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FOREWORD

Trade is a major engine for growth and a powerful tool
for poverty reduction. The new round of multilateral trade
negotiations launched in November 2001 in Doha, Qatar, offers
great potential for developing countries through (i) increased
market access and further liberalization of their own markets,
and (ii) improved rules and procedures governing international
trade. The new round is widely called a “development round”
as it promises to place development at the heart of trade
negotiations and ensure that the outcomes of the negotiations
advance developing countries’ interests and concerns. As a
regional development institution, the Asian Development
Bank (ADB) strives to help its developing member countries
make the most of such new development opportunities by
actively participating in multilateral trade negotiations.

The broad objective of ADB’s research program on “The
Doha Round and Development” is to promote policy dialogue
on priority areas and identify information and positions that
will more effectively advance developing countries’ interests
in the new round of multilateral trade negotiations. The pro-
gram has three interrelated components aimed at (i) examin-
ing the agenda of the Doha Round in the context of ongoing
debates on trade and development, (ii) assessing the develop-
ment potential from trade liberalization (i.e., in goods and
services), and (iii) addressing trade-related issues of relevance
to the Doha Round and future negotiations under the World
Trade Organization.

All the papers prepared under the research program will
be disseminated through conferences and publications. We
anticipate that these studies will enhance our understanding
of the “Doha Development Agenda,” and contribute to the
efforts by the international trade and development communi-
ties to make the Doha Round truly a development round.

This paper by Mr. Theodore Moran is one result of the
research program. It reviews new evidence accumulated over
the past decade and a half, showing clearly the conditions
under which foreign direct investment in manufacturing,
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agribusiness, and other sectors is most beneficial to host coun-
try development, and, conversely, under what conditions it is
most detrimental. This evidence also sheds light on how host
countries—even poorer host countries—can increase the flow
of foreign direct investment to their economies, and in the
process stimulate backward linkages and spillovers to local
firms and workers. These findings have important implica-
tions for the self-review of the Agreement on Trade-Related
Investment Measures negotiated in the Uruguay Round. They
also have implications for substantive and procedural ques-
tions, such as modalities of the negotiations, transparency,
nondiscrimination, development provisions, dispute settle-
ment, and expropriation, for the possible trade and invest-
ment negotiations after the 2003 Ministerial Conference of the
World Trade Organization. One arena in which there has been
substantial experience in dealing with these controversial
problems is in the implementation of Chapter 11 of the North
American Free Trade Agreement. The record suggests that the
process of working through these important issues, even to
accomplish a “minimal” or “modestly ambitious” package of
successful outcomes, is fraught with difficulty.

IFZAL ALI
Chief Economist
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EXECUTIVE SUMMARY

Recent research on what kinds of nonextractive foreign
direct investment (FDI) make the largest contribution to host
country development, and what kinds do not, has important
implications for trade and investment negotiations in the Doha
Round.

FDI in plants whose output is integrated directly into
the regional or global sourcing network of the parent corpo-
ration is most likely to capture all economies of scale and to
utilize frontier technology and quality control procedures. FDI
in plants whose output is oriented toward a protected local
market and whose activities are constrained by mandatory
joint venture and domestic content requirements is most likely
to engage in subscale operations using older technology and
less advanced quality control procedures. Backward linkages
and spillovers from the larger cutting-edge foreign-owned
plants tend to be more extensive and more dynamic than from
the less sophisticated boutique plants even when the latter
meet high domestic content requirements.

Investment promotion efforts that target export-oriented
industries, and provide rapid and efficient approvals for pro-
spective investors, are more successful in attracting FDI than
investment promotion agencies whose primary orientation is
to screen foreign investors and impose performance require-
ments upon them.

These findings provide a framework for evaluating the
major issues on trade and investment in the 2003 Ministerial
Conference of the World Trade Organization (WTO) and in
the subsequent Doha Round of negotiations. They point to-
ward a compromise for those developing countries with on-
going domestic content and trade-balancing requirements that
have been banned under the Agreement on Trade-Related
Investment Measures: the extension of the phaseout period
for the banned performance requirements can be exchanged
for a precise timetable for their elimination, leaving the host
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economies better off at the end. These findings also suggest
that it is not in the developing countries’ interest to try to
reopen the question of imposing performance requirements
on foreign investors under the rubric of “development provi-
sions” in the Doha Round.

Among the issues on the trade and investment agenda
proposed during the Doha Ministerial Conference, ensuring
transparency about rules and regulations facing foreign in-
vestors fits well with “best practices” in investment promo-
tion. The logical corollary is for international companies to
commit themselves to adopt “best practices” in their indus-
tries in reporting publicly on their own labor and environ-
mental practices.

Ensuring nondiscrimination and most favored nation
(MFN) treatment on a pre-establishment basis for prospective
foreign investors as well as for established foreign firms raises
weighty questions for developed as well as developing coun-
tries. In Chapter 11 of the North American Free Trade Agree-
ment (NAFTA), the United States, Canada, and Mexico
adopted a “negative list” approach wherein each country listed
the sectors in which they would not bind themselves to non-
discrimination and MFN treatment. Many developing coun-
tries prefer a “positive list” approach—as in the General
Agreement on Trade in Services—to afford themselves more
flexibility in scheduling their commitments to nondiscrimi-
nation and MFN treatment. The two approaches may not be
so different in impact—as a practical matter—for host coun-
tries committed to using FDI for development.

The idea of balancing the interests of home and host
countries with the objective of creating a level playing field
for international investment cannot be limited to examina-
tion of whether developing countries impose trade-distorting
performance requirements on foreign investors. In fact, de-
veloped country authorities (including subnational authori-
ties at the provincial and municipal level) implicitly “screen”
international investors to determine their eligibility for
locational incentives. A genuine effort to level the playing
field for international investment would have to bring the
escalating packages of grants and subsidies to attract firms to
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set up operations in a particular locale under multilateral
control.

The treatment of dispute settlement with regard to for-
eign investment raises questions about the extent to which
commercial law procedures as utilized by the International
Centre for Settlement of Investment Disputes and United
Nations Commission on International Trade Law are appro-
priate for the WTO. WTO dispute settlement requires losing
parties to align their practices in accordance with WTO ob-
ligations. Commercial law dispute settlement requires losing
parties to make injured parties “whole” by awarding them
compensation. Commercial law dispute settlement also cre-
ates circumstances in which foreign investors may possess
supranational rights greater than those enjoyed by domestic
firms. The experience of NAFTA Chapter 11 shows that the
issues surrounding dispute settlement and compensation are
sure to be particularly vexing for WTO negotiators from de-
veloped and developing countries alike.

On the basis of the analysis presented here, initiatives
to increase transparency for international investors might be
combined with nondiscrimination and MFN treatment for
established investors to generate a modest pro-development
trade and investment package in the Doha Round.

The restrictions on performance requirements under the
Agreement on Trade-Related Investment Measures might be
expanded to include joint venture and technology-sharing
mandates—and extended to positive or negative lists of sec-
tors eligible for nondiscriminatory and MFN pre-establishment
treatment—to create a more ambitious pro-development trade
and investment package.

A maximalist trade and investment package that re-
places WTO dispute settlement with commercial law proce-
dures—even on a state-to-state rather than on an investor-state
basis—would require agreement on contentious issues involv-
ing regulatory “takings,” compensation, and possibly supe-
rior rights for foreign investors that have proved quite prob-
lematic in the experience of NAFTA Chapter 11.
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I. INTRODUCTION

The interval between the first attempt to formulate an
agreement covering trade and investment in the Uruguay
Round, and the contemporary period leading up to the Doha
Round, has been particularly fertile in analyzing the positive—
and negative—impacts that foreign direct investment (FDI)
can have on developing countries. This paper attempts to sum-
marize the results of recent research on FDI and development
in a way that can help negotiators better understand impor-
tant policy choices as they approach the forthcoming 2003
Ministerial Conference of the World Trade Organization (WTO)
and ensuing Doha Round negotiations.

The first two sections present new evidence about con-
ditions in which FDI can provide the most beneficial contri-
butions to host country growth and development—or, alter-
natively—impose the most harmful burdens on host country
growth and development. The next section reveals a surprise
in the data about how host authorities can promote backward
linkages and spillovers from FDI to the domestic economy.
The subsequent section examines best practices in foreign
investment promotion as it relates to potential trade and in-
vestment negotiations.

The paper then turns to the current link between trade
and investment in the WTO, the Agreement on Trade-Related
Investment Measures (TRIMs). The paper follows with an
examination of the principal issues for trade and investment
negotiations coming out of the Doha Ministerial Conference,
specifically: transparency; nondiscrimination; modalities for
pre-establishment commitments based on a General Agree-
ment on Trade in Services (GATS)-type, positive list approach;
development provisions; exceptions and balance of payments
safeguards; consultation and the settlement of disputes be-
tween members; interests of home and host countries; devel-
opment policies and objectives of host governments; and the
right to regulate in the public interest.

The paper investigates how clusters of these issues have
arisen in the regional trade agreement where there has been
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most intensive scrutiny of the implications for the countries
party to the North American Free Trade Agreement (NAFTA).

II. NEW EVIDENCE ABOUT THE IMPACT
OF FDI ON DEVELOPMENT: THE BRIGHT SIDE

The past two decades have witnessed a revolution in
understanding the conditions under which FDI can make the
largest positive contribution to development, and the condi-
tions under which FDI can limit or even damage the growth
and development of developing countries.

The relationship between FDI in natural resources and
host country growth has always been relatively straightfor-
ward. The primary channel of benefits comes from tax rev-
enues from the extraction and refining of oil, copper, bauxite,
iron ore, nickel, and other natural resources. The dangers come
from the possible use of transfer pricing among investor af-
filiates structured to avoid host country taxes, and from en-
vironmental damage associated with extraction and refining.1

The relationship between FDI in infrastructure and host
country growth has emerged more recently as a subject of
intense scrutiny. The presence of efficient, reliable systems
for power generation, water, sewage, transportation, and tele-
communications plays a large role in determining the com-
petitiveness of host country industries as well as in ensuring
host country consumer satisfaction. The dangers from FDI in
infrastructure arise from foreign investors insisting upon—
and host countries agreeing to—arrangements that commit host
agencies to purchase imprudently large amounts of output on
a take-or-pay2 basis, that block new entrants or cheaper sources
of supply, and/or that require host authorities to assume ex-

1 This paper covers questions about FDI and the environment only insofar as these
pertain to the structure of potential trade and investment negotiations in the 2003
Ministerial Conference and Doha Round. For policy issues arising from FDI in natu-
ral resources, see McKern (1993).
2 Take-or-pay is a provision written into a contract whereby one party has the
obligation of either taking delivery of goods or paying a specified amount.
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cessive exposure to foreign exchange risk over long periods
of time (Irwin et al. 1997; Bergsten and Moran, forthcoming).

The area in which there has been most innovative in-
vestigation in recent years has involved FDI in assembly and
processing operations associated with manufacturing,
agribusiness, and services. The remainder of this section will
attempt to summarize the findings and discoveries about how
these kinds of FDI may be able to contribute to host country
development.3

How might FDI contribute to host country development
in assembly and processing operations associated with manu-
facturing, agribusiness, and services? Conventional economic
theory focused on FDI as adding to the capital base of the host
economy, putting low-skilled labor to work via technology
supplied by the investor.

Modern growth theory—especially endogenous growth
theory—provides a much richer appraisal of the potential
benefits from FDI. FDI supplies a package of production pro-
cedures, quality control practices, management, marketing
techniques, and human resource development that can—under
appropriate conditions—place a host country industry along
the frontier of best practices in the international industry
(Romer 1993, 1994). The contribution of this FDI package to
host country development may—again, under appropriate
conditions—be highly dynamic, with a continuous upgrad-
ing of the technical procedures, quality control practices,
management, marketing techniques and human resource
development on a real time basis.

A. Cutting Edge Foreign Investments

What are these appropriate conditions under which FDI
can make the most extensive and vibrant contribution to host
country growth and development? The answer to this ques-
tion can be found by examining the relationship between the

3 For an initial effort to summarize this research, see Moran (1998). This has been
followed in a more systematic way, with an examination of much more data, in
Moran (2001).
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parent corporation and the local affiliate, and by identifying
those circumstances in which it is in the parent’s self-interest
to place the affiliate on the cutting edge of industry perfor-
mance, and to maintain the affiliate there. This occurs when
the parent has made the affiliate an integral part of the firm’s
strategy to maximize its corporate position in world markets.
To accomplish this, the parent corporation almost always
insists upon wholly owned status for the affiliate, combined
with freedom to use inputs from wherever price, quality, and
reliability are most favorable.

The experience of the computer/electronics industry in
Southeast Asia has provided the clearest evidence of the
process in which affiliates tightly integrated into the regional
or global sourcing network of the parent corporation offer
greatest potential to enhance growth and development of the
host country. But similar dynamics resulting from the potent
interaction between parent and local subsidiary are present
in other sectors as well.

