment
and multinational enterprises.3¢ The 1976 Declaration ties together all other
OECD activities related to investment.3” It is addressed to “multinational
enterprises” and member countries and covers just six issues:

* It recommends to multinational corporations that they observe the
OECD Guidelines for Multinational Enterprises;

* It defines national treatment and states that member countries
“should” accord this to enterprises operating in their territories; it also
develops a process to make exceptions to national treatment more
transparent;

e It seeks to establish a procedure to avoid imposing conflicting
requirements on multinational corporations (a section added after the
1991 review of the Declaration);

¢ [t identifies investment incentives and disincentives as a matter of
concern;

e It establishes a consultation process for the Guidelines, national
treatment and incentives and disincentives; and

* It creates an obligation to review the functioning of the Declaration
every three years.38

In essence the Declaration represents a framework agreement for a joint pro-
gram on international investment.

Directly linked to the Declaration are Guidelines for Multinational
Enterprises, which define OECD member states’ expectations of multinational
corporations.3? They are a unilateral declaration on the part of governments,
although they have presumably been reviewed with representatives of industry
before being adopted. Adopted first in connection with the Declaration in
1976, the Guidelines have been amended several times. The most significant
change was the 1991 addition of a paragraph on the environment. A further
revision of the Guidelines was adopted in June 2000.40
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The Guidelines must be seen in relation to efforts within the United Nations
to develop a Code of Conduct on Transnational Organisations. The UN
launched this effort in 1974 by establishing the Commission on Transnational
Corporations.#! The OECD Declaration and Guidelines can be seen as an
attempt to establish the boundaries for the UN effort. A comparison of the
two instruments shows how differently they address a single agenda.#2 The
differences begin with form and process, which necessarily lead to differences
of substance. The UNCTC sought to draft a “code,” thus conveying the
notion that the document would be binding in some way. The OECD speaks
only of “guidelines,” conveying clearly that the instrument was not to be bind-
ing. The UNCTC process was one of negotiation, with an elaborate appara-
tus and a series of negotiating sessions involving all member states. The
OECD document is drafted by the Secretariat under the auspices of one of the
committees. Presumably, the original Guidelines were promulgated after con-
sultation with industry representatives. The current process of revision
includes a public comment phase. The UNCTC draft had to be abandoned
before it was agreed to, and contained some strong affirmative language that
was heavily bracketed. The OECD Guidelines have been available for almost
25 years without any indication that they have had an impact—beyond side-
tracking the UNCTC process. In recent years the OECD approach is the only
one that has survived. Although the UNCTC approach clearly was incapable
of gathering sufficient support, the issues it identifies still deserve serious con-
sideration in any investment agreement that reaches beyond the OECD.

The revised version of the OECD Guidelines is the result of a lengthy process
that included opportunity for public comment. They suffer from their horta-
tory nature, which precludes the kind of specific detail that might be required
to render them useful in practice. It is interesting to compare them with the
requirements for certification under the ISO 14000 series of standards. They
are more specific in a number of areas and incorporate the ISO requirement
for a system of environmental management that aims at continuous improve-
ment. They avoid the difficult issue of developing company-wide standards
and adhering to the highest standards in all jurisdictions, regardless of legal
requirements. The OECD Guidelines lack any mechanism for reporting or
review of performance, so it is reasonable to assume that the ISO standard will
be more effective in the medium term, even if it is less ambitious to begin
with. The central dilemma of the OECD Guidelines remains that they deal
with putative obligations without reference to the rights of enterprises. This is
as problematic as defining rights without obligations, an approach attempted
in the negotiation of the MAI.

After the conclusion of the Uruguay Round, the OECD economics ministers
launched negotiations for an MAI, for which the OECD provided the forum
even though the negotiations were considered an independent enterprise. The
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decision to begin negotiations did not attract much attention. Their purpose
was to create a single multilateral framework for investment to fill gaps left by
bilateral agreements.

To assess the MAI initiative in the OECD it is important to understand the
role that the OECD has played in the evolving trade regime. It has tradition-
ally been a forum in which the governments of developed countries could
articulate an agenda and explore agreements and disagreements before taking
the issues to the wider forum of the GATT. In this manner, the OECD has
acted as an informal preparatory forum for recent GATT Rounds—certainly
since developing countries formed a majority in the GATT/WTO—includ-
ing the Uruguay Round. Presumably, this tradition provides an important
background to the Ministerial Council’s decision to launch the MAI negotia-
tions.

Given the difficulties that had been encountered in addressing the issue of
investment in the GATT/WTO, clearly the intention was to develop an
instrument that would become the basis of a broader, global investment
regime. In recent years the OECD has extended its reviews of foreign direct
investment to countries outside the organization, for example Ukraine, Chile,
Argentina and Brazil.#3 A number of these countries sat in on the MAI nego-
tiations. In addition, a series of meetings was organized parallel to the MAI
negotiations to consult with the governments of the “dynamic economies of
Asia and Latin America.”#4 In essence this was a form of lobbying of govern-
ments by other governments, seeking to create a favourable basis for action on
an international investment regime.

In light of the OECD experience in analyzing foreign investment, its publica-
tions on the topic, successful conclusion of the Uruguay Round, and the sig-
nificant effort to include key developing countries, the MAI negotiations were
perceived as the end of a long process. Given the existence of numerous bilat-
eral and regional agreements and the broad consensus on the underlying prin-
ciples, at least among the participants in the negotiations, framing the MAI
was seen by many as largely a technical task, which could be completed fairly
expeditiously.

The negotiations were conducted by a group of senior civil servants and were
largely isolated from the regular business of the OECD, and from public
debate. In March 1998, after an unprecedented international campaign, trig-
gered by environmental interests but supported by a wide range of groups that
are skeptical about the processes of globalization and the distribution of its
benefits, the MAI negotiations were put on a slower track with no deadline.
In October 1998 the process was abandoned entirely after France withdrew,
mainly because it could not shield its cultural industries from the MAI rules.
The newly installed German government also decided to press for “social and
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ecological compatibility,” which could not have been accommodated in the
technical draft under consideration. The result was a lengthy, much-bracketed
text that did not do much more than articulate the principles of most-favoured
nation and national treatment, proscribe performance requirements, and pro-
vide for dispute resolution. In this regard, the text of the MAI mirrors quite
closely the typical bilateral agreements on investment concluded by many
OECD countries. It also reflects many of the investment provisions of

NAFTA.

The MAI was institutionally stunted. Trying not to pre-empt a later transfer
to the WTO, or the creation of a separate entity for investment, the negotia-
tors produced an institutional structure like the original GATT, without a
strong organizational base and with the narrowest of institutional resources. It
is difficult to understand how the MAI negotiators could have failed to per-
ceive the problems created for the GATT by its strange institutional structure,
imposed by the need to circumvent the consent of the U.S. Senate. Apart from
the difficulties encountered in any attempt to amend the Agreement, without
legal identity or a proper secretariat, the GATT remained a pawn of the mem-
ber states to an extraordinary extent, even by the standards of weak interna-
tional organizations. Although this offered the advantage of avoiding conflicts
with powerful member states, it entailed the drawback that broader interna-
tional interests were never properly articulated. An investment agreement,
with its inherent need to balance different policy priorities, can hardly be
expected to survive without a strong advocate for the common interest under-
lying the regime.

Although the MAI text is lengthy and appears complex, it is a relatively
straightforward document. It is certainly much less complex than most envi-
ronmental agreements, and the FCCC in particular. It codifies the principles
and institutions of the GATT and of bilateral investment agreements—most-
favoured nation treatment, national treatment, some transparency, dispute set-
tlement and a ban on performance requirements—in the context of invest-
ment. In doing so it perpetuates the view that the international policy priority is
to liberalize the flow of investment—that is, to create new markets for invest-
ment. In fact these markets already exist. The real need is to ensure that they
function in a manner that reflects a balanced understanding of the individual
rights and public needs.

In retrospect, launching the MAI negotiations as a technical process in the
OECD without a clear political mandate can be seen to have been an error.
By creating a negotiating process that was not integrated with the organiza-
tional structure of the OECD, the negotiators failed to perceive early-warning
signs. For example, an attempt by the OECD Environment Committee to
engage the negotiators in debate was waved off. No thought was given to the
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problems that are likely to arise when bilateral agreements, which leave the
parties in full control of the process, are turned into a multilateral agreement,
which creates new international law and initiates a dynamic that must uld-
mately lead to new organizational structures.

The dangers of this process are illustrated by experience with the NAFTA
Chapter 11 investment provisions, which reflect many of the assumptions
underlying the MAL4> The difficulties that have arisen in NAFTA with the
investor—state dispute settlement process illustrate the dangers inherent in rely-
ing on an inappropriate institutional structure to balance private rights and
public needs. Similar problems might have been expected under the MAI. For
example, shortly after the termination of the MAI negotiations, the newly
installed German government took a political decision to end its country’s use
of nuclear energy. Among the key determinations leading to this policy was a
decision to put all accumulated waste from nuclear power generation in
Germany into interim storage and thence into long-term storage, implying the
end of all reprocessing operations. Reprocessing for waste from German
nuclear power plants occurred in two locations: in France and the United
Kingdom. In practice reprocessing nuclear waste had become meaningless
since the fast-breeder reactors it was intended to fuel had proven inoperable
everywhere. But reprocessing of nuclear waste from German power plants—
essentially the transformation of one form of nuclear waste into another
form—had continued because a previous government had accepted this as
equivalent to final disposal (implying the existence of fast-breeder reactors).
The new German government announced a decision to withdraw this recog-
nition as part of the transition out of nuclear energy. It is interesting to spec-
ulate on the impact an agreement such as the MAI could have had on the
German government’s decision had it been in effect. Only facilities (and hence
investments) in France and the United Kingdom were affected. Presumably,
the MAI would have provided the reprocessing facilities with rights to pursue
the German government for an action equivalent to expropriation. Even if
such a complaint were not to succeed, it boggles the mind to consider a situ-
ation in which an “MAI dispute panel” would decide, without public account-
ability or debate, the relative position of the German government and the
reprocessors in the inevitable dispute over compensation. This could create a
situation where an unaccountable panel of trade law experts would review and
second guess one of the most contentious public and political decisions in
German politics at the end of the 20th century.

The assumption that the principles underlying the GATT/WTO system are
also appropriate for an investment regime has never been questioned.4¢ Even
more seriously, the lessons from 50 years of struggling with the institutionally
inadequate GATT appear not to have been learned. While the initial resistance
to the MAI originated in environmental circles, it ultimately encountered a
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roadblock because no major party endorsed it enthusiastically. Once countries
began to focus on its implications the number of reservations grew so large as
to nullify the effectiveness of the agreement. In other words, the negotiations
collapsed because the original approach was flawed.

