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A Multilateral Investment Framework:
Would It Be Justifiable on Economic Welfare Grounds?

Benno Ferrarini

World Trade Institute. Berne

Mecinungsverschicdenheiten diber dic sogenannten «Singapore Issues». und insbesonde-
re beim Thema Investitionen, waren eine der wesentlichen Ursachen fir das Scheitern
der Verhandlungen der 5. WTO-Ministerkonlerenz., die Mitte September 2003 in Can-
cun stattfand. Nach etlichen Jahren schr kontroverser Diskussionen in der WTO-
Arbeitsgruppe «Handel und Investitionen» ist die Zurtickhaltung vicler Mitghicdstaaten.
formelle Verhandlungen iiber dic Ausweitung der WTO-Regeln auf auslindische Di-
rektinvestitionen aufzunchmen. nicht iiberraschend. Auch in der wissenschaftlichen
Literatur hat sich noch keine erkennbare Unterstittzung fiir cin multilaterales fnvesti-
tionsabkommen gebildet. Im vorliegenden Artikel werden die moglichen Wohllahrts-
wirkungen eines multilateralen Rahmenabkommens tiber Investiionen untersucht. dic
sich sowoht in Bezug auf die Herkunfts- und Zicllinder von auslindischen Dircktinves-
titionen als auch aul globaler Ebene erachen. I Ergebnis gibt es weder in analytischer
noch empirischer Hinsicht iiberzeugende Griinde. die positive Wohlfahriswirkungen fir
{iberwicgend investitionsempfangende Staaten. doh. fir dic drmsten unter den WTO-
Mitglicdstaaten, erwarten lassen.

Keviwords: WTO. Multilateral Investment Framework, FDI weltare effects
JEL-Codes: Dol FIA F21. K33

1 Introduction

After the resounding failure of negotiations on a Multilateral Agreement
on Investment (MAT) by OECD members in the mid-1990s. the Euro-
pean Union and a few other industrialised countries have renewed their
clforts to put formal negotiations on multilateral investment rules on the
World Trade Organization (WTO) agenda. However. these efforts experi-
enced yet another major blow, as the negotiations at the recent WTO
ministerial mecting in Cancun. Mexico. broke down. partly because of
fundamental disagreements among Members on the very issuce of invest-
ment.' Since 1996, when the WTO established a Working Group with a

I The biggest controversy characterising the Doha Round. including the Cancun ministerial.is certainhy
over agricultural protectionism. and in particular rich countries” farm subidies. Nevertheless. the fail
ure to agree on the so-called “Singapore Issues™ Giec trade facthtation: transpareney in gosernment
procurcment. international rules on competition. and investment). has had i decisive role mleading o
the break-down of the negotiations,
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492 Benne Ferrarini

mandate to study investment issues in more detail | its member states have
been discussing the desirability of further multilateral disciplines on the
national regulation of forcign direet investment (FDI). These discussions
have brought forward a number of highly controversial arguments. both
within and between the group of demandeur countries. such as the Euro-
pcan Union, the United States. South Korca. and those countries vehe-
mently opposing an extension of WTO rules to all FDI flows. such as
India. Pakistan, and Egypt. FERRARINT (2003) provides a critical analysis
of the main arguments presented in the submissions to the WTO Working
Group on the Relationship between Trade and Investment (WG T, and
finds that many lines of argumentation by the demandeur countries for a
multilateral investment framework (MIF) are not compelling on analyti-
cal and empirical grounds. Here,in contrast. the focus will be exclusively
on the more scholarly literature that has recently formed around the
question as to whether a case for a MIF can be made on cconomic wel-
farc grounds.

The next sections are organised as follows: the sccond section gives a
bricf overview of the main issues at stake in the MIF-debate. The third
section turns to the economic analysis of the likely welfare effects a MIF
The fourth section concludes.

)

Paragraphs 2022 of the Doha Declaration speaity the matters for discussion within 1l ¢ Waorking
Giroup:

“20. Recognizing the case for amultilateral framework tosecure transparcnt stable and o dictable
conditions for Jong-term cross-border investment. particulirly foreten direct imvestment. (. will con-
tribute to the expansion of trade. and the need for enhanced technical assistanee and capac v building
in this arcicas referred toin paragraph 21owe agree that negotiations will tahe plice alt 1 ohe Fifth
Session of the Ministerial Conterence on the basis o decision to be taken. by exphicit aonsensus, at
that session on modalitics of negotiations.,

2L W recognize the needs of developing and Teast developed countries torenh meed upport for
technical assistance and capacity building in this arcas meludmg policy analvsis and deve opment so
that they may better exaluate the implications of closer multilateral cooperation for thoir doss fopment
pobicies and objectives, and human and institutional desclopment To this end. we shall stk in co
operation with other relevant intereovermmental craansations. including UNCTAD and th wugh ap
propriate regional and bilateral channels. to provide strengthened and adequately resourced sasistanee
to respond 1o these necds.

22 Inthe period until the Fifth Session. further work e the Working Group on the Relat onship he
tween Trade and Investment will Tocus on the claritication of: scope and detimtion: transpascacy: non
diserimination: modalitios for pre-establishment commitments based ona G TS-vpe. positive listap
proach: development provisions: exceptions and halance-of-payments safeguards: consaltat or and the
settlement of disputes between members. Any framework should retlect ina balanced manner the in
terests of home and host countries and take due account of the devclopment policies and oopcctives of
host governments as well as their right to regulate in the public interost. The special desclopnant. trade
and financtal needs of developing and least developed countries should be taken inte account as an in
tegral part of any framework. which should cnable Members to undertake obligations ard conimit
ments commensurate with their individual needs and corcumstances. Due regard <hould b pasd 1o
other relevant WO provisions. Account should be taken. as appropriate. of existing bilate it and re
gronal arrangements on investment.” (WO Doc. Noc WEANINO] R DEC T oS
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2 A Brief Overview of the Main Issues At Stake

Today, most countries let in FDI. This is in part the result of an accelera-
tion of the liberalisation of domestic investment regimes during the 1990s,
particularly by developing countries. However, countrics tend not to grant
unrestricted rights of entry to all investors and to all types of investment.
Restrictions on investment typically remain in those sectors considered of
national interest, such as telecommunications, health services. and other
public utilitics. Developing countries, in particular. imposce restrictions on
entry and on the operation of foreign firms in order to enhance the eco-
nomic impact of FDI.