The record of the European, Japanese and United States
(US) computer/electronics firms establishing assembly opera-
tions for export first in Singapore, and then moving to Malay-
sia, Thailand, and other production platforms is a well-known
story. In early versions of the story, however, the computer/
electronics multinationals were depicted as shopping around
for low-cost sources of inputs and low-wage opportunities for
assembly. The term outsourcing originated in this notion of
searching for cheap parts and inexpensive labor.

Over the course of the late-1980s and 1990s, it became
apparent that the computer/electronics industry was starting
to structure production in Southeast Asia as an integral part
of the parents’ strategy to advance and defend their competi-
tive position in home country markets and around the world.
The interaction between design functions and assembly func-
tions became more intimate: the incorporation of latest tech-
nologies, quality control procedures, and management tech-
niques sped up the pace of upgrading production processes
and production output responded to the cycle of innovation
in home country markets. Borrus et al. (1999) and others
documented a progression in which foreign multinationals
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moved their affiliates up the ladder from hand assembly of
printed circuit boards, to responsibility for process design and
even product design of complex subsystems. McKendrick et
al. (2000) provide a particularly vivid analysis of the increas-
ingly close and brisk interaction between parent and affiliate
in the international disk drive industry. The idea of shopping
around for cheap inputs became a less and less satisfactory
way to characterize the parental supervision within multina-
tional supply chains in computers/electronics.

This new paradigm in which parental supervision of
developing country affiliates became the key to placing host
country products and processing capabilities along the cut-
ting edge in the international industry was not limited to the
computer/electronics industry, nor to Southeast Asia. In the
automotive industry, US, European, and ultimately Japanese
corporations began to build plants in Brazil, Mexico, and
Thailand for high performance engines and other auto parts
designed to be perfect substitutes for engines and other auto
parts produced in home country sites (Moran 2001; Doner et
al. 2002). Over the course of the 1990s, these production lines
became designed to receive changes in assembly procedures
for more advanced products on a near real time basis (Ehinger
1999). Rejection rates for substandard output in auto parts—
as in computers/electronics—approached, and in many cases,
dipped below rejection rates at prize-winning plants in the
home market.

Other industries showed the benefits of this integration
effect as well. Across 14 industries, Ramachandran (1993)
discovered that measures of technology transfer and the in-
terchange of managers and technicians between parent and
subsidiary were significantly higher for wholly owned sub-
sidiaries than for joint venture partnerships or licensees. The
industries included chemicals, medical products, metal prod-
ucts, rubber, food, and textiles, as well as transport equip-
ment and electrical goods. Similarly, Mansfield and Romeo
(1980) and Lee and Mansfield (1996) have shown that the
sharing of new technology and production process innova-
tions takes place within wholly owned corporate networks
more rapidly—by one measurement, one third more rapidly—
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than within less thoroughly integrated business relationships.
No amount of effort to improve protection of intellectual
property rights can substitute for the negative effect of refus-
ing to allow foreign investors to set up wholly owned affili-
ates (Maskus 2000).

The impact from FDI in assembly and processing varies
greatly, of course, by industry sector—from low-skill inten-
sive footwear and garment operations in El Salvador and the
Philippines, to more sophisticated automobile engine plants
in Brazil and Thailand, to cutting-edge disk drive factories in
Mexico and Singapore. The creation of integrated international
supply chains via FDI enables host countries to perform ac-
tivities they already undertake more efficiently.4 More impor-
tantly, it allows host countries to enter entirely new realms of
industrial production.

B. A New Dimension to Comparative Advantage

Indeed the globalization of industry via FDI calls into
question conventional notions of natural factor endowments
and international comparative advantage. A frequently cited
example is Costa Rica, but the changing perspective on how
to define comparative advantage applies to any developing
country, independent of size or region.

Twenty years ago the factor endowments and compara-
tive advantage of Costa Rica appeared to center around coffee
and bananas. Ten years ago the globalization of industry via
FDI added shoes and textiles to the production of coffee and
bananas. Today the globalization of industry via FDI has con-
tributed semiconductors, medical equipment, auto parts, elec-
tronics, and business services (including regional headquar-
ters operations) to shoes, textiles, coffee, and bananas, allow-
ing Costa Rica to overtake Chile as the most export-intensive
economy in Latin America.

One might make the same argument about Malaysia or
Thailand. What would the external observer trained in con-

4 For subcontractor relationships, contract manufacturing, and the creation of back-
ward linkages into the host economy, see Section IV of this paper.
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ventional trade and growth theory have predicted about the
development profile of Malaysia or Thailand, prior to the
globalization of the electronics, automotive, and other indus-
trial sectors via FDI? What would that external observer con-
clude today?

Empirical estimates of the benefits from trade and in-
vestment liberalization that permit the establishment of in-
ternational supplier chains between developed and develop-
ing countries reach 10 to 20 times conventional measurements
of the results for trade liberalization alone (Romer 1994). When
there are economies of scale in crossborder production net-
works, the results are larger still, with the great majority of
the benefits showing up in enhanced efficiency and greater
exports from developing countries (Lopez-de-Silanes et al.
1994; Markusen et al. 1995).

III. NEW EVIDENCE ABOUT THE IMPACT OF
FDI ON DEVELOPMENT: THE DARK SIDE

The picture of the positive impact of FDI depicted above
emerges when international companies are able to take ad-
vantage of all economies of scale, and are driven by competi-
tive pressures to upgrade their technologies, quality control
procedures, and management practices continuously. In some
instances these conditions can be met when foreign investor
operations are dedicated solely to a large unprotected host
country domestic market. More frequently, these conditions
are met when foreign investors integrate host country plants
into a global or regional supplier network to support the
parent’s position in world markets. This provides the incen-
tive structure in which it is in the parent’s self-interest to keep
the local affiliates at the frontier of best practices in the in-
dustry. Foreign affiliates that are closely integrated into the
parent’s global or regional supplier network are almost always
wholly owned and free from specific local content
requirements.
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But many foreign investor operations do not meet these
conditions. Instead, they are oriented toward small, protected,
domestic markets and/or prevented from being incorporated
into the parent’s supply chain by joint venture or domestic
content requirements imposed by the host country. The re-
sult is that the local affiliates do not achieve full economies
of scale, nor utilize the most advanced production techniques,
nor achieve the same standards of quality control.

A. Mandatory Joint Venture Requirements Hinder
Technology Transfer

In the case of mandatory joint ventures, the technology
employed averages 3 to 10 years behind the cutting edge of
the industry and the amount of technical training provided
the local managers and workers is a fraction of that received
in wholly owned counterpart affiliates. Blomstrom et al. (1992)
found that technology transfer mandates—obligations on for-
eign investors to transfer skills to local personnel, to provide
access to the parents’ patents, or to perform research and
development locally—were negatively correlated with tech-
nology inflows into the host country. Looking at Japanese
multinational firms, Urata and Kawai (2000) found a negative
coefficient for intrafirm technology transfer when host authori-
ties imposed technology transfer requirements as a condition
for setting up local operations.

It is important to note the difference between manda-
tory joint venture requirements and voluntary joint venture
alliances. Many multinational corporations seek out host
country partners to spread risk and assist with market pen-
etration. The stability of such joint ventures is reinforced for
projects involving mature technology for large, rapidly grow-
ing host country markets, such as the Shell-China National
Offshore Oil Corporation (CNOOC) plant to produce ethylene
and propylene in Guangdong.5 For rapidly changing new

5 Shell kept a 50% share of the $4.3 billion project, while CNOOC held 45% and
the Guangdong Investment and Development Company retained 5%. (Jones and
McGregor 2002).
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technology, however, multinational investors are more likely
to prefer tighter control. To penetrate the People’s Republic
of China market for film production, for example, Kodak
carefully separated its wholly owned advanced digital opera-
tions from its joint venture conventional film production (Deng
1999).

B. Domestic Content and Joint Venture Requirements
As Infant Industry Strategy

Nor does the evidence support the hope of many devel-
oping country authorities that the small, protected, foreign
affiliates might be able to grow from infant industry dimen-
sions to become fully viable on their own. The inability to
capture full economies of scale— and the utilization of tech-
nology that is not only older but different from what is found
in world class production sites—mean that such plants can
seldom be used as building blocks to create a fully competi-
tive facility.

In the automotive industry, the desire of individual
countries to maintain foreign-owned auto assembly plants in
segmented markets led to the proliferation of plants averag-
ing no more than 15,000 units output per year, whereas full
scale assembly plants required 150,000-225,000 units output
per year (United Nations Centre on Transnational Corpora-
tions 1991).6 This led to two distinct kinds of production lines:
highly automated, high precision assembly lines in world scale
plants, and small boutique plants designed to put together
semi-knocked-down and completely-knocked-down kits. In
the latter, workers hold automobile bodies together with tem-
porary jigs, install engines, transmissions, electrical systems,
seats, and other interior parts by hand, often with hand weld-
ing (Ngo and Conklin 1996).

The latter could not be used as modules to build up to
the former. Production at a modern boutique plant in Hun-

6 For the explanation of why a proliferation of small plants is likely to take place
even in large protected markets, see Eastman and Stykolt (1960). The only theoreti-
cally rigorous justification for a domestic content requirement is as a second-best
effort to offset tariff escalation on raw materials imposed by importing countries.
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gary assembling General Motors (GM) Opel car-in-a-box kits
in the late 1990s peaked at 8 units per day in contrast to an
output of 90 units per day in full-scale assembly plants (Klein
1995). The contrast in efficiency of the two production sys-
tems led to price differentials in the order of 30% for models
with older features, inhibiting exports.

The difference cannot be blamed on the Hungarian
workers—technical qualifications were as high or higher than
in other GM sites, absentee rates were lower. But GM would
have to tear down the existing Opel plant and rebuild a com-
pletely different production line if the parent were to choose
Hungary as a production site for full-scale assembly. Studies
of highly protected boutique plants in Southeast Asia show
similar results.

In the computer/electronics industry, the contrast be-
tween the high domestic content mandatory joint venture
informatics regimes of Brazil and Mexico and the wholly
owned international sourcing networks of Malaysia,
Singapore, and Thailand have been—until the liberalization
of the former—even more striking. In Latin America, interna-
tional computer companies such as Hewlett Packard and
Compaq used small joint venture plants as cash cows in highly
protected markets to reap a second round of oligopoly rents
from 2- to 4-year old technologies, charging prices 60-300%
higher than international levels, while not having to worry
that their local partners would move close enough to the
technological frontier to be able to strike out on their own
(Harvard Business School 1990).

This failed effort at infant industry development not
only penalized consumers, but held back more competitive
domestic industries—such as aerospace in Brazil, and oil
exploration and auto parts production in Mexico—that needed
high performance computer-aided design/computer-aided
manufacturing production capabilities. In what can be de-
scribed as a perverse political economy to thwart competi-
tion, Hewlett Packard and Compaq joined the protected na-
tional suppliers of domestic content inputs to lobby against
the liberalization of trade and investment in the informatics
sector of Mexico.
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In Asia, Ernst (1999) observed a similar difference be-
tween wholly owned computer/electronics production ori-
ented toward parent corporation supply chains and joint
venture high domestic content computer/electronics produc-
tion oriented toward host country markets. For the latter, there
was a lag in the introduction of the most sophisticated pro-
duction processes, management systems, inventory regulation
mechanisms, and quality control procedures.

The failure to control for whether FDI was integrated into
the parents’ supply chains, or whether FDI was oriented toward
protected host country markets, has led to important problems
of mismeasurement of the impact of foreign investment on the
host economy. Harrison (1996), Haddad and Harrison (1993),
Aitken and Harrison (1999), and Rodrik (1999) have investigated
countries that have mixed affiliates that are wholly owned and
operate with freedom to source from wherever they wish with
affiliates that operate with mandatory joint venture partners and
mandatory domestic content requirements, producing jumbled
results about the impact of FDI on host country productivity and
misleading observations about the possibility of local spillovers
and externalities. This flawed analytical method is like a medi-
cal experiment to investigate the contribution of liquids to hu-
man growth, when the liquids fed to the test patients include
cups of orange juice and cups of lye. Only recently have large-
scale statistical studies begun to take note of this fundamental
problem in previous attempts to assess the data (Carkovic and
Levine 2002).

C. Domestic Content Requirements: Harmful for Host
Country Development

Not only do domestic content and joint venture require-
ments hinder the integration effect examined earlier, but they
often damage the development prospects of the host economy
in an absolute sense. Examining 83 foreign investment projects
in some 30 developing countries over more than a decade,
Encarnation and Wells (1986) conducted cost-benefit tests that
valued all inputs and outputs at world market prices. The
results indicated that a majority of the projects generated an
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increase in host country income (from 55% to 75% of the
sample, depending upon alternative shadow price estimates).
The results also showed that a large minority (25% to 45%)
subtracted from host country income. The former were projects
with large export orientation, typically wholly or majority-
owned and free from domestic content requirements. The latter
were projects protected by various kinds of trade barriers,
including domestic content requirements; here the evidence
showed that the local economy would have been better off if
the foreign firm had never made the investment.

The divergent outcomes were bunched at the extremes,
highly favorable or highly unfavorable for the host economy.
The evaluations were not close calls.