In retrospect, the opposition to the MAI appears increasingly as the first event
in a gathering movement to resist globalization. Followed quickly by the
inability of the U.S. Administration to obtain fast-track authority from
Congress, an enormously damaging public dispute about the appointment of
a new head of the WTO and the collapse of negotiations in Seattle, the fail-
ure of the MAI demonstrated the vulnerability of the institutions that have
been created to guide the emergence of international markets. A common
theme of each of these events is the attempt to continue down a well-trodden
path at a time when the reality of international economic relations has
changed beyond all recognition. Although markets have been innovating at an
extraordinary pace, governments appear to believe that the remedies from 50
years ago still provide answers to the challenges of international markets.

2.3.6 The European Union. The approach to foreign direct investment taken
in the original treaty establishing the European Economic Community was
entirely different from that in other international investment agreements,
reflecting the special character of the EU.47 Article 3(c) of the EEC Treaty
specified that among the purposes of the Community is “the abolition, as
between Member States, of obstacles to freedom of movement for persons,
services and capital.” This objective was developed in Title III, which covered
freedom of movement for workers, the right of establishment, the freedom to
provide services, and the free movement of capital. Together with the subse-
quent revisions of the Treaties through the Single European Act, the Treaty of
Maastricht, and the Treaty of Amsterdam, these provisions secure unlimited
foreign direct investment between countries of the EU, subject only to the
Rules on Competition (Title 1, Chapter 1) and certain issues dealing with
agriculture.

This difference in approach has implications for the EU’s participation in
international negotiations on investment. The Treaties create obligations for
the Member States to permit the free movement of people, services and capi-
tal, without the need for further legislative action by the EU. In contrast with
commercial policy, which requires continuous regulatory action by and assigns
exclusive competence to the EU, the approach taken by the Treaties does not
establish a specific EU competence, outside competition policy. On the other
hand, as the EU legislates in ancillary areas, it also acquires the related exter-
nal competence. As a result the EU and Member States need to participate
together in comprehensive multilateral negotiations on investment, whereas
the Member States can and do act alone in the bilateral context.48
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2.4  Unilateral action

A particular issue related to foreign direct investment is continuing “home state”
control; that is, the extent to which the country in which an investor is based
retains a measure of control over that investor’s investments in another country.
This is an issue even where investment insurance—which introduces the home
state directly into the relationship between investor and host state—does not
come into play. “The home state continues to have an interest in the foreign
investment after it leaves its shores, over and above its interest in the protection
of the foreign investment through the principles of state responsibility and diplo-
matic intervention.”? This fact alone should warn negotiators that investments
are different in character from trade in goods and will give rise to a range of issues
beyond those encountered in multilateral trade regimes.

For most regional and multilateral investment agreements, however, unilateral
action represents a particular problem that needs to be kept within strict lim-
its. Historically, European countries continued to exercise extensive unilateral
control over the investments of their nationals in former colonies that had
become newly independent. Indeed, protection of nationals and their invest-
ments has repeatedly been given as a reason for using force, mainly in the
countries of Africa, by European countries.

The United States, on the other hand, has sought to exercise control over
investments of its nationals, and even over investments of nationals of other
countries, relative to its foreign policy. The examples are many and include
embargoes against the People’s Republic of China, pressure on U.S. corpora-
tions and European subsidiaries of U.S. corporations seeking to undermine
the construction of the Siberian gas pipeline to Western Europe, an attempt
to freeze Iranian assets in banks outside the jurisdiction of the U. S. during the
Iran hostage crisis, and U.S. efforts to punish foreign corporations that do
business in Cuba by threatening their position on the U.S. market.>0

A special instance, situated between trade in goods and foreign direct invest-
ments, were the rules that evolved during the Cold War in an attempt to keep
certain advanced technologies from becoming available to countries in the
Soviet bloc. This led to the establishment of the Coordinating Committee on
Export Controls (CoCom), a body linked to the OECD in much the same
way as the MAI negotiations.’! CoCom was recently disbanded.

As with trade in goods, unilateral action is typically taken by a more powerful
country against a less powerful one (although the United States has taken such
action against a number of other major OECD countries). One purpose of a
well-framed international agreement on investment must be to develop clear
rules on the extent of home state interest in foreign investments, even when
these are not subject to investment insurance schemes.
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—3—

Regimes, institutions and organizations

Until quite recently the structure of international relations was stable, revolv-
ing around sovereign states, which created international organizations to
achieve the limited goals they felt incapable of addressing alone. The transfor-
mation of “international society”—the individuals and organizations that
work at the international level, whether they are organized internationally or
not—has been dramatic. Several forces have been driving this process: the
internationalization of economic activities, now known as “globalization,” the
emergence of new information technologies that cannot be limited nationally,
the pursuit of human rights, and the increasingly evident inability to manage
conflicts between and within society with the traditional, sovereignty-based
instruments. It is not generally recognized that the need to protect the envi-
ronment, with its inescapable international dimension, is itself a major force
promoting the process of “globalization,” understood to mean the progressive
transfer to the international level of decisions previously reserved to sovereign
states.

It has become increasingly difficult to describe these developments in the
terms of traditional international relations: sovereign states pursuing their own
interests, their agreements and the international organizations they have cre-
ated, all determined in large measure by the arithmetic of power. The idea of
the international common good, defined largely as the outcome of the actions
of self-interested sovereign states, appears increasingly like the notion of
domestic society as the result of the self-interested actions of individuals: a
powerful idea but insufficient to explain all the phenomena being encountered
in international society.

The rapid expansion of international investment fits into this stream of
change. The focus is on an individual project, wherever located, undertaken
by a single investor, a small group of investors, partnership or open funds, or
by combinations of these. The notion of nationality of an investor is rapidly
being elided, leaving only the host state with the responsibility of ensuring that
the investment is undertaken appropriately—economically, socially and envi-
ronmentally.

It is difficult to assimilate the emerging language of international relations,
since this involves giving up a structure that appeared to be a powerful tool for
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understanding what was occurring. Nevertheless, it is now becoming increas-
ingly common to speak of international “regimes,” groupings of actors,
whether states, public or private organizations, or individuals, acting at the
international level to address jointly defined problems or to achieve jointly
defined goals based on mutually agreed rules of behaviour. Traditional inter-
national organizations are “regimes.” International private (“non-governmen-
tal”) organizations are also “regimes.” The “Francophonie”—that is, the group
of French-speaking countries— is a regime. Conceivably, all German speakers
form a regime in Central Europe—currently roiled by a dispute about the role
of private and public institutions in making the rules of orthography—which
one hopes will not coalesce into a state. In addition, a large number of pub-
lic/private regimes—for example the international banana supply chain or the
international regime for settling payments between banks—have emerged for
the simple reason that traditional, state-centred regimes have proven inade-
quate for the tasks at hand.

In addition to regimes, attention is increasingly focusing on “institutions”: the
rules of the game. “Institutions” are important social conventions, which are
in fact the most important building blocks of international regimes. For exam-
ple, “property” is an institution that is widely recognized as essential to the
development of international economic regimes. “Research,” or “scientific
research,” is an institution without which no environmental regime can exist,
since it takes research to identify and categorize environmental issues.
“Contracts” are institutions governing relations between individual actors,
public or private. “Markets” are institutions that have come to dominate
thinking about economic affairs. “Participation” is an institution that res-
onates in democratic societies but has little or no meaning in authoritarian
ones. It is remarkable how many institutions are receiving widespread inter-
national recognition as enjoying general validity. By focusing on the institu-
tions of international regimes, rather than on sovereign states, it becomes pos-
sible to link the operation of these regimes to the substantive concerns they are
designed to address.

An unfortunate ambiguity surrounds the word “institution.” It is frequently
used as a synonym for “organization,” as in “International Financial
Institutions.” Organizations are regimes with staff and a physical location.
They generally have some form of charter or formal governance agreement,
setting out objectives and identifying institutional means to achieve them.
Organizations can be small, occupying one room and with part-time staff
only, or very large. Frequently, organizations are needed to operationalize
desired institutions.

The manner in which organizations and regimes incorporate institutions into
their structure, and the range of institutions that are involved, are indicators
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of the complexity of the respective organization or regime. It may also be an
indicator of the ability of the organization or regime to address issues dynam-
ically. The relationship between institutional richness and the effectiveness of
international regimes remains one of the most important current issues of
international relations research.>2

3.1 Dynamic and static regimes

The past decades have seen an extraordinary growth in international gover-
nance. Countless regimes have been created to address issues ranging from the
management of cross-border wastewater treatment, to the movement of
bananas in international commerce, to regimes for financial transactions, to
human rights, sustainable development and nuclear proliferation. As the num-
ber of regimes has grown and the issues requiring international attention have
proliferated there has been an understandable desire to use existing regimes to
the maximum extent possible, adapting them to new tasks.>3 That is only pos-
sible, however, if the regime in question is sufficiently flexible and dynamic.

Traditionally, once a problem requiring international policy action is identified,
the appropriate governments meet as legislators to create an international
regime. The process is based on principles that date back more than three cen-
turies and were largely fixed in the major wars of the 19th and 20th centuries.
These principles were never designed to address a wide range of dynamic and
potentially conflicting issues and, inevitably, the results are mixed at best.

State-based regimes reflect the reluctance of states, particularly powerful ones,
to reduce their sovereign ability to control events that affect them. States are
always grudging in granting authority to international regimes. Indeed, when
international public regimes wield significant power, it is almost always the
representatives of states who end up exercising that power, as they do within
the WTO structure. As a rule of thumb, public international regimes with sig-
nificant powers are tightly controlled by states and are limited in their ability
to extend this authority to other areas. On the other hand, international
regimes that are not as tightly controlled have but limited powers. Clearly, the
WTO falls into the first category while organizations such as the World
Health Organization and the Food and Agriculture Organization fall into the
second.

Organizations that pursue a single goal can be described as “static.” They may
modify the means for achieving that goal but the ends are considered
unchanging. To describe such organizations as static is not to claim that they
do not evolve. It identifies the essential one-dimensionality of their activities.
Often their static nature permits them to focus sharply and is thus closely relat-
ed to their organizational strengths and effectiveness in pursuing their goals. It
is virtually impossible to transform a static organization into a dynamic one.
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According to this definition, the WTO is a static organization. This is perhaps
its most important strength and its greatest limitation.

In an era when the creation of the WTO appears as one of the major successes
of recent policy, it is tempting to assign additional responsibilities to the
WTO, particularly in the areas of investment and competition. Alternatively,
policy-makers may be tempted to apply the principles that characterize the
WTO to create new organizations. Both approaches entail risks. Issues requir-
ing a dynamic response are not appropriate for a static organization.