The economic rationale for regulating FDIL instecad of granting unfettered
market access to foreign operations, derives mainly from the fact that
FDI typically takes place in concentrated industries and that such FDI
generates externalities. Host countries, therefore. see a scope for govern-
ment intervention so as to close the gap between private and social returns
from these investments. In the main. national FDI policies are directed to
influence the nature and the impact of FDI, particularly with regard to
externalities and spillovers in the domestic economy.

The principal issue in the debate on the desirability of a MIF is the trade-
off between any restrictions on the national policy space that such a frame-
work might imply, and the pursuance of efficiency in the allocation of
capital. Therelore, the debate between proponents and opponents of an
MIFE essentially boils down to a long-standing (and unscttled) question as
1o how far government intervention is necessary to improve investment
allocation and cconomic performance. and to what extent such interven-
tions may lead to further distortions and incfficiencics. In theory. the pre-
sence of market failures justifies government intervention and mav be ne-
cessary to improve economic cfficiency. In practice. government interven-
tion frequently exacerbates distortions and hampers static and dvnamic
cconomic cfficiency. At present. both theoretical and empirical rescarch
in the ficld of FDI is inconclusive. failing to clearly sustain a case in fa-
vour of — or against — restrictions on government intervention.

WTO members in favour of a MIF claim that such an agreement would
be necessary to overcome the deficiencies of the current patchwork of bi-
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lateral. regional. and multilateral rules on investment™. so as to provide in-
ternational nvestors with a system of transparent. stable. and predictable
scet of rules to facilitate these transactions, This it is said. would not only
benefit the countries where such investments originate by raising invest-
ment possibilities and returns, but also host countries which would benefit
from higher international investment flows to their cconomies resulting
from a more favourable business environment. More generallv.itis claimed
that host countrics would gain from MIF-induced positive changes to
therr institutions and cconomic svstems. becoming more transparent and
less prone to state-created distortions and corruption.”

Opponents to a MIF argue that the current svstem ot international rules
on mvestment and unilateral measures provide all of the necessary legal
foundations for international investment to take place. while leaving host
countries the necessary flexibility to regulate investment so as to mecet na-
tional development plans. In their view,a MIEF would have the effect of
limiting the scope for government intervention to an extent that is consid-
cred incompatible with the imperatives of cconomic growth and develop-
ment. At the same time. they contest the claim that a MIE would lead to
significantly higher investment flows.”

Some recent economic analysis has focused on the Tikely globul effects
from further multilateral disciplines on the regulation of international in-
vestment flows. Although most of these studies show that the overall ef-
feets from a MIF are likely to be positive, they have not found clear and
substantial cconomic gains for developing countries. Put difterently. with
the exception of benefits accruing to all countries from multilateral regu-
fation of financial and fiscal incentives for FDILL the welfare pains of other

A EDL lows are currenthy inttuenced at the international leva by Balateral myvestment troat os (B s
and by regional trade agreements teags EUONAE AU ASE AN cten 1 the mulntateral Tevel the
WTO already includes agreements directly regulating D or national imvestment polie os thae have
consequences forinternational trade. The General Agreement on Urade i Services tGA TS reeatates
EDIT policies of member countries msolar as EDT represents o mode of suppiv ot ~oroees. The
Agreement on Trade-Related Insestment [ssues t FRINS prohibits o number ol operationa mesures
on investment that. to some extent. undermine the cifects of trade Hiberahsation ander th- General
Agreement on Tarifs and Trade ¢GATT Al o these aurcoments wie leeadlv bindinie o S enarories,
and together cover virtaally all global FDI flows talso see the A ppondiy Tablen

4 Foran exposition of this view. sce the following submissions 1o the Working Group on e Relation-

ship between Trade and [nvestment by the Buropaan Comupission WO Do Noc W W GTEW HO

WEAWEGTEWATS, WTWOGTTW 220 W WG TEW W T WGEEW [H00W EWGT W [R5 See

also FERRARING (2003 ),

Astrong opponent to a M is Indias whose kev argaments pat forward i the Waorkimge Croup on the

2

Relationship between Trade and fnvestment can be evineed from WO Doco Neo WT WGTT Wesn,

WEWOTEW TS WEWOTEW T WTEWGTTW IS0OWT WETTTW IS W WG W33 See
also Fr RRARINT (2003),
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multifateral initiatives on investment tend to principally accrue to Trans-
national Corporations (TNCs) and their parent countries. In that case,
those countries almost exclusively representing the importing side of FDI
(which includes most of the developing cconomices) would need to be
compensated in other fields of multilateral negotiations. such as market
access in industrial goods. The following section offers a non-technical as-
sessment of the desirability of a MIF on cconomic wellare grounds.

3 The Economic Rationale For and Against a Multilateral
Framework On Investment

In the scholarly literature. five principal arguments have been put for-

ward in this regard:

1. The “uncertainty™ argument: investors may avoid a country because it
has a history of frequent policy reversals. or whose commitments to re-
form arc not deemed credible. A multilateral investment framework
would anchor investors™ expectations and lead to increased FDI inflows.

2. The “transaction costs™ argument: firms may confront significant
transaction costs and incrcased uncertainty from differences in nation-
al rules governing FDI and the patchwork of existing bilateral, region-
al and plurilateral investment treaties. A multilateral investment
agreement would lower such transaction costs. mainly by increasing
the transparency of existing rules. leading to improved allocation of
FDI and higher welfare.

3. The political economy™ argument: a multilateral investment agree-
ment would serve as a means for governments to overcome the im-
pediments to reform prevented by certain domestic constituencies.

4. The “international policy spillovers™ argument: domestic law and regu-
lation of FDI may have negative cffects (spillovers. externalities) at a
global level! leading to distortions in the allocation of investment.
and/or to coordination failures which result in inefficient outcomes. A
multilateral framework could overcome these problems. increasing
global welfare.

5. The rgrand bargain™ argument: supposce developing countries — as DI
importers — arce unlikely to gain much from a MIF. Thev could consider
offering concessions on investment policies and at the same time de-
mand reciprocal concessions in other fields of WTO negotiations where
they can gain substantial benefits.