IV. A SURPRISE IN THE DATA: BACKWARD
LINKAGES AND SPILLOVERS

The inability of foreign affiliates producing for protected
host country markets to follow an infant industry trajectory
toward international competitive performance matched the
growing disillusionment with import-substituting industrial-
ization in the 1990s. But some development strategists con-
tinued to justify the imposition of domestic content and joint
venture requirements as a way to generate backward linkages
and spillovers to local companies in the host economy. The
hope was that domestic content and joint venture mandates
might be used to create a vibrant base of supplier firms in the
domestic economy, and to avoid the screwdriver assembly
operations that were expected to accompany wholly owned
foreign operations. Over the course of the 1990s, the evidence
has turned out to be just the reverse.

The suppliers of foreign affiliates operating under man-
datory domestic content and joint venture requirements were
hobbled from the beginning by relatively small purchase or-
ders from the subscale foreign plants. In the automotive in-
dustry, for example, there are economies of scale in the pro-
duction of relatively higher value added components such as
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axles, catalytic converters, transmissions, and exhaust systems
(Ngo and Conklin 1996). Even less sophisticated inputs such
as windows, stamped or molded plastic parts, and electrical
harnesses have scale economies which local suppliers could
seldom achieve in selling to foreign-owned kit assemblers.
The incentive of the foreign affiliates to invest in the perfor-
mance of suppliers, moreover, turned out to be quite weak in
comparison to the intense motivation to ensure low price,
timely delivery, and high quality control when the parent
investors used local firms as an extension of their interna-
tional supplier networks.

In the computer/electronics industry the contrast was
even more striking. In Latin America, indigenous firms sup-
plying foreign plants as part of domestic content arrangements
could not achieve the economies of scale needed to use high
precision production techniques, and had to rely on hand
soldering of assemblies instead (Harvard Business School
1990; Cline 1987). They could not achieve the economies of
scale required to work with advanced composite materials,
and had to rely on outdated fiberglass and aluminum casings,
for example, for computers. The economies of scale needed
to introduce the advanced quality control procedures that were
becoming the standard throughout the international industry
could not be achieved also.

A. Local Suppliers to Join the Club

For wholly owned affiliates that were free to source from
wherever was most advantageous, however, there turned out
to be a powerful self-interest in developing a supplier base
that gave the parent an edge in international markets. In the
auto industry, European and US plant managers took local
suppliers into their own training programs to ensure efficient
production, prompt delivery, zero defect levels, and team
spirit. Japanese plant managers formed the cooperation clubs
oriented toward punctual delivery and devotion to quality for
which the parent keiretsu was famous in the home economy.
These self-interested efforts on the part of foreign investors
provided the route for domestic firms to join the ranks of
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certified Original Equipment Manufacturers (OEM) and Re-
placement Equipment Manufacturers whose numbers grew
from hundreds to thousands of firms.

In the computer/electronics industry, local suppliers to
foreign-owned plants oriented toward production for inter-
national markets were able to achieve the economies of scale
needed to utilize high precision production techniques, ad-
vanced composite materials, and advanced quality control
procedures, often established under the direct supervision of
the foreign buyers. Lim and Fong (1982, 1991) and Ernst (1999)
began to note a rise in the role of foreign investors as super-
visors in ensuring the productivity, low cost, and low rejec-
tion rate of local suppliers in Malaysia, Singapore, and
Thailand. Rasiah (1993, 1994, 1995) documented the growing
practice of foreign semiconductor and telecommunications
investors contracting out for design as well as manufacture of
components and sub-assemblies, with engineers from the
foreign buyer and the supplier company working on the
projects together.

The flow of production methods, quality control prac-
tices, and management procedures back to local suppliers
included genuine externalities, as improvements spread
within the host economies in ways that could not be captured
by the foreign investors. The externalities included export
coaching as the multinational investors linked host country
suppliers to other users within their own corporate network,
and then encouraged them to sell more widely so as to maxi-
mize economies of scale.7

The number of cases in which foreign buyers helped
local suppliers to penetrate international markets, selling first
to sister plants and then to independent purchasers, grew
rapidly. Over the course of the 1990s, the pattern of contract
manufacturing became the new model for an authentic infant
industry development strategy.

7 For a rigorous examination of externalities, see Moran (2001) and Aitken et al.
(1997). It should be noted that foreign direct investors are typically careful to avoid
technology transfer in a horizontal direction that might create rivals, but are willing
to invest in technology and managerial transfer in a vertical direction to improve
the productivity and quality of their supply chains (Caves 2002).
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Indeed the potentially potent interaction between for-
eign investors and purchasers of local contract suppliers has
prompted revisionist characterizations of the dynamics of
development of newly industrialized economies in Asia. The
conventional depiction tended to contrast Hong Kong, China
and Singapore as economies that utilized multinational in-
vestors as the catalyst for growth, with Republic of Korea
(henceforth Korea) as taking a more closed approach, leaving
Taipei,China somewhere in between. Hobday (1995, 2000) and
other revisionists have argued, however, that there is greater
similarity than the conventional picture suggests because all
four relied more heavily on contract manufacturing and OEM
relationships than is generally acknowledged (Sachwald 2001).

All four economies, in this account, depended upon
international companies to provide design plans, production
processes, and quality control procedures to local firms as
part of a strategy to ensure that the latter were prepared to
meet the demands of international markets. This OEM/con-
tract manufacturing model finds strong support in the com-
puter/electronics sector, but has been evident in sectors as
diverse as cameras and bicycles as well. In Korea, the national
champion chaebol in electronics grew up via subcontracting
arrangements with foreign multinationals. As late as the end
of the 1980s, 60-70% of all Korean electronics exports—in-
cluding 60% of Samsung, Lucky Goldstar, and Hyundai ex-
ports—left the country via OEM contracts.

In a similar process, scores of firms in Taipei,China
moved up the ladder from selling components for simple
consumer electronics to contract manufacturing of more so-
phisticated monitors, power supplies, and motherboards for
computers. Those companies in Taipei,China that became
most successful—including Acer, Wyse, Tatung, and Mitac—
evolved from producing sub-assemblies on contract, to manu-
facturing personal computers of indigenous design to be
marketed under the label of external buyers.
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B. Catch Up May Depend on Technological
Sophistication

How arduous this process of imitation and catch up
turns out to be in practice appears to be a function of the
technological sophistication and pace of change in the inter-
national industry. Lipsey (2000) has compared the evolution
of electrical machinery production (consisting largely of con-
sumer electronics and parts where the technological sophis-
tication and pace of change was relatively slower) with non-
electrical machinery production (consisting largely of com-
puters and accessories where the technological sophistication
was relatively faster) in Hong Kong, China; Indonesia; Korea;
Malaysia; Philippines; Singapore; Taipei,China; and Thailand.
In the former, the subsidiaries of US and Japanese investors
accounted for more than half of exports in 1977, but were
overtaken by indigenous producers and produced no more
than 22% of exports in the mid-1990s. In the latter, the sub-
sidiaries of US and Japanese investors produced approximately
20% of exports at the end of the 1980s, and maintained that
fraction throughout the l990s. Exports from local producers
expanded steadily in absolute terms but did not overtake the
foreign investor share of the market.

In the contemporary period, economies of scale and the
transaction costs of outsourcing lead some international com-
panies to consolidate their supply relationships with a smaller
number of larger OEM suppliers, at least in the electronics
and automotive sectors (Sturgeon and Lester 2002; Doner et
al. 2002; Ernst 2002). Some of these suppliers are firms from
the developed economies that have become multinational
producers themselves. Other suppliers are firms from the more
successful developing countries. This in turn gives rise to
second- and third-tier supplier-to-the-supplier as well as
supplier-to-the-assembler possibilities.

C. A Model for Expanding Backward Linkages

The negative results from trying to develop high-qual-
ity local suppliers via domestic content and joint venture
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requirements have already been demonstrated. How to accom-
plish the task of developing high-quality local suppliers with
positive results is remarkably understudied, given its impor-
tance for development strategy. Some steps to improve un-
derstanding of how to promote backward linkages can be found
in United Nations Conference on Trade and Development
[UNCTAD] (2001b) and McKendrick et al. (2000).

An important model can be found in the Economic
Development Board of Singapore (UNCTAD 2001b). The Board
reimbursed the salary of managers on the staff of each partici-
pating multinational investor if these managers would invite
local companies to their quality and process training programs,
and would help identify which of them showed promise of
becoming internationally competitive suppliers. As part of the
Local Industry Upgrading Program, the foreign affiliate would
often recommend specific machinery for the local firms to
buy to upgrade their own performance, for which the Small
Industry Finance Scheme would provide loans that will be
repaid out of sales to the foreign investor.

The key has been to rely on foreign investors as talent
scouts to point out promising suppliers and help them obtain
the assistance they need to follow recommendations about
equipment and training, without requiring the foreigners to
buy specific amounts of supplier output or to join ownership
with the supplier firms. This approach to vendor develop-
ment has appeared to be transparent and competitive enough
to avoid the danger of cronyism. The formula for success has
been lighthanded facilitation on the part of the host authori-
ties rather than mandatory controls and requirements.

D. Buildup Strategies: Creating the Complementary
Conditions

Using foreign investors to create backward linkages can-
not be successful in the absence of other host country policies
that might be grouped under the rubric of buildup—as opposed
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to trickle-down strategies for development.8 Buildup strategies
are composed of a macroeconomic component that provides low
inflation and a realistic exchange rate, a microeconomic compo-
nent that rewards saving and investment, and an institutional
component that encourages legal and regulatory consistency
and discourages red tape and corruption. They depend upon
reliable infrastructure and require that indigenous firms receive
the same business-friendly treatment—including access to com-
ponents and services at competitive international prices—that
foreign investors need.

Finally, buildup strategies demonstrate a very high
payoff to even modest amounts of vocational training and skill
development, often at the high school or vocational school
level (Moran 2002). The evidence shows that presence of
trained and trainable workers acts as a strong magnet to at-
tract foreign investors in electronics, auto parts, chemicals,
industrial and medical equipment, and business services,
helping the host country to move from lowest-paid to higher-
paid activities. This offers host countries access to much larger
amounts of FDI. On an annual basis, the flow of FDI to elec-
tronics, auto parts, chemicals, industrial and medical equip-
ment, and business services is 20 times greater than the flow
to garments, footwear, leather products, and toys.

This progression from low-skilled to slightly higher-
skilled operations has an important social externality, since
it turns out to be the strongest force to improve the treatment
of workers in the host countries.9 Not only are wages and
benefits two to five times higher, but access to health care,
child care, on-the-job and off-the-job training are more preva-
lent. The improved treatment of workers often has an insti-
tutional character, moreover, as better worker-management
relations spill over from the semi-higher-skilled plants to the
low-skilled plants still producing labor-intensive products like
garments and footwear.

8 For buildup strategies to use FDI for development, see Moran (2002).
9 Moran (2002) tests the hypothesis that firms improve worker treatment in their
own self-interest as they need to attract and maintain a workforce that produces
increasingly sophisticated products with high quality control standards. The results
of the test are positive.
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These results about the generation of backward link-
ages have important implications for possible trade and in-
vestment negotiations. So does the examination of contempo-
rary best practices in international investment promotion.

V. FOREIGN INVESTMENT PROMOTION

The accumulation of new evidence about the difference
in the relationship between parent and subsidiary as a func-
tion of whether a given plant was to be incorporated into the
global competitive strategy of the parent, or was to be ori-
ented merely toward supplying a protected local market, has
helped revolutionize the design of investment promotion for
developing countries.

Over the course of the 1970s and 1980s, there emerged
a bifurcation in the approach developing countries took to-
ward attracting FDI and harnessing international companies
to meet host country development goals. For countries whose
primary strategy was import substitution, the approach was
largely reactive, exchanging access to the domestic market for
a commitment on the part of foreign firms to meet substantial
performance requirements. For countries whose primary
development strategy was export promotion, the approach was
much more proactive, searching out international companies
that might be able to use the host economy as an export
platform.

The first approach depended upon the appeal of a lu-
crative protected host market to attract foreign investors. It
offered international companies a chance to use older tech-
nology to reap a second round of oligopoly rents from out-
dated products without much threat that indigenous compa-
nies could use their relationship as partners or suppliers to
challenge those companies in international markets.

The second approach depended upon searching out
those foreign companies that needed low-cost assembly sites
to maintain (or regain) their position in international markets.
Countries that followed this second approach feared, however,
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that they would be condemned to receive only screwdriver
plants with low value added and few backward linkages—an
apprehension that has only recently begun to be dispelled, as
indicated above.

The revolution in the design of investment promotion
can be traced in the first instance to the problems of import
substitution as a development strategy. But it also must be
traced to evidence about the attractiveness of the second
approach. The accumulation of data showing the failure of
domestic content and joint venture performance requirements
to generate world class producers (foreign-owned or domes-
tic) was accompanied by mounting evidence that export plat-
form investment could be deepened and upgraded to make a
particularly valuable contribution to host country develop-
ment, as summarized earlier.