The WTO is built around two principles that together achieve non-discrimi-
nation in trade—most-favoured nation and national treatment—with trans-
parency requirements and the dispute settlement process to support them.
These principles, enunciated in Articles I and III of the GATT, are viewed as
absolute obligations of member states of the WTO, modified mainly by the
exceptions of Article XX.>% Their application is not a matter of judging
whether they have been properly balanced against other policy priorities but is
largely the assessment of government actions against standards that are consid-
ered absolute—because without them the threat of protectionism is constant.

The dispute resolution process of the WTO is unique in international society.
Nowhere else do states submit to comparable systematic arbitration of dis-
putes. In particular, respondents cannot choose whether they will participate
in a WTO dispute settlement procedure. To be acceptable to the member
states, however, the dispute process needs to remain sharply focused on the
specific agenda of the trade regime. The result is a remarkable organization,
which is, however, static. It is put at risk when overburdened.

Some international regimes have been created because a problem was recog-
nized but the solution was still unknown or uncertain. It is highly intuitive
that such organizations are structured differently from regimes that apply
known remedies to identifiable problems. They will also need to employ dif-
ferent institutions. Such regimes are designed to be dynamic in the sense that
they can adopt new approaches and develop innovative institutions as more
becomes known about the underlying issue. They may even need to redefine
the issue itself as more becomes known about it. Perhaps the most character-
istic institution of such regimes is the “framework agreement,” which identi-
fies a problem, establishes a range of institutions but does little to promote a
solution to the issue. Such dynamic regimes may appear weak and ineffectual
relative to static regimes. In particular, they are unlikely to have binding prin-
ciples or institutions of enforcement. Nevertheless, they have sometimes
proven capable of developing effective policy approaches and achieving a
remarkable degree of compliance. It is almost impossible to understand the
operation of dynamic regimes from the perspective of static ones, and vice
versa.
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The most important area for the development of dynamic organizations is that
of environment and sustainable development, with its built-in tensions
between policy priorities. Our knowledge about environmental phenomena
derives in large measure from natural science research and entails considerable
uncertainty about the issues and their remedies. International environmental
regimes necessarily reflect these uncertainties and are typically designed to
evolve over time. They derive their effectiveness from sources that are quite
different from those that promote the effectiveness of static regimes.

An analogy to competition policy can illustrate the distinction between static
and dynamic regimes. In competition policy, it is possible to distinguish
between static and dynamic efficiency. Although the theoretical basis for this
distinction is different from the one developed above for international
regimes, the conclusions are remarkably similar: “If society includes only those
people currently living, and the relevant time frame is short (days, months or
even a few years), then that society pursues static efficiency. But if it includes
future generations, and the relevant time frame is longer (five years, a decade,
a new generation), it pursues dynamic efficiency. Practices that are statically
efficient may not be dynamically efficient; the converse is also true. Thus the
simultaneous pursuit of static and dynamic efficiency involves trade-offs.”>>
This statement also clearly identifies the differences between trade policy and
investment policy.

3.2 Goal conflicts

As the number of international regimes has grown, goal conflicts have arisen.
Given the preponderance of static regimes, these conflicts have typically pre-
sented themselves as conflicts between regimes, even though they should often
be viewed as inherent in the workings of each of the regimes. The relationship
between trade and sustainable development is but one such conflict. The issues
in conflict are rarely starkly defined and require the exercise of fine political
judgment. Yet the very existence of international regimes suggests that the nec-
essary weighing of alternatives and the implementation of responses must
occur at the international level. Individual countries will weigh such conflicts
differently, and allowing countries too much discretion in such areas will
quickly defeat the very purposes the regimes were set up to address. Countries
have a right to choose the level of environmental protection they desire—as
long as such choices do not have an impact on other countries or the global
commons, as they almost always do. In the latter cases, the necessary decisions
are international in nature. Similarly, the GATT recognizes some exceptions,
such as those articulated in Article XX, but it submits each country’s deci-
sions—the balancing of obligations under the GATT against other equally
legitimate objectives—to international review through the regime’s institu-
tions of transparency and dispute settlement. The central dilemma is that
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international regimes, with few exceptions, are incapable of balancing con-
flicting goals.>® Outside the European Union no institutions exist that can
undertake the kind of balancing of conflicting priorities this implies. The
result is, almost inevitably, conflict with no resolution.

Organizations that need to balance conflicting goals are necessarily dynamic,
as not only the means to achieve certain ends can change but also the balance
between those ends. Conversely, static regimes are poor at confronting goal
conflicts. Most domestic governance structures are dynamic, since they are
designed to endure and to address any issues that may arise in their jurisdic-
tion. As issues arise, evolve and sometimes disappear again, the balance
between them changes as do the strategies to address them.

There are no international institutions designed to achieve a balance between
conflicting policy goals, or to promote the integrative co-operation of organi-
zations with conflicting goals. There is a great deal of talk about the need for
co-operation and integration, but in practice it is difficult to achieve because
each organization has its own charter and its own governing body, and because
success has generally been linked to single-minded pursuit of the central con-
cerns of the regime. States have proven incapable of coordinating their
approach to different organizations, presumably because this involves angering
some domestic constituency without any assured benefit as a result. Balancing
conflicting priorities always implies less effort in some areas than might oth-
erwise occur, and the affected constituency will make itself loudly heard in
domestic politics while each state is only one voice among many in the inter-
national regime. Moreover, some issues are truly international in nature—
including many environmental issues—and no state can reflect the appropri-
ate balance of interests.

Perhaps no task is more urgent than the development of international institu-
tions capable of balancing conflicting policy goals in a legitimate manner.

3.3 The effectiveness of infernational regimes

Opinions differ widely on whether the plethora of emerging international
regimes are “effective” (defined as capable of achieving the objectives they were
established to pursue). In general, static regimes have tended to be more suc-
cessful than dynamic ones. The WTO is generally considered to be effective.
The World Bank is viewed as powerful, even as doubts exist about its effec-
tiveness in promoting economic development, let alone sustainable develop-
ment. The organs of the United Nations system enjoy uneven reputations: the
Security Council is considered reasonably effective, while ECOSOC is widely
viewed as ineffective. The World Health Organization enjoys a better reputa-
tion for effectiveness than the Food and Agriculture Organization, or the
International Labour Organization.
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These assessments are impressionistic. Determining the effectiveness of inter-
national regimes—environmental regimes in particular—poses a number of
vexing analytical problems.>” Environmental regimes are created to protect or
improve the environment. The environment, however, does not obey social or
economic regulations; it responds only to the laws of nature. Consequently, all
environmental regimes, whether domestic or international, act indirectly: they
seck to modify human behaviour with the goal of protecting or improving the
environment. Modifying human behaviour is not achieved by decree alone.
Some regulations are respected more than others, particularly if they have
appropriate incentives to promote their respect, either through social coercion
or through the judicious use of institutions to create incentives, and if they
enjoy the consent of those who are being regulated. Finally, most international
regimes—and certainly all international environmental regimes—are imple-
mented through the action of other jurisdictions. These are often states but in
environmental affairs they are frequently regional or local jurisdictions, lead-
ing to the institution of “subsidiarity” and introducing yet another layer of
uncertainty into the effort to assess their “effectiveness.”

International environmental regimes also enjoy different reputations. UNEP is
seen as largely ineffective (although it has given rise to several regimes that are
considered effective). The regime for protecting the stratospheric ozone layer is
considered effective; indeed, some evidence shows that the thinning of the
ozone layer is being reversed, a result that is considered the outcome of inter-
national action through this regime. The (bilateral) regime to protect the Great
Lakes of North America is seen as effective, while the regimes to protect the
Colorado River or the border environment of the United States and Mexico are
subject to doubt. The Convention on Biodiversity and the Ramsar Convention
are considered weak and largely ineffectual. Nevertheless, the CBD has given
rise to one of the most important international negotiations in recent years by
developing a protocol on biosafety. Assessments of the success of the Convention
on International Trade in Endangered Species have varied over the years.>8

The tasks faced by a regime with a dynamic agenda are liable to be more com-
plex and more difficult than those that can be accomplished with essentially
static means. Although it is surprising that international society was able to
agree on a ban of an entire class of industrial chemicals because of evidence
that they might damage the stratospheric ozone layer, that is still a simpler
matter than balancing the needs of wildlife and human development in the
CBD, or allocating scarce emission rights for greenhouse gases. It is easier
(though still difficult enough) to negotiate reductions in barriers to trade and
to ensure that the underlying principles of most-favoured nation and national
treatment are respected than to balance the dual goals of economic efficiency
and fairness, which are entailed in competition policy, or the essential dimen-
sions of sustainability: environmental integrity and essential human needs.
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The most important exception to these general comments is the European
Union, an international organization with indubitably dynamic tasks and
sometimes contradictory goals. It is tempting to consider the case of the EU
and argue by analogy for a broader international regime. It is, however, haz-
ardous to draw lessons for international (environmental) regimes in general
from the unique experience of the EU, precisely because it is such an unusual
regime.

Despite much research effort it remains a puzzle why international environ-
mental regimes are effective at all. From the perspective of static regimes—the
WTO or the International Monetary Fund for example—there is no reason to
expect international environmental regimes to be effective. Nevertheless, their
impact is by now undeniable, and in some cases quite surprising. Apart from
the dramatic institutional differences, the most salient characteristic of inter-
national environmental regimes is their ability to engage international civil
society; that is, the myriad corporations and organizations that have emerged
to articulate private interests that transcend national borders, and the manner
in which they penetrate the domestic fabric of states.

An international investment regime is needed to ensure that private interests
and public goods—including international private interests and international
public goods—which are typically at stake in productive investment, are prop-
erly balanced. Because of its historical links to the trade regime, it is tempting
to assume, as all investment agreements have done thus far, that an interna-
tional investment regime needs to resemble the GATT/WTO. That assump-
tion was presumably appropriate in an international system composed almost
exclusively of states. Faced with the increasing reality of globalization, however,
the tasks of an international investment regime have become more dynamic
and more challenging. An effective international investment regime must be
capable of balancing the rights of individuals against public goods. This is a
highly dynamic task that will require significant institutional capability in the
investment regime to ensure that its outcomes are viewed as legitimate.

52 See Helmut Schmidt, “Facing one world: A report by an independent group on
financial flows to developing countries,” International Environmental Affairs vol. 2,
no. 2 (spring 1990), pp. 174-181. Oran Young, Governance in world affairs, Ithaca,
NY: Cornell University Press, 1999.

53 Konrad von Moltke and Howard Mann, “Misappropriation of institutions: Some
lessons from the environmental dimensions of the NAFTA investor—state dispute
process,” International Environmental Agreements, vol. 1, no. 1 (fall 2000), forth-
coming,.
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54 The exceptions of Article XX have played only a limited role in the trade and envi-
ronment debate, largely because they assume a degree of obviousness to actions
protected by Article XX, which is impossible to achieve for most environmental
issues. See Konrad von Moltke, “Risk assessment and precaution,” in Bridges

(August 1999).