These arguments are now asscssed in turn.
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3.1 The Uncertainty Argument

Some commentators have argued that a MIF, besides making national
policics more transparent. could help raise investor confidence in a coun-
try’s policy reform programmes. thereby stimulating higher FDI inflows.
HOEKMAN and SAGGT (1999, p. 2) note that “governments seeking to at-
tract FDI may be pursuing all the right” policies without generating a sig-
nificant “supply response” because of a history of policy reversals. It inves-
tors are risk averse, they may avoid the country altogether. impose large
risk premia. not transfer 'sensitive” technologies, ete. International agree-
ments may then serve as a mechanism through which governments make
irrevocable commitments and “guarantecs” against policy reversals. there-
by anchoring expectations of investors™.

Clearly. investor confidence is a necessary condition for FDI particularly
in the case of greenfield investments, which usually involve significant
amounts of sunk investment. Once an investment is made. the host coun-
try may have incentives to renege the agreement with the investor ex
post, and directly or indirectly expropriate rents from the investor Given
the sunk costs involved, the TNC would not have much choice but to ac-
cept the new conditions imposed by the hostoas long as the former con-
tinucs to accrue some positive benefit.” For investment to take place.
therefore, it is essential that a commitment mechanism be in place so that
the host country can credibly bind itself not to expropriate. or more gen-
crally degrade investments, ex post.”

There is reason to believe that an international agreement would create a
strong incentive for signatories to comply. particularly by providing for
trade sanctions to punish non-compliance. However, there are a number
ol alternative ways that a country has available to credibly commit to
obligations, including bilateral invesument treaties. Further investment
protection is usually guaranteed in these treaties by provisions on inter-
national arbitration. Morcover. there is a strong case lfor arguing that a
country will try to keep mtact or increase its reputation in international
financial markets and so will have a sufficiently strong incentive not to

6 Such asituation is usually referred o as the “hold up nsk™ mcame theory

7 Itsasstandard result of game theory that by binding itselt not to defect onan agreemer towhich ap
pears to make the agent worse off by sacrificing flexibility. may turn out to be i fact welare improy
g for the same agent. However: studies in the field of incomiplete contract theon have aiso shown
that under certain circumstances it can be welfare improving 1o rencgotiate the orizmal contract rath-
<r than to comply.
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behave in any way that could underminc the flow of futurce investment.”
If a country values its reputation. and many do, then the expectations-an-
choring argument for a MIF would largely be undermined.

In sum, the arguments in favour of a MIF on credibility grounds have cer-
tainly some appeal, but are ultimately not compelling. Morcover. there is
no hard evidence to support the hypothesis that a MIF would significant-
ly increase FDI flows to countries that have already entered binding bila-
teral investment agreements, which overall seem to provide an adequate
degree of investment protection. As far as host country commitments are
concerned, the literature does not explain why existing multilateral com-
mitments, particularly of progressive trade liberalisation within the WTO
framework, arc not considered by international investors to be a suffi-
cient signal for long-term commitment and credibility.

3.2 The Transaction Costs Argument

From its submissions to the WGTI". the European Union’s justification
for a MIF, on cconomic grounds. appears to be strongly relying on the as-
sumption that multilateral rules on investment would secure more trans-
parent conditions for long-term investment, and thereby benefiting not
only investors, but also host countrics through higher inflows of FDI. Fur-
thermore, corruption-ridden host countrics are thought to also directly
benefit from the curbing effect increased transparency may have on dom-
estic corruption.

Although there is not much dispute among scholars and practitioners alike
concerning the fundamental and necessary role transparency plays in the
proper working of markets, it is not evident from the existing empirical
studics on the determinants of FDI that enhanced transparency alone
would lead to significantly higher inflows of capital in the case of those
countrics that do not meet the fundamental requirements determining
FDI flows, such as the size of the domestic market. and the presence and
availability of physical infrastructure and human capital. Often-cited

S A point raised by Sinair (2001). This argument is weakened if reputation s specific to local managers
rather than direetly to the country (MaRKUSEN 1998} Horxsas and SaGar (1999) have questioned
the relative importance of multilateral binding rules as compared to the use of a vanety of existing in
stitutions devoted to the arbitration of disputes. such as the Convention on the Scettlement of Invest
ment Disputes between States and Nationals of Other Stutes (1CSID). the International Chamber of
Commerce (1CC) and the UN Committee on International Trade Faw (UNCITRAL).

9 In particular, WTO Doc. No. WT/WGTEW/ T
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anccdotal evidence on huge amounts of FDI flowing to notoriously non-
transparent and corruption-ridden countries. such as China and Malavsia.
over the last decade further corroborates the concerns about too much
weight being attributed to the degree of transparency among a country’s
factors determining FDI inflows.

3.3 The Political Economy Argument

This line of argument is sustained on the assumption that an international
agreement on investment could represent a necessary means for govern-
ments (o overcome otherwise insuperable political impediments to re-
moving costly restrictions on FDI flows. Indeed. it is frequently observed
that developing countries™ governments are unable to overcome opposi-
tion by certain local groups that are powertul enough to protect so-called
unproductive rents. Such rents may be associated with distortions to the
efficient allocation of capital. with deleterious consequences to host eco-
nomies. Morcover. these rents are frequently accompanied by rent-seek-
ing activities, including bribery and corruption. In such a context. the ar-
sument goes, with governments lacking power to impose a change on the
status guo, an international agreement can in principle be helptul to over-
come such resistance mainly for three reasons, First. onee signed interna-
tional agreements may offer the necessary political scapegoat when re-
formers face powertul local constituencies, Sceond. if an investment
agreement is embodied within the WTO framework. it could be part ol a
larger package that offers significant benefits that can help ~pav oft™ or
compensate current beneficiaries of investment protection. Alternatively.
thosce benetits can help galvanise other cconomic interests in favour of a
comprehensive WTO package. where investment liberalisation is seen as
the “price™ of reforms abroad. Third. it is argued that & MIF could have
stronger binding ceffects on current and future governments as compared
to a bilateral agreement. This last point is related to the eredibility argu-
ment mentioned above.