An in-depth cost-benefit study of investment promo-
tion strategies commissioned by the World Bank in 1990
showed the clearly positive impact of outward-oriented for-
eign investment and the clearly negative impact of protected
inward-oriented investment on host country development—
demonstrating a high return to the proactive approach of
marketing a country (Wells and Wint 1990). The study looked
at the investment promotion efforts of Canada, Costa Rica,
Ireland, Jamaica, Malaysia, Scotland, Singapore, Thailand, and
the United Kingdom (UK) and showed that investment pro-
motion agencies that designed customized packages of regu-
latory information for specifically targeted industries, backed
by streamlined approval processes, generated benefits with a
net present value of $4 for every $1 spent, concentrated almost
exclusively (19 to 1) in export-oriented operations with no
domestic content or joint venture requirements.

This high payoff to proactive marketing of a country to
foreign investors became more comprehensible, from a theo-
retical point of view, with an appreciation that the foreign
investment decision does not originate within an omniscient
multinational corporation searching the globe for every prof-
itable opportunity. Rather, the foreign investment decision-
making process features international companies reluctant to
make irreversible commitments under uncertainty, when
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uncertainty can be reduced only by trying out a new produc-
tion site for an extended period of time (Dixit and Pindyck
1994). Host countries that can help investors overcome mar-
ket failures in the area of asymmetric information and signal-
ing—analogous to helping a used car buyer overcome the fear
of being stuck with a lemon—have a large advantage over host
countries that cannot or do not (Akerlof 1970).

The design of investment promotion strategies for de-
veloping countries has been further refined in case study
materials (see, for example, Spar 1998). The importance of
the proactive approach, designing investment packages with
no domestic content, technology sharing, or joint venture
requirements, has been reaffirmed in the comparison of for-
eign investment promotion strategies among Costa Rica,
Ireland, and Singapore by the Inter-American Development
Bank.

A recent study on the10-year retrospective on “Market-
ing a Country” highlighted a new and overlooked phenom-
enon: the role of the developers of industrial parks or export
processing zones in attracting new waves of FDI (Wells and
Wint 2000). Such developers have a self-interest in marketing
a country, and in helping new entrants to establish contacts
with already satisfied investors to provide credible informa-
tion on the opportunities for setting up a new site. Investor-
developers have been particularly effective in moving some
host countries up the ladder from low-skilled to higher-skilled
activities through industrial parks and export processing
zones.

As indicated earlier, investment promotion alone can-
not be successful in the context of macro imbalances (espe-
cially overvalued exchange rates and high inflation rates),
micro imbalances (policies that do not reward savings and
investment), and institutional imbalances (lack of reliable
commercial law and other regulatory structures, and abun-
dance of red tape and corruption). When combined with
appropriate macro, micro, and institutional reforms, however,
the evidence suggests that well-designed investment promo-
tion efforts can slowly help spread FDI beyond the historical
overconcentration in a handful of countries. The results need
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not be limited to more advanced developing countries. The
results do not support currently popular theories of geographi-
cal or cultural determinism (Sachs 2001). The Dominican
Republic, El Salvador, Madagascar, Mauritius, Mozambique,
and Uganda, for example, have shown that tropical econo-
mies or African economies do not have to consider themselves
condemned to living without FDI.

Multilateral financial institutions have taken an active
role in capacity building in foreign investment promotion.
Best practices include host country websites with internet
capabilities to access relevant legal texts and regulations, links
to relevant ministries, and direct contact to existing investors
and industrial park developers, all updated on a continuous
basis. The goal is to reduce the search costs for prospective
investors, and to afford enhanced credibility about the results
of the search. Such multilateral and bilateral agencies also
provide advice on how investment promotion agencies might
be structured, and offer training for investment promotion
officers. Much of the content of such instruction reflects the
insights about beneficial, and detrimental, foreign investment
policies, as summarized in the preceding sections of this paper.
This analysis of contemporary models for investment promo-
tion can help clear up some misconceptions about host coun-
try screening that will emerge as central elements in the dis-
cussion of issues raised in the WTO Working Group on the
Relationship Between Trade and Investment in Sections VII
and VIII of this paper.

From the Notes prepared by the WTO Secretariat, and
in the summary of perspectives within the WTO Working
Group on the Relationship Between Trade and Investment,
the external observer might gain the impression that the au-
thorities in some countries (primarily developing countries)
do screen foreign direct investors and that the authorities in
other countries (primarily developed countries) do not.

The reality is otherwise. Virtually every country, and
every investment promotion agency in the world screens FDI
at some level. This is in part because of the escalation in
locational investment incentive packages in developed and
developing countries, as documented in Section VIII. Screen-
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ing may take place at the state/provincial and municipal level.
Authorities with official responsibility for promoting invest-
ment review exhaustive pre-establishment plans that catalog
prospective plant jobs, indirect supplier jobs, revenues, in-
frastructure support, and other benefits for the local commu-
nity no less in Charleston or Leipzig than in Manila or San
Jose.

To anticipate the argument given in Section VII, the key
issues for possible negotiations on trade and investment do
not involve whether a given country has agencies engaging in
screening or not. The key issues involve whether host authori-
ties engage in light-handed encouragement of firms to take
part in vendor development programs and vocational train-
ing programs or impose heavy-handed domestic content, tech-
nology sharing, and joint venture requirements; the key is-
sues involve whether host authorities generally encourage
foreign investors to establish operations wherever there are
profitable opportunities (perhaps with a small list of exclu-
sions) or prohibit foreign investors from setting up operations
where they might compete with domestic companies (perhaps
with a small list of liberalized sectors).

VI. THE LINK BETWEEN TRADE AND
INVESTMENT: THE TRIMS AGREEMENT

The TRIMs Agreement that emerged from the Uruguay
Round commits all countries to phase out domestic content
requirements and import-export balancing requirements
placed upon foreign firms. Developed countries had a 2-year
time limit to end the use of these measures. Developing coun-
tries had a 5-year time limit. Least developed countries had
a 7-year time limit. Both developing and least developed
countries could petition for an extension of the phaseout
obligation. Joint venture and technology sharing requirements
were not covered. Neither were export performance require-
ments. The TRIMs Agreement provided for a self-review
launched in 2000.
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When countries first staked out their positions during
the early TRIMs negotiations of the Uruguay Round begin-
ning in 1986, the question of whether domestic content re-
quirements (and joint venture requirements) might be help-
ful or harmful for development was debated largely on the
level of theory and ideology, without careful empirical ex-
amination. In the subsequent 16 years, the evidence—pre-
sented in the earlier sections of this paper—has shown quite
decisively how counterproductive and damaging domestic
content requirements are for host country development, and
how beneficial a policy of allowing wholly owned subsidiar-
ies unencumbered by local content mandates can be for host
country growth and development.

In discussions about the TRIMs Agreement review—and
at the WTO Ministerial Conference in Doha—some develop-
ing country trade negotiators pressed for language quite at
odds with this new evidence (WTO 1999; UNCTAD 2001a).
Several host countries have continued to assert that the use
of domestic content requirements constitutes an extremely
useful policy tool, ensuring linkages of FDI with domestic
economic activities, and acting in several other ways as an
important instrument in the development process.10 The tone
has suggested that some developing country authorities might
wish to reopen the TRIMs Agreement all over again.

Quite independent of developed country opposition to
any move of this sort, such an approach would simply not be
in the developing countries’ own self-interest in development.
On the contrary, the more beneficial option might be to ex-
pand the TRIMs Agreement to include a prohibition on joint
venture and technology sharing requirements.

This conclusion will emerge again in the next section
of this paper, in the discussion of Development Provisions in
prospective trade and investment negotiations after the Fifth
WTO Ministerial Conference in 2003, along with a recapitu-
lation of the earlier findings about the harmful impact of
domestic content requirements.

10 They have also asserted that joint venture requirements encourage indigenization.
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In addition to debate about the development impact from
using domestic content requirements, some countries have
questioned the equity of requiring a pace of implementation
for developing countries more rapid than what developed
countries accepted in other Uruguay Round/WTO trade obli-
gations. Other countries have been concerned about the dis-
locations and difficult adjustments that will be imposed on
uncompetitive firms and workers.

A compromise that would balance the new empirical
evidence about an effective development strategy with less
developed countries’ concerns about equity and adjustment
would be to allow longer phaseout periods for existing TRIMs
in exchange for a specific schedule for drawing down the
TRIMs protection. This has the advantage of sending the
appropriate market signals to firms and workers, providing a
stimulus to upgrade their operations to competitive status or
to shift resources out of uncompetitive activities. This is the
approach that the WTO Council on Trade in Goods has ap-
proved for several individual cases, including Chile, Malay-
sia, Philippines, Romania, and Thailand. This approach might
be endorsed in the discussions that precede the 2003 WTO
Ministerial Conference.

But the evidence presented earlier shows that this
should not in fact be considered a concession that developing
countries are obliged to make because developed countries
have demanded it as part of the Uruguay Round final pack-
age. The reaffirmation of the original TRIMs Agreement di-
rectly serves the economic self-interests of the developing and
least developed countries.11

There would be a political-economic externality, more-
over, from having the WTO insist upon a specific schedule
for drawing down TRIMs protection, because this would
undermine the ability of foreign investors with domestic
content requirements in protected markets to use their politi-
cal clout, and that of their workers, to slow the pace of host

11 See the discussion of Development Provisions in the next section of this paper for
analysis of the faulty proposition that policies that are damaging to the growth and
welfare of middle-level developing countries might nonetheless be appropriate for
use by least developed countries.
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country liberalization, as has already happened in Eastern
Europe and Latin America. A. V. Ganesan, former Minister of
Commerce of India, for example, has pointed out that auto-
motive companies that claim to want to end domestic content
requirements worldwide have nonetheless pressed for their
continuation in India (Ganesan 1999). A specific timetable
for the elimination of domestic content requirements would
undercut what has become a perverse political economy in
which foreign investors seek to preserve their ability to col-
lect a second round of oligopoly rents from older technol-
ogy—as documented earlier—behind host country protection.

VII. ISSUES FOR TRADE AND INVESTMENT
NEGOTIATORS COMING OUT OF

THE DOHA MINISTERIAL CONFERENCE

It is difficult, and quite speculative, to try to deduce
from the arguments presented prior to the Doha Ministerial
Conference, from the documents coming out of the Doha
Ministerial Conference, or from the materials submitted to the
WTO Working Group on the Relationship Between Trade and
Investment (WGTI) subsequent to the Doha Ministerial Con-
ference what negotiating scenarios might emerge in the move-
ment toward the next Round.

In Paragraphs 20 and 22 of the Ministerial Declaration
in Doha (WTO 2001), trade ministers concurred that:

Recognizing the case for a multilateral framework
to secure transparent, stable and predictable con-
ditions for long-term cross-border investment, par-
ticularly foreign direct investment, that will con-
tribute to the expansion of trade, and the need
for enhanced technical assistance and capacity-
building in this area as referred to in paragraph
21, we agree that negotiations will take place after
the Fifth Session of the Ministerial Conference on
the basis of a decision to be taken, by explicit
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consensus, at that Session on modalities of nego-
tiations (Paragraph 20).

In the period until the Fifth Session, further work
in the Working Group on the Relationship Between
Trade and Investment will focus on the clarifica-
tion of: scope and definition; transparency; non-
discrimination; modalities for pre-establishment
commitments based on a GATS-type, positive list
approach; development provisions; exceptions
and balance-of-payments safeguards; consultation
and the settlement of disputes between Members.
Any framework should reflect in a balanced
manner the interests of home and host countries,
and take due account of the development poli-
cies and objectives of host governments as well
as their right to regulate in the public interest. (…)
Due regard should be paid to other relevant WTO
provisions. Account should be taken, as appro-
priate, of existing bilateral and regional arrange-
ments on investment (Paragraph 22).

The ambiguity in Paragraph 20 seems to emphasize that
vigorous debate is expected at the 2003 WTO Ministerial
Conference, and in the period leading up to it, on the struc-
ture and content (modalities) of subsequent trade and invest-
ment negotiations.

Paragraph 22 lays out the areas that will be the starting
point for such debate. This section of the paper will attempt
to sketch out the key issues for consideration in each of the
areas identified in Paragraph 22.12

A. Transparency

The Secretariat of the WTO has provided the WGTI with
a Note indicating that ensuring transparency, as defined in

12 As for scope and definition, this paper has been directed to look at FDI, not other
types of foreign investment, such as equity investment or portfolio investment.
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international commercial treaties, typically involves three core
requirements: (i) making information of relevant laws, regu-
lations, and other policies publicly available; (ii) notifying
interested parties of relevant laws and regulations, and of
changes to them; and (iii) ensuring that laws and regulations
are administered in a uniform, impartial, and reasonable
manner (WTO 2002a).

Clear and predictable rules and procedures, the
Secretariat’s Note argues, are the foundation of a rules-based
system. A prerequisite for the rule of law is that all relevant
rules can be understood by those affected. Legal rights and
obligations should be publicly available, and enforced only
after the parties subject to them have had a chance to become
acquainted with them.