55 Edward M. Graham and ]. David Robinson, eds., Global competition policy,
Washington, DC: Institute for International Economics, 1997, p. 8.

56 For a further discussion see Konrad von Moltke, International environmental man-
agement, trade regimes and sustainability, Winnipeg: International Institute for
Sustainable Development, 1995, http://iisd.ca/pdf/envmanage.pdf.

57 Oran Young, “The effectiveness of international environmental regimes: A
midterm report,” International Environmental Affairs, vol. 4, no. 4 (fall 1998),
pp- 267-289. United Nations Environment Programme, Policy effectiveness and mul-
tilateral environmental agreements, (Environment and Trade 17) Geneva: UNED,
1998.

58 The literature on international environmental regimes is by now very extensive and
growing fast. The first attempt to systematize it was by Oran Young and Konrad
von Moltke: “The consequences of international environmental regimes: Report
from the Barcelona Workshop,” in International Environmental Affairs, vol. 6,
no. 4 (fall 1994), pp. 348-370. This is not the place to recapitulate it. The most
recent contributions are cited in fn. 57.
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A
The nature of an international investment
regime

The rapid development of international markets poses a dramatic challenge to
international policy-makers. New markets require new regimes to ensure that
a proper balance is struck between individual rights and public goods, includ-
ing international public goods. These regimes must reflect the structure of the
problem they are designed to address; in other words, form follows function.
The debate about an international investment regime has not taken this basic
axiom of public policy to heart.

The MAI negotiators began with an institutional and organizational tem-
plate—that of the GATT—and sought to adjust it to the needs of investment.
A preferable approach is to first identify the key characteristics of foreign direct
investment as well as the policy interest that requires concerted international
action. The second step is choosing institutions and their placement in an
organizational framework. The dilemma of international institutional design
is the need to develop an appropriate institutional framework in an environ-
ment that exhibits relatively few institutional alternatives. The art of interna-
tional negotiation is to be imaginatively innovative where this is essential,
while adhering as closely as possible to established precedent.

The tendency to construct an international investment regime modelled after
the trade regime is understandable, even if it represents a serious error. The
affinities between the two activities are real, and the trade regime is widely
viewed as a success. Foreign direct investment was long linked closely to trade.
Over the past decades, international investment flows have become increas-
ingly independent of trade, responding to their own rules and incentives. A
significant portion of contemporary international investment seeks the best
relationship between risk and return, or a diversification of risk, rather than
the construction of a trading position. Before considering the characteristics of
an investment regime, particularly its institutions and organizational structure,
it is vital to consider the factors that determine the underlying problem struc-
ture and the public interest to be served by such a regime.
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4.1  The time frame of investment

Trade in goods occurs within a limited time frame. It is neither instantaneous
nor very extended. Goods transactions are typically measured in days or
months. Sales of certain major capital goods, airplanes for example, may
extend over several years. But as the time frame of the sale gets longer, the sale
increasingly resembles an investment, involving leases, loans or even some
form of ownership stake.

The significance of the temporal dimension of a sale lies in the social, eco-
nomic and legal relationships established. The sale of goods creates a limited
relationship expressed as a contract that specifies dates, conditions of delivery,
prices and other relevant conditions. It may include warranties over an extended
period that are, however, strictly tied to the goods being traded. This is a rela-
tionship that is readily standardized. Indeed, many aspects of international
trade in goods are by now highly standardized, including contracts of sale, pay-
ments procedures, deadlines and jurisdictional issues in case of dispute. Sales
of like products are alike. It is increasingly possible to sell goods internationally
over the telephone or the Internet. Apart from warranties and possible service
agreements, the legal relationship between buyer and seller is terminated upon
completion of the transaction.

Frequently, the seller will seek to establish a longer-term relationship based on
certain characteristics of the goods being sold, the inclusion of property rights
in the sale (for example licences), sales strategies or other methods. But usually
the resulting relationship is a personal one between buyer and seller and either
party can terminate it without further consequence. Its aim is to continue to
sell and to purchase the goods that are at its centre.

Trade in services demands a more complex relationship, extending over widely
varying periods of time. Provision of services can be a one-time event or a con-
tinuing activity.

Intellectual property rights take the temporal and legal dimension one step
further. The TRIPS Agreement implies the ability of innovators to acquire spe-
cific rights—namely patents, trademarks or brand names—in other countries
and to hold and use these rights for an extended period of time. To achieve
this goal, the TRIPS Agreement moves the trade regime into the domain of
positive regulation. Instead of prohibiting certain activities by states it creates
a positive obligation to act in certain ways. It is to be expected that imple-
menting this novel obligation by the traditional means of the trade regime will
prove highly contentious, possibly even fracturing the regime.

The time frame of investments is widely divergent. Purely financial transac-
tions—particularly portfolio investment—can be extremely liquid, subject to
purchase and sale almost immediately. Within certain markets there are now
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specialist investors and arbitrageurs who will purchase and sell investments
within seconds. The underlying social and legal relationship can only be
described as ephemeral.

Other investments, particularly productive investments, are long-term, meas-
ured in years or even decades. The power plant that is built today may still be
in use a century later—well beyond the time when it is fully depreciated—
much modified but nevertheless in the same location and often using the same
fuel. The forest that is cut down today may not regenerate in 200 years, and
the farm or the plantation that replaces it will transform the landscape in
which it is located. It will be the object of changing crops and evolving prac-
tices from one year to the next.

Trade, as a short-term activity, is static. Long-term investment is dynamic.

4.2 Economic citizenship

The social and legal relationship established by longer-term productive invest-
ments differs in the following ways from that established by the sale of goods
and the operations of portfolio investment:

*  Productive investments involve the purchase of contracts that are
open-ended; that is, they are of an indeterminate duration.

*  An investor acquires a range of rights and obligations in the country
where the investment is located. These may include rights to real estate,
emission rights to the environment, the right to contract with individ-
uals and corporations, the right to undertake financial transactions.

*  An investor must accept obligations to respect the law of the juris-
diction(s) in which the investment occurs and to contribute to the
community in which the investment is located, for example by pay-
ing taxes.

*  Frequently, investments require infrastructure to ensure fair adminis-
tration of the law, to provide for the needs of employees, to ensure the
availability of inputs and of transportation of output.

Investment creates a complex system of rights and obligations, extending into
an indefinite future that can best be described as a form of economic citizen-

ship.

From a social and political perspective, trade in goods and the making of a
productive investment have little in common. An international investment
regime that serves the interests of all parties concerned must reflect these dif-
ferences at all levels, in the principles it applies, in the institutions it employs,
and in the details of its provisions.
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In the General Agreement on Trade in Services the trade regime took a major
step toward addressing the kinds of issues bound to arise in an investment
regime. The GATS definition of “services” is broad. In many ways, it trans-
forms the nature of the trade regime, since it enters into a full range of issues
relating to the right of establishment. It is initially limited in its effect by the
existence of Schedules of Specific Commitments and a structure of exemp-
tions from most-favoured nation treatment, which permit member states to
identify those service areas to be included in the Agreement and certain limits
to that inclusion. Like the TRIPS Agreement, the GATS involves a system of
rights that must be safeguarded by positive regulation.

The underlying assumption of the GATS, made explicit in Part IV on Progressive
Liberalization, is that its initially limited nature will be transformed step by step
into a comprehensive regime. This also assumes that the institutional framework
created by the WTO will be adequate to the complex tasks that need to be under-
taken. That assumption has not been made explicit and is bound to be tested in
the coming years. From the perspective of sustainability, which involves a much
more complex set of values than the ideology of economic liberalization underly-
ing the GATT/WTO system, it appears more than likely that the institutional
structure outlined thus far in the WTO will prove inadequate to the task.

4.3 "like" investments

Non-discrimination revolves around the word “like”—that is, the obligation to
treat “like” investments equally. Interpretation of this term has already created sig-
nificant tensions in the trade regime. The difficulty arises from imposing an
inflexible obligation (most-favoured nation and national treatment) in connec-
tion with an indeterminate term (“like”). The interpretation of the term “like”
represents in many ways the most serious conflict between the GATT/WTO
regime and the requirements of sustainable development. A trade regime cannot
promote sustainability unless it is possible to distinguish between products pro-
duced sustainably and those produced unsustainably (for example wood products
from unsustainably versus sustainably harvested timber, or pond-reared versus
wild-caught shrimp, or possibly agricultural products employing genetically mod-
ified organisms versus those not doing so). For many years, the GATT/WTO has
steadfastly, and incorrectly, maintained that products may not be distinguished by
their mode of production.>? This untenable position was differentiated for the
first time in the Appellate Body’s report on the shrimp/turtle case.®©

GATT negotiators clearly recognized that a more determinate word (for exam-
g y g
ple “identical” or “same”) would nullify the effectiveness of the central princi-
ples on which the multilateral trade regime rests. French and Spanish do not
have a comparable word, so the translation renders “like” as “equivalent.”
P . « - - » q .
Equally, a less determinate word (such as “similar”) would expose the regime
qually, p g
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to all kinds of arbitrary discrimination. Unfortunately, interpreters of the
GATT have tended to emphasize the determinacy of the obligation over the
need to interpret the indeterminate word “like.”

If distinctions between “like” products in international trade needed for ensur-
ing greater sustainability of production have proven difficult to introduce,
determining what are “like” investments is sure to cause extraordinary diffi-
culties. These difficulties are already reflected in the text of most existing
investment agreements, which refer not to “like” investments but require
most-favoured nation and national treatment “in like circumstances.”

An interpretative note proposed in March 1998 by the chairman of the MAI
negotiations takes a first step toward discussing the difficulties surrounding
most-favoured nation and national treatment for investments:

“National treatment and most favoured nation treatment are relative stan-
dards requiring a comparison between treatment of a foreign investor and
investments and treatment of domestic or third country investors and
investments. Governments may have legitimate policy reasons to accord
differential treatment to different types of investments. Similarly govern-
ments may have legitimate policy reasons to accord differential treatment
as between domestic and foreign investors and their investments in cer-
tain circumstances, for example where needed to secure compliance with
certain domestic laws that are not inconsistent with national treatment
and most favoured nation treatment. The fact that a measure applied by
a government has a different effect on an investment or investor of another
Party would not in itself render the measure inconsistent with national
treatment and most favoured nation treatment. The objective of ‘in like
circumstances is to permit consideration of all relevant circumstances,
including those relating to a foreign investor and its investments, in decid-
ing to which domestic or third country investors they should appropri-
ately be compared”®! (emphasis added).

This text goes some of the way to identifying issues surrounding the concept
of “in like circumstances” in an investment agreement. It does not, however,
address the issue of the interpretative process, which is necessary to make these
general observations effective. This process depends critically on the institu-
tional capabilities of the regime. An investment regime without an effective
secretariat, with a dispute settlement process that relies on a changing group
of arbitrators and without adequate public accountability, is liable to find itself
quickly embroiled in conflict. The experience of NAFTA—which has modest
institutional capabilities—is illustrative in this regard.6?