The validity of the political cconomy argument largely depends on one’s
assessment of the role of rents and rent-secking processes mn the develop-
ment process. Broadly speaking. in the standard nco-classical frame-
work'". the presence of rents tvpically signals inefficieney. and the best

10 =Standard™ m the sense of basic, without. Tor instance. considering the insiehts lhom acw n-ttutional
and information ceonomices. which are ficlds that hive developed within the neochassica Tramework
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policy is to remove them altogether. Rent-seeking activities. on the other
hand. are associated with a waste of potentially productive resources, ad-
ding to costs associated with the presence of rents. Some strands ol cco-
nomic theory distinguish between rents that are productivity-enhancing
[rom thosc that are not. Accordingly. governments may do well by allocat-
ing super-profits to certain capitalists, as long as the Tatter have an incen-
tive, or are forced. to use those rents productively.' Logically. il rents can
be growth-cnhancing. so can rent-seeking activities. provided that the lat-
ter make sure that rents are being allocated to those firms or industries
that positively contribute to long-term growth. and arc withdrawn {rom
those that do not. It should be noted that only a few states' . and then
only in the presence of a combination of specific circumstances, have
managed to control this complex process in a wellare-enhancing wav.
Hencee. the reluctance by many authors to view rents as growth-enhanc-
ing. except in well-defined circumstances™. and the reluctance by many
others, scholars and policy-makers alike, to view rents indiscriminately as
welfare-reducing.

Notwithstanding these considerations. it may still be argued that a MIF
may be necessary for governments otherwise unable to overcome domes-
tic pressures from rent-carners that are in fact retarding growth and de-
velopment. This may well be the case. but it remains difficult to envisage
how this argument would be played out in the context of the WTO. Would
those countries opposing a MIF be seen as unable to overcome powerful
domestic lobbies? Conversely. could this line of argument be extended to
implying that those countries demanding a MIF are not able to overcome
pressures from their domestic business-community in scarch of rents that
may come at a cost of host countries” welfare”? As a matter of lact. even
within advanced "democracies™. power and interest usually prevails over
social objectives.

In sum. the political cconomy argument is a sensitive one. The assessment
ol the role of rents played in the cconomy is highly controversial. even at
a country-spectilic level. Notwithstanding theorcetical and empirical con-
troversy. it remains difficult to imagine a multilateral framework that helps

but distancing themselves guite radically from some ol its assumptions. More sophisticated sanalysis in
the neoclassical framework doesin fuct recognise the potentially positive effects plasved by cconomic
rents i the development process. Sees forexamples Hosiass M RDOCK and Stiai 7 (200u),

L1 Seedforinstance, K and Jovio (2001).

12 Most notably a number of Fast-Asian countries. Scee. tor instance. Wabn (19925 Aispex (2001 and
Kiax and Joxio (2001).

13 Fyvpicalivein the case of scaree natural resources
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reducing unproductive rents while simultancously maintaining those that
arc growth-cnhancing. Rather, all rents would gradually be wiped out, to
the satisfaction of those who view them as purely distortionary. It ap-
pears, from the submissions of low-income countries like India. that it is
precisely on these grounds that a MIF 1s being strongly opposed.

3.4 The International Spillovers Argument

The arguments discussed so far all relate to the potential of o MIF to lead
to higher degrees of transparency. credibility. and commitment. as com-
parced to the standards alrcady prevailing in bilateral and regional agree-
ments. SANNA-RANDACCIO rightly notes that such arguments call for rules
negotiated within WTO and that arce primarily meant to “lock i the re-
sults of unilateral liberalisation of national FDI policy or to adopt stand-
ards prevailing in bilateral agreements.”"™ Arguably. such rules would
mainly reflect the interests of the international business community. So as
to have guaranteed market access and investment protection at a multi-
lateral level. From the submissions to the WGTIL it appears that transpar-
eney, credibility, and commitment arc also the Furopean Comnussion’s
key arguments in favour of a MIF'. However. it has just been argued that
none of these arguments is ultimately compelling. as they do not make a
clear case for cooperative action. at a multilateral level.

Some recent papers' have thus pointed towards an alternative sct of ar-
guments in favour of a MIF. Morce specifically. they have questioned
whether a MIF would represent a means to overcome international policy
spillovers,i.c. the cffecet of host country policics on other countries, parti-
cularly the home countrics of EDIL and vice versa. In other words. accord-
ing to these authors. the crucial question in addressing the desirability of
a MIF is whether or not its provisions are directed at eliminating market
distortions and international policy spillovers caused by host countrics on
the one hand, and to climinate market distortions created by foreign in-
vestors and home countries on the other hand. The logic of argument in
these papers evolves mainly within the Walrasian neoclassical framework

[4 0 SANNA-RANDACCIO (2000) po Y,

I3 Sce m particular WGTT documents Noc WENWGTEW TTOCWT WOGTT WO TTSOW WG TWA 22,
WEWGTEWAH WTAWGTTW T and WEWGTT W TS all accessible from the W s wobpaee
at htrpriwww . wio.org.

[6 Sce. for instance. Hor Kvas and Saaar (19992 2002 Wort b BAask (2003 and Sass oy RAaNpcoro
(2000).
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underlying the first welfare theorem' . some features of which are bricfly
outlined next.'™

Economic theory establishes that cooperative action is called for if indi-
vidual actions taken by rational agents — including governments — result
in sub-optimal collective outcomes. An outcome is said to be Parcto-inel-
ficient if it is possible to propose some form of action (including an exter-
nal credible commitment device, such as an international agreement) that
raiscs the welfare of at Teast one agent or group of agents without making
anybody clse worse off. Conventional economic theory establishes that a
Parcto-inelficient situation may arise in the following instances:

e The presence of market failures or exogenous distortions, such as poli-

cy interventions offsctting the efficient working of markets:
e A coordination problem.even in the absence of other market failures.

On this perspective, therefore. the desirability of a multilateral agreement
on foreign direct investment depends on whether it represents the appro-
priate remedy to these causes of inefficiency, so leading to a gain in over-
all welfare without making some countries worse of." Both sources of in-
cfficiencey are considered in turn,

341 Muarket Failures and/or Domestic Policy Distortions

In theory. il markets were working properly. the so-called first best policy
would be not to intervene at either the national or the international fevel.
Here laisses faire ensures a Parcto cfficient. welfare maximising outcome.
In reality. market failures are the rule rather than the exception. Produc-
tion by TNCs typically takes place in concentrated industries and may in-
volve a variety of externalitics™ and spillovers. In the presence of such
market failures, there is a clear ecconomic rationale to intervene in the
market. so as to improve on an inelficient market outcome.