Reinforcing the importance of ensuring transparency,
the Government of Japan has provided the WTO WGTI with
the results of a survey on barriers to the investment activities
of Japanese companies operating overseas. The lack of trans-
parency was featured at the top of the list. Japanese investors
reported that host governments frequently provided very little
information on investment-related laws and regulations, that
governmental enquiry points were not clearly specified; that
numerous ministries overlapped and duplicated responsibili-
ties with regard to foreign investor activities as did federal,
state, and municipal governments; that information gather-
ing incurred a high cost; and that relevant documents were
available only in the local language, a practice which was not
only inconvenient but led to differences in interpretation
(WTO 2002d; Nippon Keidanren 2002).

The WTO Secretariat reported broad agreement within
the WGTI that transparency is important for creating a cli-
mate attractive for inducing flows of FDI (WTO 2002a). The
point was made that there were technical and capacity con-
straints in providing greater transparency, however, that could
prove burdensome to some developing and least developed
countries (WTO 2002a).

Given the evidence introduced earlier in this paper—
about the growing importance for investment promotion agen-
cies to use the internet to provide legal texts and near real
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time regulatory updates, to furnish direct online access to
relevant ministries, to offer links to satisfied investors—ef-
forts to improve transparency would enhance the ability of
developing countries to attract foreign investment. Moreover,
this would appear to be a natural area for assistance in capac-
ity building and support. As indicated earlier, multilateral
development institutions have vigorous programs of help in
this area. Endorsing a commitment to greater transparency
might therefore appear to be an area for easy agreement in
prospective trade and investment negotiations.

What is striking, however, in the discussion of the prin-
ciple of transparency, is the exclusive preoccupation with
making government regulations more transparent. There is
no parallel provision for making investor practices more trans-
parent—even limited to voluntary and nonbinding reporting
on the part of investors—regarding labor, gender, environmen-
tal, and other social practices. Earlier reports, in contrast, have
devoted considerable attention to procedures for international
investors to attest to, and report on, their own standards of
behavior, perhaps only on a voluntary basis. The 1998 Report
of the WTO WGTI, for example, raised the issue of including
international investor responsibilities alongside host country
government responsibilities, contrasting the Guidelines for
Multinational Enterprises of the Organisation for Economic
Co-operation and Development (OECD) with the draft Code
of Conduct for Transnational Corporations of the United Na-
tions (UN) (WTO 1998).

This one-sided emphasis on host country transparency
would appear to be quite dated. Since 1998, there has been
a dramatic expansion in the number of mechanisms for vol-
untary reporting of business practices as part of efforts to
strengthen corporate governance. The European-based Ethi-
cal Trading Initiative estimates that approximately 85% of all
large US companies have adopted some kind of social respon-
sibility guidelines; a survey of Canadian companies confirmed
the adoption of corporate codes of conduct of approximately
the same magnitude. In the UK, more than 60% of the largest
corporations have published codes of conduct, up from 18%
a decade ago. Japan’s Keidanren has taken an active role in
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designing and promulgating a Charter for Good Corporate
Behavior.

Progress with regard to objective monitoring of compli-
ance with the declared codes of conduct—and with regard to
making the results public—has been contentious. But the trend
line has been positive. After initial resistance, the US-based
Fair Labor Association, for example—whose members include
major footwear and apparel companies, with a waiting list of
1,000 international firms—adopted changes in the spring of
2002 that would make its monitoring results publicly avail-
able. In April 2002 the Global Reporting Initiative (GRI) was
inaugurated under UN auspices, to promote self-reporting by
firms on economic, environmental, and social practices, within
a standard framework analogous to financial audits. UN Sec-
retary-General Kofi Annan launched a Global Compact with
the International Labour Organization to involve multinational
corporations, labor organizations, and nongovernment orga-
nizations (NGOs) in making the contribution of international
companies to development more transparent and more respon-
sible. The Secretary-General suggested that participation in
the GRI’s nine-point principles covering human, labor, and
environmental issues could provide a means to fulfill the
expectations set out in the Global Compact. In June 2002 the
European Parliament passed a Resolution calling on all Euro-
pean Union (EU) companies to publish GRI reports.

It would be logical to expect therefore that the discus-
sions of the WTO WGTI on transparency might consider the
participation of international investors in mechanisms—per-
haps beginning with voluntary self-reporting mechanisms, at
least initially—that provide publicly available information
about the economic, social, and environmental standards and
practices of their firms.

In addition, transparency involves more than simply
reporting on standards and practices. There is also the issue
of whether the parties to be covered by host country stan-
dards and practices should be given prior notification and
offered an opportunity to provide comment on the laws and
regulations that might result. This in turn opens up the sen-
sitive issue of the extent to which foreign investors might
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influence the design and formation of host country laws and
regulations.

Further complicating the ostensibly simple subject of
transparency, the Note of the Secretariat of the WTO to the
WGTI makes it clear that the general and specific transpar-
ency provisions within WTO Agreements do not require WTO
Members to disclose confidential information which might
prejudice commercial interests of particular enterprises (WTO
2002a). As will be seen later in the discussion of dispute
settlement, and in the analysis of NAFTA Chapter 11, this
proviso has caused considerable concern about the degree to
which agencies or individuals not party to a specific quar-
rel—including elected officials in a given host country—can
gain access to documents and proceedings that involve a
foreign investor.

Finally, under the rubric of transparency, the WTO
Secretariat’s Note moves beyond making rules, practices, and
procedures publicly available and notifying the parties cov-
ered of changes, into the realm of ensuring uniform, impar-
tial, and reasonable application and review.

Ensuring uniform, impartial, and reasonable applica-
tion and review, in turn, requires analysis of what constitutes
discrimination and nondiscrimination.13

B. Nondiscrimination

The issues that surround discrimination and nondis-
crimination toward foreign investors—the obligation of host
countries to provide right of establishment, national treatment,
and most favored nation (MFN) treatment—are among the most
vexing of all trade and investment topics.

In the textbook treatment of the neoclassical world of
perfect competition, the nationality of firms and investors
appears irrelevant. All companies attempt to maximize their
profits in the same manner. Those that are most productive

13 WTO (2002d) also alluded to the frequent and sudden change of regulations, greatly
disrupting business operations and preventing long-term planning, thus leading to
consideration of stability and thereby to what constitutes fair and reasonable treat-
ment, considered later.
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succeed, those that are less productive fail. The sectors in
which investment takes place depends upon a country’s given
factors of production, and is determined by international
comparative advantage.

FDI, however, takes place in imperfectly competitive
industries. The theory of FDI requires barriers to entry in order
for firms to set up operations in external countries, rather than
simply exporting products or licensing the use of their skills
(Dunning 1993). The data on FDI show that multinational
corporations enjoy varying degrees of market concentration
(Frischtak and Newfarmer 1993). This raises concerns about
sovereignty, national security, and competition policy. It also
opens the door to struggles among countries to capture or shift
rents—that is, to secure the location of attractive segments of
economic activity within their own borders—an issue that
requires more detailed attention later (Krugman 1989).

In the past, the worry about having to rely on quasi-
monopolistic external companies for provision of vital goods
and services has led national governments to make distinc-
tions among firms on the basis of their nationality, sometimes
reserving sectors for home country firms, sometimes subject-
ing foreign firms to special supervision and special require-
ments. But experience has shown that the most effective
mechanism for minimizing the problems of dependence upon
foreign suppliers is to allow domestic and international forces
to work so as to maximize competition. The record of the past
two decades shows many countries growing more comfort-
able with allowing international investment in sectors—such
as media, telecommunications, energy, aerospace, and even
diversified arrays of military-related suppliers—that have
traditionally been highly sensitive with regard to foreign
ownership. Governments have grown increasingly willing to
accept international acquisitions, international corporate al-
liances, and crossborder green field investments within their
economies, subject only to a nondiscriminatory domestic
competition policy (Graham and Richardson 1997).

Most countries continue to maintain exceptions to right
of establishment and nondiscriminatory treatment, however.
As will be seen later, while NAFTA endorsed the principle of
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right of establishment and right to national and MFN treat-
ment, for example, all three signatories wanted to exclude
certain sectors. Many bilateral investment treaties (BITs) have
remained unratified, after they have been signed by heads of
state, because the congressional or parliamentary representa-
tives in the countries involved have wanted to maintain the
strategic right, at least in principle, to exclude foreign partici-
pation in particular sectors and/or to maintain the tactical
ability to exact concessions at the moment of entry.

There is a logic, moreover, that has—in previous at-
tempts to negotiate trade and investment agreements—trans-
ported negotiators from national and MFN treatment into the
realm of minimum standard of treatment, reverse discrimina-
tion in favor of foreign investors, and surrender of sovereignty.
What is this logic?

National treatment is the obligation to accord foreign
investments and investors treatment no less favorable than
that accorded to indigenous domestic investors in like situ-
ations. MFN treatment is the obligation to accord investments
and investors no less favorable treatment than that accorded
to investors from other treaty signatories who are in like situ-
ations. The possibility exists, of course, that a host govern-
ment may treat indigenous investors poorly, and may treat
other foreign investors poorly, so that nondiscrimination serves
only to guarantee business-unfriendly practices for all. As a
consequence, the question naturally arises as to whether some
minimum standard of treatment—some interpretation of what
constitutes fair and reasonable treatment—should underpin a
commitment to nondiscrimination. As will be seen later in
the discussion of dispute settlement and in the examination
of NAFTA Chapter 11 experience, this opens the door to the
charge that foreign investors will inherently enjoy greater
rights than domestic firms, as may be determined by supra-
national tribunals.

Nondiscrimination is also based on comparing the way
one investor is treated with the way another investor is treated,
requiring consideration of what constitutes similar circum-
stances or like situations. While it is perfectly reasonable to
want to prohibit the singling out of firms for adverse host
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country action on the basis of their country of origin, what is
the appropriate reference group to make the comparison be-
tween investors? Since many public policy objectives—in the
area of health and safety, and environmental standards, for
example—are accomplished by progressively tightening the
regulatory regime surrounding business operations, the abil-
ity of host authorities to require new foreign investors to
maintain higher standards than old—or grandfathered—do-
mestic investors is called into question.

Nondiscriminatory treatment for already established
investors has traditionally been considered less controversial
than pre-establishment right of establishment, national treat-
ment, and MFN treatment. But, even in the case of already
established investors, questions about whether foreign inves-
tors are entitled to certain minimum kinds of treatment, about
how to determine when similar circumstances exist to com-
pare treatment, about where a foreign investor can complain
when that investor feels discriminated against (dispute settle-
ment), and about what compensation that investor is entitled
to (requiring a definition of expropriation and regulatory tak-
ings) have proven troublesome.

For both pre-establishment and post-establishment treat-
ment of investors, one approach is for a host country to list
the sectors it wants excluded from right of establishment (a
negative list) and to open all other sectors to external invest-
ment without discrimination. A second approach is for the
host country to list the sectors where it is willing to grant
right of establishment to external firms without discrimina-
tion (a positive list), while reserving all other sectors for
possible exclusion or denial of national or MFN treatment.

Investors often favor the negative list approach in which
countries make commitments across the board and only sched-
ule reservations for specific sectors, arguing that this tends to
lead to narrower exceptions because countries spell out spe-
cific restrictions rather than declare blanket exceptions for
entire sectors (Inside US Trade 2002d, 13). The presumption
is that investment is welcome in all except the listed sectors.
This was the approach taken in NAFTA Chapter 11, discussed
later. The negative list approach has also been followed in the
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Japan-Korea BIT and the Japan-Singapore Economic Partner-
ship Agreement (WTO 2002d). Developing countries often
favor the positive list approach since it affords them more
flexibility in scheduling exemptions, as in GATS, discussed
next.

C. Modalities for Pre-Establishment Commitments Based
on a Positive List Approach

GATS covers policies that WTO members apply to the
establishment of a commercial presence by foreign service
suppliers (WTO 2002c). GATS specifies where commitments
to liberalization are being made—positive lists—rather than
making broad commitments to liberalization and listing
exceptions.

Under the GATS, each member can decide what spe-
cific market access commitments it will undertake, and sched-
ule these commitments—bind these commitments—using a
positive list. If a WTO member does not list a specific com-
mitment to permit foreign service suppliers to establish a
commercial presence in a particular service sector, then that
WTO member is not required to grant foreign service suppli-
ers entry to that sector. A WTO member can attach conditions
and qualifications to their obligation to avoid certain restric-
tions and to their obligation to apply national treatment in
scheduled sectors, using a negative list.

The GATS model has important implications for pre-
establishment MFN treatment. The GATS requires a member
to grant MFN treatment unconditionally with respect to any
measure affecting trade in services in all sectors where it
permits the entry of foreign service suppliers. When a WTO
member schedules a market access commitment in a particu-
lar sector, it is required to allow, on an MFN basis, foreign
service suppliers to establish a commercial presence in that
sector.