The interpretative note does not, however, adequately address the temporal
dimension of investment: circumstances can change over time but a produc-
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tive investment will continue, and, consequently, “like circumstances” can
involve a great deal of variation. One farm begins by growing corn, moves to
genetically modified seed, and ends up with an intensive hog-raising opera-
tion, while another converts to organic production and builds an Internet
business.

59 For example, GATT 1994 stipulates that “... any advantage, favour, privilege or
immunity granted by any contracting party to any product originating in or des-
tined for any other country shall be accorded immediately and unconditionally to
the like product originating in or destined for the territories of all other contract-
ing parties” (Article 1.1). “The products of the territory of any contracting party
imported into the territory of any contracting party shall not be subject, directly or
indirectly, to internal taxes or other internal charges in excess of those applied,
directly or indirectly, to like domestic products” (Article II1.2). See Robert Howse
and Donald Regan, “The product/process distinction—An illusory basis for disci-
plining unilateralism in trade policy” (January 2000 draft, available at
hetp://www.wto.org/english/res_e/reser_e/resem_e.htm).

60 WT/DS58/AB/R, available at http://www.wto.org/english/tratop_e/dispu_e/
distab_e.htm.

61 “Environment and labour in the MAIL Chairman’s proposals—March 1998.”
(Updated 15 May 1998, http://www.oecd.org, 25 August 1998).

62 Mann and von Moltke, 1999.
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5
Some issues for an investment regime that
promotes sustainability

“Sustainable development” remains the only universally accepted goal of inter-
national policy that links economic and social objectives. Often repeated, the
(dynamic) goal of sustainable development has never been embraced by those
concerned mainly with the (static) goal of economic growth. An investment
regime, however, must ensure that sustainable development is more than a
preambular declaration but also an essential goal of the entire regime.

Investment is central to achieving sustainability. Indeed, without new invest-
ment the prospects of replacing unsustainable infrastructure and production
facilities are poor. The sustainability concern in international trade is linked to
the need for economic growth and the need to avoid the promotion of unsus-
tainable practices by providing market access to goods that are detrimental to
the environment at any point in their life cycle. The sustainability concern in
international investment is directly linked to the need for investment to pro-
mote sustainability. Consequently, an international investment regime must
not only avoid creating obstacles to achieving a more sustainable economy but
also must actively promote sustainable development. This goal can only be
achieved if the incipient investment regime respects and incorporates the
internationally agreed upon principles of sustainable development.

An international investment regime that does not recognize the broader social
dimensions of investment will contribute to the destruction of social and envi-
ronmental values. It will defeat efforts to achieve greater sustainability. This is a
claim that has often been made about the entire process of “globalization” and
it is not always accurate. With regard to investment, however, the stakes are real.
It is a daunting task to construct an international regime sensitive to a range of
social, political and environmental variables linked to sustainability.

An international regime for investments is the natural next step in the secular
process of economic liberalization that was launched after the disaster of
World War II and has now come to be known as “globalization.” Such an
investment regime should be actively promoted for several reasons. Without
such a regime, many countries will continue to pay economic penalties as the
risks of investment without adequate legal protections are factored into the
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expected rate of return. The efficiency gained by reducing such risks is one of
the major justifications for an international investment regime. With such a
regime, a range of risks affecting investments can be reduced. Such risks occur
principally with investments in poorer developing countries, which conse-
quently not only attract less investment but also are expected to provide higher
rates of return than investments in developed countries. As in other economic
regimes, increased efficiency can lead to greater sustainability but it does not
automatically do s0.03 At the very least, it creates opportunities for promoting
greater sustainability. In a world replete with unsustainable infrastructure, only
further investment holds the promise of constructive change in favour of
greater sustainability.

All things being equal, capital should flow toward countries with low levels of
existing investment, since these are likely to offer the greatest opportunities for
new investment. But all things are not equal. In practice, investment flows are
unequally divided and tend to favour a limited number of countries, among
them the most highly developed ones. There are many reasons for this situa-
tion, but the risk associated with insecurity of investments is certainly an
important one.%% Presumably, an international investment regime can con-
tribute to reducing such disparities.

Along with efficiency gains, there is a range of critical issues relating to the
broader social, political and environmental dimensions of investment: in a
word, sustainability. An international investment regime must balance these
different considerations, and do so in a continuing manner that responds to
changing priorities over time. To perform this balancing function, the invest-
ment regime must be dynamic in nature.

There is, however, a real possibility that an investment regime will be con-
structed largely as an extension of the WTO-based trade regime, with its
emphasis on removing barriers to trade. The WTO regime is already in diffi-
culty because of its historic insensitivity to essential market disciplines, such as
environment and labour standards, which it tends to view as “barriers to
trade.” Over the years, it has become increasingly static, defending the funda-
mental trade disciplines rather than reaching out to address policy issues that
may conflict with its own priorities. At the same time new issues such as intel-
lectual property rights and services have been incorporated, using the trade
dimension as a way to reach deeply into the fabric of countries’ economies.
The resulting contradiction between the static institutional and organizational
characteristics of the regime and its increasingly dynamic tasks lie at the heart

of the current crisis of the WTO.

During the GATT era, institutional factors dictated the static nature of the
regime, since the GATT itself could not be amended or otherwise modified
and the accretion of related agreements tended to render the entire structure

54



An International Investment Regime? — Issues of Sustainability

dysfunctional. The advent of the WTO has resolved the problems of the asso-
ciated agreements, but has not changed the static character of the regime. The
entire GATT/WTO structure may collapse if an attempt is made to develop
an investment regime that has the institutional characteristics of the trade
regime. It remains open to question whether the inclusion of intellectual prop-
erty rights and services has not already stretched the existing institutional
framework to the breaking point.

The central question is, therefore, what are the essential characteristics of an
international investment regime? Only a clear answer to this question can guide
the preliminary determinations for the necessary negotiations, including the
critical choice of forum. A growing consensus assumes that the WTO is the
favoured forum, others having failed. The investment regime provides a neces-
sary complement to the existing trade regime. The WTO is the most effective
international forum for economic negotiations, and it already contains what
may be the core of a broader investment regime in the GATS. Both TRIPS and
the GATS seem to show that the WTO system can be stretched to accommo-
date new issues, but this consensus has never been critically examined.

Before addressing investment in the WTO, it is important to ensure that the
requirements of this new element in the WTO system do not overtax its insti-
tutional and organizational capabilities. This requires carefully considering the
problem structure of an investment regime to ascertain its fit with the capa-
bilities of the trade regime.

Four principles or norms are commonly identified as governing the “extent
and nature of liberalization” to be achieved in an international investment
regime:

* right of establishment;

e national treatment;

¢ non-discrimination or most-favoured nation (MFN) treatment; and
*  transparency.®®

In addition, it is widely assumed that “performance requirements,” that is, cer-
tain conditions imposed on investors by host countries, should be limited or
outlawed.

This chapter will consider these four principles from the perspective of sus-
tainable development, the only universally accepted criterion for evaluating
the broader social and political significance of such a regime. It will argue that
the principles of national treatment and MEN, the central principles of the
GATT/WTO regime, will need to be balanced in light of two further princi-

ples: maintenance of competitive markets and investor responsibility.
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Moreover, it will maintain that the GATT/WTO dispute settlement system is
inappropriate to the needs of an investment regime.

The central principle underlying an investment regime is that of “non-dis-
crimination.” In the GATT/WTO system, non-discrimination is achieved
through MFN and national treatment, the central institutions of the
GATT/WTO system. Although an investment regime must also achieve non-
discrimination, the different nature of the issue—its problem structure—
implies that it will require quite different institutions to achieve this goal.

5.1 Right of establishment

Investors must be able to invest in a jurisdiction as a right. If foreign invest-
ment is subject to some form of approval or licensing this creates costs that
must ultimately be borne by the investment and will have an impact on the
expected rate of return. In particular, government-licensing schemes result in
opportunities for side payments that are not accounted for but still need to be
covered from the investment process itself.

The right of establishment is fundamental to creating the status of economic
citizenship: the right to purchase and sell goods and real property, the right to
enter into contracts, the right to apply for permits and authorizations, the
right to manufacture, store, ship and export. All of these rights are subject to
the law of the jurisdiction as a matter of course. In particular, the ability to
obtain secure property rights is an essential aspect of any investment since
these rights will be needed as security for loans and other transactions.
Without clear property rights it can also become difficult to obtain insurance,
which in turn will tend to raise the cost of investment or at the very least the
expected rate of return. What is at issue for foreign investors is that they be put
on an appropriate footing compared with domestic investors.

The right of establishment can be subject to certain exceptions, for example for
reasons of national security. These need to be clearly identified. Such exceptions
exact an economic penalty. Protected (domestic) investors face less competition
and the administration of any exceptions creates opportunities for rent formation.

Clearly defined property rights are also a necessary condition for internalizing
environmental costs. Without such rights, the incentives to act responsibly
toward the environment are rapidly eroded.

5.2 National treatment

International investment agreements imply a trade-off between “national
treatment” and “fair and equitable treatment,” two standards that tend to be
used mutually exclusively—except in the case of NAFTA. This trade-off has
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never been clearly articulated. “National treatment” implies a more affirmative
right than “fair and equitable treatment,” even though both require a degree
of interpretation—as acknowledged by the chairman of the MAI negotiations
in his proposal cited above. The difficulties inherent in defining “national
treatment” for investment is illustrated by the handling of this issue in the
GATS—a precedent the MAI negotiators do not appear to have followed.
GATS Article XVII.2 introduces a distinction between “formally identical”
and “formally different” treatment, placing the emphasis on outcomes rather
than process.

In the case of environmental regulations affecting investments, interpreting
national treatment is not straightforward. The inevitable characteristics of
environmental management have two significant consequences: facilities are
rarely “like” from an environmental perspective; and measures applied to oth-
erwise “like” facilities at different times are liable to be significantly different.

Environmental management is a dynamic activity, responding to growing
knowledge about the environment and anthropogenic threats to it, as well as
to changing perceptions about the seriousness of these threats. Moreover, envi-
ronmental management is typically achieved through a “package” of measures,
involving standards, permits and licences on the one hand and economic
incentives on the other. In addition, a complex structure of information and
accountability—to management, to stockholders, to the authorities and to the
public at large—represents a critical element of enforcement. Environmental
management is always institutionally rich. The underlying reason for this
complex approach is the difficulty in producing desired results in the natural
environment—which responds to the laws of nature—through policy meas-
ures, which can only affect social behaviour. Consequently, the operation of
environmental policy is always and inevitably indirect, and subject to a degree
of imprecision. To compensate for this imprecision, governments have been
forced to use a variety of measures—command and control, incentives and
informational obligations.