Intervention may take a variety of forms. Abstracting from other than in-

vestment-related industrial policies: interventions may. for example. relate

Pssentiallve it states that a Walrasian general equilibrium always viclds o Parcto clticient allocation of

the soctal endowment,

I This seetion. rather than simply summarising the main findings of the papers sunveyed. ks oat the o
gic folfowed there without necessarily arriving at the same conclusions,

19 This analvsis abstracts from distributionad effects wathin countries,

200 An externality exists where the utibity of aconsumer or the production possibility ot a producer s di

rectly alfected by the actions ol another agent i the ceonomy.
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to bargaining between the host and the investor over the cconomic sur-
plus from the TNC's operations in the domestic territory. Such cconomic
super-profits (or rents) can be the result of market power aceruing. for in-
stance. from market concentration. FDI will only take place if the TNC
pereetves a gain and these firms attempt o use their market power to ap-
propriate most of the rents themselves. However, the host nation wants to
cnsure that it derives benefits from the investment. Hosts respond by
using TRIMs and other Host Country Operational Mcasures (HCOMs,
sce Box [) to capture rents for their cconomy or. more generally. to en-
sure that the domestic benefits from FDI are maximised. HCOMS can be
justified as attempts to fill the gap between social and private rates of re-
turn for foreign investments that create positive spillovers, such as know-
fedge transfers, or to deal with other market failures. From an cconomic
theory point of view. such interventions can be welfare enhancing. but
ultimately the outcome from intervention is indeterminate. depending on
country-specific circumstances.

Lmpirical evidence, however, tends to demonstrate that only certain
HCOMs have benefited host countries implementing them. Morax
(1998) for example, has argued that frequently HCONMS do not stimulate
host country growth. and can even hinder it particularty if they are tar-
ected at protecting inefficient industries. TTowever, Moras (1998) and
other prominent commentators, such as RODRIK (1987) recognise that
certain HCOMs particularly export performance requirements. can in-
crease host country welfare by shifting rents from the forcign investor to
the domestic cconomy. Similarlv. BiraGgwart (1998) well known (or his
market-friendly views, suggests that the choice about FDI policy such as
performance requirements should be teft with host countries themselves,
bascd on their own assessment of externalities and spillover etfects on
their cconomices. As a general rule. however. mainstream consensus on
best policy practice requires that interventions. il necessary. should target
market failures as directly as possible. For example. the introduction of
strict competition policy is seen as a more appropriate measure to regu-
late market concentration than the use of restrictive investment policies.”!

21 Abo emphasized in Hoe ks and Svaan (1999): and D as c1ov)y
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Box1 Host Country Operational Measures

Host country operational measures (HCOMSs) are those concerning the operation of foreign affiliates in
the home country’s territory. They cover all aspects of investment and usually take the form of either
restrictions or performance requirements. They are usually adopted to influence the location and char-
acter of FDI and, in particular, to increase its benefits in the light of national objectives.

1. HCOMs explicitly prohibited at the multilateral level, i.e. by the TRIMs Agreement:
+ Local content requirements
+ Trade-balancing requirements
- Foreign exchange restrictions related to foreign exchange inflows attributable to an enterprise
« Export controls

2. HCOMs that are prohibited, conditioned or discouraged by interregional, regional or

bilateral agreements, but not at a multilateral level:

« Requirements to establish a joint venture with domestic participation

+ Requirements for minimum level of domestic equity participation

« Requirements to locate headquarters for a specific region or the world market

« Employment performance requirements

« Export performance requirements
Restrictions on sales of goods or services in the territory where they are produced or provided
Requirements to supply goods produced or services provided to a specific region or the world
market exclusively from a given territory
Requirements to act as the exclusive supplier of goods produced or services provided
Requirements to transfer technology, production processes or other proprietary knowledge
Research-and-development requirements
Measures contrary to the principle of fair and equitable treatment

3. HCOMs that are not prohibited (illustrative list):

Restrictions on employment of key foreign professional or technical personnel, including
restrictions associated with the granting of visas and permits

Requirements to establish a joint venture with domestic participation

Public procurement restrictions (e.g., foreign affiliates are excluded as Government suppliers
or subject to providing special guarantees)

Restrictions on imports of capital goods, spare parts, and manufacturing inputs
Restrictions/conditions on access to local raw materials, spare parts, and inputs

Restrictions on long-term leases of land and real property

Restrictions to relocate operations within a country

Restrictions to diversify operations

» Restrictions on access to telecommunications networks

Restrictions on the free flow of data

Restrictions relating to monopolies or participation in public companies (e.g., an obligation to
provide a public service at a certain price)

Restrictions on access to local credit facilities

Restrictions on repatriation of capital and profits (e.g., case-by-case approval, additional taxation
or remittances, phase out of transfers over a number of years)

“Cultural” restrictions, mainly in relation to educational or media services

Disclosure of information requirements (e.g., on the foreign operations of TNCs)

Special requirements on foreign firms in certain sectors/activities (e.g. on branches of foreign
banks)

Operational permits and licences (e.g., to transfer funds)

Special requirements on professional qualifications, technical standards

Advertising restrictions for foreign firms

Ceilings on royalties and technical assistance fees or special taxes

Limits on the use of certain technologies (e.g., territorial restrictions), brand names, etc.,

or case-by-case approval and conditions

Rules of origin, tracing requirements

Linking local production to access or establishment of distribution facilities

Restrictions related to national security, public order, public morals, etc.

Training requirements

Import restrictions, local sales requirements

Linking export quotas to domestic sales

.

ite. ¥

.

Source:  UNCTAD (2001)
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It should be emphasised that there is no consensus on this matter in the
ceconomics literature. Notwithstanding such inconclusiveness. it can be ar-
cucd that in those instances ivestment policies do in fact raise host coun-
try welfare,a multilateral agreement imposing restrictions on the use of
such measures could possibly raise the welfare of capital exporting coun-
trics by increasing TNCs return. but would not achicve a Parcto ctficien-
cy improvement. since the host countries” weltare would be reduced. This
argument applics to all HCOMs including those prohibited by the TRIMs
agreement.

At the global level.even when HCOMS do benefit the domestic cconomy.,
they have the potential of adversely affecting trade and investment flows
with neighbours. If all countries were to effectively restrict FDI inflows.,
there could in theory be scope for cooperation. Yet. the benelits of such
cooperation would accrue exclusively to those countries that are Luge net
exporters of capital and those net importers with welfare-reducing poli-
cies in place. Taken to the extreme of a zero-sum game. where all benefits
acerue to capital exporters and are mirrored by welfare Tosses to capital
importing countrics. no cooperative solution could exist.

