
CHAPTER 2 2 

Trade and investment 

Background: discussions in GATT/WTO o n trade an d investmen t 

The General Agreement on Tariffs and Trade (GATT) came into existence some 
50 years ago. It is important to recall that i t was negotiated on the basis of the 
trade provision s o f the Havan a Charter , which containe d chapter s o n foreig n 
direct investment an d restrictive busines s practices . These, however, were no t 
included in GATT. The Havana Charter did not become operational because of 
the failure o f the United State s to ratify it . 

The question of including in the text of GATT investment provisions was raised 
soon after GATT became operational. In the 195 5 Review, a Resolution on Inter-
national Investment for Economic Development was adopted, which recognized 
that a n increase d flow  o f capita l int o countrie s i n nee d o f investmen t fro m 
abroad, particularly into developing countries, would facilitate the attainment of 
the objective s o f th e Genera l Agreement . I t recommende d tha t countrie s i n a 
position to provide capital for international investment, and those which desired 
to obtain suc h capital, should use their best endeavours to create conditions t o 
stimulate the international flow of capital. These included providing security for 
existing and future investment , the avoidance of double taxation, and facilitatin g 
the transfer of earnings of foreign investments. It urged GATT member countries 
to enter into consultations o r participate in negotiations directed to the conclu-
sion of bilateral and multilateral agreements on these matters. 

In th e year s tha t followed , GAT T extende d th e scop e o f it s rules , initiall y 
confined t o measures applied by governments a t the border, to internal policy 
measures. Even though th e ne w rules adopted i n the 1970 s during the Toky o 
Round o f negotiations i n suc h area s a s subsidies , technical specification s an d 
government procuremen t aime d primaril y a t the remova l o f barriers to trade , 
some o f the m ar e als o relevan t t o th e competitiv e condition s whic h foreig n 
investors face . Fo r instance , a s is explained i n detai l late r i n thi s chapter , th e 
rules develope d i n the are a o f subsidie s ar e applicabl e t o som e aspect s o f th e 
incentives provided by governments to attract foreign investment . 

Another importan t developmen t i n th e wor k o f GAT T ha s bee n th e gradua l 
evolution o f international rule s governing the treatment o f foreign companies . 
Originally, GATT rules imposed obligations on governments only in respect of 
foreign goods . They were not concerned with the treatment of foreign persons , 
legal o r natural , operatin g i n thei r territories , th e issu e a t th e hear t o f 
investment policy . Th e Genera l Agreemen t o n Trad e i n Service s an d th e 
Agreement o n Trade-Relate d Aspect s o f Intellectua l Propert y Rights , 
negotiated i n th e Urugua y Round , impos e importan t obligation s o n 
governments regarding the treatment of foreign national s or companies within 
their territories . I n additio n th e Agreemen t o n Trade-Relate d Investmen t 
Measures, also negotiated in the Uruguay Round, requires governments not to 
place condition s o n investors , suc h a s loca l conten t requirements , tha t ar e 
inconsistent with the provisions of GATT. 
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Taking int o accoun t thes e developments , a s wel l a s th e importan t rol e whic h 
foreign direc t investmen t (FDI ) no w plays in the globalizing world economy , i t 
was decide d a t th e 199 6 Singapor e Ministeria l Conferenc e t o establis h a 
Working Grou p o n th e Relationshi p betwee n Trad e an d Investment . It s 
mandate i s to examin e th e relationshi p betwee n trad e an d investment , i t bein g 
understood tha t th e creatio n o f the Working Grou p i s without prejudic e t o th e 
issue o f whethe r multilatera l discipline s o n investmen t shoul d b e establishe d 
within th e framewor k o f WTO . Th e Singapor e Ministeria l Declaratio n 
provides tha t an y decisio n t o launc h negotiation s o n investmen t discipline s i n 
WTO woul d requir e explici t consensus . Thus , th e wor k takin g plac e i n th e 
Group i s intended t o b e a n educationa l proces s an d no t a  negotiation . 

FDI: its importance and impact; existing agreements and WTO provisions 

Growing importance of FDI 

Foreign direc t investmen t (FDI ) i s a n importan t drivin g forc e i n globalization , 
which characterize s th e moder n worl d economy . Th e escalatin g flow  o f FDI , 
which ha s bee n accompanie d b y risin g foreig n portfoli o equit y investment , 
underscores th e increasingl y majo r rol e playe d b y transnationa l corporation s 
(TNCs) i n the economies o f both develope d an d developin g countries. The liber -
alization o f FD I regime s particularl y b y developin g an d transitio n economies , 
which i n the pas t restricted FD I flows , and th e step s they have taken t o promot e 
it have more than double d annua l globa l flows ove r the pas t decade ; the flows  t o 
developing countrie s hav e increase d mor e tha n fivefol d (se e table below) . 

Foreign direct investment inflows, 1986-1997 
(in billions o f Unite d State s dollars ) 

Economies 

World 

Developed countries 

Developing countries 

Africa 

Latin America 

Asia 

Central and 
Eastern Europe 

Least developed 
countries 

1986-1991 
(Annual 
average) 

159.3 

129.6 

29.1 

2.9 

9.5 

16.4 

0.65 

0.8 

1992 

175.9 

120.3 

51.1 

3.1 

17.6 

29.6 

4.4 

1.5 

1993 

217.6 

138.9 

72.5 

3.6 

17.2 

51.2 

6.1 

1.7 

1994 

24 

141.5 

95.6 

5.7 

28.7 

60.7 

5.9 

0.8 

1995 

3331.1 

211.5 

105.5 

5.1 

31.9 

67.3 

14.2 

1 

1996 

337.6 

195.4 

129.8 

4.8 

43.8 

80 

12.3 

1.9 

1997 

401 

233 

149 

4.7 

56.1 

86.9 

18.4 

1,8 

Source: UNCTAD, World Investment Report 1998 Trends  and Determinants (United Nations Publication, Sales 
No. E.98.II.D.5). 