An added level of complexity derives from the continuous development of
technologies designed to protect the environment. As these technologies
become available, policy must adjust to reflect new capabilities.

Finally, the “absorptive capacity” of the natural environment, such as it is, rep-
resents a scarce resource, to which there are no precisely delimited property
rights, entailing a complex allocation process involving both public and pri-
vate interests. Later “like” facilities, located in a watershed or within the dis-
tribution range of atmospheric pollutants, must take into account the prior
emitters—which must in turn be subjected to new conditions to make room
for new sources.
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To cite one example, environmental permits for installations as basic as coal-
fired power plants, one of the oldest forms of power generation, can differ
widely from one facility to the next. Moreover, countries approach the prob-
lems arising from the dynamic and complex character of environmental man-
agement differently. A comparison of permits for coal-fired power plants in
the Netherlands and the Federal Republic of Germany in the early 1980s
showed that each facility had specific characteristics arising from the technol-
ogy employed, the characteristics of the fuel, existing emissions, and shifting
priorities of public policy, rendering comparisons virtually impossible.
Moreover, administrative practice in the Netherlands allowed the continuous
tightening of permits over many years; environmental management was in fact
a continuous process of negotiation between the investor and public authori-
ties. In the Federal Republic of Germany much more weight was placed on
long-term security of permits. New permits tended to be much more strin-
gent—and much closer to the limits of current technologies—than in the
Netherlands, but after several years the requirements in the Netherlands tend-
ed to be more onerous than those in Germany.%6

There is no intrinsic reason why it should be impossible to determine what
“like” treatment is under these circumstances. It is, however, a complex
process, occurring continuously in all countries where equal treatment before
the law is upheld. It is a demanding, continuous, dynamic process and raises
questions about the institutional capabilities of an international regime.
Certainly, an international agreement, which provides for investor—state dis-
pute proceedings, needs to be developed with great caution, since it is liable to
change in unpredictable ways the existing delicate balance between investors
and regulatory authorities within countries.®”

Faced with the challenge of developing appropriate environmental standards,
issuing permits and licences, and ensuring that all relevant measures have been
complied with, environmental authorities in all countries are forced to engage
in some form of selective enforcement. They must set priorities for enforce-
ment action based on criteria such as the nature of the environmental threat,
the history of a facility, or public pressure. Under these circumstances, deter-
mining what represents “national treatment” can be a challenge.

One of the paradoxes of the principle of national treatment when applied to
investments is that it does not put foreign and domestic investors on equal
footing—as it does when applied to goods in trade. Rather, it provides foreign
investors with rights not enjoyed by their domestic counterparts, in addition
to ensuring that they enjoy all “domestic” rights the latter have. In most coun-
tries the grounds on which domestic actors can take a government to court are
quite circumscribed. An international investment agreement—such as
NAFTA—that gives private investors the right to initiate proceedings against
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host-country governments establishes a new set of legal provisions for the ben-
efit of foreign investors, which are not available to domestic investors. Again,

the NAFTA Ethyl case is instructive in this regard.68

5.3 Mostfavoured nation treatment

It would seem axiomatic that MFN treatment is a strong institution for an
international investment regime. Nevertheless, a number of sustainability
issues also arise in this context, essentially reflecting the need to take a static
institution and apply it dynamically. The potential conflict with the climate
regime is fairly straightforward, and is discussed below. Additionally, the need
for selective enforcement actions makes the environmental and management
practices of the investor’s country of origin a matter for reasonable concern.
Finally, with growing international integration of product chains, effective
responsibility for certain environmental—and labour—practices rests with the
home-country investor rather than with management in the host country. For
example, the environmental practices of semiconductor manufacture are largely
determined by the purchaser, while the labour practices of some textile man-
ufacture are subject to review by foreign buyers.®?

The Framework Convention on Climate Change states that “the Parties
should protect the climate system for the benefit of present and future gener-
ations of humankind, on the basis of equity and in accordance with their com-
mon but differentiated responsibilities and respective capabilities. Accordingly,
the developed country Parties should take the lead in combating climate
change and the adverse effects thereof” (Article 4). The notion of common but
differentiated responsibilities and respective capabilities has caused a good deal
of discussion. The creation of a list of countries that have undertaken to limit
their emissions of greenhouse gases (Annex 1 countries), and the steady devel-
opment of new institutions, such as Activities Implemented Jointly and the
Clean Development Mechanism launched by the Kyoto Protocol to the
FCCC, introduce a range of new distinctions between countries. These are
likely to result in distinctions between Annex 1 foreign investors and all other
investors. Activities Implemented Jointly result in a regime in which invest-
ments from Annex 1 countries in other Annex 1 countries may receive credits
for reductions in greenhouse gas emissions, while “like” investments from
non-Annex 1 countries would not. Similarly, investments from Annex 1 coun-
tries in non-Annex 1 countries would be favoured under the Clean
Development Mechanism, while investments between non-Annex 1 countries
would not.

The climate regime has not developed to the point where these effects are pre-
dictable. Nevertheless, an international investment regime needs to respect the
requirements of the climate regime.
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The issue of differentiated enforcement is not so much a matter of the princi-
ple of MFN as of its interpretation in practice. As governments confront for-
eign investors—in particular investors from “off-shore” investment countries
whose background is not or hardly known—it is reasonable to make certain
distinctions based on the known requirements in the home market of the
investor concerning the environment and other factors of sustainability. An
investment by a major enterprise from a country with rigorous environmental
controls may attract different levels of scrutiny than comparable investments
from other countries, or investments from tax havens, where there is no envi-
ronmental activity at all.

The last thing an international investment agreement should do is promote
the investment equivalent of flags of convenience, which play such a central
role in rendering international shipping—and, in particular, its environmen-
tal performance and respect for labour standards—almost impossible to con-
trol properly. For example, in the provinces of coastal China problems with
foreign direct investment relating to the use of ozone-depleting substances are
encountered primarily when the investors come from Hong Kong or Taiwan.
It is reasonable to seek particularly close control over their actions, whether or
not this contravenes the principle of MFN. Similarly, it seems reasonable to
consider home-country practices when awarding concessions to manage
forests. For example, companies from Malaysia with a record of damaging for-
est practices have been acquiring forestry concessions in countries of Africa
and Latin America. A government concerned about the future of its forests
could reasonably be expected to impose additional requirements on the grant-
ing of such concessions.

The question whether such practices infringe upon the principle of MEN will
ultimately become a matter determined through the dispute settlement pro-
cedure. The argument made here does not obviate the need for MFN treat-
ment; it suggests, however, that great care needs to be taken to ensure that the
institutions and disciplines surrounding implementation of that treatment are
properly devised and developed. An example of this concern is Article VI of
the GATS, which requires the administration of measures of general applica-
tion affecting trade in services to occur in “a reasonable, objective and impar-
tial manner.” It also requires the creation of domestic institutions, in this
instance “judicial, arbitral or administrative tribunals or procedures,” which
can provide review and remedies.

Finally, MFN treatment assumes that investments reflect traditional relation-
ships of individual investors in sovereign states. In integrated product chains,
responsibility for certain issues, such as environmental performance or the
respect of international labour standards, is distributed along the chain. In
practice the relationships between investor, home country and host country
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may be conditioned by many factors beyond the control of the host country—
which is the only actor in the chain subject to the principle of MEN. The
implications for MFN treatment are complex, particularly since investors can
use environmental standards as competitive tools to exert pressure on other
investors. For example, an investor with extensive experience managing the
environmental aspects of power generation in his or her home country may
seck more stringent environmental standards when investing in another coun-
try, expecting that MEN treatment will lead to the spread of these standards
to competitors without equivalent experience. In the semiconductor industry,
integrated production chains have caused the international spread of high
environmental standards.”?

It is not beyond the ingenuity of international negotiators to develop solutions
to these issues, but they go beyond the declaration of MFN. They go to the
heart of the institutions needed to implement MEN treatment, which in an
investment regime requires a balancing of individual rights and public goods.

5.4 Dispute sefflement

The need for a dispute settlement process as part of any international investment
regime is clear. A regime without such a process is unlikely to increase the cal-
culability of risks to a significant degree. This dispute settlement process must,
however, properly reflect the principles and the structures of the regime being
created. Following the assumption that the investment regime would be based
on the principles underlying the GATT/WTO regime, the obvious conclusion
is that the dispute settlement process should be modelled on that of the WTO.
But this book has argued the inappropriateness of adapting GATT/WTO prin-
ciples to an investment regime. It follows, then, that the WTO dispute-settle-
ment process is also not suited for an international investment regime.

Each of the factors that establish the need for a dynamic investment regime—
the long-term nature of investment and the consequent need to reflect change
over time, the relationship between an investor and the investing country, and
the difficulty of determining “like circumstances” in an investment regime—
also define characteristics of the dispute settlement process. It is not fortuitous
that the issues that arise in developing a dispute settlement process for an
investment regime are the same issues that have arisen in the confrontation
between the (static) GATT/WTO system and the (dynamic) structures for
environment and sustainability. The dispute settlement system for an invest-
ment regime must be open, accountable, capable of handling technical infor-
mation and capable of balancing conflicting policy objectives. No such dispute
settlement system yet exists at the international level, even though they exist
at many other levels of governance, ranging from the U.S. Supreme Court to
rural magistrates in Central Europe.
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It is risky, even irresponsible, to impose tasks on institutions that are unable to
discharge them. The results can be devastating for the institutions in ques-
tion—and highly unsatisfactory in substantive terms. Under NAFTA, the
attempt to use the arbitration procedures of ICSID and UNCITRAL to
review regulatory measures adopted by public authorities has resulted in a
process that is dysfunctional and ultimately threatens the entire regime.”?

The dispute settlement system of an investment agreement will typically be
called upon to adjudicate the rights of an individual investor in relation to the
actions of some public authority. This is something entirely different from
adjudicating disputes between countries, or disputes between two private indi-
viduals for that matter. Consequently, neither the dispute settlement system of
the WTO nor the arbitration system for commercial disputes can really serve
as a template. Often, the investor-state dispute settlement system will need to
consider the circumstances of a specific project or investment and balance
these against the broader public interest that may be affected by such a proj-
ect. This represents a major institutional innovation. One solution could be to
draw the courts of the host country into the process so that the international
tribunal would address its conclusions to a domestic court with the appropri-
ate competences and legitimacy, a direction at least suggested by Article VI of
the GATS with its concern for domestic dispute settlement procedures. Of
course this does not resolve problems created by domestic courts that act con-
trary to international legal obligations of the host country. A different
approach is adopted by Mercosur, which gives investors the right to initiate
proceedings but requires their country of origin to then represent them, effec-
tively retaining sovereign control over all disputes.