In its Note the WTO Secretariat reports that many in
the Working Group on the Relationship Between Trade and
Investment have viewed the GATS-type, positive list approach
to scheduling market access commitments and related policy
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obligations as a realistic way of approaching multilateral rules
on investment, providing balance between policy discipline
and flexibility for developing countries. On 27 June 2002, the
EU, Japan, and Korea all tabled papers endorsing the use of
the positive list approach, with Brazil, India, and Malaysia
expressing more support for this perspective than for the use
of negative lists (WTO 2002d, 2002e, 2002f; Inside US Trade
2002d). Canada and the US, in contrast, do not want to rule
out a framework built upon negative lists, as in NAFTA
Chapter 11.14

No matter which approach might be adopted, however,
the award of right of establishment and nondiscriminatory
treatment for investors upon entry—as in the case of already
established investors—opens the door to difficult questions
regarding determination of like circumstances, minimum stan-
dards of fair and equitable treatment, reverse discrimination
and special rights for foreign investors, complaint procedures
and dispute settlement, and expropriation, regulatory takings,
and compensation. The inherent links between these topics
will be seen in the examination of NAFTA Chapter 11.

D. Development Provisions

The record of the WTO WGTI suggests that what are
called development provisions are aimed at providing devel-
oping countries with more flexible policy commitments, in-
cluding longer transition periods, to allow them to phase in
and sequence trade and investment liberalization and policy
reform in a manner consistent with their development needs
and objectives (WTO 2002b). This may include offering de-
veloping countries some flexibility in regulating the entry of
foreign investment and foreign investors’ activities in the host
country, and in using policies to enhance the contribution
that foreign investment makes to host country economic and
social development needs and objectives.

14 Canada pointed out that both positive list and negative list approaches provide
ample flexibility for development purposes, and can accommodate, in either lists
of commitments or reservations, phaseout periods or transition periods (WTO 2002g).
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Some of the listings of objectives presented to the WGTI
include industrialization, technological development, com-
petition policy, encouragement of ancillary industries (up-
stream and downstream), expansion of small- and medium-
scale enterprises, and moving manufacturing enterprises out
of assembly operations into higher value-added activities.
Other listings of the objectives presented to the WGTI also
include industrial policy, sectoral targeting, avoiding crowd-
ing out of domestic firms, protection of domestic producers,
imposition of manufacturing requirements on foreign inves-
tors, and use of binding obligations on technology transfer.
These are quite different lists, embodying fundamentally
divergent assessments about how developing countries can
utilize FDI to enhance the growth of their domestic economies.

This contrast is reinforced by examining communica-
tions from some individual countries to the WTO on trade
and investment issues. One country has argued that domestic
content is an extremely useful and necessary tool from the
point of view of developing countries (UNCTAD 2001a, 64-5).
Another country has advocated the use of measures to en-
courage the use of products of domestic origin, which plays
an important role in the process of improving the industrial
base of developing countries and the ensuing generation of
income, employment, and balance of payments equilibrium
(UNCTAD 2001a, 69). In light of the evidence presented earlier,
it would not be wise to ignore or paper over the difference in
perspectives.

To summarize the evidence presented earlier, measures
that might be considered development provisions for host
countries to take toward FDIs that have the best record of
promoting broad-based domestic growth include (i) targeting
of investors with ascending levels of skill-intensive produc-
tion techniques, (ii) preparation of carefully tailored invest-
ment promotion packages that allow such investors to inte-
grate their affiliates closely into their global or regional com-
petitive strategies, (iii) mutual development of educational
and vocational skill training programs by hosts and investors,
(iv) incentives for foreign investors to participate in local
vendor development programs, (v) equally favorable treatment
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for local businesses as for foreigners, and (vi) facilitation of
OEM and Replacement Equipment Manufacturer certification
programs. (See Section V of this paper.)

Development provisions that host countries can take
toward FDI to promote broad-based domestic growth do not
include domestic content, joint venture, or technology shar-
ing mandates, nor reserving particular sectors and excluding
foreign investors in the hopes of launching infant industries
on a track to international competitiveness.

It is simply not possible to examine the evidence from
countries like Madagascar and Mauritius successfully break-
ing into the ranks of countries harnessing low-skilled, labor-
intensive foreign investment; or the evidence from countries
like Costa Rica, Dominican Republic, and Philippines suc-
cessfully moving up from lowest-skilled to higher-skilled
foreign investor operations; or the evidence from countries in
Asia and Latin America successfully creating internationally
competitive electronics, automotive, and other industrial
sectors using foreign investment; or the evidence from People’s
Republic of China and India trying to launch advanced tech-
nological parks, and conclude that avoiding crowding out of
domestic firms, protection of domestic producers, imposition
of manufacturing requirements on foreign investors, and use
of binding obligations on technology transfer are components
of an effective development strategy.

Nor is it accurate to assert that policies that have proven
useful for middle-level developing countries might not be
useful for least developed countries—or the converse, that
polices that do not help middle-level developing countries
might somehow be helpful to least developed countries. What
constitutes counterproductive policy for middle-level devel-
oping countries also constitutes counterproductive policy for
least developed countries; what constitutes a reasonably ef-
fective policy approach for middle-level developing countries
also constitutes a reasonably effective policy approach for least
developed countries.

The case of Mauritius is illuminating: Mauritius was
initially considered a case study in Malthusian Economics
with prospects so dire that those young workers with educa-
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tion should be encouraged, in the view of the British, to
emigrate. With a turn from import substitution to export-led
growth, via FDI, modest business reform, a realistic exchange
rate, and improvement in high school level education,
Mauritius became a model in building a low-skilled manu-
facturing base with more than $1 billion in manufactured
exports by 2000. Radelet (1999) shows that over the preced-
ing three decades Mauritius placed seventh among the 15 top
performing exporters of manufactured products, with an av-
erage annual growth rate of almost 3% per year. Mauritius
placed behind world leaders such as Hong Kong, China;
Singapore; and Taipei,China in the rankings; but ahead of well-
known exemplars such as Israel, Portugal, and Thailand.

The implications of the earlier evidence are clear: the
potential contribution of FDI to development would be
enhanced by expanding the list of prohibited performance
requirements to include joint venture and technology sharing
mandates, not by reserving the right to impose joint venture and
technology requirements or by trying to reopen or revisit the use
of domestic content and trade balancing requirements.15

An initiative to expand the roster of prohibited perfor-
mance requirements, therefore, has much to recommend, from
the developing countries’ point of view. It leaves open, how-
ever, a great disparity in the way in which developed coun-
tries—in particular, Canada, members of the EU, and US—
have been using public policy to shift investment among al-
ternative locations and sites.

E. Balancing the Interests of Home and Host Countries

To understand how this disparity in the way in which
home and host countries in the developed countries and
developing countries use public policy to shift investment
among alternative locations has evolved, it is important to
correct a misperception that accompanied the negotiation of
the TRIMs Agreement in the Uruguay Round.

15 Publications that gloss over the differences in these two approaches do not do
service to developing countries (UNCTAD 2001b, Box V.3).
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In the early-1980s, conventional wisdom held that de-
veloping countries engaged in trade-distorting investment
measures such as domestic content, technology transfer, and
export requirements; developed countries did not (The La-
bor-Industry Coalition for International Trade 1981). The purity
of the developed countries was sullied somewhat by volun-
tary export restraint agreements that had the effect of shifting
Japanese investment into the European and US markets. It
was further sullied by growing evidence that antidumping
regulations also had an investment shifting as well as a pro-
tectionist impact on the location of plants and factories. It
was undermined by the determination of the EU and the
NAFTA partners to impose high domestic content rules of
origin in their preferential trading areas, with the deliberate
intention of capturing investment and jobs, largely at the
expense of Asia (Jensen-Moran 1996).

Rather than depicting a world in which developing
countries intervene in international markets to try to skew
the benefits in their direction, while developed countries
refrain from such actions, objective examination of the play-
ing field for trade and investment shows developed countries
becoming increasingly interventionist. In fact, objective ex-
amination reveals what might be called, in Paul Krugman’s
terminology, a strategic trade struggle to capture and hold high-
value chunks of international business activity on the part of
the major industrial economies.

Most striking has been the escalation in packages of
locational incentives on the part of Canada, the members of
the EU, and US to attract and maintain the plants of interna-
tional companies. Ireland reports that its special incentive
packages have attracted more than 1,200 foreign firms to its
economy, contributing 70% of the country’s industrial output
and three quarters of its manufactured exports (O’Donovan
2000). German grants to national and international firms that
settle in the former East Germany have exceeded the already
generous treatment EU member states used to attract invest-
ment to lagging regions. US locational packages in the form
of state and local subsidies have risen from $27,000 per job
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created in the mid-1980s to approximately $200,000 per job
created in the late 1990s (Thomas 2000).

Most developed countries make available locational
incentive packages to both domestic and international inves-
tors. Worried about discrimination against foreign firms, the
OECD investigated and found that almost 90% of all domes-
tic support programs in the EU, for example, were available
to—indeed, dangled in front of—foreign investors (OECD
1996). Most developed countries do not use what they for-
mally call “screening” agencies for inward investment. But
to bid for capital grants, rent subsidies, free land, tax exemp-
tions, and training grants, potential investors submit
detailed project proposals to national, state/provincial, or
municipal authorities showing the number of direct and
indirect jobs to be created, the extent of supplier contracts,
projected tax revenues, and plans for local training and
(occasionally) for local research and development. Not only
is the process of formulating and awarding special treatment
to investors nontransparent, it is also frequently deliberately
obscured to prevent local or international inspection
(Thomas 2000).

Developing countries also offer tax breaks and locational
packages to attract foreign investors. But the size of the pack-
ages is much smaller, and their record in using incentives to
attract and hold investment is much less effective than
developed country efforts (Shah 1995).

The analysis of multinational corporate strategies has
traditionally suggested that parent firms do not shape their
patterns of international production on the basis of tax breaks
and subsidies. But firm level studies from individual busi-
ness cases show that international corporations develop lists
of alternative sites on the basis of equivalent long-term viabil-
ity, and then generate rivalries among the finalists, with the
incentive packages of the finalists used, in the words of GM,
as tiebreakers.

The overlap between developed and developing country
sites, moreover, has been growing. Intel’s short list for a new
semiconductor facility in 1995 included Chile; Costa Rica;
Ireland; Israel; Puerto Rico; Singapore; Taipei,China; and
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Thailand (Spar 1998). Econometric analysis of data from 14
home countries and 34 host countries demonstrates, moreover,
that over the past two decades the responsiveness of interna-
tional investors to locational incentives has sped up (Altshuler
et al. 1998). Mutti and Grubert find that investment geared to-
ward export markets is particularly sensitive to host country tax
breaks, that this sensitivity appears to be greater in developing
countries than developed countries, and that it is becoming
greater over time (Mutti and Grubert 2001; Mutti forthcoming).

It is no longer reasonable to argue that the screening
mechanisms and performance requirements of developing
countries distort patterns of international trade and invest-
ment while the mechanisms to sort through investment pro-
posals and award locational incentives on the part of devel-
oped countries do not. Any WTO-based effort to create a level
playing field for national and international companies among
home and host countries around the world would be seriously
deficient if it ignored the proliferation and escalation of
locational incentives.16

The competition in investment incentives creates a
prisoner’s dilemma for any individual state. Cooperation in
building an international regime that ensures transparency,
caps, regulates, and draws down locational incentives would
be the natural complement to the prohibition of all perfor-
mance requirements and would serve to balance the interests
of home and host countries, developed and developing.

F. Exceptions and Balance of Payments Safeguards

The objective here is to afford foreign investors the right
to make financial transfers, including obtaining hard currency
to remit profits, dividends, payment of interest or principal
on loans, and payment of service contracts. This would regu-
larize the commitments many developing countries have made

16 To create a genuinely “level playing field” for international investment would
require reconstructing antidumping regulations to apply only to international price
discrimination, and eliminating high domestic content rules of origin. As currently
deployed, both antidumping procedures and high domestic content rules of origin
shift the location of investment as well as offer protection to local producers.
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in their investment agreements with multilateral development
institutions and in their BITs.

The question is how to protect the interest of signatory
nations when they are experiencing balance of payments
crises. There is also a question of how to regulate financial
transfers to prevent money laundering, narcotics remittances,
and funding of terrorist and other criminal activity.

Of most interest to developing countries, this endeavor
could open up discussion of those conditions under which
the right to receive and transfer hard currency might need to
be circumscribed in an orderly way in the midst of regional
financial contagion. In the Asian financial crisis, for example,
individual countries like Indonesia found themselves com-
mitted to funding foreign-owned power projects and honor-
ing take-or-pay contracts for power output that they suddenly
did not need and could not afford. In one of the most cel-
ebrated host country-investor disputes—the MidAmerica case
in Indonesia—the foreign investor took the Government of
Indonesia to arbitration and won for breach of commercial
contract, placing itself—presumably—at the head of the queue
for scarce dollars, ahead of imports of food or other vital
necessities for a stricken population.17 Experiences such as
these have led to consideration of whether there might be
situations in which force majeure might be declared, as in-
vestors join with the host government and international credi-
tors to conduct an orderly workout of multiple claims and
needs. Experiences such as these also reinforce the question-
ing of the extent to which commercial law arbitration proce-
dures provide the most appropriate mode for international
adjudication of trade and investment disputes, considered
next.