Origin and direction of FDI flows to developing countries 

Origin 
Investment i n mos t hos t region s o f the developin g world i s dominated b y thre e 
developed countries/areas . Th e Europea n Unio n i s th e sourc e o f mos t 
investments i n Afric a an d Europe , Japa n i n Asia , an d th e Unite d State s 
dominates investmen t i n Lati n America . 
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A fe w developin g countrie s (suc h a s China , India , th e Republi c o f Kore a an d 
Singapore i n Asia , an d Argentina , Brazi l an d Chil e i n Lati n America ) hav e i n 
recent year s als o becom e FD I sources , particularl y fo r developin g countrie s i n 
their respectiv e regions . 

Direction 
FDI flows  ar e directe d mainl y t o a  fe w developin g countries . Fo r instance , 
taking th e four-yea r perio d 199 3 t o 1997 , of the tota l FD I flows  t o developin g 
countries, about a  third went to China. The nex t largest recipients were Mexico , 
Singapore, Brazil , Malaysi a an d Indonesia . Overall , 2 0 developin g countries , 
mostly th e mor e advance d amon g them , receive d abou t 90 % o f th e tota l FD I 
flow to developin g countries . All the remainin g developing an d leas t develope d 
countries receive d barel y 10 % o f th e total . Th e 4 8 leas t develope d countrie s 
received 1.4 % o f the tota l flow  t o th e developin g world . 

Forms of FDI 

Foreign direc t investmen t generall y take s tw o forms : greenfield , o r investmen t 
in ne w productio n facilities , an d merger s an d acquisition s (M&As) . 

Cross-border M&A s hav e bee n o n th e ris e i n recen t years ; the y accounte d fo r 
about hal f o f th e tota l flow  o f FD I i n 1997 . Thoug h mos t M&A s ar e takin g 
place amon g companie s i n th e Unite d State s an d Europe , th e phenomeno n i s 
also noticeabl e i n som e developin g countrie s an d i n transitio n economies , 
particularly wher e Stat e enterprise s ar e bein g privatized . 

Beneficial impact of FDI on host countries: transfer o f technology 

Among th e reason s fo r th e chang e i n th e attitud e o f man y developin g an d 
transition countrie s t o FD I i s the belie f tha t i t can b e an importan t channe l fo r 
technology transfer , wit h technolog y broadl y define d a s includin g no t onl y 
scientific processes , bu t als o organizational , manageria l an d marketin g skills . 

FDI i s ofte n associate d wit h secondar y benefit s throug h th e diffusio n o f 
technology t o firm s i n the hos t country . Thi s diffusio n ma y b e deliberate , suc h 
as when technolog y i s licensed by the affiliat e t o a  domestic firm , o r i t may tak e 
the for m o f a  technologica l spillove r whic h occur s whe n th e activitie s o f th e 
multinational fir m yiel d benefit s fo r loca l economi c agent s beyon d thos e 
intended b y th e multinational . 

FDI ma y als o produc e othe r unintende d efficiency-enhancin g effects , suc h a s 
when loca l rival s ar e force d t o upgrade thei r ow n technologica l capabilitie s a s a 
consequence o f competitive pressur e fro m th e loca l affiliat e o f the TNC. I n th e 
United States , fo r example , th e entr y o f Japanes e automobil e manufacturer s 
into th e loca l marke t via FD I cause d th e majo r domesti c automobil e producer s 
(themselves multinationa l firms ) t o upgrade thei r own product s an d to increas e 
the efficienc y o f thei r domesti c productio n facilities . Thi s ha s benefite d al l 
consumers i n the Unite d States , whether the y purchase d Japanes e o r American 
automobiles. Ther e i s considerabl e evidenc e tha t simila r benefit s occu r i n 
developing countries. FDI from th e Republic of Korea, for example, contribute d 
to th e developmen t o f a  locall y owne d garment-exportin g industr y i n 
Bangladesh. 

In man y circumstances , FD I ma y resul t i n a  greater diffusio n o f know-how tha n 
other ways of serving the market . While import s o f high-technology products , as 
well as the purchase or licensing of foreign technology , are important channels fo r 
the international diffusio n o f technology, FDI provides more scope for spillovers . 
For example , th e technolog y an d productivit y o f loca l firm s ma y improv e a s 
foreign firm s enter the market and demonstrate new technologies and new modes 
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of organizatio n an d distribution , provid e technica l assistanc e t o thei r loca l 
suppliers an d customers , an d trai n worker s an d manager s wh o ma y late r b e 
employed b y loca l firms . Foreig n subsidiarie s ma y themselve s conduc t researc h 
and developmen t activitie s aime d a t adaptin g th e paren t firm' s innovatio n t o 
local conditions . Clearl y FD I lead s t o mor e extensiv e persona l interactio n wit h 
foreigners an d exposur e t o ne w ways o f doin g things tha n doe s trade . 

FDI and anti-competitive practices 

FDI, by increasing the 'contestability ' o f markets (i.e . flexibility  fo r entry or exit 
by firms ) generall y result s i n increase d competition . I n certai n situation s 
however consumer s an d user s i n th e hos t countrie s ma y no t benefi t fro m suc h 
investment throug h lowe r price s an d bette r qualit y good s an d services , i f th e 
TNC investin g i n th e countr y i s abl e t o charg e monopol y price s b y securin g a 
dominant position . (See  also chapte r 23. ) 

FDI and foreign portfolio equity investment 

FDI involves decisions to inves t in another country by establishing subsidiaries , 
affiliates o r joint ventures. Recent years have also witnessed a  rise in the flow of 
funds fo r foreig n portfoli o equit y investmen t (FPEI) . B y contributin g to , o r 
participating in , the equity capital of firms, both FD I and FPE I can enhance th e 
development o f th e enterpris e secto r i n hos t countries . Ther e ar e howeve r 
important difference s i n regar d t o bot h th e motivatio n fo r th e tw o type s o f 
investments an d th e short - and long-ter m impac t which the y could have on th e 
economies o f the hos t countries . 