5.5 Maintenance of competitive markets

The continuing liberalization of investment is likely to create additional con-
cerns about maintaining competitive markets, a vital factor for many develop-
ing countries that depend on the export of a limited number of commodities.
The experience of the European Union has certainly been that as trade and
investment are liberalized it becomes increasingly important to ensure that
measures of competition policy are adopted at a level that corresponds to the
dimensions of the relevant markets. This is not an immediate need at the
broader international level, but it is a need that can be anticipated with some
certainty.

The debate about an international regime on competition is not as far
advanced as the debate about investment. In particular, it lacks the bilateral
dimension, which has been a motor for the search for multilateral responses.
Competition authorities have developed a certain degree of informal co-oper-
ation, particularly between the two largest and most important markets, the
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United States and the European Union. Presumably an international regime
will need to grow out of this co-operation. In practice the characteristics of an
international investment regime resemble a regime for competition more
closely than a regime for liberalizing trade in goods.

5.6 Investor responsibility

Investor responsibility has been the most important bone of contention in var-
ious attempts to address investment issues at an international level. The debate
over investor responsibility was severely polarized in the 1970s and into the
1980s. The UNCTC Code of Conduct dealt primarily with host-state rights
and investor responsibility; the OECD approach focused on investor rights,
outlawed performance requirements and relegated what remained in the area
of investor responsibility to a separate, less binding set of guidelines. In the
1990s, the OECD approach appeared to prevail, as many countries moved
toward liberalization of their capital markets.”? This trend was most pro-
nounced in some countries of Latin America, particularly in Chile and
Argentina.”> Mercosur adopted two protocols for intra-zone and for extra-
zone originated foreign direct investment, whose provisions appear to be large-
ly consistent with the OECD Declaration and subsequent OECD instru-
ments.”4 As a result, attitudes toward foreign direct investment have shifted in
many Latin American countries and have left the OECD approach as the only
one currently under active consideration.

The failure of the UN Code of Conduct process should not obscure the fact that
the polarization between the two approaches resulted in a situation where both
tended to focus excessively on the particular issues being raised. In practice it is
hard to see how an international investment agreement can be concluded that
does not address investor responsibility. A number of issues come readily to mind.

The most basic of all responsibilities is to respect the laws and regulations of
the host country. Nevertheless, this simple statement requires some interpre-
tation. Implementation of regulations is uneven in all countries, but more so
in some than in others. Situations may arise where stringent regulations
exist—particularly for worker health and safety and environmental protec-
tion—but where respect for these regulations is sporadic at best. Are foreign
investors expected to comply with local practice—or are they to be measured
by a more stringent standard?

In practice the answer may lie in the nature of the investment. Where the out-
put from foreign investment feeds into a product chain in which the foreign
investor plays a dominant role—for example in electronics, in forestry, or in
mining—the foreign investor should be held to the most stringent interpreta-
tion of the law. Where the output of foreign investment is absorbed locally—
for example in some food processing operations or for transport services or
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power generation—the standards to be applied are essentially local in charac-
ter, subject to the need of a foreign investor to protect its good reputation, or
a global brand. Where obligations are international in nature—for example,
those relating to stratospheric ozone depletion, climate change or biodiversi-
ty—foreign investors must meet these international obligations. Of course the
interpretation of obligations, which are variable, requires a significant degree
of institutional sophistication at the international level. This suggests that, as
with several other aspects of an investment regime, the issues lie not in the
codification so much as in the institutional mechanisms for implementation,
implementation review and dispute settlement.

The issue of “performance standards” has played an important role in the
debate about international investment. These are obligations which may be
linked to approval of investment and which may differ, or seem to differ, from
comparable requirements imposed on domestic investors. To the extent that
certain foreign investors or their investments are different from domestic ones,
there would seem to be no problem with imposing performance requirements
on them that reflect their special status. In practice, however, using such dif-
ferences to justify imposing standards is liable to give rise to serious conflicts
within any investment regime, since it effectively transfers decision-making to
the dispute settlement process.

The draft MAI takes a clear position on performance requirements: it is
against them. It lists 11 different requirements that are outlawed.”> This list
covers most of the issues commonly raised about performance requirements.
There appear to have been few reservations about these provisions among the
negotiators; the lengthy commentary, which accompanies the last negotiating
text, does not discuss the issue of performance requirements. The implication
of banning performance requirements is that governments will have to provide
subsidies to investors if they want to impose any of the requirements listed. It
is also worth noting that governments may impose performance requirements
on their nationals but would be prohibited from doing so on foreign investors.

The argument for banning performance requirements has two pillars. Many
performance requirements are economically inefficient and, consequently,
entail the risk that they will defeat the very purpose of an investment agree-
ment. Moreover, the ban on performance requirements assumes that govern-
ments are in a position to impose their will on investors; that is, it is designed
to defend weak investors. In practice this assumption is not universally true.
Often, governments are competing for investment, or at the very least feel that
they must compete to attract investors. In this situation it is no longer uncom-
mon for investors to be more powerful than governments. That situation has
been exacerbated by the large but unevenly distributed increase in investment
flows to developing countries.
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Some difficulties arise from the hybrid character of most international invest-
ment agreements: they are agreements between states but they concern to a
significant degree the actions of private parties, and sometimes create certain
rights for these private parties. As agreements between states, international
investment agreements can hardly impose direct obligations on private
investors; yet maintaining market discipline, particularly between private
actors, is an essential goal of an investment agreement. “Performance require-
ments” were an attempt to articulate the kinds of requirements that interna-
tional investors might reasonably be expected to meet.

In practice performance requirements reflect the fact that the investor is
acquiring significant rights in the jurisdiction of investment and that it is con-
sequently normal for a negotiation to occur between the investor and the pub-
lic authorities where the investment is to occur. This negotiation can cover a
large range of topics, such as the provision of infrastructure, the right to use
scarce natural resources such as air and water, the need to protect biodiversity
and wildlife, employment, community development and other issues. The
relationship between the parties can reflect a large number of different situa-
tions, ranging from dominance by the investor to dominance by the public
authorities. It is essential that these negotiations be fair and equitable and that
their outcome properly reflect the needs and interests of all parties concerned.
Although this may sound simple, it is not easy to achieve, but prior determi-
nations of what topics are negotiable—which is the effect of the list of out-
lawed performance requirements in the MAI—do not resolve the underlying
dilemma.

5.7 Institutional capacity

The controversy surrounding the draft MAI demonstrates the complexity of the
issues at stake in an international investment regime. This book has argued that
even apparently self-evident issues, such as most-favoured nation, national treat-
ment, or eliminating performance requirements, will require much more careful
consideration in a dynamic context. The reality of foreign direct investment has
changed dramatically since the post-war era, since the elimination of fixed
exchange rates, and since the debt crisis of the 1980s. More changes are to be
expected, with the move toward more sustainable forms of production and the
huge investments that implies, with the introduction of the euro, and with
recurrent crises of international markets, particularly if the Japanese banking sys-
tem continues to falter. Moreover, countries with aging populations and capital
surpluses will find that the only option to generate income for retirement-age
people is investing their capital surpluses in countries with younger populations.

These are issues quite unlike those addressed in the trade regime over the past
50 years. The process of reducing and eliminating tariffs, developing disci-
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plines for non-tariff barriers, and including further sectors such as services and
agriculture in the GATT/WTO system never required a rethinking of the core
principles of the regime. Only the agreement on intellectual property rights
has created a new structure of rights and obligations—and it remains to be
seen whether the resulting balance between monopoly for those who control
intellectual property rights and the exposure of all other market participants to
the commoditization of their products is one that will prove endurable. It cre-
ates new sources of polarization and results in downward pressures on prices
for goods taken from the natural environment, reducing the market valuation
of the environment at a time when the move toward greater sustainability
demands it be increased.

The GATT system was characterized by its institutional sparseness. The
GATT itself could not be amended. Since the GATT secretariat was not an
international organization, its functions were strictly limited. Implementation
of the agreements under the GATT was multi-unilateral; that is, it rested
entirely with the countries involved, except in cases of conflict. Initially, this
unusual structure served the trade regime well since it was essentially a nego-
tiating forum and breaches of the regime’s disciplines could be tolerated as
long as the general direction of trade liberalization was maintained. The dis-
pute settlement process was central to the regime’s success because it provided
a slightly more dynamic source of interpretation than the sparse organizational
structures.

It was not until the Uruguay Round that the institutional inadequacies of the
GATT became so strong that a move was made to streamline the dispute set-
tlement process and to draw together in a single organization, the WTO, the
agreements that had proliferated with changing memberships under the
GATT. The ensuing organization still has many of the characteristics of the
GATT, particularly the unwieldy structure of councils and committees with
unrestricted membership, the tendency to view all issues in terms of negotia-
tion, and the use of dispute settlement as a principal means of implementa-
tion. Thus far, the WTO has proven no more adept than the GATT at
addressing policy issues, which require a balancing of conflicting goals, such as
those relating to the environment. Ultimately, the only priority that can be
recognized is the need for trade liberalization.

An international investment regime deals with a much more complex agenda.
It will need to be institutionally more sophisticated than the GATT/WTO
system. One of the more surprising elements of the MAI text is the lack of
attention to institutional needs. There appear to be a number of unarticulat-
ed assumptions about the appropriate institutional structure, derived from the
GATT/WTO, which upon closer scrutiny turn out to be questionable. The
MAI provides for a “Parties Group,” which resembles the GATT Council and
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the Contracting Parties of the GATT even more than the General Council of
the WTO. It specifies that there will be a secretariat, which has no independ-
ent functions whatsoever.”¢ This makes it a more virtual organization than
even ICSID, which at least has a secretary-general who has certain specified,
though modest, functions under the agreement.

The MAI is the first multilateral approach to investment that did not arise
from an existing organizational context, be it a regional trade agreement or the
United Nations Centre on Transnational Corporations. It consequently had to
create the entire institutional structure needed to address the complex, dynam-
ic agenda of investment, since it had no implied organizational background,
like the European Union, NAFTA, Mercosur, the United Nations—or the
OECD for that matter. It reflected the assumption that the institutions that
have served the trade regime would be adequate for an investment regime.
Implicitly, the negotiators must have hoped that the two would one day be
merged. It is doubtful whether that would have satisfactorily served either the
needs of trade liberalization or the demands of international investment.

Reflecting the heavy reliance on the trade regime for its institutional inspira-
tion, the draft MAI relies on dispute settlement as a means of implementation.
The dispute resolution procedures of the MAI, modelled on those of the
WTO and those of bilateral investment agreements, assume that the future
task of the investment regime will be to apply an essentially immutable set of
principles. The evolution of international investment over the past 50 years,
and the necessary adjustment of public policy to go along with it, suggest that
the principal tasks of the investment regime will be promoting understanding
of the processes of investment, and maintaining essential market disciplines—
such as rules governing competition and the environment—that are necessary
to ensure that investment serves overarching goals of public policy.