Besides market failures. the efficient working of markets may be impeded
by domestic distortions such as protective trade measures. In this case. an
application of the theory of the second best leads to the conclusion that
eovernment intervention does not necessarily lower welfare and may well
be welfare-improving instead. In this casc. there is no elear-cut case for
government intervention or for non-intervention. ™ In sum. whether mar-
ket failures or distortions. the preconditions for an international agree-
ment curtailing the use of HCOMs to be globally welfare improving are
not necessarily present.

Even in the absence of a coordination problem that can be directly reme-
died by an international agreement. there is one other set of circum-
stances where an agreement to curtail the use ot HCOMs that raise de-
veloping countries” welfare can in fact be beneficial to all. Horkaiax and
SAGGH(1999) desceribe the situation as lollows;
“developing countries squarely represent ondy the lost couniry vien
of DL Consequentdy, it will be very difficult 1o devise an micrna-
tional agreement on investiment that is wellare enliancing for devel-
oping countries that successfully emplov policy strategicallv. 1 this

220 See bisey and Fasaastr ® (19500 Tor the orieingl tormalisation of the theoy ot the ~ceond sl
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case a cooperative solution would require that the negotiating agen-
da be expanded to include issues of interest (o developing coun-
>

tries .

In other words, developing countries could enter a “grand bargain™ and
link the investment-related issues with other issues that offer them sub-
stantial benefits, The merits of such an argument are further discussed be-
low.

3.4.2 Inefficiency as the Result of a Coordination Problem

A strong argument in favour of a multilateral agreement on investment
derives from the fact that incentives aimed at attracting FDTimpose ne-
gative spillovers on the rest of the world. The extant literature typically
examines this matter as a prisoner’s dilemma problem. with the finding
that only with binding commitments will governments maximise collee-
tive welfare. If a nation’s government enters a bidding war to attract FDI.
principally because it rationally expects other governments do to so. then
itis quite possible for governments to pay a higher price for having FDI
allocated to their countries than would have been the case. In this situa-
tion. investment incentives represent a transfer of resources from the host
countries to TNCs and indirectly to their parent countries. as well as a dis-
tortion in the worldwide allocation of capital. Enforcing rules on subsi-
dics to foreign investors by means of an international agreement could
avert this socially sub-optimal outcome.

Although this is perhaps the most convineing argument in favour of mul-
tilateral rules. there are a few caveats that Horkaiax and SaGar (1999)
have identified. First. a case for international coordination exists only it
incentives arc actually effective in altering the distribution of FIDT fTows,
[f not, countrics have no incentive to offer such inducements. and there is
no case for international collective action. Sccond. if there are potentially
important externalities and spillovers to the domestic cconomy from FDIL
and investors lack information about country-specilic investment possi-
bilitics. incentives may act as an important signalling device as to where
the return to investment is highest. In this case. incentives may raise loca-
tional cfticiency of FDI and raise world welfare. though still with the dis-
tributional cffects related to the transfer of rents from host countries to

23 HorRsas and Saaan {1999y poy,
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investors. Here, the analysis of investment incentives ceases (o be a pris-
oner’s dilemma. Third. investment incentives may take a number of
forms, and arc often delivered by using a combination of fiscal. hinancial,
and other instruments. Therefore, an international agreement disciplining
the use of incentives would necessarily need to be very intrusive by
regulating, for example. domestic tax policies. competition policies. cte.

Box2 Definition of Investment Incentives

Definition:

“Incentives are any measurable economic advantage afforded to specific enterprises or categories of
enterprises by (or at the direction of) a government, in order to encourage them to behave in a certain
manner. They include measures either to increase the rate of return of a particular FDI undertaking, or
to reduce (or redistribute) its costs of risks. They do not include broader non-discriminatory policies,
relating to the availability of physical and business infrastructures, the general legal regime for FDI,
the general regulatory and fiscal regime of business operations, free repatriation of profits or the grant-
ing of national treatment. While these policies certainly bear on the location decision of TNCs, they are
not FDI incentives per se. The main types of incentives used are fiscal incentives (e.g. reduction of the
standard corporate income-tax rate, investment and reinvestment allowances, tax holidays, accelerat-
ed depreciation, exemptions from import duties), financial incentives (e.g. government grants, subsid-
ized credits, government equity participation, government insurance at preferential rates) and market
preferences (e.g. granting of monopoly rights, protection from import competition, closing the market
for further entry, preferential government contracts). Other types of incentives frequently used include
preferential treatment of foreign exchange and subsidised dedicated infrastructure and services.”

Economic rationale for incentives:

UNCTAD points out that incentives are mainly used to correct market failures to reflect the wider ben-
efits arising from externalities in production, and to reflect the gains that can accrue over time from
declining unit costs and learning by doing. However, they also have the potential to introduce econo-
mic distortions that are analogous to subsidies on trade, and they involve financial and administrative
costs.

Source:  UNCTAD (1998, p. 102 Box 1V .4)

Besides the concerns raised above, there are a tew considerations that have
not yet been clearly addressed. One refers to considering the bidding war
as a prisoner’s dilemma problem. It scems that some commentators are
increasingly applying the prisoner’s dilemma in a metaphorical sense. ra-
ther than considering its precise implications. For example. it should be
noted that there exist alternative means to bring about the socially opti-
mal outcome than a collective agreement not o offer subsidies. In fact, if
a prisoner’s dilemma game is repeated over time. there mav be an incen-
tive by the players to cooperate as long as the expected long run gains
from coopceration (offering no investment incentives) more than offset
the short run gains from not cooperating (offering incentives). Therefore.
from a purcly game-theorctical point of view, an explicit agreement with
its enforcement machinery — which is what the WTO provides in the in-
ternational trade context — is not necessary to achieve the optimal out-
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come.™ At a practical level, however. so long as investors are attracted by
incentives and potential host countries believe they arce. then there ap-
pears to be indeed a strong case for international coordination. The casc
for coordination would be even stronger in the case of investment diver-
sion from developing to industrialised countries caused by uneven com-
petition in the “incentives war™ between these two groups of countries.™

In sum. so far it scems that the restriction on the use of investment incen-
tives is the single strongest rationale for international collective action.
Given the cconomic interests at stake perhaps it is unsurprising that there
has never been much momentum for international rule-making on this
matter. The OECD's MAL largely ignored the incentives issuc, and to-
day’s proponents of an investment agreement at the WTO scem not to
have given it much consideration. Arguably. MIF proponents are likely to
gain on two fronts from investment incentives. First. they have the finan-
cial muscle to successfully compete for those FDI projects where incen-
tives do count. Second. government outlays on incentives are partly com-
pensated by the rents aceruing to domestic TNC's profiting from the in-
centives paid to their subsidiaries abroad.