In principle , FPE I i s distinguishe d fro m FD I b y th e degre e o f managemen t 
control tha t th e foreig n investo r exercise s o n a  venture . A n investmen t i s 
normally considere d FD I whe n i t involve s a n equit y capita l stak e o f 10 % o r 
more32 o f th e ordinar y shar e o f th e incorporate d enterpris e o r it s equivalen t fo r 
an unincorporated enterprise . Portfolio equit y investors usually provide financia l 
capital b y purchasin g share s o f a  compan y withou t an y involvemen t i n th e 
company's management . Th e typ e o f investor s i s als o different . Whil e FD I 
investors ar e firm s engage d i n th e productio n o f good s an d services , portfoli o 
equity investor s ar e mor e ofte n eithe r financia l institutions , institutiona l 
investors (suc h a s pensio n funds , insuranc e companie s o r investmen t trusts ) o r 
individuals wh o ar e mainl y intereste d i n th e financia l return s o n thei r 
investments. 

These differences highligh t the major contras t between th e motivations fo r FD I 
and FPEI . In making FDI , TNCs ar e interested i n ensuring that th e input s the y 
need o r th e fina l product s whic h the y manufactur e ar e produce d i n th e mos t 
efficient wa y and a t the lowest cost . They are therefore mor e influenced i n thei r 
decisions b y th e long-ter m effect s th e investmen t ca n hav e o n th e 
competitiveness o f the corporatio n a s a  whole an d th e return s fro m th e capita l 
invested an d th e technolog y provided . Th e overridin g motivatio n fo r 
investment by portfolio equit y investors on the other hand i s their participatio n 
in loca l earning s throug h capita l gain s an d dividends . Thei r interes t i n th e 
long-term fortun e o f the enterprise s i s limited . 

32 Th e IM F Balance-of-Payments  Manual state s tha t FD I i s investment tha t reflect s th e objectiv e 
of a  residen t entit y i n on e econom y t o obtai n a  lastin g interes t i n a n enterpris e residen t i n 
another economy , an d tha t th e lastin g interes t implie s th e existenc e o f a  long-ter m 
relationship betwee n th e direc t investo r an d th e enterpris e an d a  significan t degre e o f 
influence b y the investo r on the management o f the enterprise . The concept o f lasting interes t 
was no t define d b y IM F i n term s o f a  specifi c time-frame , an d th e mor e pertinen t criterio n 
adopted wa s tha t o f the degre e o f ownership i n a n enterprise . A percentage o f 1 0 or above o f 
ownership wa s ofte n deeme d t o reflec t a  lasting interest . 
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FPEI flows  therefor e ten d t o b e volatile . Investor s tr y t o liquidat e investment s 
by sellin g thei r equit y position s i n secondar y market s i f thei r profit s ar e 
declining o r th e price s o f thei r equit y holding s ar e falling . TNC s o n th e othe r 
hand ten d t o tak e a  mor e long-ter m vie w o f thei r investments ; eve n i n a  crisi s 
situation, the y ma y b e reluctan t t o liquidat e thei r shar e i n th e equit y o f thei r 
affiliates, wher e 'sunk ' cost s ar e hig h an d th e productio n o f th e affiliat e i s 
interlinked wit h thei r internationa l production . 

In practice, the difference i n the degree of volatility between FPE I and FD I ma y 
not b e a s marke d a s describe d abov e an d depend s o n th e mechanis m use d fo r 
channelling the portfoli o investment . Th e portfoli o fund s ar e often investe d b y 
venture capita l companies , whic h provid e equit y capita l fo r ne w companie s a t 
the start-u p stage ; the y ar e ofte n closel y involve d i n managin g them , eithe r 
directly o r indirectly , b y providing advisor y services . Although thei r overridin g 
motive i s t o achiev e capita l gain , ventur e capita l investor s ofte n wai t severa l 
years befor e sellin g their equit y stakes . 

Government measures to promote investment 

Relaxation of  regulatory regimes 
The las t tw o decade s hav e witnesse d th e widesprea d liberalizatio n o f law s an d 
regulations o n foreig n investment , especiall y i n developin g countrie s an d 
transition economies . I n mos t cases , thi s liberalizatio n o f foreig n investmen t 
policies has been par t o f a market-oriented refor m o f economic policies involvin g 
trade liberalization, deregulation and privatization. The measures taken include : 

• Simplificatio n o f screenin g requirement s fo r approvin g inwar d FDI ; 

• Openin g u p industrie s t o foreig n investment ; 

• Minimizin g restriction s o n foreig n equit y participation ; 

• Encouragin g foreig n investor s t o tak e interes t i n th e privatizatio n proces s 
and i n infrastructur e developmen t (tw o area s which nee d heav y capita l an d 
technological investments) . 

Grant of  investment incentives 
In addition , almos t al l countrie s provid e incentive s t o attrac t FDI . Thes e tak e 
the followin g thre e forms : 

• Financia l incentives , involvin g the provisio n o f funds directl y t o th e foreig n 
investor b y th e hos t government , fo r example , i n th e for m o f investmen t 
grants an d subsidize d credits . 

• Fisca l incentives , designe d t o reduc e th e overal l ta x burde n fo r a  foreig n 
investor. To thi s category belong such item s a s tax holidays an d exemption s 
from impor t duties on raw materials, intermediate input s and capita l goods. 

• Indirec t incentives , designe d t o enhanc e profitabilit y fo r th e investo r i n 
various indirec t ways . Fo r example , th e governmen t ma y provid e lan d an d 
designated infrastructur e a t less-than-commercial prices . Or i t may grant th e 
foreign fir m a  privileged market position, in the form o f preferential acces s to 
government contracts , a  monopol y position , a  closin g o f th e marke t fo r 
further entry , protectio n fro m impor t competitio n o r specia l regulator y 
treatment. 