The only conclusion that can be drawn from an analysis of the MAI draft is
that the negotiators assumed that investment is an act of nature and that the
function of government is to stay out of its way. That is not an assumption
that will promote sustainable development.

5.8 Transparency

In dynamic regimes, transparency becomes a critical institution. Because of
the processes of change in such regimes, and the continuing uncertainty about
relevant facts and the identity of interested parties, dynamic regimes use trans-
parency as an institution to ensure access to information and the participation
of key actors, some of whom may not be known in advance. Closed regimes
assume that all key parties are present or represented—and that all material
information will be available through them. That assumption is inoperative in
a more dynamic situation and transparency is the appropriate response.
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It needs to be emphasized that “transparency” is not a process that gives rights
to persons arbitrarily. Apart from the basic right to know and the obligation
on members of the regime to be publicly accountable, actual participation can,
and generally should, be subject to some objective criteria.

The instruments for transparency are by now well established, beginning with
ensuring that all operational documents are promptly made publicly available,
ensuring that meetings are public unless there are strong reasons for the respect
of privacy, and providing avenues for persons outside the regime who may have
an interest in outcomes to make their opinions heard for certain kinds of pro-
ceedings, particularly dispute settlement. Under no circumstances should an
international investment regime be created that does not include strong provi-
sions for transparency, together with specific rules designed to achieve this goal.
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—_H—
A different approach: A framework
agreement on investment

All the attempts to address investment at the international level have assumed
that what is needed is a system of rules that must then be applied, much as in
the trade regime, by governments and reinforced through a dispute settlement
process. This is a fundamentally static view of the investment process and its
function in economic and social policy. It makes no provision for the dynam-
ic aspects of an investment regime, nor does it reflect the complex legal and
contractual relationships between investor and host country that characterize
foreign direct investment.

A better approach might draw some lessons from international environmental
regimes, which have faced the problem of addressing issues that evolve over
time and consequently demand a dynamic international regime.

The approach now well established in environmental regimes is to begin with
a framework agreement, which establishes basic institutions, creates an orga-
nizational structure and defines a continuing process designed to achieve cer-
tain articulated aims. Since negotiators cannot know what measures will ulti-
mately be needed, most international environmental agreements are quite
indeterminate as to the appropriate institutions that will be required. Over
time, a body of evidence accumulates and additional measures can be adopt-
ed to ensure that the regime continues to move in the desired direction.

Conceivably, a framework agreement represents a better approach to address-
ing international investment policies. Such an agreement would outline a set
of goals for the regime—including the goal of achieving sustainable develop-
ment—as well as a process to explore necessary steps toward those goals. The
result would be an incremental regime, capable of responding to emerging
needs and adapting to changing practices in international investment.

There is significant advantage in moving investment out of the organizations
that have sought to address this issue thus far: the World Bank, the World
Trade Organization, the United Nations Conference on Trade and
Development, and the Organization for Economic Co-operation and
Development. Several decades of effort in these organizations have resulted in
stalemate. After the collapse of the MAI negotiations, every attempt to launch
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a new process designed to produce an agreement on investment is liable to
attract vigorous opposition. An approach that begins with modest steps and
recognizes the tasks as incremental offers better chance for success.

The central challenge of any international investment regime will be to main-
tain a high level of predictability while retaining essential flexibility. In many
ways that resembles the dilemmas of the institutions that govern the monetary
system. While they need to be highly stable and predictable over long periods
of time, in moments of crisis they must act decisively even if this breaks with
what appeared to be well-established precedent. The challenge facing an inter-
national investment regime is not as daunting as that confronted by monetary
authorities. Its purpose is, after all, to ensure the highest possible level of cal-
culability of private economic risks in the investment process while ensuring
that overriding goals of public policy—sustainability, human rights and the
vitality of communities—are respected. This is not a goal beyond the reach of
international society as it has evolved over the past decades, but it is a goal that
can only be attained if the investments regime reflects an adequate institu-
tional base and the capability to balance conflicting goals of policy.

6.1 s a single agreement the answer?

Before launching a major international negotiation it is essential to identify
the interest that will be served by this process and that cannot be achieved by
lesser means, essentially an international interest. Given the goal of global sus-
tainable development, there is an urgent need for an investment regime that
promotes environmentally sound and sustainable foreign direct investment.
The current international structure, resting largely on bilateral investment
treaties, does not meet this need.

It is important to recognize that bilateral agreements serve a useful purpose,
and can reasonably continue to do so. They have contributed to greater secu-
rity of investment. But they have proven incapable of achieving well-distrib-
uted flows of investment, or even flows that more properly reflect potential
returns. Any multilateral investment regime would need to contribute direct-
ly to this outcome if it is to provide added value beyond the current system.

A number of international goods require significant levels of investment.
Among the goods not sufficiently served by current flows of foreign direct
investment are certain environmental values—such as the prevention of glob-
al climate change or the promotion of more sustainable exploitation of natu-
ral resources—as well as development in the poorer countries. It makes sense
to tie the availability of certain internationally guaranteed investor rights to the
provision of such international goods. In other words, it may be desirable to
introduce investor rights into agreements such as the UN Framework
Convention on Climate Change or an international forestry agreement,
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should one ever be agreed. This could be done before the creation of a global
investment agreement that conveys rights to investors. In this manner it would
become possible to achieve the kind of balancing between private rights and
public goods that lies at the heart of any broader investment agreement.

The available options to promote investments that are desirable for sustainable
development are limited. In practice, governments have chosen to provide
subsidies, for example through the Global Environment Facility. Subsidies
have certain undesirable characteristics: they perpetuate themselves and always
entail the risk that necessary investments will not be made at all unless they are
subsidized, even when they are economical without subsidy. For example,
many countries found that the existence of subsidies to support the construc-
tion of wastewater treatment plants by local authorities led to a situation
where no local authority would build a facility unless it was subsidized.
Providing certain investor rights permits governments to improve the rela-
tionship between risk and return by lowering risk rather than increasing
returns. That is an approach with few drawbacks, which does not burden the
public purse, and represents a classic function of government as rule maker.

It could be argued that segmenting the international investment regime is
undesirable. After all, investment is a universal activity, and in principle more
investment is a broadly desirable goal of public policy. But the problems asso-
ciated with an international investment regime, outlined above, suggest that it
is necessary to find organizations that can provide the necessary balance
between rights and obligations. By inserting new investor rights into regimes
that pursue some other legitimate international policy goal—preventing global
climate change or promoting sustainable forest practices for example—it
becomes possible to create this balance in a more limited context.

The goal of establishing a global investment agreement is currently out of
reach. On the one hand, the institutional development of international society
has not progressed to the point where such a regime could be envisaged. On
the other hand, public opinion in a number of key countries is strongly against
a general investment agreement, making it a politically delicate undertaking.
Under these circumstances a number of more modest practical steps can help
to explore the real dimensions of this enterprise. A framework convention,
together with investment provisions in certain sectoral agreements, is a prag-
matic way to proceed.
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Annex 1 :
Agreement on Trade-Related Investment
Measures

llustrative list

1.

TRIMs that are inconsistent with the obligation of national treatment
provided for in paragraph 4 of Article III of GATT 1994 include those
which are mandatory or enforceable under domestic law or under admin-
istrative rulings, or compliance with which is necessary to obtain an
advantage, and which require:

(a) the purchase or use by an enterprise of products of domestic origin or
e by an enterprise of products g

from any domestic source, whether specified in terms of particular
products, in terms of volume or value of its local production; or

(b) that an enterprise’s purchases or use of imported products be limited
to an amount related to the volume or value of local products that it
exports.

TRIMS that are inconsistent with the obligation of general elimination of
quantitative restrictions provided for in paragraph 1 of Article XI of
GATT 1994 include those which are mandatory or enforceable under
domestic law or under administrative rulings, or compliance with which
is necessary to obtain an advantage, and which restrict:

(a) the importation by an enterprise of products used in or related to its
local production generally or to an amount related to the volume or
value of local production that it exports;

(b) the importation by an enterprise of products used in or related to its
local production by restricting access to foreign exchange to an
amount related to the volume or value of local production that it
exports;

(c) the exportation or sale for export by an enterprise of products,
whether specified in terms of particular products, in terms of volume
or value of products, or in terms of a proportion of volume or value
of its local production.
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Annex 2:
Excerpt from the Draft Multilateral

Agreement on Investment

Performance requirements

1.

“A Contracting Party shall not, in connection with the establishment,
acquisition, expansion, management, operation or conduct of an invest-
ment in its territory of an investor of a Contracting Party or of a non-
Contracting Party, impose, enforce or maintain any of the following
requirements, or enforce any commitment or undertaking:

(a)
(b)
(0)

(d)

(e)

)

(g

(h)

to export a given level or percentage of goods and services;
to achieve a given level or percentage of domestic content;

to purchase, use or accord a preference to goods produced or services
provided in its territory;

to relate in any way the volume or value of imports to the volume or
value of exports or to the amount of foreign exchange inflows associ-
ated with such investment

to restrict sales of goods or services in its territory that such invest-
ment produces or provides by relating such sales to the volume or
value of its exports or foreign exchange earnings;

to transfer technology, a production process or other proprietary
knowledge to a natural or legal person in its territory, except when the
requirement is imposed or the commitment or undertaking is
enforced by a court, administrative tribunal or competition authori-
ty to remedy an alleged violation of competition laws [or to act in a
manner not inconsistent with articles....of the TRIPS Agreement];

to locate its headquarters for a specific region or the world market in
the territory of that Contracting Party;

to supply one or more of the goods it produces or the services that it
provides to a specific region or the world market exclusively from the
territory of that Contracting Party;
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[(i) to achieve a given level or value of production, investment, sales,
employment, or research and development in its territory;]

(j) to hire a given level of [local personnel] [nationals];]
(k) to establish a joint venture; or
[(1) to achieve a minimum level of local equity participation.]”””

2. A Contracting Party is not precluded by paragraph 1 from conditioning
the receipt or continued receipt of an advantage, in connection with an
investment in its territory of a Contracting Party or of a non-Contracting
Party, on compliance with any of the requirements, commitments or
undertakings set forth in paragraphs [1 (a) and] 1 (f) through 1 (I).”

77 The unbracketed text is taken almost verbatim from NAFTA Article 1106, except
item (g).
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Investment is necessary for the kinds of innovation
and change that will bring about sustainable
development. And a properly crafted multilateral
agreement on investment rules might increase the
foreign investment going to those developing
countries where it is sorely needed. But the shape of
such an agreement may also have profound
consequences for the environment.

What would international investment rules look like
if they aimed to achieve both economic growth and
environmental protection? This book surveys the
many attempts to draft investment rules and takes a
novel approach, first considering the nature of the
problem and then asking what this means for the
shape of the necessary institution. It proposes a tack
radically different from any pursued to date.