17 The behavior of individual international investors has suggested that political
risk insurance may generate moral hazard for the purchasers, as they cash in the
policies rather than restructure their projects (Martin 2001).
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G. Consultation and the Settlement of Disputes
between Members

Dispute settlement in most investment cases has typi-
cally relied upon the arbitration processes used for commer-
cial law. A dispute settlement panel is established following
the procedures established by the International Centre for
Settlement of Investment Disputes (ICSID), the ICSID Addi-
tional Facility, and the United Nations Commission on Inter-
national Trade Law (UNCITRAL). These processes have some
similarities to WTO dispute settlement, but they also feature
substantial differences.

In commercial law arbitration, complaints are brought
on an investor-to-state basis. A private party submits a case,
the state responds, each of the two sides chooses its own
arbitrator and a third presumably neutral arbitrator is added.
These three arbitrators usually come from a designated list of
international commercial arbitrators. The process of present-
ing briefs and oral arguments proceeds in a closed, confiden-
tial, and often completely secret fashion. The arbitration panel
reaches a decision; the terms may or may not be made public.

It is important to underscore that the commercial law
arbitration model is a quite distinctive—in some ways, a quite
peculiar—form of international legal mediation. As a conse-
quence, some discussions of dispute settlement in trade and
investment cases—as demonstrated in the experience of
NAFTA Chapter 11—have been conducted with a rhetoric that
can be rather misleading: should the relations between na-
tions be governed by rule of law (who would argue in the
negative?) The implicit vision is of some sort of international
Supreme Court that rules on what is in the broadest public
interest with scrupulous transparency for all interested parties.

But commercial law arbitration proceedings in no way
resemble some sort of international Supreme Court that rules
on what is in the broadest public interest with scrupulous
transparency for all interested parties. Instead, commercial
law arbitration tribunals assiduously eschew consideration of
whether the outcomes serve the public interests of the na-
tions involved or of the international community more gen-
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erally, and are resolutely disinclined to expose key parts of
their proceedings to outside scrutiny.

This commercial law arbitration model has been grow-
ing in importance in the resolution of investment disputes.
Most BITs—numbering almost 2,000 by 2002—invoke arbi-
tration, as indicated above, via ICSID, the ICSID Additional
Facility, and UNCITRAL. Investment agreements involving
multilateral development institutions or bilateral political risk
insurers like the US Overseas Private Investment Corporation
(OPIC) also use these commercial law arbitration procedures.
The most prominent investment disputes in the late-1990s
and early 2000s—such as the Dabhol investment dispute in
India as well as the MidAmerica investment dispute in Indo-
nesia—have relied on these commercial law procedures for
adjudication (Martin 2001).

The TRIMs Agreement, in contrast, relies on the state-
to-state dispute settlement mechanisms of the WTO. A dis-
pute settlement panel is established, and makes its judgment.
If a state is found to be in noncompliance, there is a reason-
able time allowed for that state to bring itself into compli-
ance. If this does not occur, then the plaintiff state can ask for
compensation, or bring sanctions.

The argument on behalf of investor-to-state mechanisms
is that this route assures the investor of a hearing (a home
state might decline to pursue the investor’s complaint because
it does not want to offend the other state, or needs the other
state’s vote in the UN, and so forth) and may help prevent the
dispute from becoming politicized. The argument on behalf
of state-to-state mechanisms is that these filter out frivolous
complaints, and cut down on rights of private action that can
interrupt the functioning of the international economic system.

Trade and investment negotiators will have to decide
therefore whether they want to create an investor-to-state
dispute settlement mechanism, or a state-to-state dispute
settlement mechanism (an investor could bring a complaint
to the trade authorities of the investor’s home state; if the state
of the plaintiff finds the complaint to have merit, the state
could file an action against the defendant state). At the same
time they will have to decide whether they wish to follow the
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commercial law model, or to maintain contemporary WTO
dispute settlement procedures (WTO 2002h).

NAFTA Chapter 11 incorporates the investor-state
commercial law dispute settlement model. As will be seen
later, this has given rise to major questions about transpar-
ency, expertise, standing, supranational rights for foreign
investors, sovereignty, and democratic control over policy
formulation.

H. The Right to Regulate in the Public Interest,
Expropriation, and Compensation

In a WTO trade dispute, the outcome takes the form of
an order or a determination to bring a state’s measures into
compliance with the state’s WTO obligations, without retro-
spective relief. That is, WTO dispute settlement as now con-
stituted can direct a government to change its behavior but
cannot award compensation to the winning party for past
misbehavior. With commercial law arbitration procedures, in
contrast, the objective of dispute settlement is to make the
investor whole. The concepts underlying an investment agree-
ment stem from classical categories of public international
law, holding states responsible for injury to aliens, or injury
to the property of aliens.

In addition, while commercial law arbitration proce-
dures award damages, they do not require countries to revoke
measures that are inconsistent with the countries’ WTO ob-
ligations, nor do they allow members to suspend concessions
as WTO dispute settlement procedures do (WTO 2002h).

In the 1970s, investment disputes involving compensa-
tion for direct or indirect expropriation occupied a high pro-
file in multinational corporation-host country relations. In the
1980s to early 1990s, the number of cases involving expro-
priation of some sort declined dramatically (Minor 1994). Over
the course of the 1990s, however—with the negotiation of
NAFTA Chapter 11 and the attempted negotiation of the
Multilateral Agreement on Investment (MAI) by OECD—ex-
propriation, regulatory takings, and compensation again as-
sumed a high profile in the arena of FDI.
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Most countries permit expropriation of an investor’s
property so long as the takeover is carried out to serve a public
policy purpose, and is accompanied by compensation. But
there is nonetheless considerable debate among countries
about what actually qualifies as an expropriation, or a taking
in US legal language, and how compensation should be de-
termined. Many countries give public authorities wide lati-
tude in designing domestic social policies without triggering
a taking, including use of what is called the nonconfiscatory
exercise of police powers (good faith measures to protect
health, safety, and the environment, administered on a non-
discriminatory basis). In the US, however, the constitutional
protection of private property rights remains unsettled, with
some arguing that any regulation that impacts on the reason-
able expectation of a company’s profit be considered an ex-
propriation that requires compensation to be paid to indem-
nify the owner of the property in the amount of accumulated
lost profits over the lifetime of holding the property (der Walt
1997; Rose-Ackerman 1992; Rose-Ackerman and Rossi 2000).

There is an apprehension that this latter approach—if
adopted in trade and investment agreements—would require
host governments to pay foreign investors damages equal to
the amount that any regulation to protect the environment,
human health and safety, or other community interests were
to reduce the profitability of their investment. While not for-
mally limiting the right of host governments to adopt particular
regulations, the consequent burden could be so severe as to
detract from their ability to do so. In the US, state and mu-
nicipal authorities have stressed their limited resources to
compensate multinational corporations for environmental or
health and safety regulations that may adversely impact the
corporations’ bottom line (Veloria 2002).

As will be seen in Section VIII, NGOs have pointed out
that multiple investor suits, leading to significant compensa-
tion awards, could have a chilling influence that might
undermine the capability of developing country governments
to develop effective regulatory regimes (Inside US Trade
2002a). This leads, by extension, to concern that demands for
compensation—secured via external dispute settlement
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mechanisms—constitute a significant threat to national sov-
ereignty, and to democratic policymaking in the host country.

VIII. TRADE AND INVESTMENT ISSUES FROM
THE PERSPECTIVE OF NAFTA CHAPTER 11

The most extensive evidence to draw on about how
investment issues might be inserted into trade agreements can
be found in the workings of regional trade agreements; here
the most detailed experience has involved Chapter 11 of the
NAFTA. The examination of NAFTA Chapter 11 provides a
window on challenges, controversies, and likely solutions for
the possible incorporation of trade and investment provisions
within the WTO.

The debates surrounding NAFTA Chapter 11 have fo-
cused, like the earlier experience of the unsuccessful MAI
(Graham 2000), on three clusters of issues: first, a cluster of
issues related to nondiscrimination and minimum standards
of treatment; second, a cluster of issues related to dispute
settlement; and third, a cluster of issues related to expropria-
tion, regulatory takings, and compensation. As will soon
become apparent, the three clusters overlap and interpenetrate
each other in ways that may make the negotiation of small
packages of individual provisions rather difficult.

A. Issues Related to Nondiscrimination and
Minimum Standards of Treatment

As indicated earlier, Chapter 11 in the NAFTA took the
negative list approach to right of establishment: each country
listed the sectors it wanted excluded from right of establish-
ment (such as the energy sector in Mexico); any sector not so
listed was open to investment by firms from the other two
NAFTA partners.

The three governments accepted the obligation to pro-
vide the better of either national or MFN treatment for all
investments in the nonexcepted sectors. They also established
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a floor, or a minimum standard of treatment to accord to in-
vestments of another party in accordance with international
law, including fair and equitable treatment. The idea was to
ensure that none of the parties could treat both foreign and
domestic firms in some unfavorable way, and get away with
it by arguing that such treatment was nondiscriminatory and
provided on an MFN basis.

Investors from the three nations were freed from per-
sonnel and performance requirements, including domestic
content, trade balance, joint venture, technology transfer, and
export requirements. They also enjoyed the right to make
financial transfers, including obtaining hard currency to re-
mit profits, dividends, payment of interest or principal on
loans, and payment of service contracts.

The disciplines in NAFTA Chapter 11 applied to the
pre-investment phase while an investor would be consider-
ing and then setting up a project, as well as to subsequent
operation.

The ostensibly straightforward assurance of fair and
reasonable treatment for foreign investors became contentious
when combined with issues relating to dispute settlement,
and to expropriation, regulatory takings, and compensation,
just as what happened in the MAI negotiations.

B. Issues Related to Dispute Settlement

As noted earlier, the dispute settlement mechanism in
NAFTA Chapter 11 has important differences from WTO
dispute settlement procedures, relying on commercial law
arbitration practices developed by ICSID, the ICSID Additional
Facility, and UNCITRAL. Consistent with the structure of most
BITs, with the investment protection provisions of the mul-
tilateral financial institutions, and with bilateral investment
guarantee agencies like OPIC and counterparts from other
countries, the dispute settlement mechanism in NAFTA Chap-
ter 11 features an investor-to-state rather than state-to-state
arbitration process.

In practice, the dispute settlement mechanism in
NAFTA Chapter 11 has generated controversy about whether
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the Agreement affords foreign investors rights and privileges
superior to what is available to domestic investors. It has also
led to questions relating to transparency and policy expertise.

In granting fast track authority/trade promotion author-
ity to the US President, for example, the US Senate stipulated
that trade agreements not bestow greater rights upon foreign
investors than US citizens have under domestic law. The Bush
Administration assured Congress that NAFTA and future trade
agreements would not provide rights to foreigners greater than
what we have in the US (Inside US Trade 2002c).18

Is it possible to adopt a dispute settlement mechanism
like NAFTA Chapter 11 and avoid providing foreign inves-
tors with rights greater than what is available in the host
country? It is difficult to imagine how an argument could be
made in the affirmative.

Under NAFTA Chapter 11, if a foreign investor from
any of the three parties to the agreement feels that it has
received improper, unfair, arbitrary, or discriminatory action
by host country authorities at any level, the investor can file
a notice of intent to arbitrate and trigger the formation of an
external dispute settlement panel directly. Alternatively, the
investor can file a claim in the domestic courts of the host
country, proceed through the domestic appeals process, and—
if it loses its case—file a notice of intent to arbitrate, with the
assertion that the local legal or judicial system has not lived
up to the host country’s obligations under Chapter 11, includ-
ing a failure to ensure fair and equitable treatment to the
investor (Inside US Trade 2002c).

By their nature, investor-state provisions apply only to
foreign investors (The Business Round Table 2002). If the
investment occurs in a developing country with a weak legal
system, then the foreign investor can gain greater rights to
seek redress than a local investor will have.

18 The draft environmental review of the US-Singapore free trade agreement states
that investor protection must be balanced so that they do not come at the expense
of making US federal, state, and local laws and regulations more vulnerable to
successful challenges by foreign investors than by similarly situated US investors.
Environmental activists criticized this review for leaving out the House-Senate com-
promise fast track language that foreign investors should receive no greater substan-
tive rights than US companies in the US (Inside US Trade 2002e, 4).
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What appears to be new is not the fact that states can
be taken to a higher supranational tribunal to settle invest-
ment disputes, but the realization that this practice can apply
to developed as well as developing countries.19 In the judg-
ment of Daniel Price (2001), one of the principal architects of
NAFTA Chapter 11 on behalf of the US,

Part of the furor arises because states that have
traditionally been claimants are now defendants.
Most BITs were concluded with developing coun-
tries that have very little investment either in the
US or in Canada. All of a sudden, from the per-
spective of the US, NAFTA says you can be a
defendant. The US can be a defendant. My only
advice is, get over it. It is true.

It is difficult to conceive how the interests of interna-
tional investors concerned with protection and the interests
of host countries concerned with equal rights for foreign and
domestic investors can be reconciled, either with regard to
procedure or with regard to substance.