3.5 The Grand Bargain Argument

According to HoekMAN and SAGGT (1999).

“the “grand bargain’ argument is one of the raisons d'c¢tre of the
WTO. In a nutshell, what the WTO process does is 1o allow countries
1o define a negotiating set that allows a variety of potential tradeoffs
and deals 1o be crafted that are superior to the status quo ante. Be-
cause countries are restricted to the equivalent of barter trade in mul-
tilateral trade negotiations to achieve Pareto superior (cooperative)
outcome, issues must be linked.™™

MORAN (1998) suggests developing countries could make concessions on
the investment issuc. as a quid pro quo for concessions by industrialised

24 Whether or not cooperation emerges spontancously depends also on the relative size ot the pavolls
and how much policymakers value the Tuture compared to the present. Yet another non-cocreive sofu

tion is the “moradity solution”™, where reciprocal trust s a sutticient condition tor cooperation to et

ses Arauably, the Jatter is a rather uniikely solution 1o emerge. especially it one takes i dimview of the
motives of short-term oriented policymakers,

Although it should be noted that competition for FDTis mainly at a regronal levelsand among coun

[
T

tries offering similar fundamental conditions (mainly relating to traditional gravity factors).
26 HoerMAN and SAGaGr (1999) po 18,
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cconomics in other arcas of interest to them. such as market aceess in
agriculture or industrial products. HOFRAMAN and SAGGH(1999) note that
policies other than investment. particularly in terms of further conces-
stons under the existing GATT and GATS agreements. are likelv to be
morce valuable negotiating chips for developing countries.

Implicit in the grand bargain argument is that developing countries have
litde to gain from multilateral rules on investment. Although this mayv be
the case.if investment poliey is one of the main pillars of national indus-
trial policy. then matters differ. From the development perspective. it devel-
oping countrics” growth prospects were to be negatively effected by mul-
tlateral rules on investment. many possible erand bargains arc unlikely to
be viewed favourably. This is not to sav. however, that in a context of what
some have termed the realpolitik of the WTOL the grand bargain argu-
ment may well be stronger than any other mentioned in this paper.

3.6 An Overview of the Likely Welfare Effects of a MIF

Table I summarises the main wellare cffects of a MIF by Tocusing on the
likely signs of the pavoffs from multilateral rules on investment to 1 FDI-
importing developing host country and an industrialised home country,
For the sake of the following argument it is assumed here that industrial-
iscd countries represent exclusively the home country view of T DI and
developing countries exclusively the host country view. Followin: 1 simi-
lar classification as adopted in SANNA-RANDACOIO (20000, multilateral
rules on investment are grouped into three categories. as shown in Juble 1.

3.6.1 Multlateral Rides That Lock T Mininnon Standards Alrcady
Prevailing uernationally

The case for these rules broadly coincides with the transparency. cre dibili-
tv.and political cconomy argument discussed above. The main assump-
ton here s that TNCs and their parent countries would stronely benefit
from a MIF Jocking in the results of unilateral host country poley re-
forms and standards contained in bilateral agreements. particu arly re-
carding market access and investment protection standards Deve oping
countries, in contrast, can potentially benetit from o MIE insolar as it fos-
ters the implementation of growth and welfare-enhancing policy rcforms
which in turn, could result in a more tavourable environment for FFDI.
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and thercefore increased intflows. Global welfare effects are assumed to be
positive, but the intensity of effects is an unsettled empirical question.

3.0.2 Mudiilateral Rules Addressing Market Distortions Created by
Host Country Policies

This argument broadly coincides with the international spillovers argu-
ment outlined above. More specifically, the likely welfare cffects of
HCOMSs and investment agreements are considered. If a HCOM enhances
the welfare of the host country. the ctfects of a MIF constraining its use is
negative for host countries and is likely to be positive for home countries
as their overseas investments are freed from the burdens of conditionali-
ty. The global effect. in the sense of the overall effect resulting from the
interaction of host and home country governments, represents in this case
a zero-sum game. In contrast. if HCOMs are inefficient. their removal is
obviously weltare-enhancing. Here. there 1s no case for cooperation. as
development countries should have incentives enough to uniltaterally re-
move wellare-reducing performance requirements. (Nevertheless, the
political cconomy argument might rationalise international collective ac-
tion if consolidated rent-secking patterns cause states to retain inefficient
measures.)

The effects of a MIF constraining the use ol investment incentives ¢ru-
cially depends on a number of assumptions: that investment incentives
tend to divert FDI towards the highest bidders: that industrialised coun-
trics have an advantage in the incentives race by having “deeper
pockets™and that developing countries are only hosts to FDI. Such sim-
plitving assumptions allow to make the point that a MIF constraining the
use of investment incentives would probably reduce investment diversion
towards industrialised countries. and reduce the transfer of rents from
host countries to TNCs and their parent countries.

With the exception of “wars™ over investment incentives. it appears from
the above analysis that there is little case for international collective ac-
tion on investment. However., Sasya-Raxpaccro (2000) and Morax
(1998) have a point in noting that such a case may well arise 16 a number
of issues are linked within the investment framework.” For instance. host
country operational measures could be linked to investment incentives, so

27 Wihich is not the same as the cross issue linkaee envisaved i the “arand baream ™ arcuament
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creating an incentive for cooperation where there is none on cither issue
taken singularly (since they are zero-sum). This insight s not reflected
within the debate at the WGTLL In fact. developing countries are tradi-
tionally opposcd to giving up HCOMSs. while industrialised countrices have
shown to be strongly reluctant to forego the use of incentives. Could both
groups be persuaded to forgo their preferred measures under the aus-
pices ol a multilateral investment framework?