Imposition of  performance requirements 
A numbe r o f countries , particularl y th e developin g ones , impos e performanc e 
requirements i n orde r t o ensur e tha t th e investmen t mad e conform s t o thei r 
national objective s an d priorities . These , inter  alia, requir e foreig n investors : 
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• T o produce a  certain percentage of the inputs used in the final produc t i n the 
host countr y (loca l conten t requirement) ; 

• T o expor t a  given leve l o f goods o r services ; an d 

• T o achiev e a  given leve l o f researc h an d developmen t i n th e country . 

Bilateral, regional and multilateral investment instruments 

Bilateral investment  treaties 
The desir e o f government s t o facilitat e FD I flows  i s als o reflecte d i n th e 
dramatic increas e i n bilatera l investmen t treatie s fo r th e protectio n an d 
promotion o f investmen t durin g th e 1990s . As o f 1  January 1997 , ther e wer e 
1,330 suc h treatie s involvin g 16 2 countrie s a s compared t o 44 0 treatie s i n th e 
beginning o f th e decade . 

Nearly 62 % o f thes e treatie s ar e betwee n develope d countrie s an d developin g 
countries. Th e develope d countrie s tha t hav e bee n activ e i n negotiatin g suc h 
treaties wit h developin g countrie s includ e France , Germany , th e Netherlands , 
the Unite d Kingdo m an d th e Unite d States . Th e treatie s focu s o n protectin g 
the interest s o f investin g companie s fro m expropriation , compensatio n fo r 
losses due t o arme d conflic t o r interna l disorder , an d th e transfe r o f payments . 
The definitio n o f investmen t use d broadl y cover s bot h FD I an d foreig n equit y 
portfolio investment . Som e treatie s provid e fo r th e extensio n o f nationa l 
treatment. Suc h provisions , requirin g partie s no t t o exten d les s favourabl e 
treatment t o foreig n investor s tha n tha t accorde d t o domesti c investors , appl y 
only after loca l production o r commercial presenc e in the host country has bee n 
established a s a result of investment. Onl y a  very limited numbe r o f agreement s 
provide fo r th e extensio n o f nationa l treatmen t a t entr y o f investment . 

Developing countrie s hav e als o begun t o conclud e bilatera l investmen t treatie s 
with on e another . I n 1997 , 11 % of al l suc h treatie s wer e amon g developin g 
countries. Th e countrie s whic h ar e activ e i n concludin g suc h treaties , mainl y 
with othe r developin g countrie s i n thei r respectiv e regions , ar e Algeria , Chile , 
China an d th e Republi c o f Korea . Thi s developmen t reflect s th e emergenc e o f 
firms fro m developin g countrie s a s outward investors . 

Regional arrangements  dealing  with  investment  issues 
In additio n t o thes e bilatera l investmen t treaties , arrangement s hav e bee n 
adopted t o promot e foreig n investmen t o n a  regiona l basi s unde r regiona l 
cooperation arrangements . Th e regiona l agreement s containin g provision s fo r 
the non-discriminator y treatmen t o f foreig n investor s includ e th e Treat y o f 
Rome establishing the Europea n Economi c Community , th e Agreement o n th e 
European Economi c Are a an d th e Agreement s establishin g ASEAN , 
MERCOSUR an d NAFTA . Man y o f thes e Agreement s provid e fo r th e 
extension o f national treatment t o foreign investmen t a t both th e pre-entry an d 
post-entry stages . 

Multilateral agreement  on investment 
Although severa l efforts wer e made in the pas t to develop a binding multilatera l 
instrument containin g comprehensiv e substantiv e rule s on foreig n investment , 
none wer e successful . Mor e recently , negotiation s wer e hel d amon g OEC D 
countries on developing a comprehensive multilatera l agreemen t on investmen t 
(MAI). Althoug h thes e negotiation s wer e hel d amon g OEC D membe r 
countries, the y ha d declare d tha t th e resultin g agreemen t woul d b e ope n fo r 
accession b y othe r countries . Th e draf t agreemen t aime d a t imposin g 
obligations o n membe r countrie s t o exten d non-discriminator y treatmen t t o 
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foreign an d domesti c investor s i n bot h th e pre-establishmen t an d 
post-establishment phas e b y applyin g th e nationa l treatmen t principle ; t o 
abolish performanc e requirements ; an d t o disciplin e th e us e o f investmen t 
incentives b y th e applicatio n o f th e thre e basi c principle s -  MFN , nationa l 
treatment an d transparency . 

The negotiation s hav e howeve r ende d withou t accor d bein g reache d o n th e 
draft tex t o f th e agreemen t becaus e o f th e seriou s difference s amon g 
participating countrie s o n th e inclusio n o f specia l provision s o n labour , 
environment an d cultura l industries . 

Box 57 list s some multilatera l investmen t instrument s tha t ar e now in force. O f 
these, the instrument s tha t impos e binding obligations ar e narrow in scope an d 
do no t establis h substantiv e norms , whil e th e instrument s tha t se t fort h 
substantive norm s ar e non-binding . 

Box 57 
Existing multilateral  foreign  investment  instruments 

Within the  World Bank  Group,  two multilateral instruments of a legally  binding 
nature specifically relating  to foreign investment have been concluded.  One is  the 
Convention on the Settlement of Investment Disputes between States and Nationals 
of Other States,  which  was concluded in  1965  and  entered  into force in October 
1966. It  establishes  facilities for the  resolution of  disputes between investors and 
States through  conciliation and arbitration  in  the  International  Centre  for the 
Settlement of Investment Disputes (ICSID). 