Looking first at procedure, one approach might be to take
away the right foreign investors enjoy under NAFTA Chapter 11
of jumping directly to international arbitration without first ex-
hausting the remedies provided by local courts. International
investors have accepted this kind of requirement in obtaining
political risk insurance from OPIC, for example, agreeing that
they must proceed through the local appeal process before they
can avail themselves of international arbitration.

To constrain the granting of superior rights for foreign
investors further, extra-national appeals might also be lim-
ited to judgments about due process. But international inves-
tor groups argue that local due process protections are the
problem, not the solution, and that getting bogged down in

19 It has apparently come as a surprise to many nonlegal commentators that under
Chapter 11 foreign corporations could sue states outside their national courts di-
rectly before an arbitral tribunal. This is due to the fact that NAFTA Chapter 11 is
the first investment treaty whereby corporations are entitled to raise such claims
against developed states (Dumberry 2001).
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national court systems is what they want to avoid by jumping
directly to an international tribunal (Inside US Trade
2002a, 4).

Turning to substance, the extent to which foreign in-
vestors might enjoy superior treatment to domestic firms is
complicated by the fact that there are differing interpretations
about whether the minimum fair and equitable treatment
standard in the NAFTA Chapter 11 model is limited to cus-
tomary international law (forbidding extremely gross, outra-
geous, or egregious conduct) or is a separate standard of con-
duct to be worked out by autonomous arbitral panels sitting
beyond national borders (Foy and Deane 2001). Fair and
equitable treatment, according to the assistant US trade rep-
resentative for services, investment, and intellectual property
rights, is not well defined (Inside US Trade 2002c).

This sets the stage for what a senior US trade official
has called the nightmare that destroys the WTO system: the
requirement that host country judicial remedies be exhausted
before a case could be appealed to international arbitration
could mean that a foreign investor in the US, for example,
could take a case to the US Supreme Court, lose, and then
appeal to a NAFTA or WTO dispute mechanism, and have
some external panel of three experts (not even necessarily
judges) overturn the US Supreme Court. The depiction of this
nightmare was punctuated, at the end, with a gasp!

Whether to accept supranational jurisdiction, and how
to get developed countries to accept the principle that turn
about is fair play, applying to them as well as to developing
countries, are issues that are certain to haunt the insertion of
investment disputes into future international trade agreements.

The controversies surrounding NAFTA Chapter 11 have
also focused on the difficulties of determining what consti-
tutes like circumstances in determining discriminatory or less
favorable treatment. As Mann and von Moltke (2001, 2002)
point out, environmental regulation in many countries is based
on setting maximum levels of pollution in local air and water
for new facilities while grandfathering older facilities. This
means that newer investors face tougher standards than their
predecessors, and may be denied permission to operate if they
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propose to duplicate past performance. If a prospective new
investor were foreign, could this be ground for claiming less
favorable or discriminatory treatment?

There are other problems with determining like circum-
stances and less favorable treatment as well (Mann and von
Moltke 2001, 2002). To what extent could a foreign-owned
factory located in a heavily used watershed be expected to be
treated no less favorably than a domestic-owned factory lo-
cated where there was abundant clean water to absorb organic
effluents? Would a foreign investor with no other assets in a
given country be discriminated against if required to post a
bond for environmental damage when a domestic company
with extensive other fixed assets in that country were not
required to do so?

The NAFTA Chapter 11 dispute settlement experience
has also raised concerns about transparency, and about the
policy expertise of the arbitrators. NAFTA Chapter 11 pro-
ceedings, like ICSID and UNCITRAL proceedings, have not
been open to the public or the press. The existence of some
cases was not discovered by outside parties until well after
they were underway. As of 2002, the written arguments of the
investor and the state party have been made available only in
one single case.

In January 2001 a NAFTA panel for the first time al-
lowed an external NGO to submit an amicus brief. But the
NAFTA panel simultaneously denied the NGO’s request to
attend the hearings, or to have access to the written pleadings
of the parties prior to submitting its brief.

NAFTA trade ministers in 2001 issued interpretations
that would provide for greater transparency for future cases.
Past panels, however, have considered themselves bound only
by interpretations in effect at the time of their formation. Early
in 2002 a NAFTA tribunal rejected Canada’s request for pub-
lic release of its proceedings, arguing the confidentiality agree-
ment Canada had entered into with the plaintiff took prece-
dence.20 Canada has promoted a new interpretation on

20 In a May 28 joint statement following a meeting in Mexico, NAFTA trade minis-
ters endorsed the idea of continuing to refine the investment provisions (Inside US
Trade 2002c).
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transparency that would open up tribunal proceedings, with
exceptions made only for confidential business information.

There are thus weighty considerations about transpar-
ency that have emerged in the NAFTA Chapter 11 proceed-
ings. There are also questions about the expertise and about
the responsibilities of arbitral panel members.

As is the case in purely commercial arbitration, the choice
of dispute panel members is left to the parties. While the mem-
bers are often individuals of high legal standing, they do not
pretend to have expertise in the environmental, health and
safety, or other public policy aspects of the cases they hear. Nor
are they expected—or allowed—to take arguments on any issues
into consideration other than the strictly legal contractual per-
formance of the parties in determining the outcome of the case
(see the Metalclad case summarized below).

NAFTA arbitration panel rulings can nonetheless have
potentially momentous public policy implications. In the
NAFTA Chapter 11 mechanism, host governments cannot be
required to change domestic environmental, health, safety, or
other regulations. But if the external investor-state arbitration
panel issues a finding that favors the foreign investor, it can
direct the host government to compensate the investor.
Whether the compensatory process is likely to have a con-
straining effect on the host country regulatory regime depends
on how expropriatory acts are defined and the level at which
they require compensation.

C. Issues Related to Expropriation, Regulatory Takings,
and Compensation

Article 1110 of NAFTA includes three types of expro-
priation (i) direct expropriation, (ii) indirect expropriation,
and (iii) measures tantamount to expropriation. The latter two
definitions have been interpreted to encompass measures that
do not directly take possession of investor property but which
involve covert or incidental interference with the use of prop-
erty which has the effect of depriving the owner, in whole or
in significant part, of the use or reasonably to be expected
economic benefit of property (ICSID 2000).
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A key case involved a US waste management company,
Metalclad, that built a hazardous waste disposal facility in
Mexico. At the federal level, host country officials approved
the project (and assured the investor that it had all the per-
mits necessary to proceed). At the local level, Mexican Gov-
ernment officials prevented the Metalclad facility from open-
ing by denying a municipal construction permit. Metalclad
was not given notice of the town council meeting in which
the decision was made to deny the permit. The Governor of
the State where the facility was located, in addition, issued
an Ecological Decree that declared the locale a Natural Area
for the protection of rare cactus.

The NAFTA investor-state arbitration panel found that
the actions of the local town council, and of the Governor,
were arbitrary, and constituted an expropriation of Metalclad’s
facility. Metalclad was granted an arbitral award of $16 mil-
lion that Mexico was obliged to pay.

Furthermore, in the Metalclad case, the NAFTA Tribu-
nal stated that the Tribunal need not decide or consider the
motivation or intent of the regulatory measure, excluding
deliberation on the public policy purpose of the host country
action and appearing to reject the police powers authority
altogether (ICSID 2000).

Other cases have provided differing interpretations.21 In
one case—S.D. Myers v. Canada22—the NAFTA tribunal stated
that government regulatory action is not normally to be under-
stood as constituting an expropriation although it did not rule
out the possibility (NAFTA Tribunal 2002b). In another case,
however—Pope & Talbot v. Canada23—the NAFTA tribunal held

21 From the perspective of one of the key negotiators of NAFTA Chapter 11, “the
negotiators tried for some time to consider putting a line in the text that would dis-
tinguish between legitimate regulation on the one hand, bona fide and nondiscrimi-
natory, and a taking on the other hand. We quickly gave up that enterprise. If the US
Supreme Court could not do it in over 150 years, it was unlikely that we were going
to do it in a matter of weeks….” (Price 2001).
22 S. D. Myers alleged that Canada’s temporary ban on the export of polychlorinated
biphenyl waste prohibited it from conducting its business in Canada, and claimed
for damages.
23 Pope & Talbot alleged that Canada’s implementation of the Canada-US Softwood
Lumber Agreement, which limited lumber exports from Canada to the US, damaged
its business.
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that regulatory activities could qualify as an expropriation of a
foreign investor, even if the regulations applied to domestic
investors and were conducted in a nondiscriminatory fashion
(NAFTA Tribunal 2002a).24 This would presumably allow for-
eign investors to sue for compensation even when a host country
authority issued a uniformly binding regulation that applied to
all investors within its jurisdiction.

As for providing compensation, Canada has promoted
a clarification to NAFTA Chapter 11 that a government regu-
lation must inflict a significant or substantial loss upon a
foreign investment—and not merely diminish its profitabil-
ity—in order for the regulation to be considered an expro-
priation (Inside US Trade 2002c). An interagency group in
the US Government has investigated whether a new standard
for NAFTA might be found in those Supreme Court rulings
over the years to the effect that government actions that result
in mere diminution of an investment do not constitute a
compensable taking (Inside US Trade 2002b).25 In an exposi-
tion of how investor-state dispute settlement might be handled
in the US-Chile Free Trade Agreement, the US has proposed
that regulatory measures that were “designed and applied” to
achieve health, environment, and other public welfare objec-
tives in a nondiscriminatory manner would not leave the host
authorities liable for compensation (Inside US Trade 2002f).
This has left open the criticism, however, that supranational
investment tribunals would become arbiters of both the in-
tent and the implementation of regulation by sovereign host
country bodies.

Defining expropriation and determining compensation
in ways that provide appropriate protection for international
investors but do not subvert host country sovereignty or demo-
cratic determination of host country public policy will there-

24 The Metalclad, S. D. Myers, and Pope & Talbot cases are still pending as of the
second half of 2002.
25 For a theoretical contrast between defining expropriation and compensation in ways
that require polluters to pay, versus requiring the society affected to absorb the costs of
regulatory controls, see Graham (2002). In Graham’s analysis, the overall conclusion
then is that, although the case for public compensation of investors for diminished value
of investments induced by environmentally motivated regulations is not wholly without
merit, as a practical matter application of the polluter pays principle is preferable.
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fore be crucial for the negotiation of any hypothetical future
trade and investment agreement under the auspices of the
WTO.

What packages of proposals might developing countries
want to consider as they approach the 2003 Ministerial Con-
ference and the next Round of trade negotiations?

IX. SPECULATION ABOUT THE FUTURE:
A HIERARCHY OF CHALLENGES IN TRADE

AND INVESTMENT NEGOTIATIONS

It is difficult, and quite speculative, to try to deduce
from the arguments presented prior to the Doha Ministerial
Conference, from the documents coming out of the Doha
Ministerial Conference, or from the materials submitted to the
WTO Working Group on Trade and Investment subsequent to
the Doha Ministerial Conference what negotiating scenarios
might emerge in the next Round.

Even seasoned observers of the WTO process have con-
cluded that predicting the shape of the so-called modalities
of negotiations entails some informed attempt at reading
between the lines (Koulen, et al. 2002).

The experience of NAFTA Chapter 11 suggests that there
is likely to be a hierarchy of complexity and difficulty in
negotiating a trade and investment package within the WTO.

A modest pro-development trade and investment pack-
age might combine transparency about investment rules and
regulations, with nondiscrimination and MFN treatment for
established investors. This would mesh well with host coun-
try efforts to bring themselves up to “best practices” in in-
vestment promotion, identifying agencies responsible for
permits and permissions clearly and decisively, and facilitat-
ing approvals. The result should contribute to increasing flows
of FDI to well-performing hosts. Egregious cases of discrimi-
nation or non-MFN treatment could be handled through cur-
rent WTO dispute settlement procedures. Complementing the
transparency requirements on host authorities might be
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commitments on the part of multinational investors to make
their own labor, social, and environmental practices more
transparent and open to public scrutiny.

A more ambitious pro-development trade and invest-
ment package might, in addition, expand the TRIMs Agree-
ment restrictions on performance requirements to include joint
venture and technology sharing mandates. This enlarged set
of constraints on performance requirements could be extended
to pre-establishment of investment as set out in a positive or
negative list of sectors eligible for nondiscriminatory and MFN
treatment. An initiative along these lines would simply
operationalize the investment promotion strategy of the more
successful developing host countries, and help others to
emulate their achievements in attracting new investors. As
above, dispute settlement could follow current WTO proce-
dures. This movement toward ending case-by-case screening
of investment projects should be accompanied by a parallel
effort to cap and reduce locational incentives that are awarded
through bilateral investor-public agency negotiations in de-
veloped and developing countries alike.

A maximalist trade and investment package that moved
beyond the above—to replace WTO dispute settlement with
commercial law procedures—would replicate the practices
many countries are already adopting in their BITs and mul-
tilateral guarantee agreements. But this endeavor would open
the door to difficult questions about investor-state or state-
state dispute settlement, and about expropriation, regulatory
“takings,” and compensation, as well as supranational rights
for foreign investors and possible infringements on sovereignty
and democracy—questions that have proved quite controver-
sial in the experience of NAFTA Chapter 11, as indicated
previously, just as they did in the failed attempt to negotiate
the MAI.
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