3.0.3 Multilateral Rules Addressing Market Distortions Creared by
Foreign Investors

TNCs can have strongly distorting ¢ffects on host countries. Such distor-
tions mainly result from anti-competitive behaviour on the part of TNC,
including Restrictive Business Practices (RBP) such as transter pricing,
price fixing. market allocation agreements. and tied-selline. MoRRISSE Y
(2000) and Kusar (2001) have shown that RBPs are frequently as mar-
ket- (including trade-)distorting as TRIMs and other HCOMs are. and
therefore the rationale for outlawing the use of RBPs would be at least as
strong as itis i the case of TRIMs. Nevertheless, binding rules on RBPs
do not exist at a multilateral Tevel. Recentlyv, China, Cuba. India. Kenva.
Pakistan. and Zimbabwe have co-sponsored a submission to the WGTT™S
demanding binding rules on RBPs to be put on the negotiation agenda,
and reinforcing so developing countries” long-standing demand tor con-
straints on TNC's actions as a quid pro guo tor further liberalisation on
their part. Industrialised countries. on the other hand. do not seem parti-
cularly inclined to consider such a proposal.in accordance with TNC'S de-
sire to face as few restrictions on imvestment as possible. As shown in
Tuble I, this is vet another case where no cooperative international ar-
rangement would be preferred by all parties. except i a context of issue-

linkage with other provisions ol a potential MIF.

In parallel to the WGTIL the Ministerial Declaration at Singapore has
established a Working Group on the Interaction between Trade and Com-
petition Policy (WGTCP)Y with a mandate to study the relationship be-
tween trade and competition policies. Since 1t 1s bevond the scope of this
chapter to deal with this issue inany detailo it will be sutticient here to note
that FDI and competition are highly inter-related issuescas FDI takes tvp-
ically place in concentrated industries. Host countries are particulariy
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concerned with the market power of TNCs since they usually Tack effece-
tive national competition authorities and policies to deal with anti-com-
petitive practices. Morcover. international cooperation on competition
policy, particularly on enforcement matters. is often necessary to deal with
anti-competitive behaviour in the global market place. Table I shows that
international competition rules would result in a transfer of surplus from
TNCs to consumers. Also. increased competition would raise efficiency in
production. Overall, the effect from increased competition is positive. Yet,
ecovernments in industrialised and developing countries alike may well face
opposition to cooperation on competition policy matters il their firms are
able to apply strong enough pressure (SANNA-RANDACCIO 2000).

4  Conclusions: Is there a Case for Negotiating a Multilateral
Framework for Investment?

The preceding discussion has shown that most arguments in favour ol a
Multilateral Investment Framework are not compelling. Rather. it ap-
pears that there is little case for further international accords on ccono-
mic grounds. with the important exception of the regulation of incentives
to attract foreign investment. The latter are largely considered as benefi-
cial by industrialised countries and their multinationals. and fall outside
current proposals for an MIF. Morcover, although a MIF may raise total
global welfare. it does not necessarily represent a desirable option for all
countries. as it would largely undermine developing countries” flexibility
to regulate forcign investment in the domestic cconomy.

An assessment of whether or not the benefits from multilateral rules on
FDI arc likely to outweigh the costs associated with the partial loss of
scope and flexibility of government intervention in regulating FDDT will
crucially depend on country-specific instances and. ultimately. on con-
trasting perspectives on the efficacy of such measures. However.as long
as some countries continue to view Host Country Opcerational Mcasures
as a necessary instrument to ensure that FDI positively contributes to
host country cconomic growth and welfare, and in the absence of compel-
ling evidence against such measures, a MIE would not necessarily repre-
sent a Parcto-improvement over the current svstem of international rules
governing FDIL

It is worth recalling that Paragraph 22 of the Doha Declaration requires
that “any framework should reflect in a balanced manner the interests of
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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.” If Paragraph 22 is 1o be understood as requiring
that a multilateral investment framework be as development-fricndly as
possible then this may be reconcilable with sone constraint on policy flexi-
bility. as implicd by the basic features of the EC proposals tor a GATS-
style, posttive list approach to MIF Having said that it a MII constrains
the national policy space of host countrics. then it should also include
binding provisions regulating multinational enterprises” practices.

If. in contrast. Paragraph 22 is read as requiring a framework on invest-
ment to be of benefit to all WTO members, then a MIEFF would have 1o be
designed in a way so as to distinguish between HCOMs that are erowth-
cnhancing from those that are not. Particular account of countrv-specific
circumstances would be essential. Tt is not enough to have GATS-type
country commitments and exceptions, as circumstances change and the
policies that optimisc the speed of development may change. too. Argu-
ably. such a high degree of flexibility is practically impossible to be achicved
by an MIF. and would partly undermince.the very aim ol the later. ie.. o
provide a set of stable and transparcent rules on FDIL Indeced. given the
lack of any intellectual consensus on what policies maximize the benefits
from FDI. then a MIT may fock developing countries into a sub-optimal
set ol policy choices. Lack of predictability of the rules facing forcign in-
vestors may well be the price of maintaining sufticient flexibility 1o opti-
mally respond to evolving national circumstances.

The question remains to be addressed concerning the reasons as to why it
would be advantageous to have a MIEF embedded in the current system of
WTO rules, as compared to using the framework provided by alternative
multilateral institutions. A satisfyving answer,still outstanding. would need
to address at Teast two scts of issues. First, it remains to be clarificed to
what extent the trade-focused WTO framework. based on the two pillars
of “National Treatment™ and “Most Favoured Nation™ (MEN) treatment.
would represent the appropriate basis on which to build a mululateral
agrecement on investment. Notwithstanding the obvious inter-linkages be-
tween trade in goods and services and foreign direct investment in today’s
globalising production networks. a more thorough analysis of the finan-
cial aspects of FDI sheds doubts on the implications from analyvses limit-
cd to the trade-related aspects of FDI alone. Second. the developmental
concern WTO members have impinged upon the Doha Round mandate
has also put the most controversial developmental aspects of FIDT at the
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centre of any future negotiation on this issuc. It is not clear how the WTO
would conform its capacity to appropriately regulate international invest-
ment. and thereby address the extremely complex issues concerning de-
velopment finance in particular. from being merely a trade-oriented ne-
eotiation framework. The failure to do so will reinforee the opposition to
a MFI by many member states. and could undermine the WTO's clfec-
tiveness as a negotiation framework achieving important advances in the
progressive abatement of trade restrictions. as the serious failure 1o achieve
an agreement on agricultural liberalisation in the Cancun negotiations
has demonstrated.
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