The other agreement concluded under the auspices of the World Bank Group  is the 
Convention Establishing the Multilateral Investment  Guarantee Agency, which was 
concluded in 1985 and  which entered into force in April 1988.  Based  on a belief that 
the flow of  foreign investment to developing countries can be facilitated and promoted 
by alleviating  concerns related  to non-commercial  risks,  the  principal aim of  the 
Multilateral Investment  Guarantee  Agency is to provide a  multilateral  investment 
insurance mechanism as  a complement to national, regional and private investment 
insurance schemes. The  Convention  also contemplates a  role  for the  Agency with 
regard to substantive standards for the  treatment of investment. Under Article 12(d) 
of the Convention, the Agency must,  in  guaranteeing an investment,  satisfy itself, 
inter alia,  as  to  "the  investment  conditions  in the  host  country,  including  the 
availability of fair and  equitable treatment and legal protection for the  investment". 
Article 23 of  the Convention deals with investment promotion and stipulates that, in 
addition to research and technical  assistance activities, the  Agency is to facilitate the 
conclusion of  agreements among  members of  the Convention on the  promotion and 
protection of foreign investment. 

Substantive multilateral norms for the  treatment of foreign investment are contained 
in the  non-binding  Guidelines  on the  Treatment  of  Foreign  Direct Investment, 
developed in  the  World  Bank  Group  following an  April  1991  request  by the 
IMF-World Bank  Development  Committee for the  preparation of  a report  on "an 
overall legal framework which would embody the essential legal principles so  as to 
promote foreign direct investment".  The Guidelines were  "called to  the attention" of 
the members of the World Bank Group  by the Development Committee in September 
1992 "as  useful  parameters in  the  admission  and treatment  of  private  foreign 
investment in their territories, without  prejudice to the binding rules of international 
law". They differ in two main respects from the work initiated in 1977 in  the United 
Nations on a Code of Conduct for Transnational  Corporations. First, they cover only 
general principles to  guide governmental behaviour toward foreign investors; rules  of 
good conduct for foreign investors are  not included. Second,  they  do not purport to 
represent a codification of  customary international law in regard to the treatment of 

foreign investment,  but  rather  to  formulate generally  acceptable  international 
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standards which  support the  objective  of  promoting foreign investment.  The  five 
sections of  the Guidelines address the  scope of  application, the admission of foreign 
investment, standards  of  treatment  of  foreign  investment,  expropriation  and 
unilateral alterations or termination of contracts, and  settlement of disputes. 

Mention should  also he made of other multilateral instruments that are  somewhat 
different in scope hut are nevertheless relevant in this context. Several  United Nations 
General Assembly Resolutions adopted in the 1960s and  1970s  include  provisions 
on foreign investment mainly with  a view to affirming certain rights of host States. 
Matters relating  to social policy  have been dealt with  in  the  (non-binding)  ILO 
Tripartite Declaration of Principles concerning Multinational Enterprises  and Social 
Policy which was adopted in 1977 and  took effect in 1978. The  Declaration contains 
principles commended to governments, employers'  and workers' organizations of home 
and host countries and to  multinational enterprises. 

Source: WTO , Annual Report 1996,  vol . 1 , Special Topic:  Trade  and  Foreign Direct 
Investment. 

WTO provisions 

As note d earlier , a  numbe r o f provision s i n W T O la w dea l wit h trade-relate d 
investment issues . Som e o f thes e ar e liste d below . 

Agreement on  Subsidies and  Countervailing  Measures 
The Agreemen t o n SC M define s th e concep t o f 'subsidy ' an d establishe s 
disciplines o n th e provisio n o f subsidies . I n th e thre e categorie s o f investmen t 
incentives described earlier , viz. fiscal incentives , financial incentive s and indirec t 
incentives, a  fe w types o f measure s woul d constitut e subsidie s a s defined i n th e 
Agreement o n SCM . Tha t is , the y ca n involv e a  financia l contributio n b y a 
government o r public body , an d confe r a  benefit. (See  chapter 8. ) 

Agreement on  Trade-Related Investment  Measures 
The Agreemen t o n TRIM s prohibit s countrie s fro m usin g fiv e type s o f 
trade-related investmen t measure s (suc h a s loca l conten t requirements ) whic h 
are considere d inconsisten t wit h th e provision s o f GAT T 199 4 o n nationa l 
treatment (Articl e III ) an d those prohibiting the use of quantitative restriction s 
(Article XI) . 

All countrie s maintainin g trade-relate d investmen t measure s tha t wer e 
inconsistent with th e provisions o f the Agreement were required t o notify the m 
within 9 0 days of the coming into operation o f the Agreement. I n regard to suc h 
notified measures , developin g countrie s ar e give n a  transitio n perio d o f fiv e 
years (i.e . u p t o 1  January 2000 ) t o eliminat e them . A  longe r perio d o f seve n 
years (i.e . up to 1  Januar y 2002) i s provided to least developed countries for thi s 
purpose. 

The limite d coverag e o f th e Agreemen t o n TRIM S le d countrie s t o stipulat e 
that it s operation shoul d be reviewed in five years. The Agreement provides tha t 
any suc h revie w shoul d als o conside r complementin g it s provision s wit h 
provisions o n investmen t an d o n competitio n policy . (See  chapter 13. ) 

General Agreement on  Trade  in  Services 
The othe r importan t provision s o n investmen t ar e containe d i n GATS . Th e 
Agreement recognize s that , unlik e internationa l trad e i n good s whic h take s 
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place throug h cross-borde r movement , trad e i n service s take s plac e throug h 
three othe r modes . One mod e i s the establishmen t o f a  commercial presenc e i n 
the countr y wher e th e servic e i s t o b e provided . GAT S furthe r visualize s tha t 
countries ma y agre e i n trad e negotiation s t o giv e commitment s permittin g 
foreign supplier s o n a  selectiv e sector-by-secto r basi s t o establis h suc h 
commercial presenc e (e.g . b y settin g u p a  subsidiar y o r a  branch) . I n makin g 
such commitments , i t i s ope n t o a  countr y t o impos e certai n permitte d 
conditions limitin g marke t acces s o r th e extensio n o f nationa l treatmen t t o 
foreign supplier s (e.g . limits o n foreig n equit y participation) . 

There i s a  basi c differenc e i n th e approac h t o providin g right s t o foreig n 
investors unde r som e regiona l an d multilatera l agreement s an d tha t adopte d 
under GATS . Th e regiona l an d multilatera l agreement s provid e fo r wha t ha s 
come t o b e know n a s a  'to p down ' o r 'negativ e list ' approach . Countrie s ar e 
expected t o agre e t o ope n u p fo r FD I al l sector s o f industrie s -  whethe r 
producing good s o r servic e product s -  subjec t t o a  limite d numbe r o f 
exceptions. GATS on the other hand, has adopted a  'bottom up' or 'positive list ' 
approach. Countrie s ar e allowe d t o liberaliz e graduall y an d t o specif y durin g 
trade negotiation s th e servic e sector s i n whic h the y woul d b e willin g t o gran t 
foreign supplier s th e righ t t o establis h a  commercia l presenc e an d t o invest . 
(See chapter 17. ) 

Agreement on Trade-Related Aspects of Intellectual Property Rights 
Although th e TRIP S Agreemen t doe s no t directl y addres s foreig n investment , 
its provisions on minimum standard s for the protection o f intellectual property , 
domestic enforcemen t procedure s an d internationa l disput e settlemen t ar e 
relevant to the legal environment affectin g foreig n investmen t (th e definition o f 
'investment' i n man y intergovernmenta l investmen t agreement s expressl y 
includes intellectua l property) . (See  chapter 20. ) 

Description of the main issues and points raised in the discussions in the 
WTO Working Group 

Main issues raised 

Against th e backgroun d informatio n provide d i n th e precedin g sectio n o n 
trends i n FDI an d o n bilatera l an d multilatera l agreement s o n investment , thi s 
section describe s the main point s made an d the differin g view s expressed in th e 
Working Grou p o n th e Relationshi p betwee n Trad e an d Investment. 33 Th e 
basis for discussions in the Group i s provided by the submissions o f delegation s 
and th e analytica l paper s prepared b y the Secretariat s o f WTO, UNCTAD an d 
OECD. I n orde r t o provid e a  structur e fo r it s discussions , th e Workin g Grou p 
drew u p a  work programm e i n it s firs t meetin g i n Jun e 199 7 i n th e for m o f a 
"Checklist of Issues Suggested for Study" . The checklist has four main themes : 

• Th e implication s o f th e relationshi p betwee n trad e an d investmen t fo r 
development an d growth ; 

• Economi c relationshi p betwee n trad e an d investment ; 

• Stocktakin g an d analysi s o f existin g internationa l agreement s o n 
investments; an d 

33 Th e Workin g Grou p wa s establishe d i n accordanc e wit h th e Singapor e Ministeria l 
Declaration o f Decembe r 1996 . 
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• A  numbe r o f question s relevan t t o assessin g th e advantage s o f a  possibl e 
initiative i n WT O t o establis h a  se t o f multilatera l rule s o n investment . 

The paragraph s tha t follo w attemp t t o give an overvie w of the point s mad e an d 
views expresse d i n th e discussion s unde r eac h theme . I t i s importan t t o not e 
that th e overvie w i s not comprehensiv e an d ma y no t reflec t full y th e emphase s 
and nuance s attache d b y th e variou s delegation s t o th e point s the y made . 

Implications of  the relationship between  trade  and  investment  for 
development and  growth 
The Grou p note d tha t th e experienc e o f a  numbe r o f countrie s ha d 
demonstrated tha t FD I brough t t o th e hos t countr y a  packag e o f tangibl e an d 
intangible assets . Th e intangibl e benefit s include d technologica l innovations , 
managerial skill s an d huma n resourc e development . FD I als o helpe d domesti c 
industries t o increas e thei r efficienc y b y stimulatin g competition . Thes e 
intangible benefits were considered fa r more importan t tha n FDI' s contributio n 
to capita l formation , ta x revenu e an d balanc e o f payments . 

Some delegation s howeve r pointe d ou t tha t whil e FD I playe d a n importan t 
positive rol e i n transferrin g intangibl e asset s t o th e recipien t developin g 
countries, thes e countrie s sometime s ha d t o confron t th e negativ e effect s o f 
such investment . Example s o f thes e negativ e effect s were : restriction s o n th e 
activities o f foreig n affiliate s impose d b y parent s i n th e contex t o f technolog y 
transfer agreements ; th e ris k facin g som e developin g countrie s o f becomin g 
locations fo r simpl e assembly operations ; instabilit y o f the trade balanc e an d o f 
the balanc e o f payment s o n accoun t o f FDI , a s illustrate d b y th e recen t 
experience o f some countrie s i n South-Eas t Asia; the exercis e o f undue politica l 
influence b y foreig n firms ; an d th e negativ e impac t o f foreig n affiliate s o n 
domestically availabl e financin g an d competitio n i n th e domesti c market , 
including smal l an d medium-size d enterprises . 

Economic relationship between  trade  and  investment 

The degree of correlation between  trade  and  investment 

In th e discussio n o n thi s issue , the Grou p note d tha t th e empirica l researc h o n 
the relationshi p betwee n foreig n trad e an d investmen t flows  ha d establishe d 
that ther e wa s a n overal l positiv e relationshi p betwee n th e outwar d flow  o f 
investment an d th e export s o f th e hom e country . Thi s wa s als o tru e o f th e 
relationship betwee n th e inwar d flow  o f investment an d th e export s o f the hos t 
country. The studie s thus showed tha t trade effects wer e positive for both hom e 
and hos t countries . I n th e cas e o f hos t countries , th e trad e impac t wa s mor e 
pronounced i n countrie s tha t followe d ope n an d libera l trad e policie s i n orde r 
to encourag e export-oriente d growth , tha n i n countrie s whic h stil l relie d o n 
import substitutio n fo r promotin g economi c growth . 

However, th e view was expresse d tha t i t would no t b e appropriat e t o plac e to o 
much emphasi s o n complementarit y betwee n trad e an d FDI ; i t wa s als o 
necessary t o loo k a t th e effect s o f suc h investmen t o n efficiency , employmen t 
and economi c development . Furthermore , i t was pointe d ou t tha t ther e wa s a 
need to supplement studie s of a general nature with more disaggregated analysi s 
of th e relationshi p betwee n trad e an d investmen t i n specifi c industrie s an d 
service sectors . 

The impact  of  investment policies  and  measures  on trade 

Under thi s ite m th e Grou p discusse d th e possibl e impac t whic h investmen t 
policies, particularl y thos e relatin g t o investmen t incentive s an d performanc e 
requirements, coul d hav e o n trad e an d investment . 
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On investment  incentives, it was stated tha t studie s by international organization s 
had demonstrate d tha t investmen t incentive s were no t a  major determinan t i n 
location decision s b y transnationa l corporations . I n th e las t decad e th e us e o f 
incentives ha d increase d an d th e type s o f incentive s use d ha d becom e mor e 
diversified. Thi s ha d resulte d i n harmfu l competitio n amon g countrie s t o 
attract FDI . The indiscriminat e us e of incentives could distor t investmen t flows 
in favour o f countries tha t could afford t o finance incentives , but i n the long run 
the us e o f incentive s implie d losse s fo r al l countrie s involve d i n suc h 
competition, ultimatel y leadin g t o a  transfe r o f resource s t o foreig n investors . 
Moreover, incentive s coul d distor t internationa l trad e flow s b y artificiall y 
favouring productio n i n certain countrie s to the detrimen t o f countries tha t were 
not abl e to grant incentives , especially when productio n wa s destined fo r export . 
Empirical studie s ha d als o show n tha t investmen t incentive s coul d distor t th e 
productive structur e i n host countries by favouring productio n i n certain sectors . 
In addition , investmen t incentive s entaile d hig h administrativ e costs , wer e 
difficult t o administer , an d wer e ofte n grante d i n a  non-transparen t manner . 

Some delegation s howeve r pointe d ou t that , notwithstandin g argument s 
advanced i n recen t academi c literature , investmen t incentive s remaine d a 
useful polic y instrumen t i n th e pursui t o f developmen t strategies . Th e 
argument tha t incentive s wer e nothin g mor e tha n a  transfe r o f incom e fro m 
countries t o firm s an d tha t th e mor e intens e th e competitio n amon g hos t 
countries th e greate r th e proportio n o f potentia l gain s transferre d t o 
multinational enterprise s faile d t o giv e du e recognitio n t o th e fac t tha t 
incentives wer e no t intende d t o suppor t enterprise s tha t wer e no t viable . 
Rather, the y wer e geare d toward s attractin g growth , incom e an d 
employment-creating investment . 

On performance  requirements, i t wa s argue d tha t thes e requirement s deprive d 
enterprises o f th e flexibility  neede d t o adap t t o changin g economi c 
circumstances. Performanc e requirement s an d incentive s create d distortion s 
not onl y i n internationa l market s bu t als o i n th e domesti c market s o f hos t 
countries i n s o fa r a s competitio n betwee n differen t investor s wa s distorte d 
when investment s mad e a t differen t time s wer e subjec t t o differen t 
performance requirement s an d incentives . 

However, a  poin t wa s mad e that , whil e trade-relate d performanc e require -
ments, suc h a s loca l conten t measures , ha d bee n demonstrate d no t t o hav e 
positive effects , performanc e requirement s relatin g t o transfe r o f technology , 
the promotio n o f researc h an d development , an d th e promotio n o f alliance s 
between foreig n an d domesti c firm s generall y ha d bee n show n t o hav e positiv e 
effects. I f applie d i n a  market-friendl y manner , performanc e requirement s i n 
regard t o th e transfe r o f technolog y an d th e conduc t o f researc h an d devel -
opment coul d also be viewed a s indirectly contributing to the attainment o f th e 
objectives o f competitio n policy , i n s o fa r a s the y facilitate d acces s t o 
technology b y firm s (includin g smal l an d medium-size d firms) , an d t o 
economic diversification . 

On th e relationship  between foreign investment  and competition  policy,  the poin t wa s 
made tha t an open an d libera l FDI regime increased the prospect s fo r new entr y 
and thu s fo r competitio n i n specifi c markets . B y facilitatin g th e entr y o f ne w 
competitors, libera l investmen t rule s prevente d domesti c oligopolies , elimi -
nated loca l distributio n bottleneck s an d reduce d th e likelihoo d o f cartel s an d 
monopolies. 

But i t wa s recognize d tha t highl y competitiv e foreig n companie s might , b y 
displacing loca l competitors , acquir e dominan t position s i n th e domesti c 
market an d abus e thes e positions . Th e applicatio n o f competitio n la w an d 
policy t o mergers , acquisition s an d join t venture s wa s therefor e a n importan t 
aspect o f the interfac e betwee n investmen t an d competitio n policy . 
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The vie w was , however , expresse d that , thoug h competitio n woul d generall y 
lead t o greate r economi c efficienc y an d ultimatel y t o economi c growt h an d 
development, som e developin g countrie s coul d hav e reason s fo r limitin g th e 
pursuit of efficiency a s an immediate objective . This arose from th e need to tak e 
into accoun t competin g objectives , includin g developmen t objective s an d th e 
promotion o f smal l an d medium-size d enterprises . 

Stocktaking and  analysis  of  existing bilateral, regional  and 
international agreements 
It wa s state d tha t bilatera l investmen t treatie s ha d a n importan t advantag e i n 
that the y coul d b e tailore d t o th e specifi c circumstance s o f th e partie s involve d 
and could address specific concerns , such as development issues . They could also 
be conclude d mor e quickl y tha n regiona l o r multilatera l agreement s an d coul d 
improve bilatera l economi c an d diplomati c relations . Lik e bilatera l investmen t 
treaties, regiona l agreement s o n investmen t wer e als o mor e politicall y feasibl e 
than multilatera l agreement s a s the y involve d fewe r participant s an d coul d b e 
more precisel y customized t o addres s individua l concerns . 

Some delegation s wer e howeve r o f th e vie w tha t experienc e wit h bilatera l 
investment treatie s di d no t demonstrat e tha t the y were a  major determinan t o f 
investment decisions . Ther e wa s therefor e littl e evidenc e t o sho w tha t a 
multilateral framewor k base d o n suc h treatie s woul d hav e a  significan t impac t 
on investmen t flows.  I t wa s als o argue d that , mor e generally , ther e wa s littl e 
empirical evidenc e t o sugges t that locatio n decision s were greatly influenced b y 
the existenc e o f investmen t agreements . 

The othe r view was that ther e was no reason t o expect an automati c correlatio n 
between the existence of bilateral investment treaties and the size of investmen t 
flows, give n tha t suc h treatie s wer e conclude d b y government s an d no t b y 
private parties . Government s presumabl y negotiate d suc h treatie s fo r a  variety 
of reasons , an d i t was possibl e t o conceiv e o f situation s i n which government s 
entered int o negotiation s o n suc h treatie s fo r long-ter m benefit s withou t 
necessarily expectin g short-ter m results . 

It was further argue d that th e development o f a comprehensive se t of consisten t 
multilateral rule s bindin g o n al l W T O membe r countrie s woul d allo w fo r a 
stable, transparent an d consistent environment fo r firms operating in the globa l 
market, whateve r thei r ownershi p structur e o r plac e o f incorporation . Th e 
global application o f broadly the sam e investment discipline s would remov e fo r 
investors th e complexit y arisin g fro m th e existin g framewor k o f bilatera l an d 
regional investmen t agreement s an d thu s facilitat e compliance . Th e adoptio n 
of suc h multilatera l rule s woul d provid e th e followin g additiona l advantage s 
over bilatera l agreements : 

• Whil e th e negotiatio n o f a  bilatera l investmen t agreement , especiall y a n 
agreement betwee n a  developing country an d a  developed countr y migh t b e 
affected b y the unbalance d politica l an d economi c powe r relation s betwee n 
the countries in question, this risk was reduced i n a multilateral negotiation . 

• A  multilatera l approac h coul d enabl e countrie s t o tak e a  progressiv e 
approach t o liberalization . 

• A  multilatera l agreemen t coul d resolv e th e proble m o f inconsistencie s 
between bilatera l investmen t agreements . Furthermore , a  multilatera l 
agreement o n investmen t negotiate d i n W T O woul d ensur e consistenc y o f 
multilateral investmen t rule s with GATS , the TRIM s Agreemen t an d othe r 
W T O provisions . 

• A  multilatera l agreemen t woul d als o provid e mor e scop e fo r harmonizin g 
rules and, since changes to the rules would nee d to be agreed by all parties, i t 
would resul t i n th e greate r predictabilit y o f rules . 
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Questions relevant  to  assessing the advantages of  a possible 
initiative in  WTO  to  establish a  set  of  multilateral rules  on 
investment 
From amon g th e question s discusse d i n the Workin g Grou p o n th e advantage s 
of adopting i n W TO a  se t o f multilatera l rule s o n investment , th e issue s raise d 
on th e definitio n o f investmen t an d th e developmen t implication s o f possibl e 
multilateral rule s o n investmen t ar e briefl y note d below . 

Definition of  investment 

In th e discussio n o n th e definitio n o f th e ter m 'investment ' i n a  possibl e 
international agreemen t o n investment , a  numbe r o f delegation s favoure d a n 
"asset-based definition " coverin g bot h direc t an d portfoli o investment . I t wa s 
suggested tha t th e problem s tha t coul d aris e fro m th e inclusio n o f portfoli o 
investment coul d b e addresse d throug h exception s an d qualifications . Thus , 
including portfoli o investmen t i n a  definitio n o f investmen t i n a n agreemen t 
did no t necessaril y impl y tha t al l obligation s o f th e agreemen t woul d appl y t o 
such investment . 

Some delegation s were o f the view that th e Working Grou p was established o n 
the clea r understandin g tha t it s wor k woul d b e limite d t o FD I a s such . Th e 
inclusion o f portfoli o investmen t i n a  definitio n migh t hav e certai n polic y 
implications tha t require d furthe r study , includin g th e cause s an d directio n o f 
the volatilit y o f portfoli o investmen t flows  an d it s impac t o n hos t economies . 

Development implications  of  possible multilateral  rules  on investment 

Another prominen t them e i n the discussions i n the Working Grou p was how t o 
reflect th e developmen t dimensio n i n an y multilatera l se t o f investmen t rules . 

It was argued tha t on e way of doing this was to ensure , in drafting eac h elemen t 
of an y multilatera l se t o f rules , tha t consideratio n wa s give n t o developmen t 
implications. 

Some delegation s doubte d whethe r th e developmen t orientatio n o f a 
multilateral investmen t agreemen t coul d b e ensure d simpl y b y addin g th e 
development dimensio n t o eac h o f it s elements . On e als o ha d t o loo k a t th e 
structure an d desig n o f th e propose d instrumen t an d th e guidin g objective s 
which determine d it s contents . I n addition , i t wa s necessar y t o dea l wit h th e 
basic issu e o f whethe r th e ver y notio n o f a  multilatera l framewor k fo r 
investment per  se  wa s compatibl e wit h th e nee d t o preserv e th e abilit y o f 
governments t o pursue development strategie s suited to the specia l problems o f 
individual countries . 

A vie w wa s expresse d tha t i t mus t b e acknowledge d tha t developmen t wa s 
greatly dependen t o n investment . I n th e absenc e o f a n internationa l disciplin e 
that would encourage the flow of investment, countrie s would find i t difficult t o 
attain developmen t objectives . ! 
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